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PART |

ITEM 1. BUSINESS
General

MAXXAM Inc. and itssubsidiariesare collectively referred to herein asthe“ Company” or “MAXXAM” unless
otherwise indicated or the context indicates otherwise. The Company is a holding company and, as such, conducts
substantially all of its operations through its subsidiaries. The Company operates in three principal industries:

. Forest products, through MAXXAM Group Inc. (“MGI”) and MGI’s wholly owned subsidiaries, The Pacific
Lumber Company (“ PacificLumber”), ScotiaPacific Company LLC (“ ScotiaL L C"), and Britt Lumber Co., Inc.
(“Britt”). MGI operates in several principa aspects of the lumber industry — the growing and harvesting of
redwood and Douglas-fir timber, the milling of logs into lumber and the manufacture of lumber into a variety of
finished products. Housing, construction and remodeling are the principal markets for the Company’s lumber
products. Subsidiaries of MGI also own several commercial real estate properties (which operations are reflected
under the sections dealing with the real estate segment).

. Real estate investment and development, managed through its wholly owned subsidiary, MAXXAM Property
Company (“MPC"). The Company, principally through itswholly owned subsidiaries, isengaged in the business
of residential and commercial real estateinvestment and development, primarily in Puerto Rico, Arizona, California
and Texas, including associated golf course or resort operationsin certain locations.

. Racing operations, through Sam Houston Race Park, Ltd. (“ SHRP, Ltd.”), a Texas limited partnership, wholly
owned by the Company. SHRP, Ltd. owns and operates a Class 1 pari-mutuel horse racing facility in the greater
Houston metropolitan area, and a pari-mutuel greyhound racing facility in Harlingen, Texas.

In addition to the above, the Company owns approximately 62% of Kaiser Aluminum Corporation (“Kaiser™), an
integrated aluminum producer. Kaiser and anumber of its subsidiaries have filed for reorganization under Chapter 11
of the United States Bankruptcy Code. See“—Aluminum Operations—Reorganization Proceedings’ and Notes 1 and
4 to the Consolidated Financial Statements contained herein. Except as otherwise indicated, all references herein to
“Notes’ represent the Notes to the Consolidated Financial Statements contained herein.

This Annual Report on Form 10-K contains statements which constitute” forward-looking statements’ within the
meaning of the Private Securities Litigation Reform Act of 1995 (“ PSLRA™). These statements appear in a number of
places (see Item 1.“ Business—Forest Products Operations—Timber and Timberlands’ and “ —Regulatory and
Environmental Factors;” most sections under Item 3. “ Legal Proceedings;” and several sections under Item 7.
“Management’s Discussion and Analysis of Financial Condition and Results of Operations’). Such statements can
be identified by the use of forward-looking terminology such as “ believes,” “ expects,” “ may,” “ estimates,” “ will,”
“should,” “ plans’ or “ anticipates’ or the negative thereof or other variationsthereon or comparable terminology, or
by discussionsof strategy. Readersare cautioned that any such forward-1ooking statementsare not guarantees of future
performance and involve significant risks and uncertainties, and that actual results may vary materially from the
forward-looking statements as a result of various factors. These factors include the effectiveness of management’s
strategies and decisions, general economic and business conditions, developments in technology, new or modified
statutory or regulatory requirements and changing prices and market conditions. This Report identifies other factors
which could cause differences between such forwar d-looking statementsand actual results. No assurance can be given
that these are all of the factorsthat could cause actual resultsto vary materially from the forward-looking statements.

LIS "o LIS

Forest Products Operations
General

The Company engages in forest products operations through MGI and its wholly owned subsidiaries,
Pacific Lumber, Britt, and Scotia LL C, which isawholly owned subsidiary of Pacific Lumber. Pacific Lumber, which
has been in continuous operation for over 130 years, engages in several principal aspects of the lumber industry—the
growing and harvesting of redwood and Douglas-fir timber, the milling of logs into lumber products and the



manufacturing of lumber into a variety of value-added finished products. Britt manufactures redwood fencing and
decking products from small diameter logs, a substantial portion of which Britt acquires from Pacific Lumber.

During 2001, comprehensive external and internal reviews were conducted by Pacific Lumber with respect to its
business operations. These reviews were 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 sawmills, eliminated certain of its operations, including its soil amendment and concrete block activities, has
begun utilizing more efficient harvesting methods, and adopted certain other cost saving measures. Most of these
changes were implemented by Pacific Lumber in the last quarter of 2001, or thefirst quarter of 2002. Asof March 31,
2002, Pacific Lumber also ended its company-staffed logging operations (which historically performed approximately
half of itslogging), and now relies exclusively on contract loggers. See “—Production Facilities’ and “—Regulatory
and Environmental Factors— Timber Operations.”

Timber and Timberlands

Thissection contains statementswhich constitute* forward-looking statements” within the meaning of the PSLRA.
See this section and “ Business—General” above for cautionary information with respect to such forward-looking
statements.

Pacific Lumber owns and manages, directly or through subsidiaries, approximately 218,000 acres of virtually
contiguous commercial timberlandslocated in Humbol dt County along the northern Californiacoast, an areawhich has
very favorable soil and climate conditionsfor growing timber. Thesetimberlands contain approximately 66% redwood,
30% Douglas-fir and 4% other timber (by volume), are located in close proximity to Pacific Lumber’s and Britt's
sawmills, and contain an extensive network of roads. Approximately 205,000 acres of Pacific Lumber’ stimberlandsare
owned by ScotiaLL C (the“ ScotiaL L C Timberlands’), and ScotiaL L C hasthe exclusiveright to harvest (the“ Scotia
LLC Timber Rights") approximately 12,200 acresof Pacific Lumber’ stimberlands. Thetimber inrespect of the Scotia
LLC Timberlands and the Scotia LLC Timber Rights is collectively referred to as the “ Scotia LLC Timber.”
Substantially all of Scotia LLC's assets are pledged as security for Scotia LLC's 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(collectively, the* Timber Notes’). Thelndenturegoverningthe Timber Notesisreferredtoherein
asthe“ Timber Notes Indenture.” Pacific Lumber harvests and purchases from Scotia LLC virtually al of the logs
harvested fromthe ScotialL L C Timber. See“—~Relationship with ScotialLL C” below for adescription of thisand other
relationships between Pacific Lumber and ScotiaLLC.

In March 1999, Pacific Lumber and itswholly owned subsidiaries, ScotialLL C and Salmon Creek LLC (“ Salmon
Creek”) (collectively, the “Palco Companies’) consummated the Headwaters Agreement (the “Headwaters
Agreement”) with the United States and California. Pursuant to the agreement, approximately 5,600 acres of
timberlands owned by the Palco Companies (the“ Headwater s Timberlands’) weretransferred to the United Statesin
exchange for (&) an aggregate of $300.0 million, (b) approximately 7,700 acres of timberlands, and (c) approval by the
federal and stategovernmentsof habitat conservation and sustained yield plans(the® Environmental Plans’) in respect
of the ScotiaLL C Timberlands. Californiaalso agreed to offer to purchase aportion of Pacific Lumber’s Grizzly Creek
grove and to purchase ScotiaLLC’'s Owl Creek grove (which purchases were subsequently consummated; see Note 5).

Timber generally iscategorized by speciesand the age of atreewhenitisharvested. “ Old growth” treesare often
defined as trees which have been growing for approximately 200 years or longer and “ young growth” trees are those
which have been growing for lessthan 200 years. Theforest productsindustry grades|umber into variousclassifications
according to quality. Thetwo broad categoriesinto which all gradesfall based on the absence or presence of knots are
called “upper” and “common” grades, respectively. Old growth trees have a higher percentage of upper grade lumber
than young growth trees.

Pacific Lumber engages in extensive efforts to supplement the natural regeneration of timber and increase the
amount of timber onitstimberlands. Pacific Lumber isrequired to comply with Californiaforestry regulationsregarding
reforestation, which generally require that an area be reforested to specified standards within an established period of
time. Pursuant to the services agreement described below (see “—Relationship with Scotia LLC"), Pacific Lumber
conducts regeneration activities on the Scotia LLC Timberlands for Scotia LLC. Reforestation of redwood timber
generally isaccomplished through redwood sproutsfrom harvested trees and the planting of redwood seedlingsat levels
designed to optimize growth. Douglas-fir timber is regenerated almost entirely by planting seedlings. During 2002,
Pacific Lumber planted an estimated 1,100,000 redwood and Douglas-fir seedlings.



Californialaw requireslargetimberland owners, including Pacific L umber, to demonstratethat their operationswill
not decrease the sustainable productivity of their timberlands. A timber company may comply with this requirement by
submitting a sustained yield plan to the California Department of Forestry and Fire Protection (* CDF”) for review and
approval. A sustained yield plan contains a timber growth and yield assessment, which evaluates and calculates the
amount of timber and long-term production outlook for acompany’ stimberlands, afish and wildlife assessment, which
addresses the condition and management of fisheries and wildlife in the area, and a watershed assessment, which
addresses the protection of aguatic resources. The relevant regulations require determination of along-term sustained
yield (“LTSY"), which is the average annual growth sustainable by the timber inventory at the end of a 100-year
planning period. TheLTSY isdetermined based upontimber inventory, projected growth and harvesting methodol ogies,
aswell as soil, water, air, wildlife and other relevant considerations. A sustained yield plan must demonstrate that the
average annual harvest over any rolling ten-year period within the planning horizon does not exceed the LTSY.

Pacific Lumber is also subject to federal and state laws providing for the protection and conservation of wildlife
species which have been designated as endangered or threatened, certain of which are found on Pacific Lumber’'s
timberlands. These lawsgenerally prohibit certain adverse impacts on such species (referredto asa“ take” ), except for
incidental takes which do not jeopardize the continued existence of the affected species and which are made in
accordance with an approved habitat conservation plan and related incidental take permit. A habitat conservation plan
analyzestheimpact of theincidental take and specifies measuresto monitor, minimize and mitigate such impact. Aspart
of the Headwaters Agreement, the federal and state governments approved the Environmental Plans, consisting of a
sustainedyield plan (the* SY P”) and amulti-species habitat conservation plan (the“ HCP” ) in respect of the ScotiaLLC
Timberlands. See “—Regulatory and Environmental Factors’ and Note 16.

InMay 2002, Pacific Lumber completeditsfirst timber cruisesince 1986. Theresultsof thetimber cruise provided
Pacific Lumber with an estimate of the volume of merchantabletimber on Pacific Lumber’ stimberlands. Thenew cruise
data reflected a 0.1 million MBF decrease in estimated overall timber volume as compared to the estimated volumes
reported asof December 31, 2001 using the 1986 cruise data (adj usted for harvest and estimated growth). The new cruise
dataindicates that there is significantly less old growth timber than estimated as of December 31, 2001, using the 1986
cruisedata. Therewasalso an estimated increasein young growth timber volume almost equal to the estimated decrease
in old growth timber volume. This change in mix could adversely affect the Company’s revenues. However, because
there are many variables that affect revenues and profitability, the Company cannot quantify the effect of the revised
estimate on current and future cash flows. The new timber volumes are now being utilized in various aspects of Pacific
Lumber’s operations, including estimating volumes on timber harvesting plans (“ THPS") and determining depletion
expense.

Harvesting Practices

The ability of Pacific Lumber to harvest timber dependsin large part upon its ability to obtain regulatory approval
of THPs. Prior to harvesting timber in California, companies are required to obtain the CDF s approval of a detailed
THP for the area to be harvested. A THP must be submitted by a registered professional forester and must include
information regarding the method of proposed timber operations for a specified area, whether the operations will have
any adverse impact on the environment and, if so, the mitigation measures to be used to reduce any such impact. The
CDF' s evaluation of THPs incorporates review and analysis of such THPs by several California and federal agencies
and public comments received with respect to such THPs. The number of Pacific Lumber’s approved THPs and the
amount of timber covered by such THPs varies significantly from time to time, depending upon the timing of agency
review and other factors. Timber covered by an approved THP istypically harvested within a one year period from the
datethat harvesting first begins. The Timber Notes Indenturerequires ScotiaL L C to useits best efforts (consistent with
prudent business practices) to maintain a number of pending THPs which, together with THPs previously approved,
would cover rightsto harvest aquantity of Scotial L C Timber adequateto pay interest and principal amortization based
on the Minimum Principal Amortization schedule for the Timber Notes for the next succeeding twelve month period.
Seeltem 7. “Management’ sDiscussion and Analysisof Financial Condition and Resultsof Operations—Forest Products
Operation—Industry Overview and Selected Operational Data” for information regarding developmentsin the rate of
THP approvals. See also “—Regulatory and Environmental Factors,” Item. 3 “Lega Proceedings,” and Item 7.
“Management’ s Discussionand Analysisof Financial Condition and Resultsof Operations’ for variouslegal, regulatory,
environmental and other challenges being faced by Pacific Lumber in connection with timber harvesting and other
operations on its timberlands.

Pacific Lumber maintains a detailed geographical information system covering itstimberlands (the“ GIS’). The
GIS covers numerous aspects of Pacific Lumber’s timber properties, including timber type, tree class, wildlife and



botanical data, geol ogical information, roads, riversand streams. Pursuant to the services agreement (described below),
Pacific Lumber, to the extent necessary, provides Scotia LLC with personnel and technical assistance in updating,
upgrading and improving the GIS and the other computer systems owned by ScotiaLLC. By carefully monitoring and
updating this data base and conducting field studies, Scotia LLC's foresters are better able to develop detailed THPs
addressing the various regulatory requirements. Pacific Lumber also utilizes a Global Positioning System (“ GPS")
which can provide preciselocation of geographic featuresthrough satellite positioning. Use of the GPSgreatly enhances
the quality and efficiency of the GIS data.

Pacific Lumber employs a variety of well-accepted methods of selecting trees for harvest designed to achieve
optimal regeneration and to meet its state-approved SYP. These methods, referred to as “silvicultural systems” in the
forestry profession, rangefromvery light thinnings (aimed at enhancing the growth rate of retained trees) to clear cutting,
which resultsin the harvest of nearly all treesin an area (with the exception of sub-merchantable trees and treesretained
for wildlife protection) and replacement with a new forest stand. In between are a number of varying levels of partial
harvests which can be employed.

Production Facilities

Pacific Lumber operates two highly mechanized sawmills and related facilities located in Fortuna and Carlotta,
Cdlifornia. Pacific Lumber’ ssawmillshistorically have been supplied almost entirely fromtimber harvested from Pacific
Lumber’s timberlands, but are supplemented from time to time by logs purchased from third parties. Pacific Lumber
has over the years implemented numerous technological advances that have increased the operating efficiency of its
productionfacilitiesand therecovery of finished productsfromitstimber. Pacific Lumber produced approximately 194,
160 and 205 million board feet of lumber in 2002, 2001and 2000, respectively. The Fortunasawmill produces primarily
common grade lumber. The Carlotta sawmill produces both common and upper grade redwood lumber. As part of
Pacific Lumber’s strategic review of its operations, Sawmills“A” and “B” in Scotia, California, were closed in 2001.
See “—General.”

Britt owns a 46,000 square foot mill in Arcata, California. Britt’s primary business is the processing of small
diameter redwood logsinto fencing productsfor saleto retail and wholesale customers. Britt purchases, primarily from
Pacific Lumber but also from other timberland owners, small diameter (6 to 15 inch) redwood logs of varying lengths.
Britt processestheselogsat itsmill into avariety of fencing products, including “dog-eared” 1" by 6" fence stock in six
foot lengths, 4" by 4" fence postsin 6 through 12 foot lengths, and other lumber productsin 6 through 12 foot lengths.
Britt’ s purchases of logs from third parties are generally consummated pursuant to short-term contracts of 12 months or
less. Britt’s manufacturing operations are conducted on 12 acres of land, ten acres of which are leased on along-term
fixed price basisfrom an unrelated third party. An 18 acrelog sorting and storage yard islocated one-quarter of amile
away. Britt’s(single shift) mill capacity, assuming 40 production hours per week, isestimated at 37.4 million board feet
of fencing products per year. Britt completed a25,000 squarefoot remanufacturing facility for fencing productsin 2001.

Pacific Lumber operates a finishing and remanufacturing plant in Scotia which processes rough lumber into a
variety of finished products such as trim, fascia, siding and paneling. Remanufacturing enhances the value of some
grades of lumber by assembling knot-free pieces of narrower and shorter lumber into wider or longer piecesin Pacific
Lumber’ s state-of-the-art end and edge glue plant. Theresult isastandard sized upper grade product which can be sold
at asignificant premium over common grade products. Pacific Lumber has approved a project to consolidateits planing
operationsinto asinglelocation at Scotia, resulting in amore efficient operation with significantly lower unit costs. The
projected cost is $4.5 million and the project is expected to be completed in the fourth quarter of 2003. Pacific Lumber
has also installed alumber remanufacturing facility at its mill in Fortuna which processes low grade redwood common
lumber into value-added, higher grade redwood fence and related products.

Pacific Lumber driesthe majority of its upper grade lumber beforeitissold. Upper grades of redwood lumber are
generally air-dried for three to twelve months and then kiln-dried to produce a dimensionally stable and higher quality
product which generally commands higher prices than “green” lumber (which islumber sold before it has been dried).
Upper grade Douglas-fir lumber isgenerally kiln-dried immediately after itiscut. Pacific Lumber ownsand can operate
up to 35 kilnshaving an annual capacity of approximately 95 million board feet, and which produce higher quality upper
and common grades of lumber, a substantial portion of which consists of redwood commons for siding and decking.
Pacific Lumber also maintains several large enclosed storage shedswhich can hold approximately 27 million board feet
of dry lumber.



Pacific Lumber owns and operates a cogeneration power plant which isfueled by the wood residue from logging
and lumber production operations. The operations of Pacific Lumber and Britt supplied 63% of the fuel in 2002. The
power plant is capable of producing up to 30 megawatts per hour and generates substantially all of the energy
requirements of Scotia, California, the town adjacent to Pacific Lumber’ stimberlands where several of itsfacilitiesare
located and where a number of its employees live. Pacific Lumber sells surplus power to Pacific Gas and Electric
Company. 1n 2002, the sale of surplus power accounted for approximately 5% of Pacific Lumber’stotal revenues.

Products

Thefollowingtable setsforth the distribution of MGI’ slumber production (on anet board foot basis) and revenues
by product line:

Year Ended December 31, 2002 Year Ended December 31, 2001
% of Total % of Total

Lumber % of Total L umber % of Total

Production Lumber % of Total Production Lumber % of Total
Product Volume Revenues Revenues Volume Revenues Revenues

Upper grade redwood lumber ... .. .. 8% 21% 18% 7% 19% 15%
Common grade redwood lumber . . .. 81% 71% 60% 68% 62% 51%
Total redwood lumber .......... 89% 92% 78% 75% 81% 66%
Upper grade Douglas-fir lumber . . . . . 2% 4% 3% 4% 7% 6%
Common grade Douglas-fir lumber . . 9% 4% 4% 20% 11% 9%
Total Douglasfir lumber ........ 11% 8% 7% 24% 18% 15%
Other grades of lumber ............ 0% 0% 0% 1% 1% 1%
Total lumber ............... 100% 100% 85% 100% 100% 82%
LOgS ..o 7% 6%
Hardwood chips ................. 0% 2%
Softwood chips.................. 1% 2%
Total wood chips .............. 1% 4%

In 2002, MGl sold 278.5 million board feet of lumber. See“Management’ s Discussion and Analyses of Financial
Condition and Results of Operations—Results of Operations—Forest Products Operations—Industry Overview” for
additional information. Lumber products vary greatly by the species and quality of the timber from which they are
produced. Lumber issold not only by grade (such as* upper” grade versus“common” grade), but also by board size and
the drying process associated with the lumber.

Redwood lumber has historically been MGI’s largest product category. Redwood is commercially grown only
along the northern coast of Californiaand possesses certain unique characteristicsthat permit it to be sold at apremium
to many other wood products. Such characteristicsinclude its natural beauty, superior ability to retain paint and other
finishes, dimensional stability and innateresistanceto decay, insectsand chemicals. Typical applicationsincludeexterior
siding, trimand fasciafor both residential and commercial construction, outdoor furniture, decks, planters, retainingwalls
and other specialty applications. Redwood also hasavariety of industrial applications because of its chemical resistance
and because it does not impart any taste or odor to liquids or solids.

Upper grade redwood lumber, which is derived primarily from large diameter logs and is characterized by an
absence of knots and other defects, isused primarily in distinctiveinterior and exterior applications. The overall supply
of upper gradelumber hasbeen diminishing duetoincreasing environmental and regul atory restrictionsand other factors.
See Item 7. “Management’s Discussion and Analysis of Financial Condition and Results of Operations—Results of
Operations—Forest Products Operations—Industry Overview.” Common grade redwood lumber, historically MGI's
largest volume product, has many of the same aesthetic and structural qualities of redwood uppers, but has some knots,
sapwood and a coarser grain. Such lumber is commonly used for construction purposes, including outdoor structures
such as decks, hot tubs and fencing.

Douglas-fir lumber isused primarily for new construction and some decorative purposes and iswidely recognized
for itsstrength, hard surface and attractive appearance. Douglas-fir isgrown commercially along thewest coast of North



America and in Chile and New Zealand. Upper grade Douglas-fir lumber is derived primarily from old growth
Douglas-fir timber and isused principally in finished carpentry applications. Common grade Douglas-fir lumber isused
for avariety of general construction purposes and is largely interchangeable with common grades of other whitewood
lumber.

MGI does not have any significant contractual relationships with third parties relating to the purchase of logs.
During 2002, MGI purchased approximately 2.2 million board feet of logs from third parties. Pacific Lumber uses a
whole-log chipper to produce wood chips from hardwood trees which would otherwise be left as waste (subject to
availability of raw material). These chips are sold to third parties primarily for the production of facsimile and other
specialty papers. Pacific Lumber al so produces softwood chipsfromthewood residuefromitsmilling operations. These
chips are sold to third parties for the production of wood pulp and paper products.

Backlog and Seasonality

MGI’ shacklog of salesordersat December 31, 2002 was approximately $42.7 million, of whichitisestimated that
$13.6 million will be shipped in the first quarter of 2003. For 2001, sales orders were made on a short-term basis.
Accordingly, the backlog of salesordersat December 31, 2001, was $15.7 million, the substantial portion of which was
delivered in the first quarter of 2002. See Item 7. “Management’ s Discussion and Analysis of Financial Condition and
Results of Operations—Results of Operations—Forest Products Operations—Net Sales” MGI has historically
experienced lower first quarter sales due largely to the general declinein construction-related activity during the winter
months. Asa consequence, MGI’ sresultsin any one quarter are not necessarily indicative of resultsto be expected for
thefull year. See“—Regulatory and Environmental Factors’ below and Item 7. “Management’ sDiscussionand Analysis
of Financia Condition and Results of Operations—Results of Operations—Forest Products Operations—Industry
Overview.”

Marketing

The housing, construction and remodeling markets are the primary markets for MGI’ s lumber products. MGI’s
policy isto maintain a wide distribution of its products both geographically and in terms of the number of customers.
MGI sdlsitslumber products throughout the country to avariety of accounts, thelarge majority of which arewholesale
distributors, followed by industrial users, manufacturersand exporters. Upper gradesof redwood and Douglas-fir lumber
are sold throughout the entire United States, aswell asto export markets. Common grades of redwood lumber are sold
principally west of the Mississippi River, with California accounting for approximately 67% of these sales in 2002.
Common grades of Douglas-fir lumber are sold primarily in California. In 2002, Pacific Lumber had three customers
which accounted for approximately 9%, 8% and 6%, respectively, of MGI’stotal net lumber sales. Exports of lumber
accounted for approximately 4% of MGI’ stotal revenuesin 2002. MGI marketsits productsthrough its own sal es staff
which focuses primarily on domestic sales.

MGI actively follows trends in the housing, construction and remodeling markets in order to maintain an
appropriate level of inventory and assortment of products. Dueto itshigh quality products, competitive pricesand long
history, MGI believesit has a strong degree of customer loyalty.

Competition

MGI’slumber issold in highly competitive markets. Competition isgenerally based upon acombination of price,
service, product availability and product quality. MGI’ s products compete not only with other wood products but with
metals, masonry, plastic and other construction materials made from non-renewabl e resources. Thelevel of demand for
MGI’s products is dependent on such broad factors as overall economic conditions, interest rates and demographic
trends. In addition, competitive considerations, such as total industry production and competitors pricing, as well as
the price of other construction products, affect the sales pricesfor MGI’slumber products. Competition inthe common
grade redwood and Douglas-fir lumber market is intense, with MGI competing with numerous large and small lumber
producers. MGI primarily competes with the northern California mills of Simpson, Redwood Empire and Mendocino
Redwood. In August of 2002, Georgia Pacific, previously alarge producer of redwood products and a competitor has
closed its sawmill in northern California
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Employees

Asof March 1, 2003, MGI had approximately 915 empl oyees, none of whomare covered by acollective bargaining
agreement.

Relationship with Scotia LLC

Scotia LLC' sforesters, wildlife and fisheries biologists, geologists, botanists and other personnel are responsible
for providing a number of forest stewardship techniques, including protecting the timber located on the Scotia LLC
Timberlands from forest fires, erosion, insects and other damage, overseeing reforestation activities and monitoring
environmental and regulatory compliance. Scotial L C’ spersonnel areal soresponsiblefor preparing THPsand updating
theinformation containedinthe GIS. See“—Harvesting Practices’ abovefor adescription of the GI S updating process
and the THP preparation process.

ScotiaL L C and Pacific Lumber are partiesto several agreements between themselves, including amaster purchase
agreement (the “Master Purchase Agreement”) and a services agreement, relating to the conduct of their forest
products’ operations. The Master Purchase Agreement governs the sale to Pacific Lumber by Scotia LLC of logs
harvested from the Scotia LLC Timberlands. Under the services agreement, Pacific Lumber provides operational,
management and related services to Scotia LL C with respect to the Scotia LLC Timberlands. Scotia LLC and Pacific
Lumber are also parties to agreements providing for reciprocal rights of ingress and egress through their respective
properties, theindemnification of Scotial L C by Pacific Lumber for environmental liabilitiesincurredin connectionwith
the Scotia LLC Timberlands, and certain services provided by Scotia LLC to Pacific Lumber.

Regulatory and Environmental Factors

Thissection contains statementswhich constitute* forward-looking statements” within the meaning of the PSLRA.
See this section and “ Business—General” above for cautionary information with respect to such forward-looking
statements.

General

Pacific Lumber’s business is subject to the Environmental Plans and a variety of Californiaand federal laws and
regulations dealing with timber harvesting, threatened and endangered species and habitat for such species, and air and
water quality. Compliance with such laws and regulations also plays a significant role in Pacific Lumber’s business.
The CaliforniaForest Practice Act (the* Forest Practice Act”) and related regul ations adopted by the California Board
of Forestry and Fire Protection (the “BOF”") set forth detailed requirements for the conduct of timber harvesting
operationsin California. These requirementsinclude the obligation of timber companiesto obtain regulatory approval
of detailed THPs containing information with respect to areas proposed to be harvested. See “—Harvesting Practices’
above. Cadlifornia law aso requires large timberland owners, including Pacific Lumber, to demonstrate that their
proposed timber operations will not decrease the sustainable productivity of their timberlands. See “—Timber and
Timberlands’ above. The federal Endangered Species Act (the “ESA”) and California Endangered Species Act (the
“CESA") provide in general for the protection and conservation of specifically listed wildlife and plants. These laws
generally prohibit the take of certain species, except for incidental takes pursuant to otherwise lawful activities which
do not jeopardize the continued existence of the affected species and which are made in accordance with an approved
habitat conservation plan and related incidental take permits. A habitat conservation plan, among other things, specifies
measures to minimize and mitigate the potential impact of theincidental take of speciesand to monitor the effects of the
activitiescovered by the plan. Theoperationsof Pacific Lumber are al so subject to the California Environmental Quality
Act (the“ CEQA"), which provides for protection of the state's air and water quality and wildlife, and the California
Water Quality Act and federal Clean Water Act (the” CWA™), which require that Pacific Lumber conduct itsoperations
so asto reasonably protect the water quality of nearby rivers and streams. Compliance with such laws, regulations and
judicial and administrative interpretations, together with other regulatory and environmental matters, have resulted in
restrictions on the scope and timing of Pacific Lumber’stimber operations (such asrecent actions of the regional water
board and its staff—see “—Water Quality” below), increased operational costs and engendered litigation and other
challenges to its operations.

The Environmental Plans

The Environmental Plans, consisting of the HCP and the SY P, were approved by thefederal and state governments
upon the consummation of the Headwaters Agreement. In connection with approval of the Environmental Plans,
incidental take permits (the “ Per mits’) were issued with respect to certain threatened, endangered and other species
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found on the ScotiaLL C Timberlands. The Permits cover the 50-year term of the HCP and allow incidental takes of 17
different species covered by the HCP, including four species which are found on the Scotia LLC Timberlands that had
previously been listed under the ESA and/or the CESA by the applicable governmental entities. The agreementswhich
implement the Environmental Plans also providefor various remedies (including theissuance of written stop ordersand
liquidated damages) in the event of a breach by Scotia LL C of these agreements or the Environmental Plans.

Under the Environmental Plans, harvesting activitiesare prohibited or restricted on certain areas of the ScotiaLLC
Timberlands. Some of these restrictions continue for the entire 50-year period. For example, several areas (consisting
of substantial quantities of timber, including old growth redwood and Douglas-fir timber) serve as habitat conservation
areasfor themarbled murrelet, acoastal seabird, and certain other species. Harvestingin certain other areasof the Scotia
LLC Timberlandsiscurrently prohibited whilethese areas are eval uated for the potential risk of landslideand thedegree
to which harvesting activitieswill be prohibited or restricted in the future. Further, additional areas alongside streams
have been designated as buffers, in which harvesting is prohibited or restricted, to protect aguatic and riparian habitat.
Restrictions on harvest in streamside buffers and potential 1andslide prone acres may be adjusted up or down, subject
to certain minimum and maximum buffers, based upon the ongoing watershed analysis process described below. The
adaptive management process described below may also be used to modify most of these restrictions.

Thefirst analysis by the Palco Companies of a watershed, Freshwater, was released in June 2001. Thisanalysis
was used by the Palco Companies and the government agencies to develop proposed harvesting prescriptions. The
Freshwater prescriptionsresulted in areduction in the size of the streamside buffersset forth in the Environmental Plans
and also provide for geologic reviews in order to conduct any harvesting activities on potential landslide-prone areas.
Watershed analysisbased prescriptionsare currently being developed for other portions of the Scotial L C Timberlands.
At least one additional watershed analysis study is expected to be completed in 2003. The HCP required the Palco
Companies, together with the government agencies, to establish a watershed analysis schedule resulting in completion
of theinitial watershed analysis processfor all covered lands within five years. However, due largely to the number of
agenciesinvolved and thedepth and complexity of the analysis, the process hasthusfar provento require moretimethan
originally anticipated. Accordingly, the Palco Companieswill be working with the government agenciesto establish an
appropriate timeline for implementation of watershed analysis on the remaining portions of ScotiaL L C Timberlandsto
ensure that such studies aretime and cost efficient, and that such studies continue to provide scientific results necessary
to evaluate potential changes to the harvesting restrictions on those lands.

The HCP imposes certain restrictions on the use of roads on the timberlands covered by the HCP during several
months of the year and during periods of wet weather. However, Pacific Lumber has conducted, and expectsto be able
to continue to conduct, some harvesting during these periods. A pending adaptive management change to the road
restrictions of the Environmental Planswould hel p ensurethat road restrictions are consistent with the operational needs
of the Palco Companies. The HCP also requires that 75 miles of roads be stormproofed on an annual basis and that
certain other roads must be built or repaired. The nature of thiswork requiresthat it be performed in the dry periods of
theyear. To date, over 360 miles of roads have been stormproofed.

The HCP contains an adaptive management provision, which various regulatory agencies have clarified will be
implemented on atimely and efficient basis, and in a manner which will be both biologically and economically sound.
Thisprovision allowsthe Palco Companiesto propose changesto many of the HCP prescriptions based on, among other
things, economic considerations. Theregulatory agencieshave also clarified that in applying this adaptive management
provision, to the extent the changes proposed do not result in the jeopardy of aparticul ar species, theregulatory agencies
will consider the practicality of the suggested changes, including the cost and economic feasibility and viability. The
Palco Companies and the agencies have implemented vari ous adaptive management changesrelated towildlifeand rare
plants, and other changes relating to roads and streamside buffers are under consideration by the government agencies.
These adaptive management changes haveincreased the ability to conduct harvesting operationsand/or reduce operating
costs while still meeting the obligations of the Environmental Plans.

Water Quality

Under theFederal Clean Water Act, the Environmental Protection Agency (the* EPA”) isrequiredto establishtotal
maximum daily load limits (“ TMDLS") in water courses that have been declared to be “water quality impaired.” The
EPA and the North Coast Regional Water Quality Control Board (“ North Coast Water Board”) are in the process of
establishing TMDLsfor many northern Californiariversand certain of their tributaries, including ninewater coursesthat
flow withinthe ScotiaLL C Timberlands. The Company expectsthis processto continueinto 2010. In December 1999,
the EPA issued a report dealing with TMDLSs on two of the nine water courses. The agency indicated that the
requirements under the HCP would significantly address the sediment issues that resulted in TMDL requirements for
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these water courses. The North Coast Water Board has begun the process of establishing the TMDL requirements
applicableto two other water courses on the Company’ stimberlands, with atargeted compl etion of spring 2004 for these
two water courses. The final TMDL reguirements applicable to the Company’s timberlands may require aquatic
protection measures that are different 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.

Effective January 1, 2003, a California statute eliminates a waiver previously granted to, among others, 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 requirementsin connection with their timber
harvesting and rel ated operations. Thenew statute provides, however, that regional water boardssuch asthe North Coast
Water Board are authorized to renew the waiver. The North Coast Water Board has renewed the waiver for timber
companies through December 31, 2003. Should the North Coast Water Board decide not to extend this or another
waiver beyond December 31, 2003, it may thereafter notify a company that the Board will require such company to
follow certain waste discharge requirementsin order to conduct harvesting operations on a THP. The waste discharge
requirements may include aquatic protection measures that are different from or in addition to those provided for in the
THP approved by the CDF. Accordingly, harvesting activitiescould be delayed and/or adversely affected asthese waste
discharge requirements are developed and implemented.

Beginning with the 2002-2003 winter operating period, the Palco Companieshavebeen required to submit “ Reports
of Waste Discharge” to the North Coast Water Board in order to conduct winter harvesting activities in the Freshwater
Creek and Elk River watersheds. After consideration of these reports, the North Coast Water Board imposed
requirements on the Palco Companies to implement additional mitigation and erosion control practices in these
watersheds. Theseadditional requirementswill somewhat increase operating costs. The North Coast Water Board also
issued aclean up and abatement order (the“ EIk River Order”) for the EIk River watershed and iscontemplating similar
actions for the Freshwater, Bear, Jordan and Stitz Creeks watersheds. The ElIk River Order is aimed at addressing
existing sediment production sites through clean up actions. The order, as well as additional orders in the other
watersheds (should they beissued), could result in significant coststo Pacific Lumber beginning in 2003 and extending
over anumber of years. The Palco Companies have appeal ed the Elk River Order to the State Water Resources Control
Board (the“ State Water Board”), but are holding the appeal in abeyance whilethey discussthis matter with the North
Coast Water Board and its staff.

Impact of Future Legidation

Laws, regulations and related judicial decisions and administrative interpretations dealing with Pacific Lumber’s
business are subject to change and new laws and regul ations are frequently introduced concerning the Californiatimber
industry. Fromtimeto time, bills are introduced in the Californialegislature and the U.S. Congress which relate to the
business of Pacific Lumber, including the protection and acquisition of old growth and other timberlands, threatened and
endangered species, environmental protection, air and water quality and the restriction, regulation and administration
of timber harvesting practices.

For instance, in January 2003, the Natural Resources Committee of the California Senate issued a report that
recommended consideration of legislation on anumber of issuesthat would affect Pacific Lumber, including collection
of feesfor THPs, providing astronger rolefor regional water boardsin the THP process, limiting the use of clearcutting,
and regulating the rate of harvest in individual watersheds. On February 7, 2003, Senate Bill 217 was introduced
addressing anumber of these issues and others. If thislegislation is passed aswritten, it will have a significant adverse
impact on Pacific Lumber. It islikely that other legislation addressing these issues will be introduced as well.

In addition to existing and possible new or modified statutory enactments, regulatory requirements and
administrative and legal actions, the California timber industry remains subject to potential California or local ballot
initiativesand evolving federal and Californiacaselaw which could affect timber harvesting practices. Itisnot possible
to assess the effect of such future legidative, judicial and administrative events on Pacific Lumber or its business.

Treesitters on Timberlands

Pacific Lumber hasover the past several monthshad anumber of personstrespassonitstimberlandsfor the purpose
of “treesitting” (i.e. occupying treesfor varying periods of time). To date, these activities have not had amaterial impact
on Pacific Lumber; however, there can be no assurance that this will continue to be the case.
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Timber Operators License

In order to conduct logging operations, road building, stormproofing and certain other activities, acompany must
obtainfromthe CDF aTimber Operator’ sLicense. |n December 2001, Pacific Lumber wasgranted aTimber Operator’s
License for 2002 and 2003. At the end of the first quarter of 2002, Pacific Lumber ended its company-staffed logging
operations and now relies exclusively on contract loggers.

Real Estate Operations
General

The Company, principally through its wholly owned subsidiaries, invests in and develops residential and
commercial real estate primarily in Arizona, Puerto Rico, Californiaand Texas. Real estate properties and receivables
as of December 31, 2002 are as follows:

Book Value as

of December 31,
2002

(In millions)

Palmas del Mar (Puerto Rico):

Developed [0tS . . . ..o 1 lot $ 0.1
Undeveloped land and parcelsheldforsale ......... ... .. i, 1,218 acres 313
Property, plant and equipment, receivablesand other,net ......................... 12.1
TOtAl Lo 43.5
Resort operations (owned facilities)®:
Palmas Country ClUD® . ... .. 26.6
SN0 . ot t 1.3
10, 27.9
Fountain Hills (Arizona):
Residential, commercial and industrial developedlots ............................ 73 lots 6.4
Undeveloped residential land . ....... .. . i 1,000 acres 10.8
Property, plant, equipment and receivables, net ............ ... .. .. ... .., 3.8
LI = 21.0
Rancho Mirage (California):
Residential developed lots and lotsunder development . ............ ... ... ... . ... 68 lots 233
Undeveloped land . ... ... i 57 acres 10.3
Property, plant, and equipment, Net . ... i 0.5
LI = 34.1
OthEr PrOPE i ES . . ottt e 0.9

Commercia rental properties:
Property, plant and equipment, net:

Lake Pointe Plaza (TEXas) . .« v oottt et e et ettt et et 1234
Cooper Cameron building (TeXas) ... ...ovii i e 32.6
Motel 6 facilities (Various) ..........ouuieii e 52.6
CVSPharmacy building (TEXas) . ......ouuii i i 34

Tota real estate propertiesandreceivables ................ ... ... i $ 339.4

@ At Palmas del Mar, third parties own other resort facilities, including a hotel, marina and restaurants.
@ Palmas Country Club operations include two 18-hole golf courses, a 20 court tennis facility, a member clubhouse, and a beach
club. Amounts shown are net of accumulated depreciation.
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Joint Ventures:
FireRock, LLC®:

Residential developed lots and lots under development . ..............
Undevelopedland ...
Golf course, clubhouse and other club facilities . ....................
Other property, plant and equipment,net . .........................

TOta .o

Investment in FireRock, LLC . ... ...t e

SunRidge Canyon L.L.C.®:

GOlf COUMSE .ttt
Investment in SunRidgeCanyon L.L.C. ........... ... ...t

® 50% owned.

Revenues from real estate operations were as follows:

Palmas del Mar:

Real etale SAlES . . ..o
Commercial, resort operationsand other ............ ... .. ... ... ... . ...
TotaAl ..

Fountain Hills:

Real eStale SAleS . . ..o
Commercia operationsand other . ....... .. ... .. ... i
Tt .o

Rancho Mirage:

Real eStale SAleS . . . .o
Commercia operationsand other . ....... .. .. ... ... i
Tt .

Other:

Real eStale SAleS . . ..o
Commercia operationsand other . ......... .. ... ... i
TOta .

Commercia renta properties:

LakePointePlaza . ....... ..o
Cooper Cameronbuilding . ....... ...
Motel 6facilities . ...
CVSPharmacy building . ..........

T8 .

FireRock, LLC®:

Real eStale SAleS . . ..o
Golf COUrse OperationS . . ...t e
1=

SunRidge Canyon L.L.C.®:

Real eStale SAlES . . .ot
GOlf COUrsE OPErationS . . . ..ottt
Tt .

® 50% owned.
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............... $ 489 $

................ $ 189 §

Book Value as
of December 31,

2002

(In millions)

............... $ 142 $
............... 111

............... 25.3

............... 8.7
............... 3.7

............... 124

............... 0.2

............... 0.2

............... 15
............... 0.2

............... 17

............... 8.6
............... 0.3
............... 04

118 lots $ 8.0

40 acres 0.1

20.2

0.9

$ 29.2

$ 7.1

$ 8.6

$ 0.5
YearsEnded
December 31,

2002 2001

11.7

12.6

24.3

33.6

3.5

37.1

— 0.2

0.2

29

0.2

31

4.4

69.1

................ $ 164 $
................ 25

................ $ 03 $
................ 35

................ $ 38 $

249
3.2
28.1
0.8
4.2
5.0




Palmas del Mar

Palmasdel Mar, amaster-planned residential community and resort |ocated on the southeastern coast of Puerto Rico
near Humacao (“ Palmas’), was acquired by a subsidiary of the Company in 1984. Originally over 2,700 acres, Palmas
now has approximately 1,200 acres of undevel oped land remaining. The Company is planning the development and sale
of certain of the remaining acreage through Palmas del Mar Properties, Inc. (“PDM PI™), the subsidiary through which
the Company primarily conducts operations at Palmas. Future sales are expected to consist of undevel oped acreage,
semi-devel oped parcels and fully-developed lots. Resort operations include two golf courses, tennis, beach club and
casino facilities, and a timeshare operation owned by subsidiaries of the Company. Certain other amenities, including
ahotel, marina, equestrian center and various restaurants, are owned and operated by third parties.

Fountain Hills

In 1968, asubsidiary of the Company purchased and began devel oping approximately 12,100 acres of real property
at Fountain Hills, Arizona, which is located near Phoenix and adjacent to Scottsdale, Arizona. The year-round
popul ation of Fountain Hillsisover 21,000. Development of Fountain Hillsis substantially complete and the Company
is planning the sale or development of the remaining acreage at Fountain Hills. Future sales are expected to consist
mainly of undevel oped acreage, semi-devel oped parcels and fully-developed lots. The principal undevel oped acreage
iscomprised of Eagle’ sNest, a487-acre custom lot devel opment planned to include 244 lots, and Adero Canyon, a431-
acre custom|ot development planned to include 171 lots. The Company isin the process of formulating its devel opment
planswith respect to these projects. Financing for the devel opmentswill be accomplished either through new or existing
credit facilities or joint venture arrangements.

In 1994, asubsidiary of the Company entered into and holdsa50% interest in ajoint venture to develop a 950 acre
area in Fountain Hills known as SunRidge Canyon. The development is a residential, golf-oriented, upscale
master-planned community. Sales of the individual lots began in November 1995 and concluded in 2002. The only
remaining asset is a championship level, 18-hole daily fee golf course.

In 1998, a subsidiary of the Company entered into and holds a 50% interest in ajoint venture to develop an 808
acre areain Fountain Hills known as FireRock Country Club. The development isaresidential, golf-oriented, upscale
master-planned community consi sting of three phasesof custom|ots, threemultifamily parcel sand aprivate country club.
A championship level private 18-holegolf course openedin 2000. Thefirst and second phasesof the customlotsportion
of the project (298 lots) have been devel oped, and construction of the third phase (81 lots) is currently underway. The
three multifamily parcels were sold in 2001 and 2002.

Rancho Mirage

In 1991, a subsidiary of the Company acquired Mirada, a 220-acre luxury resort-residential project located in
Rancho Mirage, California. Miradaisamaster planned community built into the Santa Rosa M ountains, 650 feet above
the Coachella Valley floor. Three of the six parcels within the project have been devel oped, one of which is the first
phase of a custom lot subdivision of 46 estate lots. The Lodge at Ranch Mirage, formerly the Ritz-Carlton Rancho
Mirage Hotel, which is owned and operated by a third party, was developed on the second parcel. The third parcel is
a recently completed custom lot subdivision comprised of 63 estate lots. The three remaining parcels encompass
approximately 57 acres. Under adevel opment agreement with the City of Rancho Mirage which extendsuntil 2011, this
acreage may be developed with a variety of residential and commercial uses. The Company is currently planning to
develop and/or market the remaining parcels. The Company has obtained final regulatory and environmental approvals
for development of all three of its remaining parcels within Mirada.

Commercial Rental Properties

In June 2001, subsidiaries of the Company acquired Lake Pointe Plaza, an office complex located in Sugar Land,
Texas, for apurchase price of $131.3 million. The transaction was financed by the subsidiaries through the i ssuance of
$117.3 million of non-recourse notes and the bal ance from a cash payment of $14.0 million. The property was acquired
subject to two leases to existing tenants. All of the remaining space, representing a majority of the premises, was
simultaneously leased to an affiliate of the seller. The office complex isfully leased for aperiod of 20 years under these
three leases. See Note 5 for further information.
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In November 2002, asubsidiary of the Company acquired the Cooper Cameron building, an office buildinglocated
in Houston, Texas, for apurchase price of $32.7 million. Thetransaction was financed by the subsidiary through acash
payment of $3.0 million and the issuance of $29.7 million in non-recourse notes. At the time of the acquisition, the
subsidiary simultaneously leased the property back to the seller for a period of 22 years. See Note 5 for further
information.

In December 2002, a subsidiary of the Company, acquired two business trusts which own a portfolio of sixteen
motel properties located in ten different states. The purchase price consisted of a cash payment of $3.5 million. The
properties secure certain non-recourse noteswith an outstanding principal balance of $49.4 million. The propertieswere
acquired subject to an existing | ease agreement under which the propertiesarefully leased through April 2019, and under
which all obligations are guaranteed by the parent company of the current tenant. See Note 5 for further information.

Other Properties

The Company, through itssubsidiaries, ownscertain other real estate properties. Effortsare underway to sell most
of these properties.

Marketing

The Company is engaged in marketing and sales programs of varying magnitudes at its real estate developments.
The Company intends to continue selling undevel oped acreage and semi-devel oped parcels to builders and devel opers
and fully developed lots to individuals and builders. All sales are made directly to purchasers through the Company’s
wholly owned brokerage operations and its marketing personnel, aswell asthrough independent contractorssuch asreal
estate brokerswho are compensated by means of customary real estate brokerage commissions. The Company may also
continue to enter into joint ventures with third parties similar to those entered into in connection with its SunRidge
Canyon and FireRock developments.

Competition and Regulation and Other I ndustry Factors

Thereisintense competition among companiesin thereal estate investment and devel opment business. Salesand
paymentsonreal estate salesobligationsdepend, in part, on availablefinancing and/or disposableincomeand, therefore,
are affected by changes in general economic conditions and other factors. The real estate development business and
commercial real estate business are subject to other risks such as shifts in population, fluctuations in the real estate
market, and unpredictable changes in the desirability of residential, commercial and industrial areas. The resort and
time-share business of Palmas competes with similar businesses in the Caribbean, Florida and other locations. The
golfing operationsin connectionwith the SunRidge Canyon and FireRock devel opmentscompetewith similar businesses
in the areas in and surrounding Phoenix, Arizona.

The Company’sreal estate operations are subject to comprehensivefederal, state and local regulation. Applicable
statutes and regulations may require disclosure of certain information concerning real estate developments and credit
policies of the Company and its subsidiaries. Periodic approval is required from various agencies in connection with
thedesign of devel opments, the nature and extent of improvements, construction activity, land use, zoning, and numerous
other matters. Failure to obtain such approval, or periodic renewal thereof, could adversely affect the real estate
development and marketing operations of the Company anditssubsidiaries. VVariousjurisdictionsal so requireinspection
of properties by appropriate authorities, approval of sales literature, disclosure to purchasers of specific information,
bonding for property improvements, approval of real estate contract forms and delivery to purchasers of a report
describing the property.

Employees

Asof March 1, 2003, the Company’sreal estate operations had approximately 125 employees.
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Racing Operations
General

SHRP, Ltd. owns and operates Sam Houston Race Park, a Texas Class 1 horse racing facility located within the
greater Houston metropolitan area and Valley Race Park, a greyhound racing facility located in Harlingen, Texas.

Racing Operations and Facilities

Sam Houston Race Park and Valley Race Park offer pari-mutuel wagering on live thoroughbred, quarter horse and
greyhound racing during meetsapproved by the Texas Racing Commission (the* Racing Commission”) onayearly basis
and on simulcast horse and greyhound racing throughout the year. Under the Texas Racing Act and related regulations
(collectively, the “ Racing Act”), commission revenues for both facilities are a designated portion of the pari-mutuel
handle. Revenues are also earned on live and simulcast racing as both a guest and host track (i.e. both facilities receive
broadcasts of live racing conducted from other racetracks under various guest simulcast agreements and broadcast live
racing conducted at Sam Houston Race Park and Valley Race Park to other racetracks and off track wagering sitesunder
various host simulcast agreements). Sam Houston Race Park and Valley Race Park also derive revenues from food and
beverages sales, admission and parking fees, group sales, and advertising sales.

Regulation of Racing Operations

The ownership and operation of horse and greyhound racetracksin Texas are subject to significant regulation by
the Racing Commission under the Racing Act. The Racing Act provides, among other things, for the allocation of
wagering proceeds among betting participants, purses, racetracks, the state of Texas and for other purposes, and
empowers the Racing Commission to license and regul ate substantially all aspects of horse and greyhound racing in the
state. The Racing Commission must approve the number of live race days that may be offered each year, aswell asall
simulcast agreements. Class 1 horse racetracks in Texas are entitled to conduct at least seventeen weeks of live racing
for each breed of horses (thoroughbreds and quarter horses), while greyhound tracks are entitled to conduct live racing
nearly year round.

Marketing and Competition

SHRP, Ltd.’s management believes that the majority of Sam Houston Race Park’ s patrons reside within a 25-mile
radius, whichincludes most of the greater Houston metropolitan area, and that asecondary market of occasional patrons
exists outside the 25-mile radius but within a 50-mile radius of the facility. Sam Houston Race Park uses a number of
marketing strategies in an attempt to reach these people and make them more frequent visitors to Sam Houston Race
Park. These strategies include newspaper, television, radio and direct mail advertising to develop awareness, and
conducting promotions such as giveaways and contests to increase customer traffic. Valley Race Park employssimilar
strategies to attract patrons. Both race parks also rent out facilities and grounds for group events, which are often
unrelated to racing but which increase revenues and expose the facility to potential customers. Sam Houston Race Park
had 126 days of liveracing during 2002, and currently has 126 days of liveracing scheduled for 2003. Valley Race Park
had 127 live racing performances (over 110 days) during 2002, and currently has 129 live racing performances (over
109 days) scheduled for 2003.

Sam Houston Race Park competeswith other forms of entertainment, including casinoslocated approximately 125
to 150 miles from Houston, a greyhound racetrack located 55 miles away, a wide range of sporting events and other
entertainment activities in the Houston area, and certain other forms of wagering, including the Texas State L ottery,
charitable bingo and internet based gaming. Sam Houston Race Park could in the future also compete with other forms
of gambling in Texas, including casino gambling on Indian reservations or otherwise. While Sam Houston Race Park
believes that the location of Sam Houston Race Park is a competitive advantage over the other more distant gaming
ventures mentioned above, the most significant challenge for Sam Houston Race Park is to develop and educate new
racing fansin amarket where pari-mutuel wagering had been absent from the 1930’ sto 1994. Other competitivefactors
faced by Sam Houston Race Park include the allocation of sufficient live race days by the Racing Commission and
attraction of asufficient number and quality of race horsesto run at Sam Houston Race Park. Competitive factorsfaced
by Valley Race Park includethe Texas State L ottery, charitable bingo and internet based gaming, aswell astheattraction
of sufficient greyhoundsto run live racing, along with the ability of Valley Race Park to market its simulcast signal due
to its brief live racing season.
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Employees

As of March 1, 2003, the Company’s racing operations had approximately 280 year-round employees and an
additional approximately 400 who only work during live racing.

Kaiser Aluminum

Thissection containsstatementswhich constitute* forward-1ooking statements” within the meaning of the PSLRA.
See this section and “ Business—General” above for cautionary information with respect to such forward-looking
statements.

General

Kaiser operatesinseveral principal aspectsof thea uminumindustry—themining of bauxite, therefining of bauxite
into alumina, the production of primary aluminum from alumina, and the manufacture of fabricated (including semi-
fabricated) aluminum products.

Reorganization Proceedings

Kaiser, its principal operating subsidiary, Kaiser Aluminum & Chemical Corporation (* KACC”), and a number
of KACC's subsidiaries (collectively, the “ Debtors’) have filed for reorganization under Chapter 11 of the U.S.
Bankruptcy Code (the” Cases’). The Casesare being jointly administered, with the Debtors managing their businesses
in the ordinary course as debtors-in-possession subject to the control and supervision of the Bankruptcy Court (the
“Bankruptcy Court”). The Cases were filed as aresult of liquidity and cash flow problems of Kaiser arising in late
2001 and early 2002. Kaiser’'s objective in the Casesisto achieve the highest possible recoveriesfor all creditors and
stockholders, consistent with the Debtors’ abilities to pay and the continuation of their businesses. However, there can
be no assurance that the Debtors will be able to attain these objectives or achieve a successful reorganization. Further,
there can be no assurance that the liabilities of the Debtorswill not be found in the Casesto exceed thefair value of their
assets. Thiscould resultin claimsbeing paid at lessthan 100% of their face val ue and the equity of Kaiser’ sstockholders
being diluted or cancelled.

TheCompany and itssubsidiary, MAXXAM Group HoldingsInc. (“ M GHI™), collectively own 50,000,000 shares
of the common stock of Kaiser (the* Kaiser Shares’). In April 2002, Kaiser filed with the Bankruptcy Court a motion
seeking an order prohibiting the Company (or MGHI), without first seeking Bankruptcy Court relief, from making any
disposition of the Kaiser Shares, including any sale, transfer, or exchange of such stock, or treating any Kaiser Shares
asworthlessfor federal income tax purposes. Kaiser indicated in its Bankruptcy 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 minimum tax credits. On July 22, 2002, the Company and MGHI agreed with Kaiser that
they would not dispose of any of the Kaiser Shares prior to ahearing on the merits of Kaiser’ smotion. The partiesalso
agreed that the Company (or MGHI) may upon 10 dayswritten noticeto Kaiser (a) request the Bankruptcy Court to hear
the matter at a special hearing or (b) have the matter heard at one of Kaiser’s scheduled monthly bankruptcy hearings.

Kaiser'scommon stock is publicly traded on the OTC Bulletin Board under the trading symbol “KLUCQ.” Asof
March 21, 2003, the market valuefor the K ai ser Shareswas$2.5 million (based on the price per share quoted at the close
of business on such date). There can be no assurance that such value would be realized should the Company dispose
of itsinvestment in the Kaiser Shares.

Summary of Business Operations

Kaiser conducts its operations through its five main business units—bauxite and alumina, primary aluminum,
commodities marketing, flat-rolled products and engineered products.

Facilities

As of December 31, 2002, Kaiser owned or had interestsin (a) two bauxite mining facilities in Jamaica (Kaiser
Jamaica Bauxite Company and Alumina Partners of Jamaica); (b) three alumina refining facilities in Louisiana
(Gramercy), Jamaica (Alumina Partners of Jamaica), and Australia (Queensland Alumina Limited; “QAL"); (c) four
primary aluminum smelters in Washington (Mead and Tacoma), Ghana (Volta Aluminium Company), and Wales
(Anglesey Aluminium); (d) a rolling mill in Trentwood, Washington; and (e) and ten engineered products facilities

19



located in Arizona, California, Ohio, Oklahoma, South Carolina, Tennessee, Texas, Virginia, Washington and Canada.
A substantial portion of Kaiser’s primary aluminum capacity has beenidlefor varying periods of time. See Notes 3,5,6
and 15 to Kaiser’ s Consolidated Financial Statementswhich are attached as Exhibit 99.1 hereto (the“ Kaiser Financial
Statements”) for further information.

Commodities Marketing Business Unit

Kaiser's operating results are sensitive to changes in the prices of alumina, primary aluminum, and fabricated
aluminum products. Pricesfor alumina, primary aluminum and fabricated al uminum products are subject to significant
fluctuation. Fromtimeto timein the ordinary course of business, Kaiser’s commodities marketing business unit enters
into hedging transactionsto provide risk management in respect of its net exposure of earnings and cash flow related to
primary aluminum price changes. See Note 13 to the Kaiser Financial Statements for further information.

Competition

Kaiser competes globally with producers of bauxite, alumina, primary aluminum, and fabricated aluminum
products. Primary aluminum and, to some degree, alumina are commodities with generally standard qualities, and
competition in the sale of these commoditiesis based primarily upon price, quality and availability. Kaiser competes
with numerous domestic and international fabricatorsin the sale of fabricated aluminum products. Competition in the
sale of fabricated productsis based upon quality, availability, price and service, including delivery performance.

Miscellaneous

For further information concerning the business and financia condition of Kaiser, see Item 3. “Lega
Proceedings—Kaiser Litigation” and the Kaiser Financial Statements, aswell asKaiser’s Annual Report on Form 10-K
for the fiscal year ended December 31, 2002.

Employees

At March 1, 2003, MAXXAM and its subsidiaries had approximately 1,760 year-round and seasonal employees,
excluding those employed by Kaiser.

ITEM 2. PROPERTIES

For information concerning the principal properties of the Company, see Item 1. “Business.”

ITEM 3. LEGAL PROCEEDINGS
General

Several sectionsinthisltemcontain statementswhich constitute forward-looking statements” withinthemeaning
of thePSLRA. Seethisltemand Item1. “ Business—General” for cautionary information with respect to such forward-
looking statements.

The following describes certain legal proceedings in which the Company or its subsidiaries are involved. The
Company and certain of itssubsidiariesare also involved in various claims, lawsuits and other proceedings not discussed
herein which relate to a wide variety of matters. Uncertainties are inherent in the final outcome of those and the
bel ow-described matters, and it is presently impossible to determine the actual costs that ultimately may be incurred.

Certain present and former directorsand officers of the Company are defendantsin certain of the actions described
below. The Company’s bylaws provide for indemnification of its officers and directors to the fullest extent permitted
by Delaware law. The Company is obligated to advance defense costs to its officers and directors, subject to the
individual’s obligation to repay such amount if it is ultimately determined that the individual was not entitled to
indemnification. Inaddition, the Company’ sindemnity obligation can under certain circumstancesincludeamountsother
than defense costs, including judgments and settlements.
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MAXXAM Inc. Litigation

This section describes certain legal proceedings in which MAXXAM Inc. (and in some instances, certain of its
subsidiaries) isinvolved. Theterm*Company,” asused inthissection, refersto MAXXAM Inc., except wherereference
is made to the Company’s consolidated financial position, results of operations or liquidity.

USAT Matters

On December 26, 1995, the United StatesDepartment of Treasury’ sOfficeof Thrift Supervision (“ OTS’) initiated
aformal administrative proceeding (the “ OTS action”) against the Company and others alleging, among other things,
misconduct by the Company and certain of its affiliated persons (collectively, the “ Respondents’) and others with
respect to the failure of United Savings Association of Texas (“USAT”). At the time of receivership in 1988, the
Company owned approximately 13% of USAT's parent company. The OTS sought damages ranging from $326.6
million to $821.3 million under various theories, civil money penalties and aremoval from, and prohibition against the
Company and the other remaining Respondents engaging in, the banking industry.

The Respondents claimed that none of them had any liability in this matter. Following 110 days of proceedings
before an administrative law judge during 1997-1999, the hearing on the merits of the case concluded on March 1, 1999.
Following post-trial briefing, on September 12, 2001, the administrative law judge issued a recommended decision in
favor of the Respondents on each claim made by the OTS. On October 17, 2002, the OTS action was settled for $0.2
million and with no admission of wrongdoing on the part of the Respondents. The OT Sagreed to drop itsadministrative
action and not pursue any further legal action against the Respondents with regard to the OTS action. The Company
agreed that it would not pursue legal action against the OTS or its employees as part of the FDIC counterclaim (see
below). The Respondents also agreed to accept for three years certain restrictions with respect to insured financial
institutions (including not becoming a controlling shareholder or otherwise serving as an ingtitution-affiliated party).
The Company does not believe that these restrictions are significant as it has no present or contemplated intention to
engage in any of these activities.

On August 2, 1995, the Federal Deposit Insurance Corporation (“FDIC”) filed a civil action entitled Federal
Deposit Insurance Corporation, as manager of the FSLIC Resolution Fund v. CharlesE. Hurwitz (the*“ FDIC action™)
in the U.S. District Court for the Southern District of Texas (No. H-95-3956). The original complaint was against
Mr. Hurwitz and alleged damagesin excess of $250.0 million based on the allegation that Mr. Hurwitz was acontrolling
shareholder, de facto senior officer and director of USAT, and was involved in certain decisions which contributed to
theinsolvency of USAT. Asaresult of the settlement of the OTSaction, the FDIC and Mr. Hurwitz have stipul ated to
adismissal of theFDIC action. Thisstipulation doesnot affect the FDIC counterclaimor motion for sanctionsdescribed
in the following paragraph.

On May 31, 2000, the Respondents filed a counterclaim to the FDIC action (the “ FDIC counterclaim”) in U.S.
District Court in Houston, Texas (No. H95-3956). The FDIC counterclaim statesthat the FDIC illegally paid the OTS
to bring claims against the Respondents. The plaintiffs are seeking reimbursement of attorneys' fees and damagesfrom
the FDIC. Asof December 31, 2002, such feeswerein excess of $38 million. On November 8, 2002, the Respondents
filed an amended counterclaim and an amended motion for sanctions. The Respondents are pursuing this claim
vigorously.

In September 1997, the Company filed suit against a group of its insurers after unsuccessful negotiations with
certain of theinsurersregarding coverage, under thetermsof certain directorsand officersliability policies, of expenses
incurred in connection with the OTSand FDIC actions. The insurers requested arbitration and as aresult the lawsuit
was dismissed in April 1998. Binding arbitration with the primary carrier was held in October 2002. On February 20,
2003, the arbitration panel determined that the insurer should pay the Company approximately $6.5 million (plus
interest). Asthelimits of the primary policy were not reached by the arbitration panel’ s award, the Company does not
expect to be able to recover any amounts from the other insurers.

OnJanuary 16, 2001, an action wasfiled against the Company, Federated Devel opment Company (the predecessor
of a principal shareholder of the Company; “Federated”) and certain of the Company’s directors in the Court of
Delaware Chancery Court entitled Alan Russell Kahn v. Federated Development Co., MAXXAM Inc., et. al., Civil
Action 18623NC (the “ Kahn lawsuit”). The plaintiff purports to bring this action as a stockholder of the Company
derivatively on behalf of the Company. The lawsuit concerns the FDIC and OTS actions, and the Company’'s
advancement of fees and expenses on behalf of Federated and certain of the Company’s directors in connection with

21



these actions. It alleges that the defendants have breached their fiduciary duties to the Company, and have wasted
corporate assets, by allowing the Company to bear all of the costs and expenses of Federated and certain of the
Company’ s directors related to the FDIC and OTSactions. The plaintiff seeks to require Federated and certain of the
Company’ sdirectorsto reimburse the Company for all costs and expensesincurred by the Company in connection with
the FDIC and OTS actions, and to enjoin the Company from advancing to Federated or certain of the Company’s
directorsany further fundsfor costs or expenses associated with these actions. The parties have agreed to an indefinite
extension of the defendants’ obligations to respond to the plaintiffs claims. Although it is impossible to assess the
ultimate outcome of 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.

Forest Products Litigation

Pending lawsuits could affect Pacific Lumber’s ability to implement the HCP and/or the SY P, implement certain
of Pacific Lumber’sapproved THPs, or carry out certain other operations, as discussed below. Two such lawsuitswere
resolved during 2002. See Note 16. Certain of the remaining pending cases are described below.

In March 1999, 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. (the* EPI C-SYP/Permitslawsuit”) wasfiled andisnow
pending in Superior Court in Humboldt County, California (No. CV-990445). This action alleges, among other things,
various violations of the CESA and the CEQA, and challenges, among other things, the validity and legality of the SYP
and the Permitsissued by California. The plaintiffs seek, among other things, injunctive relief to set aside California’s
approval of the SY P and the Permitsissued by California. InMarch 1999, asimilar 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 (the “USWA lawsuit”) wasfiled in
Superior Court in Humboldt County, California (No. CV-990452) challenging the validity and legality of the SYP. In
connection with the EPIC-SYP/Permits lawsuit, the trial judge has issued a stay of the effectiveness of the Permits for
approval of new THPs, but released from the stay, and refused to enjoin, operations under THPs that were previously
approved consistent with the Permits. In addition, on November 26, 2002, the Court exempted from the stay all in-
process THPs submitted through mid-October. Although the stay preventsthe CDF from approving new THPsthat rely
upon the Permits, Pacific Lumber is obtaining review and approval of new THPs under a procedure provided for in the
forest practice rules that does not depend upon the Permits. Because certain THPswill not qualify for this procedure,
there could be a reduction in 2003 harvest levels which could have an adverse impact on Pacific Lumber. These two
cases have been consolidated for trial, which began on March 24, 2003. Thejudge hasindicated that he expectstorule
on this matter no earlier than July 2003. The Company believes that appropriate procedures were followed throughout
the public review and approval process concerning the Environmental Plans, and Pacific Lumber is working with the
relevant government agenciesto defend these challenges. The Company does not believetheresolution of these matters
should result in amaterial adverse effect on itsfinancial condition, results of operations or the ability to harvest timber.
However, in addition to the potential short-term adverse impacts described above, these matters could have along-term
negative impact if they are decided adversely to the Company.

In July 2001, an action entitled Environmental Protection Information Center v. The Pacific Lumber Company,
Scotia Pacific Company LLC (No. CD1-2821) wasfiledinthe U.S. District Court for the Northern District of California
(the “Bear Creek lawsuit”). The lawsuit alleges that Pacific Lumber’s harvesting and other activities under certain of
its approved and proposed THPs will result in discharges of pollutantsin violation of the CWA. The plaintiff asserts
that the CWA requires the defendants to obtain a permit from the North Coast Water Board before beginning timber
harvesting and road construction activities and is seeking to enjoin these activities until such permit has been obtained.
The plaintiff also seeks civil penalties of up to $27,500 per day for the defendant’s alleged continued violation of the
CWA. The Company believesthat the requirements under the HCP are adequate to ensure that sediment and pollutants
fromitsharvesting activitieswill not reach levelsharmful totheenvironment. Furthermore, EPA regulationsspecifically
providethat such activitiesare not subject to CWA permitting requirements. The Company believesthat Pacific Lumber
has strong legal defensesin this matter; however, there can be no assurance that this lawsuit will not have a material
adverse impact on the Company’ s consolidated financial condition, results of operations or liquidity.

On November 20, 2002, an action entitled Humboldt Watershed Council, et al v. North Coast Regional Water
Quiality Control Board, et al. (No. CPF02-502062) (the “HWC lawsuit”), naming Pacific Lumber as real party in
interest, was filed in the Superior Court for the County of San Francisco. The suit seeks to enjoin Pacific Lumber’s
timber operationsin the Elk and Freshwater watersheds until and unless the regional and state water boards impose on
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those operations waste discharge requirements that meet standards demanded by the plaintiff. On February 24, 2003,
the Court granted Pacific L umber’ smotion to change venueto Humbol dt County and deferred consideration of plaintiff’s
motion for atemporary restraining order. The Company believesthat Pacific Lumber and the regional and state boards
have valid defenses to this action. However, an adverse ruling could result in a delay of timber operations that could
have amaterial adverse impact on the Company’ s consolidated financial position, results of operations or liquidity.

On February 25, 2003, the recently elected District Attorney of Humboldt County filed a civil suit entitled The
People of the Sate of California v. Pacific Lumber, Scotia Pacific Holding Company and Salmon Creek Corporation
in the Superior Court of Humboldt County (No. DR030070) (the “ Humboldt DA action”). The suit was filed under
California's unfair competition law and alleges that the Palco Companies used certain unfair business practices in
connection with completion of the Headwaters Agreement, and that this resulted in the Palco Companies being able to
harvest significantly more trees under the Environmental Plansthan would have otherwise been the case. The suit seeks
avariety of remediesincluding acivil penalty of $2,500 for each additional tree that has been or will be harvested due
to this alleged increase in harvest, aswell as restitution and an injunction in respect of the additional timber harvesting
allegedly being conducted. The Company believes that this suit is without merit; however, there can be no assurance
that the Palco Companieswill prevail or that an adverse outcome would not be material to the Company’ s consolidated
financial position, results of operations or liquidity.

On November 16, 2001, Pacific Lumber filed a case entitled The Pacific Lumber Company, et al. v. California
Sate Water Resources Control Board (No. DR010860) in the Humboldt County Superior Court (“THP No. 520
lawsuit™) alleging that the State Water Board had no legal authority to impose mitigation measures that were requested
by the staff of the North Coast Water Board during the THP review process and rejected by the CDF. When the staff
of the North Coast Water Board attempted to impose these mitigation measures in spite of the CDF' s decision, Pacific
Lumber appealed to the State Water Board, which imposed certain of the requested mitigation measures and rejected
others. Pacific Lumber filed the THP No. 520 lawsuit challenging the State Water Board' sdecision, and on January 24,
2003, the Court granted Pacific Lumber’ srequest for an order invalidating the imposition of these additional measures.
Other claims included in this action have been dismissed by Pacific Lumber without prejudice to its future rights. On
March 25, 2003, the State Water Board appealed this decision. While the Company believes the Court’ s decision will
be sustained, a reversal could result in increased demands by the regional and state water boards and their staffs to
impose controls and limitations upon Pacific Lumber's timber harvesting beyond those provided for by the
Environmental Plans.

Kaiser Litigation
Bankruptcy Proceedings
See Notes 1 and 4 for adiscussion of Kaiser’s reorganization proceedings.
Asbestos-related Litigation
Kaiser is a defendant in a number of lawsuits, some of which involve claims of multiple persons, in which the
plaintiffs allege that certain of their injuries were caused by, among other things, exposure to asbestos during, and as a
result of, their employment or association with Kaiser or exposure to products containing asbestos produced or sold by
Kaiser. For additional information, see Note 12 to the Kaiser Financial Statements. Asof December 31, 2002, Kaiser
had established an accrual of $126.1 million for asbestos-related costs (net of estimated insurance recoveries of $484.0
million).
Other Kaiser Litigation
Kaiser isinvolved inanumber of other litigation matters, including lawsuitsrelated to a 1999 explosionat KACC's
Gramercy, Louisiana, aluminarefinery and allegations of unfair labor practicesin connection with atwo-year strike by
the United Steelworkers of America (“USWA”). See Note 12 to the Kaiser Financial Statements for information
regarding various other lawsuits and claims which are pending against Kaiser. Generally, claims arising from actions
or omissions prior to the Filing Date will be settled in connection with Kaiser’s plan of reorganization.

Other Matters

The Company isinvolved in other claims, lawsuits and proceedings. While uncertainties areinherent in the final

23



outcome of such matters and it is presently impossible to determine the actual costs that ultimately may be incurred or
their effect on the Company, management believes that the resolution of such uncertainties and the incurrence of such
costs should not have amaterial adverse effect on the Company’s consolidated financial position, results of operations
or liquidity.

ITEM 4. SUBMISSION OF MATTERSTO A VOTE OF SECURITY HOLDERS
Not applicable.
PART I
ITEM 5. MARKET FOR REGISTRANT’'S COMMON EQUITY AND RELATED STOCKHOLDER
MATTERS

The Company’ s common stock, $.50 par value (* Common Stock™), istraded on the American Stock Exchange.
The stock symbol isMXM. The following table sets forth, for the calendar periods indicated, the high and low sales
pricesper share of the Company’ s Common Stock asreported on the American Stock Exchange Consolidated Composite

Tape.

2002 2001
High L ow High L ow
Firstquarter ... $17.80 $ 940 $16.25 $13.00
Second QUaIEr . ...t 13.35 10.50 27.48 11.60
Thirdquarter . ... 11.05 7.00 24.80 18.53
Fourthquarter ......... ... . . i 10.90 6.04 20.25 17.02

The following table sets forth the number of record holders of each class of publicly owned securities of the
Company at March 3, 2003:

Number of

Record

Title of Class Holders
COMIMON SEOCK . .\ ottt ettt e e e e e e e e e e 2,975
Class A $.05 Non-cumulative Participating Convertible Preferred Stock . ...t 24

The Company has not declared any cash dividends on its capital stock and has no present intention to do so.
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ITEM 6. SELECTED FINANCIAL DATA

Thefollowing summary of consolidated financial information for each of the five years ended December 31, 2002

is not reported upon herein by independent public accountants and should be read in conjunction with the Consolidated
Financial Statements and the Notes thereto which are contained in Item 8 herein.

Years Ended December 31,
2002 @ 2001 2000 1999 1998
(In millions of dollars, except share amounts)

Consolidated statement of operations:

NEtSAES . $ 4466 $ 20182 $ 24480 $ 23507 $ 2,6187
Operatingincome (10SS) .. .o oo i (16.0) 45.4 130.6 (51.5) 125.6
Income (loss) before extraordinary items? .. ........ (86.4) (459.6) 30.0 73.6 (14.7)
Extraordinary items, net® .. ... ... ... L 2.4 3.6 3.9 - (42.5)
Netincome(loSS) . ..o v e (84.0) (456.0) 33.9 73.6 (57.2)
Consolidated balance sheet at end of period:
Total @SSEtS .. v 1,107.3 3,935.3 4,504.0 4,393.1 4,075.2
Long-term debt, less current maturities . ............ 982.3 1,706.8 1,882.8 1,956.8 1,971.7
Stockholders' equity (deficit) @ .................. (582.5) (475.6) 49.1 27.8 (56.8)
Per shareinformation:
Basic:
Income (loss) before extraordinary items . ........ $ (1323) $ (6983 $ 395 $ 958 $ (210)
Extraordinaryitems,net ...................... 0.36 0.55 0.52 — (6.07)
Netincome (I0SS) . ...ovvvviie i $ (1287) $ (6928 $ 447 $ 958 $ (817
Diluted:
Income (loss) before extraordinary items ......... $ (1323) $ (69.83) $ 395 $ 949 $ (210
Extraordinary items,net ........... ... ... ..., 0.36 0.55 0.52 — (6.07)
Netincome(1oss) ...........ccoiiiiiinnnnn.. $ (1287) $ (69.28) 447 $ 949 $ (817

Results for the Company’ s aluminum operations have been included for the period from January 1, 2002, through February 11,
2002. See Note 1 for adiscussion of the Chapter 11 filing by the Debtors.

Income (loss) before extraordinary itemsfor 2002 includes other items of $0.5 million attributable to Kaiser for the period from
January 1, 2002, through February 11, 2002 (see Note 3). 2001 results include the following related to Kaiser: additional
valuation allowances related to Kaiser’'s deferred tax assets of $505.4 million (see Note 12), business interruption insurance
recoveries of $36.6 million (see Note 3), apre-tax gain of $163.6 million on the sale of an approximate 8.3% interest in QAL
(seeNote5), apre-tax charge of $57.2 million for asbestos-related claims, and net gains on power sales and several other non-
recurring items totaling $163.6 million (see Note 3). 2001 results include the following related to forest products: a pre-tax
gain of $16.7 million on the sale of the Grizzly Creek grove (see Note 5). 2000 resultsinclude the following rel ated to Kaiser:
estimated business interruption insurance recoveries of $110.0 million and severa other non-recurring items totaling $48.9
million (see Note 3). 2000 resultsinclude the following related to forest products: apre-tax gain on the sale of the Owl Creek
groveof $60.0 million. 1999 resultsinclude the following related to Kaiser: apre-tax gain on theinvoluntary conversion a the
Gramercy facility of $85.0 million, a pre-tax charge of $53.2 million for asbestos-related claims and a pre-tax gain of $50.5
million on the sale of AKW L.P. 1999 resultsinclude the following related to forest products. apre-tax gain of $239.8 million
on the sale of the Headwaters Timberlands.

The extraordinary gains for 2002 and 2001 relate to repurchases of the 12% Senior Secured Notes of MGHI (the “M GHI
Notes’). The extraordinary gain for 2000 relates to the repurchase of Timber Notes. The extraordinary loss for 1998 relates
to refinancing of forest products long-term debt.

MAXxXAM Inc. has not declared or paid any cash dividends during the five year period ended December 31, 2002.
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ITEM 7. MANAGEMENT’'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

Thefollowing should bereadin conjunction with the Company’ s Consolidated Financial Satementsand the Notes
thereto appearing in Item 8.

Results of Operations

Thissection contains statementswhich constitute* forward-looking statements” withinthe meaning of the PSLRA.
Seeltem 1. “ Business—General” and belowfor cautionaryinfor mation with respect to such forward-1ooking statements.

The Company operates in three industries: forest products, through MGI and its wholly owned subsidiaries,
principally Pacific Lumber, Scotia LL C and Britt; real estate investment and development, managed through MPC; and
racing operations through SHRP, Ltd. MGHI owns 100% of MGI and is a wholly owned subsidiary of the Company.
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

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
rules, legal reorganization or bankruptcy represent conditions which can preclude consolidation in instances where
control restswith the Bankruptcy Court, rather than the majority owner. Asaresult of Kaiser’ sfiling for bankruptcy (as
discussed in Note 1), Kaiser’'s financial results were deconsolidated beginning February 12, 2002, and the Company
beganreportingitsinvestment in Kaiser using the cost method, under which theinvestment isreflected asasingleamount
on the Company’s balance sheet of $(516.2) million, and the recording of earnings or losses from Kaiser was
discontinued after February 11, 2002. Since Kaiser’ sresultsare no longer consolidated and the Company believesthat
it isnot probablethat it will be obligated to fund losses related to itsinvestment in Kaiser, any adjustments reflected in
Kaiser's financial statements subsequent to February 12, 2002 (relating to the recoverability and classification of
recorded asset amounts and classification of liabilities or the effects on existing stockholders' deficit as well as
adjustments made to Kaiser’ sfinancial information for loss contingencies and other matters), are not expected to affect
the Company’s financial results.

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

Year Ended December 31,

2002 2001 2000

NEE SAlES . ..t $ 2791 % 2855 $ 278.2
COStS AN EXPENSES .+« vttt ettt e e (271.5) (311.0) (292.8)
Operating inCoME (10SS) .« o oottt e e e 7.6 (25.5) (14.6)
Other income (EXPENSES), NEL . . ..ttt e e et 179 50.5 127.0
I ErES X PENSE . . ittt (80.2) (81.7) (83.4)
Income (loss) before income taxes and minority interests ..................... (54.7) (56.7) 29.0
Incometax benefit (provision) ...........co i 16.5 18.7 (15.5)
MOty INErESS . . ottt e e 0.3 — —
Income (loss) before extraordinaryitems ......... ... ... .. i (37.9) (38.0) 135
Extraordinary items . ... ... 2.4 3.6 3.9
NEEINCOME (I0SS) .+ . oot ettt e e e e et e e e e $ (355 $ (344 $ 17.4
Net income (loss) per share:

BaSIC it $ (45 $ (522 $ 2.30

DIULEO . . o e e e e e (5.45) (5.22) 2.29

See Note 4 for further discussion of Kaiser's reorganization proceedings and other information regarding the
Company’sinvestment in Kaiser. See also the Kaiser Financial Statements attached hereto as Exhibit 99.1.
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Forest Products Operations

Industry Overview and Selected Operational Data

Thissection containsstatementswhich constitute” forward-looking statements” withinthemeaning of the PSLRA.
See this section and Item 1. “ Business—General” for cautionary information with respect to such forward-looking
statements.

The Company’ sforest products operations are conducted by M Gl, through Pacific Lumber, ScotiaLL C and Britt.
The segment’s business is 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 expectsthat MGI’ srevenuesand 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’ and Note 16 for a discussion of
these matters. Regulatory compliance and related litigation have caused delays in obtaining approvals of THPs and
delaysin harvesting on THPs once they are approved. This hasresulted in adeclinein harvest, an increasein the cost
of logging operations, and lower net sales, aswell asincreased costs related to timber harvest litigation.

Sincethe consummation of the Headwaters Agreement in March 1999, there hasbeen asignificant amount of work
required in connection with the implementation of the Environmental Plans, and this work is expected to continue for
several more years. In 1999 and 2000, this caused delays in obtaining approvals of THPs. The rate of approvals of
THPs during 2001 improved over that for the prior year, and further improvements were experienced in 2002. As
discussed in Note 16, other factors may adversely impact the Company’ s ability to meet itsharvesting goals. TheNorth
Coast Water Board isrequiring the Company to apply certain waste discharge requirementsto approved THPs covering
winter harvesting operationsinthe Freshwater and Elk River watersheds, and the North Coast Water Board could require
the Company to follow waste discharge requirements before harvesting operations are conducted on THPs in other
watersheds. Thisrequirement could causedelaysinharvesting. A stay issued in connection with the EPI C-SYP/Permits
lawsuit requires the Company to follow an aternative THP approval processfor THPs submitted to the CDF after mid-
October, resulting in delays in obtaining approvals of THPs.

Furthermore, there can be no assurance that certain other pending legal, regulatory and environmental matters or
future governmental regulations, legislation or judicial or administrative decisions, adverse weather conditions, or low
lumber or log prices, will not have a material adverse effect on the Company’ sfinancial position, results of operations
or liquidity. Seeltem 1. “Business—Forest Products Operations—Regulatory and Environmental Factors,” Item 3.
“Legal Proceedings’ and Note 16 for further information regarding regulatory and legal proceedings affecting the
Company’s operations.

During 2001, comprehensiveexternal and internal 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) as of March 31, 2002, and
now relies exclusively on contract loggers. In connection with the changes described above, Pacific Lumber recorded
charges to earnings of $2.2 million for impaired assets, $2.6 million for restructuring initiatives, and $3.4 million for
environmental remediation costsduring 2001 (see Note 3). Further actions may be taken during the next year asaresult
of Pacific Lumber’s continuing evaluation process, and additional writedowns of certain assets may be required.

In May 2002, the Company completed the first timber cruise on its timberlands since 1986. The results of 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). The new cruise data indicates that there is significantly less old growth timber than estimated as of
December 31, 2001, using the 1986 cruise data. There was also an estimated increase in young growth timber volume
almost equal to the estimated decrease in old growth timber volume. This change in mix could adversely affect the
Company’s revenues. However, because there are many variables that affect revenues and profitability, the Company
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cannot quantify the effect of the revised estimate 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.

Thefollowingtable presents sel ected operational and financial information for theyearsended December 31, 2002,
2001 and 2000 for the Company’s forest products operations.

Y ears Ended December 31,
2002 2001 2000
(In millions of dollars,
except shipments and prices)

Shipments:
Lumber: @
Redwood upper grades . .. ... oo 27.0 16.2 158
Redwood common grades . . .. . ..ot 224.3 165.0 143.8
Douglasfir upper grades . . . ..o oot 4.7 8.8 115
Douglasfir common grades .. ..........ii it 224 50.5 76.1
OtNEr . 0.1 3.9 5.9
Total IUMDEr 2785 244.4 253.1
WO0Od ChipS @ L 68.8 104.9 169.5
Average sales price:
Lumber: @
RedWOoOod UPPEr grades . .. ..ot e $ 1317 $ 1,770 $ 1,798
Redwood common grades . . .. .. .ot 544 577 712
Douglasfir upper grades . . . ..o oot 1,351 1,323 1,352
Douglasfir common grades . . ........ .ttt 342 337 376
Wood Chips O .. 34 64 67
Net sales:
Lumber, Net Of diSCOUNT . . . . o . ottt e e e e e e e e e e e $ 1704 $ 1522 $ 1753
[ = PP 14.4 10.6 35
WOO ChiPS . ..t eeee e e 23 6.8 11.3
COogeNeration POWEN . . . ..ttt et e e e e e e e e e 9.4 11.7 6.0
OtNEr .. 2.9 4.0 4.0
Total NEE SAES ... $ 1994 $ 1853 $ 2001
Operating income (10SS) ) . . ... ot $ 179 $ (275 $ 76
Income (loss) beforeincometaxes® . ....... .. ... $ (335 $ (59.6) $ 239

1)

) 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.
)
)
)

S

Dollars per bone dry unit.

Operating income (loss) for 2001 includes non-recurring charges totaling $8.2 million. See Note 3 for further discussion.

In addition to the non-recurring chargesreferred to in (5), 2001 resultsinclude a$16.7 million pre-tax gain on the sale of acreage
in aportion of the Grizzly Creek grove. 2000 results include a $60.0 million pre-tax gain on the sale of the Owl Creek grove.

CRG

Net Sales

Net salesfor 2002 increased over the prior year period primarily due to increased shipments of redwood lumber.
These improvements were offset in part by lower shipments of Douglas-fir and lower average sal es pricesfor redwood
lumber.

Net salesfor 2001 were negatively impacted by lower lumber prices, with lower pricesfor common grade redwood
lumber being the primary contributor to the decline. In addition, shipments of lumber declined slightly versusthe prior
year. The segment had higher sales volumes for redwood common grade lumber; however, this was more than offset
by lower shipments of common grade Douglas fir lumber.

Operating Income (Loss)

Theforest products segment had operating income for 2002 as compared to an operating lossfor 2001. Inaddition
to the increase in net sales discussed above, cost of sales and operations decreased from the prior year, resulting in
improved gross margins on lumber and log sales. The decline in cost of sales and operations primarily reflects the
benefits of cost saving and restructuring measures taken in late 2001 and early 2002 (see “Industry Overview and
Selected Operational Data” above and Note 3). Selling, general and administrative expenses increased from the prior
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year, however, primarily as aresult of an increase in administrative, litigation and other expenses.

The segment experienced an operating loss for 2001 compared to operating income for 2000. Operating results
for 2001 include theimpact of several non-recurring chargestotaling $8.2 million (see*Industry Overview and Selected
Operational Data” above and Note 3). In addition to the non-recurring items, gross margins on lumber sales declined
year to year as aresult of higher costs associated with lumber production and logging operations.

Income (Loss) Before Income Taxes

The loss before income taxes for 2002 decreased from the comparable prior year period, primarily as a result of
the improvement in operating results discussed above. This improvement was partialy offset by a decline in other
income as the lossin 2001 included a $16.7 million gain on the sale of a portion of the Grizzly Creek grove.

The segment had al oss beforeincometaxesfor 2001 ascompared to income beforeincometaxesfor the prior year.
In addition to the operating loss discussed above, the Company had lower gains on sales of timberlandsin 2001. The
lossin 2001 included the $16.7 million gain discussed above with respect to the Grizzly Creek timberlands, whereas
2000 included a gain on the sale of the Owl Creek grove of $60.0 million.

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, California, Puerto Rico, and Texas. Thefollowing table presents sel ected
operational and financial information for the years ended December 31, 2002, 2001 and 2000, respectively, for the
Company’s real estate operations.

Y ears Ended December 31,
2002 2001 2000
(In millions of dollars)

Net sales:
Red estate:
Fountain Hills .. ... o $ 87 $ 336 $ 15.0
Mirada. .. o 0.2 - 0.3
Pamasdel Mar . ... ... . 14.2 11.7 4.8
O N . 15 29 6.4
TOta .o 24.6 48.2 26.5
Resort, commercia and other:
Fountain Hills .. ... 3.7 35 3.6
Mirada. ..o - 0.2 0.1
Pamasdel Mar ........ .. 111 12.6 12.0
Commercial rental properties . ....... ... 9.3 44 -
O N . 0.2 0.2 5.0
TOta .ot 24.3 20.9 20.7
TotaAl NEL SABS ... $ 489 $ 69.1 $ 47.2
Operating income (l0ss):
Fountain Hills ... o o $ 01 $ 193 $ 3.8
Mirada . .. (1.9) (1.7) (1.7)
Palmasdel Mar . ... ... (2.1) (8.8) (15.3)
Commercial rental properties. . ... 34 16 -
Ot 0.3 0.5 5.4
Total operatingincome (I0SS) .. ...t $ 02 $ 109 $ (7.8)
Investment, interest and other income (expense), net:
Equity in earnings from real estatejointventures .................c.oui.... $ 25 % 55 % 7.9
OtNEr 3.7 7.0 16.8

$ 62 $ 125 $ 24.7

Income (10ss) beforeincometaxes . ...t $ (7.2 $ 148 $ 14.5
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Net Sales

Net salesfor the real estate segment include revenues from sales of developed lots, bulk acreage and real property
associated with the Company’ sreal estate devel opments and resort and other commercial operations conducted at these
real estate developments, in addition to lease revenues from a number of commercial properties.

Net salesdecreased for 2002 versus 2001, primarily asaresult of lower real estate salesat the Company’ sFountain
Hills development project. Results for 2001 included $13.7 million for the sale of a 354 acre parcel to the town of
Fountain Hills. The decreasewasoffsetin part by higher real estate salesat the Company’ sPalmasdel Mar devel opment
project, in addition to rental income from the Company’scommercial rental properties (primarily the Lake Pointe Plaza
office complex acquired in June 2001; see Note 5).

Net salesfor the year ended December 31, 2001, increased from the same period of 2000 primarily dueto the $13.7
million parcel sale discussed above as well asincreased sales of real estate acreage at the Company’s Palmas del Mar
development project, in addition to rental income from the Lake Pointe Plaza office complex. Theimprovementin real
estate sales was somewhat offset by lower revenues from commercial operations at Fountain Hillsasaresult of thesale
of awater utility in October 2000.

Operating Income (L0oss)

The segment experienced an operating loss for 2002 as compared to operating income for 2001, primarily dueto
thelower real estate salesat the Company’ s Fountain Hillsdevel opment project discussed above. Thisdeclinewas offset
in part by a decrease in operating losses at Palmas del Mar, which experienced an increase in real estate sales, and an
increase in operating income from the Lake Pointe Plaza office complex.

Thereal estate segment had operating income for 2001 compared to an operating loss for 2000 primarily due to
theincreasesin real estate sales at Fountain Hills and Palmas del Mar.

Income (Loss) Before Income Taxes

The segment experienced alossbeforeincometaxesfor 2002 versusincome beforeincometaxesin 2001 asaresult
of the decreasein operating income discussed above, in addition to lower equity in earningsfromthe FireRock real estate
joint venture. In addition, 2001 results included a gain of approximately $3.0 million from insurance recoveries on
property damage resulting from a 1998 hurricane.

Income before income taxes was substantially unchanged when comparing 2001 to the prior year. Offsetting the
increase in operating income discussed above was a $12.2 million decline in other income as well as a $6.3 million
increasein interest expense. Resultsfor 2000 included the impact of an $11.3 million gain on the sale of awater utility
in Arizona. Resultsfor 2001 included interest on debt issued in connection with the Lake Pointe Plaza acquisition as
well asafull year of interest on certain debt secured by Palmas del Mar’s golf courses.

Racing Operations

Industry Overview and Selected Operational Data

The Company indirectly owns SHRP, Ltd., a Texas limited partnership, which owns and operates Sam Houston
Race Park, aClass 1 horse racing facility in Houston, Texas, and Valley Race Park, agreyhound racing facility located
in Harlingen, Texas. Results of operations between quarterly periods are generally not comparable due to the timing,
varying lengths and types of racing meets held. Historically, Sam Houston Race Park has derived a significant amount
of itsannual net pari-mutuel commissionsfromliveracingand simulcasting. Net pari-mutuel commissionshavetypically
been highest during the first and fourth quarters of the year, the time during 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.
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Thefollowingtable presents sel ected operational and financial information for theyearsended December 31, 2002,
2001 and 2000, respectively, for the Company’s racing operations.

Years Ended December 31,
2002 2001 2000
(In millions of dollars)

Number of live race days:

SamHoUStON RaCeE Park .. ..o e 126 128 135
Valey RacePark ... ..o 110 105 14
Handle:
Sam Houston Race Park:
Ontrackhandle ........ ... e $ 1463 $ 1455 $ 1454
Off-track handle ... ... e e 188.9 190.0 202.2
TOtAl L $ 332 $ 3355 $ 347.6
Valley Race Park:
On-track handle ... ... $ 223 $ 212 $ 16.3
Off-trackhandle . ...... ... ... e 3.7 4.4 0.6
TotaAl .. $ 260 $ 256 $ 16.9
Net sales:
Sam Houston Race Park:
Net pari-mutuel COMMISSIONS . ...\ttt $ 174 $ 175 $ 18.1
Other reVENUES .. ..o e e e 8.9 9.2 9.8
TOtAl L 26.3 26.7 27.9
Valey Race Park:
Net pari-mutuel COMMISSIONS . . ..ottt et et 32 3.0 2.2
Other reVENUES .. ..o e e e 13 14 0.8
TOta ..o e 4.5 4.4 3.0
Total NEt SAIES ..ot $ 308 $ 311 $ 30.9

Operating income (l0ss):

SamHouston Race Park ... ... $ 07 $ 12 $ 2.8

Valley RacePark . ... ... (0.3 (0.3) (0.7)

Total OperatinginCome ... ......ouiiiee it $ 04 $ 09 $ 2.1

Income beEforeinCOMEtaXES .. ...ttt e e $ 04 $ 10 $ 2.1
Net Sales

Net sales for the racing segment decreased for 2002 compared to 2001 due to fewer live race days and lower
average attendance at Sam Houston Race Park. These declines were partialy offset by higher net pari-mutuel
commissions at Valley Race Park.

Net sales for the racing segment increased for 2001 compared to 2000 due to afull year of operations for Valley
Race Park. Thisimprovement was partially offset by lower net pari-mutuel commissions at Sam Houston Race Park.

Operating Income
Operating income for the racing segment for 2002 decreased from 2001 due to the decrease in net sal es discussed
above and an increase in cost of sales and selling, general and administrative expenses.

Operating income for the racing segment for 2001 decreased from 2000 due to the decrease in het commissions
at Sam Houston Race Park discussed above.

Income Before Income Taxes

Thedecreaseinincome beforeincome taxesfor this segment for 2002 ascompared to 2001, aswell asthe decrease
inincome before income taxes for 2001 versus 2000, are both attributabl e to the decreases in operating income for the
respective periods discussed above.
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Other Items Not Directly Related to I ndustry Segments

Years Ended December 31,

2002 2001 2000
(In millions)
OPEraiNg l0SS . .\ oottt $ (105 $ 97 $ (165
LOSS hefOreiNCOMEIaXES . .. .\ttt (14.4) (12.8) (11.5)

Operating Loss

The operating losses represent corporate general and administrative expenses that are not attributable to the
Company’s industry segments. The increase in the operating loss in 2002 versus 2001 was primarily due to costs
incurred in connection with the Kaiser bankruptcy (see Note 1), in addition to severance and moving expensesincurred
asaresult of reduction in Corporate staff and office space. The decrease in the operating loss between 2001 and 2000
was due to accruals for certain legal contingencies, which were $0.9 million and $6.6 million in 2001 and 2000,
respectively (see Note 16).

Loss Before Income Taxes

Thelossbeforeincometaxesincludesoperatinglosses, investment, interest and other income (expense) and interest
expense, including amorti zation of deferred financing costs, that are not attributableto the Company’ sindustry segments.
The loss before income taxes increased in both 2002 and 2001 due to a decrease in earnings from the investments
described in Note 6, offset in part by lower interest expense as aresult of early extinguishment of the MGHI Notes.

Provision for |ncome Taxes

The Company’ s provision for income taxes differs from the federal statutory rate due principally to (i) changesin
valuation allowancesand revision of prior years' tax estimates, (ii) percentage depletion, and (iii) foreign, stateand local
taxes, net of related federal tax benefits. For 2002, after evaluating the appropriate factors, the Company provided
additional valuation allowances of $48.3 million. Also with respect to 2002, the Company reversed $36.3 million in
reserves which the Company no longer believes are necessary. With respect to 2001 and in light of the Cases, Kaiser
provided $505.4 millionin valuation allowancesfor all of itsnet deferred tax assets as of December 31, 2001. See Note
12 for adiscussion of these and other income tax matters.

Kaiser’'s Operations

Industry Overview and Selected Operational Data

Previousto thefiling of the Cases, Kaiser’ sresults accounted for asubstantial 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.

Asdiscussed in “—Deconsolidation of Kaiser,” the Company’sfinancial statements reflect Kaiser’s results only
through February 11, 2002, the date of deconsolidation. For comparison purposes, however, thefollowing table presents
selected operational and financial information with respect to Kaiser's operations for the years ended December 31,
2002, 2001 and 2000, respectively. 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 asa*“ going concern,”
which contemplates therealization of assetsand theliquidation of liabilitiesinthe ordinary course of business; however,
as aresult of the commencement of the Cases, such realization of assets and liquidation of liabilities are subject to a
significant number of uncertainties. See Note 4 for further discussion.
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Y ears Ended December 31,
2002 2001 2000
(In millions of dollars,
except shipmentsand prices)

Shipments:®
Alumina
THIT PALY v oot e e e e e e e e 26266 25827 1927.1
I SEgMENt . . oot e 343.9 422.8 751.9
Total aumina . ... e 29705 3,0055 2,679.0
Primary aluminum:
TRIFA DALY o oottt e e 194.8 244.7 3455
TN SEOMENt . . ot e 17 2.3 148.9
Total primary aluminum . . ... ... 196.5 247.0 494.4
Flat-rolled products . .. ..o 46.3 74.4 162.3
Engineered products . ... ...t 124.4 118.1 164.6
Average realized third party sales price:®
AlUMINA(PEr tON) ..ot e $ 165 $ 186 $ 209
Primary aluminum (per pound) . ......... . $ 062 $ 067 $ 074
N SAlES L .ot e $1,469.6 $1,732.7 $2,169.8
Operatingincome (10S9)® . . . ... . $(406.00 $ 649 $ 1393
Income (loss) before income taxes and minority interests™® . ......................... $(4596) $ 867 $ 254

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

@ Average realized prices for Kaiser’s flat-rolled products and engineered products segments are not presented as such prices are
subject to fluctuations due to changes in product mix.

® Operatingincome (loss) for 2002, 2001 and 2000included non-recurring itemstotaling $(251.2) million, $163.6 millionand $41.9
million, respectively. See Note 3 to the Consolidated Financia Statements.

@ In addition to the items described in (3) above, income (loss) before income taxes and minority interests included the impact of
additional non-recurring items of $3.4 million, $(31.0) million and $7.0 million for the yearsended December 31, 2002, 2001 and
2000, respectively. See Note 3 for further information.

Net Sales

Net salesfor 2002 decreased as compared to 2001 primarily dueto decreasesin average realized pricesfor bavxite
and alumina, primary aluminum, flat-rolled products and engineered products, in addition to decreasesin shipments of
primary aluminum and flat-rolled products. These decreaseswere partially offset by increasesin third party shipments
of bauxite and alumina, in addition to increased shipments of engineered products. The decrease in average realized
pricesfor aluminawas dueto adecreasein primary aluminum market pricesto which Kaiser’ sthird-party aluminasales
contracts are linked. The decrease in shipments of primary aluminum was due to the curtailment of certain operations
with respect to Kaiser’s interest in an aluminum smelter in Ghana during 2002, as well as the curtailment of certain
operationsat Kaiser's Tacoma, Washington, facility during2001. Thedecreasein shipmentsof flat-rolled productswas
primarily due to continued soft aerospace products demand, in addition to exits from the can lid, tab stock and brazing
sheet product lines. The decrease in average realized prices for engineered products was due to weak overall market
conditions, although shipments of engineered products increased dightly due to increased demand in the ground
transportation market.

Net sales for the year ended December 31, 2001, decreased from the year ago period primarily due to a decrease
inaveragerealized pricesfor aluminaand primary aluminum aswell asadeclinein shipmentsof primary aluminum, flat-
rolled products and engineered products. These decreasesin prices and shipments were partially offset by an increase
in net shipments of bauxite and aluminaaswell as an increase in average realized prices for flat-rolled and engineered
products. The decreasein average realized pricesfor aluminawas dueto adecreasein primary aluminum market prices
to which Kaiser’ s third-party alumina sales contracts are linked. The decrease in shipments of primary aluminum was
primarily due to the complete curtailment of the Northwest smelters during 2001. The decrease in shipments of flat-
rolled productswas primarily due to reduced shipments of can body stock asapart of the planned exit from this product
line. 2001 shipments for flat-rolled products were also adversely affected by reduced general engineering heat-treat
products and can lid and tab stock due to weak market demand. These decreaseswere only modestly offset by a strong
aerospace demand during the first nine months of 2001. However, after the events of September 11, 2001, aerospace
demand and the pricefor aerospace products declined substantially. The decreasein engineered products shipmentswas
the result of reduced transportation and electrical product shipments due to weak U.S. market demand.
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Operating Income (L0oss)

Kaiser experienced an operating lossin 2002 as compared to operating incomein 2001. Operating resultsfor 2002
included several non-recurring charges totaling $(251.2) million (primarily consisting of asset impairment charges and
accrualsfor certain pension and postretirement benefits), ascompared to non-recurring income of $163.6 millionin2001
described further in Note 3. Operating results for 2002 were also affected by the decrease in average realized prices,
the curtailment of operations with respect to Kaiser’s interest in an aluminum smelter in Ghana, and the reduction in
shipments discussed above.

Operating income (loss) for 2001 and 2000 includes non-recurring income of $163.6 million and $41.9 million,
respectively. These items are described further in Note 3. In addition to the decrease in average realized prices and
shipments discussed above, operating income for 2001 was adversely affected by abnormal Gramercy related start-up
costs and litigation costs, overhead and other fixed costs associated with the curtailed Northwest smelting operations,
and increased costs due to alag in the ability to scale back costs to reflect a revised product mix and the substantial
volume decline caused by weakened demand.

Income (Loss) Before Income Taxes and Minority Interests

Kaiser experienced alossbeforeincometaxesand minority interestsin 2002 as compared to income beforeincome
taxes and minority interestsin 2001. I1n addition to the non-recurring operating items discussed above, results for 2002
included $3.4 million of non-recurring items (primarily consisting of gains on sales of real estate and miscellaneous
equipment) compared to non-recurring charges of $(31.0) million in 2001 described further in Note 3. The primary
reason for the decline is the decrease in operating results discussed above. In addition, Kaiser incurred reorganization
expenses of $(33.0) million asaresult of the Cases during 2002, which also contributed to the decline. Resultsfor 2001
included a $163.6 million gain on the sale of an interest in QAL. The impact of these items was offset in part by a
decline in interest expense of $88.3 million as aresult of interest being deferred during bankruptcy.

Income before income taxes and minority interests for the year ended December 31, 2001, includes the $163.6
million gain on the sale of an interest in QAL discussed in Note 5, as well as the net impact of certain non-recurring
amounts of $(31.0) million, in addition to the $163.6 million of non-recurring items included in operating income as
discussedin Note 3. Income beforeincome taxes and minority interestsfor the year ended December 31, 2000, included
non-recurring itemstotaling $7.0 million, in addition, to the $41.9 million in non-recurring itemsincluded in operating
income as discussed above. The decline isaresult of the decline in operating income discussed above.

Financial Condition and Investing and Financing Activities

Thissection contains statementswhich constitute“ forward-looking statements” withinthe meaning of the PSLRA.
See this section and Item 1. “ Business—General” for cautionary information with respect to such forward-looking
statements.

Overview

The Company conductsitsoperations primarily throughitssubsidiaries. Creditorsof subsidiaries of the Company
have priority with respect to the assetsand earnings of such subsidiaries over the claims of the creditors of the Company.
Certain of the Company’ s subsidiaries, principally Pacific Lumber and Scotia LL C, are restricted by their various debt
instruments as to the amount of funds that can be paid in the form of dividends or loaned to affiliates. ScotiaLLC is
highly leveraged and has significant debt service requirements. “MAXXAM Parent” isused in this section to refer to
the Company on a stand-alone basis without its subsidiaries.

Thefollowing table summarizes certain datarelated to financial condition and to investing and financing activities
of the Company and its subsidiaries. Asaresult of the deconsolidation of Kaiser, the balances at December 31, 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 related to changes in cash and cash equivalents for
the years ended December 31, 2002, 2001 and 2000, respectively.
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Forest Products

Scotia  Pacific MGI and Real MAXXAM
LLC  Lumber Other Estate Racing MGHI Par ent Total
(In millions of dollars)
Debt and credit facilities (excluding
intercompany notes)
Short-term borrowings and current
maturities of long-term debt: W
December 31,2002 .............. $ 167 $ 03 % - $ 135 3% - % - $ -$ 305
December 31,2001 .............. 14.9 17.8 0.6 10.4 - - - 43.7
Long-term debt, excluding current
maturities:
December 31,2002@ ............. $737.7 $ 04 % - $ 2440 $ 02 $ - % - $ 9823
December 31,2001 .............. 754.5 0.5 - 162.6 0.2 88.2 — 1,006.0
Revolving credit facilities:
Facility commitment amounts ... ... $ 598 $ 450 $ 25 $ 140 % - $ -3 - $ 1213
December 31, 2002:
Borrowings .................. - - - - - - - -
Lettersof credit ............... - 151 - 25 - - - 17.6
Unused and available
credit ... 59.8 147 1.0 2.6 - - - 78.1
Cash, cash equivalents, marketable
securities and other investments
December 31, 2002:
Current amounts restricted for debt
SEIVICE ..t $ 245 % - $ - $ 03 % - % - $ - $ 248
Other currentamounts ............ 4.9 21.3 13.6 6.4 5.2 0.3 74.8 126.5
29.4 21.3 13.6 6.7 5.2 0.3 74.8 151.3
Long-term amounts restricted
for debt service ............... 52.9 - - 14 - - - 54.3
Other long-term restricted
amouNtS. .. ..ovvi i — 0.4 2.3 6.6 — — — 9.3
52.9 0.4 2.3 8.0 — — — 63.6
$ 823 % 217 $ 159% 147 % 52 $ 03 $ 748 $ 2149
December 31, 2001:
Current amounts restricted for debt
SEIVICE .ottt $ 524 % - $ - % 04 3% - $ - % - $ 528
Other currentamounts . ........... 2.5 2.3 26.6 16.0 75 35.7 128.3 218.9
54.9 23 26.6 16.4 75 35.7 128.3 271.7
Long-term amounts restricted for debt
SEIVICE . ot 87.6 - - 13 - - - 88.9
Other long-term restricted amounts . . — — 2.2 74 — — — 9.6
87.6 - 22 8.7 - - - 98.5
$1425 $ 23 $ 288 $ 251 % 75 $ 3b7 $ 1283 $ 3702

Table and Notes continued on next page
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Forest Products

Scotia  Pacific

MGI and Real MAXXAM

LLC  Lumber Other Estate Racing MGHI Par ent Total
(In millions of dollars)
Changesin cash and cash
equivalents
Capital expenditures:
December 31, 2002 ............ $ 72 % 46 % 04 $ 936 $ 06 $ -3 01 $ 106.5
December 31, 20019 . ............ 6.2 5.9 13 1339 2.0 - 0.7 150.0
December 31,2000 .............. 8.2 4.1 17 6.9 45 - 1.0 26.4
Net proceeds from dispositions of
property and investments:
December 31,2002 .............. $ -$ 20 % -3 -3 -3 - % - % 20
December 31,2001 . ............ 13 18.6 - - - - - 19.9
December 31, 20009 ............. 67.0 0.3 - 18.0 - - - 85.3
Borrowings (repayments) of debt
and credit facilities, net of
financing costs:
December 31,2002 ............. $ (150) $(181) $ (06 $ 831 % 01 $(846) $ - $ (351
December 31, 2001@ ............. (142) (19.5) 0.6 126.9 - (251 (13.4) 55.3
December 31, 20009 ............. (16.0) 37.0 - 22.6 (0.3 (5.8) (5.2 32.3
Dividends and advances received
(paid):
December 31, 20029 . ............ $(294) % 360 $ (156) % 32 % (36 % 90 % 04 $ -
December 31, 20019 . ............ (79.9) 89.2 (26.4) (17.8) (4.0 17.1 21.8 -
December 31, 20009 . .......... - 237 (1321 (337 - 634 78.7 -

(©)]

In March 2002, ScotiaLL C released $29.4 million from the Scheduled Amortization Reserve Account (“ SAR Account”) and
distributed this amount to Pacific Lumber. Pacific Lumber used these fundsto repay the borrowings outstanding under Pacific
Lumber’s revolving credit agreement (the “ Pacific Lumber Credit Agreement”).

The decreasein ScotiaLL C’ slong-term debt between December 31, 2001, and December 31, 2002, was the result of principal
paymentson the Timber Notes of $14.8 million. Inaddition, ScotiaL L C made principal paymentsonthe Timber Notesof $14.2
million and $15.9 million in 2001 and 2000, respectively. Thedecreasein MGHI’ slong-term debt was due to repurchases and
the redemption of the remaining outstanding balance of $88.2 million principa amount of MGHI Notes for total consideration
of $84.6 million. Repaymentsfor MGHI of $25.1 millionand $5.8 millionin 2001 and 2000, respectively, represent repurchases
of MGHI Notes. Theincreasein Real Estatelong-term debt between 2001 and 2002 was due primarily to borrowings of $82.2
million made in connection with the purchase of the Motel 6 properties, the Cooper Cameron office building and the CVS
Pharmacy building.

Capital expenditures and borrowings for the Real Estate segment for 2002 reflect the purchase of the Motel 6 properties, the
Cooper Cameron office building, and the CV S Pharmacy building. Capital expenditures and borrowings for the Real Estate
segment for 2001 reflect the purchase of the Lake Pointe Plaza office complex.

Proceeds from dispositions of property and investments includes $19.8 million of proceedsin 2001 for Pacific Lumber'ssale
of aportion of the Grizzly Creek grove and $67.0 million of proceeds in 2000 for Scotia LLC's sae of the Owl Creek grove.
In March 2002, Scotia LLC released $29.4 million from the SAR Account and distributed this amount to Pacific Lumber. In
2001, $79.9 million of dividendswere paid by ScotiaLLC to Pacific Lumber, $63.9 million of which was made using proceeds
fromthesale of ScotiaLLC’sOwl Creek grove. Inaddition to the $79.9 million of dividendsfrom ScotiaLL C, Pacific Lumber
received $9.3 millionfrom MGl related to repayment of intercompany debt. For 2000, $90.0 million of the dividends paid from
MGI to MGHI were made using proceeds from the sale of the Headwaters Timberlands. MGHI in turn paid a $45.0 million
dividendto MAXXAM Parent. With respect to real estate operations, $33.7 million of the dividends paid to MAXXAM Parent
in 2000 were made by Real Estate subsidiaries. In addition to cash generated by real estate sales, funds for making these
dividends were provided by proceeds from the sale of awater utility company in Arizona and proceeds from abond offering
by a subsidiary of the Company engaged in resort operations.

MAXXAM Parent and MGHI

During 2002 the Company repurchased $56.6 million principal amount of the MGHI Notes, resulting in an

extraordinary gain of $2.4 million (net of tax). The Company redeemed the remaining $31.6 million principal amount
of MGHI Notesin December 2002.

MAXXAM Parent and MGHI own the 50,000,000 Kaiser Shares, representing an approximate 62% interest. As

aresult of the Cases, the value of Kaiser common stock has declined substantially, and the market value of the Kaiser
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Shares based on the price per share quoted at the close of business on March 21, 2003, was $2.5 million. There can be
no assurance that such value would be realized should the Company dispose of itsinvestment in these shares, and it is
possible that all or a portion of the Company’sinterest may be diluted or cancelled as part of a plan of reorganization.
See aso Note 4.

MAXXAM Parent expectsthat its general and administrative costs, net of cost reimbursements from subsidiaries
will range from $7.0 million to $9.0 million for the next year. There can be no assurance, however, that MAXXAM
Parent’ s cash requirements for its corporate, general and administrative expenses will not increase.

Although there are no restrictions on the Company’ s ahility to pay dividendsonits capital stock, the Company has
not paid any dividendsfor anumber of years and has no present intention to do so. The Company has stated that, from
time to time, it may purchase its Common Stock on national exchanges or in privately negotiated transactions.

MAXXAM Parent believes that its existing resources will be sufficient to fund its working capital requirements
for the next year. With respect to long-term liquidity, MAXXAM Parent believes that its existing cash and cash
resources, together with distributions from the real estate and racing segments, should be sufficient to meet itsworking
capital requirements. However, there can be no assurance that this will be the case.

Forest Products Operations

Substantially all of MGI’s consolidated assets are owned by Pacific Lumber, and a significant portion of Pacific
Lumber’s consolidated assets are owned by ScotiaLLC. The holdersof the Timber Notes have priority over the claims
of creditors of Pacific Lumber with respect to the assets and cash flows of ScotiaLLC. Inthe event ScotiaLLC'scash
flowsare not sufficient to generate distributable fundsto Pacific Lumber, Pacific Lumber could effectively be precluded
from distributing fundsto MGlI.

At December 31, 2002, $15.1 million of letters of credit and no borrowings were outstanding under the Pacific
Lumber Credit Agreement. Unused availability was limited to $14.7 million at December 31, 2002. On October 28,
2002, anew credit agreement wasentered into which extended the maturity date of the Pacific Lumber Credit Agreement
from August 14, 2003, to August 13, 2004, reduced the facility commitment amount from $50.0 millionto $45.0 million
and allowed for syndication of the facility.

Scotia LLC has an agreement with a group of banks which allows it to borrow up to one year’s interest on the
Timber Notes (the“ ScotiaLL C Lineof Credit”). OnMay 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 Scotia LL C Line of Credit be extended
for a period of not less than 364 days. If not extended, Scotia LLC may draw upon the full amount available. The
amount drawn would berepayablein 12 semiannual installmentson each note payment date (after the payment of certain
other items, including the Aggregate Minimum Principal Amortization Amount, as defined, then due), commencing
approximately two and one-half years following the date of the draw. At December 31, 2002, Scotia LLC could have
borrowed amaximum of $59.8 million under the ScotiaL L C Line of Credit, and there were no borrowings outstanding
under the Scotia LLC Line of Credit.

On March 5, 2002, Scotia LLC notified the trustee for the Timber Notesthat it had met all of the requirements of
the SAR Reduction Date, asdefined in the Timber Notes | ndenture (i.e., 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, ScotiaLL C 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.

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 borrowed in respect of Timber Notes held by Scotia LLC) from the Scotia
LLC Line of Credit to pay the $28.1 million of interest due. ScotiaLLC repaid $3.2 million of principa on the Timber
Notes (an amount equal to Scheduled Amortization) using funds held in the SAR Account.

On the note payment date in January 2003, Scotia LLC had $5.6 million set aside in the note payment account to
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pay the $27.9 million of interest due. ScotiaL L C used $22.3 million (net of $1.6 million borrowed in respect of Timber
Notes held by Scotia LLC) of the funds available under the Scotia LLC Line of Credit to pay the remaining amount of
interest due. Scotia LLC repaid $12.1 million of principal on the Timber Notes (an amount equal to Scheduled
Amortization) using funds held in the SAR Account.

With respect to the note payment date in July 2003, Scotia LL C expectsto use $27.6 million (net of $1.9 million
whichwill beborrowed in respect of Timber Notesheld by ScotiaL L C) of thefundsavailable under the ScotiaLLC Line
of Credit to pay the entire amount of interest due. Scotia LL C expectsto repay $4.6 million of principal onthe Timber
Notes (an amount equal to Scheduled Amortization) using funds held in the SAR Account.

Capital expenditureswere made during the past threeyearstoimprove production efficiency, reduce operating costs
and acquire additional timberlands. Capital expenditures, excluding expenditures for timberlands and real estate, are
estimated to be between $12.0 million and $14.0 million per year for the 2003 — 2004 period. Pacific Lumber and Scotia
LL C may purchase additional timberlands from time to time as appropriate opportunities arise.

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
upon theresults of thesereviews, 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
inthelast quarter of 2001, or thefirst quarter of 2002. Pacific Lumber also ended itscompany-staffed logging operations
(which historically performed approximately half of itslogging) as of March 31, 2002, and now relies exclusively on
contract loggers. In connection with the changes described above, Pacific Lumber recorded chargesto earnings of $2.2
millionforimpaired assets, $2.6 millionfor restructuringinitiatives, and $3.4 million for environmental remediation costs
during 2001 (see Note 3). Further actions may be taken during the next year as aresult of Pacific Lumber’s continuing
evaluation process, and additional writedowns of certain assets may be required.

The $29.4 million distribution from Scotia LLC to Pacific Lumber discussed above improved Pacific Lumber's
liquidity during 2002. However, Pacific Lumber’ s cash flows from operations may be adversely affected by diminished
availability of logs from Scotia LL C, lower lumber prices, adverse weather conditions, or pending legal, regulatory and
environmental matters. See“—Resultsof Operations—Forest ProductsOperations’ aboveaswell asNote 16 for further
discussion of the regulatory and environmental factors affecting harvest levels and the results of the timber cruise
completedin2002. Pacific Lumber may requirefundsavailableunder itscredit agreement and/or additional prepayments
by MGl of an intercompany loan in order to meet its working capital and capital expenditure requirements for the next
year.

Due to its highly leveraged condition, Scotia LLC is more sensitive than less leveraged companies to factors
affecting its operations, including low log prices, governmental regulation and litigation affecting its timber harvesting
practices (see “—Results of Operations—Forest Products Operations’ above and Note 16), and general economic
conditions. ScotiaL L C’scash flowsfrom operationsare significantly impacted by harvest volumesand log prices. The
Master Purchase Agreement between Scotia LLC and Pacific Lumber (see Item 1. “Business—Forest Products
Operations—Rel ationship with Scotia LLC") contemplatesthat all sales of logs by Scotia LLC to Pacific Lumber will
be at fair market value (based on stumpage prices) for each species and category of timber. The Master Purchase
Agreement provides that if the purchase price equals or exceeds the “ SBE Price” and a structuring price set forthin a
schedule to the Timber Notes Indenture, the purchase price is deemed to be at fair market value. “ SBE Price” isthe
applicable stumpage price for each species of timber and category thereof pursuant to aschedul e published periodically
by the California State Board of Equalization (“ Harvest Value Schedule”). If the purchase price equals or exceedsthe
SBE Price, but islessthan the structuring price, then Scotial L Cisrequired to engage an independent forestry consultant
to confirm that the purchase price reflects fair market value.

InJune 2002, the State Board of Equalization adopted the new Harvest V alue Schedul efor the second half of 2002,
which reflected an approximate 16% declinefor small redwood logs and no price changefor small Douglasfir logs. This
declinein SBE Prices had an adverse impact on Scotia LLC's net sales and liquidity during the second half of 2002.

InJanuary 2003, ScotiaL L C engaged aconsultant with respect to establishing the purchase pricesof logsto be sold
to Pacific Lumber inthefirst half of 2003. The consultant determined that with respect to certain categories of logs, the
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fair market value was higher than the comparable SBE Price. The resulting pricesfor redwood logs will on average be
approximately 20% higher for the first half of 2003 than those for the second half of 2002. There will be relatively no
price change for Douglasir.

With respect to short-term liquidity, Scotia LL C believes that existing cash available for principal paymentsfrom
the SAR Account, and funds available under the Scotia LL C Line of Credit, together with cash flows from operations,
should provide sufficient funds to meet its working capital, capital expenditures and required debt service obligations
through 2003. With respect to long-term liquidity, although the Company expects that cash flows from operations and
fundsavailable under the SAR Account and the ScotiaL L C Lineof Credit should be adequate to meet ScotialL L C’ sdebt
service, working capital and capital expenditure requirements, unless log prices continue to improve there can be no
assurance that this will be the case. In addition, cash flows from operations may continue to be adversely affected if
harvest levels decline as a result of the factors discussed in “—Results of Operations—Forest Products
Operations—Industry Overview and Selected Operational Data” above and Note 16.

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 shoul d provide sufficient fundsto meet their
debt service, working capital and capital expenditure requirements, until such time as Pacific Lumber has adequate cash
flowsfrom operationsand/or dividendsfrom ScotiaL L C, there can be no assurancethat thiswill bethe case. Cashflows
from operations in the long-term may continue to be adversely affected by the same factors discussed above which are
affecting short-term cash flows from operations.

Real Estate Operations

In December 2002, Motel Assets Holdings LLC (“Motel Assets’), an indirect wholly owned subsidiary of the
Company, acquired two business trusts which own a portfolio of sixteen motel propertieslocated in ten different states.
These properties secure certain non-recourse notes (the“ M otel Notes”) with an outstanding principal balance of $49.4
million. Upon closing of thetransaction, Motel Assets made acash payment of $3.5 million. The Motel Notes have an
interest rate of 7.03% with aMay 1, 2018, maturity date. Motel Assets acquired the properties subject to an existing
lease agreement under which the properties are fully leased through April 2019, and under which all obligations are
guaranteed by the parent company of the current tenant. Motel Assetsisaccounting for the lease as an operating lease.
The Motel Notes are secured by the lease, the properties, and an $11.2 million residual value insurance contract.

InNovember 2002, Beltway AssetsLLC (“ Beltway Assets’), anindirect wholly owned subsidiary of the Company,
acquired an office building located in Houston, Texas, for a purchase price of approximately $32.7 million. The
transaction was financed with a cash payment of $3.0 million and proceeds of approximately $29.7 million (net of $1.3
million of deferred financing costs) from the issuance of non-recourse notes which have an interest rate of 6.08% and
a November 9, 2024, maturity date (the “Beltway Notes’). At the time of the acquisition, Beltway Assets
simultaneously |eased the property back to the seller for aperiod of 22 years. Beltway Assetsisaccounting for thelease
as an operating lease. The Beltway Notes are secured by the building, the lease, and an $11.2 million residual value
insurance contract.

Capital expenditures are expected to be approximately $3.0 million in 2003. The Company expects that these
expenditures will be funded by existing cash and available credit facilities.

The Company believesthat the existing cash and credit facilities of itsreal estate subsidiaries, excluding PDMPI,
are sufficient to fund the working capital and capital expenditure requirements of such subsidiaries for the next year.
Withrespect to thelong-term liquidity of such subsidiaries, the Company believesthat their ability to generate cash from
the sale of their existing real estate, together with their ability to obtain financing and joint venture partners, should
provide sufficient fundsto meet their working capital and capital expenditurerequirements. PDMPI and itssubsidiaries,
however, have required advances from MAXXAM Parent during 2002 and 2001 to fund their operations, and it is
expected that PDMPI will require such advances in the future.

Racing Operations
Capital expenditures and investments in new ventures are expected to be approximately $0.6 million in 2003.

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

Asaresult of thefiling of the Cases, claims against the Debtors for principal and accrued interest on secured and
unsecured i ndebtedness existing on the Filing Date are stayed while 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
the Cases on the businesses of the Debtors. With respect to the Company’sinterest in Kaiser, the Debtors believe that
the equity of Kaiser's stockholders will be diluted or cancelled. See Note 4 for further information.

Critical Accounting Policies

Thissection contains statementswhich constitute* forward-looking statements” within the meaning of the PSLRA.
Seeltem 1. Business—General” and belowfor cautionary informationwith respect to such forward-1ooking statements.

The discussion and analysis of the Company’s financial condition and results of operations is based upon the
Company’s consolidated financial statements which have been prepared in accordance with generally accepted
accounting principles. The preparation of these consolidated financial statements requires the Company to make
estimates and judgments that affect the reported amounts of assets, liabilities, revenues and expenses, and related
disclosures of contingent assets and liabilities. Estimates are based on historical experience and on various other
assumptions that are believed to be reasonable under the circumstances. The result of this process forms the basis for
making judgments about the carrying val ue of assetsand liabilitiesthat are not readily apparent from other sources. The
Company re-evaluates its estimates and judgments on a regular, ongoing basis. Actual results may differ from these
estimates due to changed circumstances and conditions.

The following accounting policies are considered critical in light of the potentially material impact that the
estimates, judgments and uncertainties affecting the application of these policies might have on the Company’ sreported
financial information.

Principles of Consolidation—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 above, on February 12, 2002,
Kaiser and certain of its subsidiaries filed for reorganization under Chapter 11 of the Code. Asaresult, 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 $516.2 million. Since Kaiser’sresults 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 the recoverability 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.

Asprevioudly 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 (acomponent of stockholders’ deficit) inits Consolidated
Statement of Operations upon deconsolidation. However, subsequent to filing the 2001 Form 10-K, the Company
determined that it should not reversethelosses or recognizein earningsthe other comprehensivelossesrelated 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 the Kaiser Shares. Accordingly, these consolidated financial statements do not reflect any
adjustmentsrelated to the deconsolidation of Kaiser other than presenting the Company’ sinvestment in Kaiser using the
cost method, which reflects the investment as a single amount on its balance sheet, and discontinuing the recording of
earningsor lossesfrom Kaiser after February 11, 2002. When either of the events described above occurs, the Company
will re-eval uate the appropriate accounting treatment of itsinvestment 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 aresult of Kaiser’s plan of reorganization.

40



Loss Contingencies

The Company isinvolved in various claims, lawsuits and other proceedings discussed in Note 16. Such litigation
involves uncertainty asto possible losses the Company may ultimately realize when one or more future events occur or
fail to occur. The Company accrues and charges to income estimated losses from contingencies when it is probable (at
the balance sheet date) that an asset has been impaired or liability incurred and the amount of loss can be reasonably
estimated. Differences between estimates recorded and actual amounts determined in subsequent periods are treated as
changes in accounting estimates (i.e., they are reflected in the financial statements in the period in which they are
determined to be losses, with no retroactive restatement).

The Company estimatesthe probability of lossesonlegal contingenciesbased onthe adviceof internal and external
counsel, the outcomes from similar litigation, the status of the lawsuits (including settlement initiatives), legislative
developments, and other factors. Risksand uncertainties areinherent with respect to the ultimate outcome of litigation.
See Note 16 for further discussion of the Company’s material legal contingencies.

Deferred Tax Asset Valuation Allowances

Asof December 31, 2002, the Company had $83.8 million of deferred tax assets (net of $64.4 millioninvaluation
allowances and $109.2 million of deferred tax liabilities). The deferred tax assets and liabilities reported in the
Company’ s balance sheet reflect the amount of taxes that the Company has prepaid or will receive atax benefit for (an
asset) or will haveto pay inthefuture (aliability) because of temporary differencesthat result from differencesin timing
of revenue recognition or expense deductibility between generally accepted accounting principles and the Internal
Revenue Code. Accounting rulesrequire that adeferred tax asset be reduced by a valuation alowance if, based on the
weight of available evidence, it is more likely than not (alikelihood of more than 50%) that some portion or al of the
deferred tax asset will not be realized. The Company considers all available evidence, both positive and negative, to
determine whether a valuation allowance is needed. The need for a valuation allowance ultimately depends on the
existence of sufficient taxable income necessary to receive the benefit of a future deductible amount.

Assessing the need for and amount of a valuation allowance for deferred tax assets requires significant judgment.
The fact that a benefit may be expected for a portion but not all of a deferred tax asset increases the judgmental
complexity. Projections of future taxable income, by their very nature, require estimates and judgments about future
events that, although they might conceivably be predictable, are far less certain than events that have aready occurred
and can be objectively measured.

Uncertainties that might exist with respect to the realization of the Company’s deferred tax assets relate to future
taxableincome. See Note 12 for further discussion of the Company’s valuation allowances on deferred tax assets.

Obligations Related to Pension and Other Postretirement Benefit Plans

Estimating future benefit payments for purposes of measuring pension benefit obligations requires the Company
to make a number of assumptions about future experience. These assumptions are combined with the terms of the
Company’ splansto produce an estimate of required future benefit payments, whichisdiscounted toreflect thetimevalue
of money. Asaresult, assumptions about the covered population (demographic assumptions) and about the economic
environment (economic assumptions) significantly affect pension and other postretirement benefit obligations. Themost
significant demographic assumptionsare expected retirement age, life expectancy, and turnover, whilethekey economic
assumptions are the discount rate, the salary growth rate, and the expected return on plan assets.

The projected benefit obligation for the Company’s pension plans and the accumulated postretirement benefit
obligation for the Company’s other postretirement benefit plans was determined using a discount rate of 6.75% at
December 31, 2002, and 7.25% at December 31, 2001. The assumed long-termrate of compensation increaseis’5.00%.
The assumed long-term rate of return on plan assetsis 8.00%. Plan assets consist principally of common stocks, U.S.
government and other fixed-income obligations.

The estimated impact of a 25 basis point decrease in the discount rate (from 6.75% to 6.50%) would increase the
Company’s aggregate benefit obligation by approximately $3.4 million, while the estimated impact of a 25 basis point
increase in the discount rate (from 6.75% to 7.00%) would decrease the Company’ s aggregate benefit obligation by the
same amount.

Generally accepted accounting principlesare applied to determinethe expense that the Company recognizesrel ated

to pension obligations, while pension plan funding is governed by tax and labor laws. The Company expects pension
expenseto be approximately $3.0 millionin 2003, while cash contributionsare expected tobe $4.0 millionin 2003. This
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compared to $3.0 million and $0.7 million, respectively, in 2002.

At December 31, 2002, the Company had $24.5 million in accrued liabilities related to pension benefits. This
amount consists of an accrued liability of $16.3 million reflecting the cumul ative excess of the amount the Company has
expensed over theamount the Company hasfunded sinceinception of itsplans, aswell asan additional minimumliability
of $8.2 million reflecting the excess of theaccumul ated benefit obligation over thefair value of plan assets. Theincrease
in 2002 in the underfunded status of the Company’s plans is primarily due to lower investment returns and declining
discount rates.

SeeNote 13 for further discussion of the Company’ sobligationsrel ated to pension and other postretirement benefit
plans.

Impairment of Noncurrent Assets

The Company reviews noncurrent assets for impairment when circumstances indicate that the carrying amount of
such assetsmay not berecoverable. Impairment isindicated if thetotal undiscounted future cash flowsexpected to result
from use of the assets, including the possible residual value associated with their eventual disposition, are lessthan the
carrying amount of the assets. Assetsarewritten downto fair valueand alossisrecognized uponimpairment. Fair value
increases on assets previously written down for impairment 1osses are not recognized.

Considerable judgment is exercised in the Company’s assessment of the need for an impairment write-down.
Indicators of impairment must be present. The estimates of future cash flows, based on reasonable and supportable
assumptions and projections, require management’s subjective judgments. In some instances, situations might exist
where impairments are the result of changes in economic conditions or other factors that develop over time, which
increases the subjectivity of assumptionsmade. Depending on the assumptions and estimates used, the estimated future
cash flows projected in the evaluation of long-lived assets can vary within a wide range of outcomes. A probability-
weighted approach is used for situationsin which alternative courses of action to recover the carrying amount of long-
lived assets are under consideration or arange is estimated for the amount of possible future cash flows.

New Accounting Standards

See Note 2 for a discussion of new accounting pronouncements and their potential impact on the Company.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

The Company isexposed to changesininterest rates primarily under the ScotiaLLC Line of Credit and the Pacific
Lumber Credit Agreement, as well as certain other debt facilities used to finance real estate development activities.
These facilities bear interest at either the prime interest rate or LIBOR plus a specified percentage point spread. The
Scotia LLC Line of Credit was established in conjunction with the offering of the Timber Notes. The Company’s
objective in maintaining its other variable rate borrowings is flexibility in borrowing funds and making repayments
without penalties. Asof December 31, 2002, there were $18.7 million in borrowings outstanding under all variablerate
facilities. Based on the amount of borrowings outstanding under these facilities during 2002, a 1.0% changein interest
rates effective from the beginning of the year would have resulted in an increase or decrease in annual interest expense
of $0.3 million.

All of the Company’s other debt is fixed-rate, and therefore, does not expose the Company to the risk of higher

interest payments due to changes in market interest rates. The Company does not utilize interest rate swaps or similar
hedging arrangements.
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ITEM 8. FINANCIAL STATEMENTSAND SUPPLEMENTARY DATA

INDEPENDENT AUDITORS REPORT

To the Board of Directors and Stockholders of
MAXXAM Inc.:

We have audited the accompanying consolidated balance sheet of MAXXAM Inc. and subsidiaries (the “ Company™)
as of December 31, 2002, and the related consolidated statements of operations, cash flows and stockholders' equity
(deficit) for theyear then ended. Our audit also included the 2002 financial statement schedulelisted inthe Index at Item
16(a)(2). These financia statements and financial statement schedule are the responsibility of the Company’'s
management. Our responsibility is to express an opinion on the 2002 financial statements and financial statement
schedule based on our audit. The financial statements and financia statement schedule as of December 31, 2001, and
for each of the years in the two-year period then ended were audited by other auditors who have ceased operations.
Those auditorsexpressed an unqualified opinion, with an explanatory paragraph regarding the deconsolidation of Kaiser
Aluminum Corporation (“Kaiser”), on thosefinancial statements and stated that such 2001 and 2000 financial statement
schedule, when considered in relation to the 2001 and 2000 basic financial statementstaken asawhole, presented fairly,
in all material respects, the information set forth therein in their report dated April 12, 2002.

We conducted our audit in accordancewith auditing standardsgenerally accepted inthe United Statesof America. Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amountsand disclosuresinthefinancial statements. An audit al so includes assessing the accounting principles used and
significant estimates made by management, aswell asevaluating theoverall financial statement presentation. Webelieve
that our audit provides a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financia position of
MAXXAM Inc. and subsidiaries as of December 31, 2002, and the results of their operations and their cash flows for
the year then ended, in conformity with accounting principles generally accepted in the United States of America. Also,
in our opinion, the 2002 financial statement schedule, when considered in relation to the 2002 basic consolidated
financial statements taken as awhole, presentsfairly, in all material respects, the information set forth therein.

As discussed in Note 1 to the consolidated financial statements, on February 12, 2002, Kaiser, a majority owned
consolidated subsidiary of MAXXAM Inc., and certain of its subsidiariesfiled for reorganization under Chapter 11 of
the United States Bankruptcy Code. Asaresult, Kaiser’sfinancial results were deconsolidated beginning February 12,
2002 and MAXXAM Inc. began reporting its investment in Kaiser using the cost method.

DELOITTE & TOUCHE LLP

Houston, Texas
March 21, 2003
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Thisisacopy of theaudit report previously issued by Arthur Andersen LL P in connection with M AXXAM
Inc.’sfiling on Form 10-K for the year ended December 31, 2001. This audit report has not been reissued by
Arthur Andersen LLP in connection with this filing on Form 10-K. The consolidated balance sheet as of
December 31, 2000, the consolidated statements of operations, stockholders equity and cash flowsfor the year
ended December 31, 1999, and theinformation in the schedule for 1999 referred toin the audit report have not
been included in theaccompanying financial statementsor schedule. Seealso Exhibit 23.2 regar ding limitations
on recovery resulting from theinability to file the consent of Arthur Andersen LLP in connection herewith.

REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To MAXXAM Inc.:

We have audited the accompanying consolidated balance sheets of MAXXAM Inc. (a Delaware corporation) and
subsidiaries as of December 31, 2001 and 2000, and the related consolidated statements of operations, stockholders
equity (deficit) and cash flows for each of the three yearsin the period ended December 31, 2001. These consolidated
financial statements and the schedule referred to below are the responsibility of the Company’s management. Our
responsibility isto express an opinion on these consolidated financial statements and schedule based on our audits.

We conducted our auditsin accordance with auditing standards generally accepted inthe United States. Those standards
requirethat we plan and perform the audit to obtain reasonabl e assurance about whether thefinancial statementsarefree
of material misstatement. Anaudit includesexamining, on atest basis, evidence supporting the amountsand disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant estimates
made by management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

Inour opinion, the consolidated financial statementsreferred to abovepresent fairly, inall material respects, thefinancial
position of MAXXAM Inc. and subsidiaries as of December 31, 2001 and 2000, and the results of their operations and
their cash flows for each of the three years in the period ended December 31, 2001, in conformity with accounting
principles generally accepted in the United States.

Asdiscussed in Note 1 to the consolidated financia statements, on February 12, 2002, Kaiser Aluminum Corporation
(Kaiser), a mgjority owned consolidated subsidiary of MAXXAM Inc., and certain of its subsidiaries filed for
reorganization under Chapter 11 of the United States Bankruptcy Code. Asaresult, Kaiser’sfinancial results will be
deconsolidated beginning February 12, 2002 and MAXXAM Inc. will begin reporting itsinvestment in Kaiser using the
cost method. Kaiser and subsidiariesrepresent 69 percent and 73 percent of MAXXAM Inc.’ stotal consolidated assets
at December 31, 2001 and 2000, and 86 percent, 87 percent and 87 percent of its total consolidated revenues for the
years ended December 31, 2001, 2000 and 1999, respectively. See Note 1 for adiscussion of theimpact on MAXXAM
Inc.’s consolidated financial statements.

Our audits were made for the purpose of forming an opinion on the basic consolidated financial statementstaken as a
whole. Theschedulelistedin Item 14(a)(2) of thisForm 10-K ispresented for purposes of complying with the Securities
and Exchange Commission’ srulesand isnot part of the basic consolidated financial statements. Thisschedule hasbeen
subjected to the auditing procedures applied in the audits of the basic consolidated financial statements and, in our
opinion, fairly states in all material respects the financial data required to be set forth therein in relation to the basic
consolidated financial statements taken as awhole.

ARTHUR ANDERSEN LLP

Houston, Texas
April 12, 2002



MAXXAM INC. AND SUBSIDIARIES

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

Assets
Current assets:

Cashand cash equiValeNts . . .. ... ottt
Marketable SeCUNtieS . . . .. oo e
Receivables:
Trade, net of allowance for doubtful accounts of $2.9 and $10.0, respectively . ... ...
L 1 1 7=
017701 ] 1=
Prepaid expensesand other current assets . ... ..o
Total CUMTENt 8SSELS . . ...t e
Property, plant and equipment, net of accumulated depreciation of $140.4 and
$1,004.7, reSPECtiVELY . . oot
Timber and timberlands, net of accumulated depletion of $204.5 and $193.6, respectively .

Investments in and advances to unconsolidated affiliates. . ............ ... ... . ... ...
DEfErTed INCOMEBTAXES . .. oottt et e e e e e e e e e e e e
Restricted cash, marketable securities and other investments ........................

Long-termreceivablesand other assets . ...t

Liabilitiesand Stockholders Deficit
Current liabilities:

AcCCoUNtS Payable . . ..o e
ACCIUBH INMEEI St . . oottt e
Accrued compensationandrelated benefits . ... ...
Other accrued liahilities . . .. ...
Payableto affiliates .. ...t e
Short-term borrowings and current maturities of long-term debt, excluding $2.6 and
$2.3, respectively, of repurchased Timber Notes held in the SAR Account .........
Total current liabilities . ... ...
Long-term debt, less current maturities and excluding $52.8 and $55.4, respectively, of
repurchased Timber Notesheldinthe SARAccount . . ...t

Accrued postretirement medical benefits . ........ ...
Lossesin excess of investment in KaiSer ...ttt
Other noncurrent liabilities . ... ..o e e

Total lighilities. . .......... .

Commitments and contingencies (see Note 16)
1o ) YA 01 = (=
Stockholders’ deficit:

Preferred stock, $0.50 par value; $0.75 liquidation preference; 12,500,000 shares
authorized; Class A $0.05 Non-Cumulative Participating Convertible Preferred

Stock; 669,235 sharesissued; 668,390 sharesoutstanding . .....................
Common stock, $0.50 par value; 28,000,000 shares authorized;

10,063,359 shares issued; 6,527,671 sharesoutstanding . ... ....................
Additional capital . . ... ...
Accumulated defiCit . .. ... o
Accumulated other comprehensiveloss . ...
Treasury stock, at cost (shares held: preferred — 845; common — 3,535,688) .........

Total stockholders deficit . ..........co

December 31,
2002 2001
$ 456 $ 2722
105.7 152.8
114 140.5
4.6 91.6
34.6 364.7
41.8 134.2
243.7 1,156.0
375.2 1,499.5
227.3 235.1
7.6 70.9
824 109.6
63.6 98.5
107.5 765.7
$1,107.3 $3,935.3
$ 122 $ 1804
26.0 66.1
14.0 168.3
27.6 248.6

— 52.9
30.5 217.2
110.3 933.5
982.3 1,706.8
10.3 652.4
516.2 -
70.7 999.7

1,689.8 4,292.4

- 118.5
0.3 0.3
5.0 5.0
225.3 225.3
(608.2)  (524.2)
(89.2) (66.3)
(115.7)  (115.9)
(582.5)  (475.6)

$1,107.3 $3,935.3

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 per shareinformation)

Net sales:

Forest products . . ... oot
Real estate ... ..o
RACING .o
AlUMINUM L

Cost and expenses:
Cost of sales and operations:

Forestproducts . ... e
Real estate .. ...
RaACING ..t
AlUMINUM L
Selling, general and administrativeexpenses .. ............coovu....
Impairment of assets . ... ..ot
Depreciation, depletion and amortization ........................

Operating income (l0ss):

Forest products . . . ..o
Real estate . ...
RACING .o
AlUMINUM L
L0 070 1 =

Other income (expense):

Gainsonsaleof interest inQAL . ...
Gainsonsdesof timberlands. . .......... ... il
Investment, interest and other income (expense), net................
INLErESt BXPENSE . ottt e
Amortization of deferred financingcosts ... ......... o L

Income (loss) before income taxes, minority interests and extraordinary

OIS oo
Benefit (provision) forincometaxes .............c.ciiiiiiiiia..
MinOrity INtErestS . . ..ot e
Income (loss) before extraordinaryitems . ...

Extraordinary items:
Gains on repurchases of debt, net of income tax provision of $1.3,

$2.0and $2.4, respectively .. ...
Netincome (0SS) ... vv vt e

Basic earnings (loss) per common share:

Income (loss) before extraordinaryitems ... .......... .. oLt
Extraordinary items .. ...
Netincome (I0SS) . . ..o i e e

Diluted earnings (loss) per common and common equivalent share:

Income (loss) before extraordinaryitems . ............ ... ... ...,
Extraordinary items . ... e
Netincome (I0SS) .« .o oo e

The accompanying notes are an integral part of these financial statements.
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Y ears Ended December 31,

2002 2001 2000
$ 1994 $ 1853 $ 2001
48.9 69.1 47.2
30.8 311 30.9
1675 _ 17327 _ 21698
4466 20182 _ 24480
1365 1703 157.4
19.6 28.4 24.1
205 20.4 195
1586 14571  1,7983
82.6 163.6 168.7
- 19.9 51.2
44.8 113.1 98.2
462.6 19728 23174
17.9 (27.5) 76
0.2) 10.9 (7.8)
0.4 0.9 2.1
(23.6) 70.8 1452
(10.5) (9.7) (16.5)
(16.0) 45.4 130.6
- 163.6 -
- 16.7 60.0
9.8 1.0 62.7
(88.9)  (1829)  (185.9)
(3.9) (7.8) (7.1)
(99.0) 36.0 60.3
11.7 (533.7) (27.1)
0.9 38.1 (3.2)
(86.4)  (459.6) 30.0
2.4 3.6 3.9
$ (840) $ (456.0) $  33.9
$ (1323) $ (6983 $ 395
0.36 0.55 0.52

$ (1287) $ (69.28) $ 4.47

$ (1323) $ (6983 $ 395
0.36 0.55 0.52
$ (1287) $ (69.28) $ 447




MAXXAM INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF CASH FLOWS
(In millions of dollars)

Y ears Ended December 31,
2002 2001 2000

Cash flows from operating activities:
NEtincome (I0SS) . ..ottt e $ (84.0) $(456.00 $ 33.9
Adjustments to reconcile net income (loss) to net cash provided
by (used for) operating activities:

Depreciation, depletion and amortization .................. ... ... 44.8 113.1 98.2
Non-cash impairments and restructuringcharges ........................ - 49.9 63.2
Extraordinary gainsonrepurchasesof debt, net ......................... (2.4) (3.6) (3.9
GaiNSON SAlESOf @SSELS ... v vt (4.7) (189.9 (1119
Net losses (gains) on marketable securities ............... ... ..., 31 8.0 (279
MOty NI eSS . . . ottt e (0.9 (38.1) 32
Amortization of deferred financing costs and discounts on long-termdebt . . . . . 39 7.8 7.1
Equity in earnings (loss) of unconsolidated affiliates, net of dividends
FECEIVE . ottt 12 0.8 18.7
L 1 1 1= - 7.0 -
Increase (decrease) in cash resulting from changesiin:
Recaivables . ... ... e 25.6 228.1 (167.5)
VENEONI S . o oot e 155 69.8 1137
Prepaid expensesandotherassets . ... 46.8 211 18.2
Accountspayable. .. ... e 10.7 (36.2) (29.1)
Accrued and deferred incometaxes. . ... i 189 505.2 5.3
Payable to affiliates and other accrued liabilities ...................... (48.6) (49.0) 66.9
AcCrued INterest . ..ot e 6.0 (4.1 (2.3)
Long-term assets and long-term liabilities . .. ......................... (71.0) (21.6) (66.0)
O Ner o 1.6 12.3 19.0
Net cash provided by (used for) operating activities . ................... (33.5) 208.6 38.8
Cash flows from investing activities:
Net proceeds from dispositions of property and investments. ................. 6.5 1916 2522
Net sales (purchases) of marketable securities and other investments ........... 46.1 (99.4) 42.0
Capital expenditures . ... ..o e (111.3) (333.3) (288.3)
Decrease in cash attributable to deconsolidation of Kaiser ................... (130.4) - -
Restricted cash withdrawals used to acquiretimberlands .................... - - 0.8
L 11 1= 0.7 2.4 0.1
Net cash provided by (used for) investing activities .................... (188.4) (238.7) 6.8
Cash flows from financing activities:
Proceeds fromissuancesof long-termdebt ................ .. ... ... ... ..., 92.9 136.2 324
Redemptions, repurchases of and principal paymentson long-termdebt ........ (105.4) (131.1) (44.6)
Borrowings (repayments) under revolving and short-term credit facilities ....... (21.1) (49.5) 62.2
Incurrence of deferred financing CostS .. ... ..o (1.5 (5.4 (2.5)
Redemption of Kaiser preferencestock ........... ..., - (5.6) -
Restricted cash withdrawals, net ........... ... . i 31.6 7.4 0.2
Treasury StOCK pUrChases . ... ..o - 29 (12.8)
L 1 1 1= (1.2) — (3.0)
Net cash provided by (used for) financing activities . ................... (4.7 (50.9) 31.9
Net increase (decrease) in cash and cash equivalents ....................... (226.6) (81.0) 77.5
Cash and cash equivalentsat beginningof year ........................... 272.2 353.2 2757
Cash and cash equivalentsatendof year .............. ... ..., $ 456 $ 2722 $353.2

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

CONSOLIDATED STATEMENT OF STOCKHOLDERS EQUITY (DEFICIT)
(In millions, except per share information)

Preferred Stock ($.50 Par)

Balance a beginningandendof year ...............
Common Stock ($.50 Par)

Balance at beginningandendofyear ...............
Additional Capital

Balance a beginningandendof year ...............
Accumulated Deficit

Balance at beginning of year

Net income (10ss)
Balance at end of year

Accumulated Other Comprehensive Income (L 0ss)
Minimum pension liability adjustment
Applicable income taxes

Unrealized gains (losses) on available-for-sale investments

Applicable income taxes
Cumulative effect of accounting change
Applicable income taxes
Unrealized gains (losses) on derivatives
Applicable income taxes
Reclassification for realized gains (losses) on derivatives
Applicable income taxes
Valuation allowance on deferred tax assets
Other comprehensive income (10ss)

Accumulated other comprehensive loss at beginning of year .. .......

Accumulated other comprehensive loss at end of year . . .

Treasury Stock
Balance at beginning of year
Treasury stock purchases . ......................
Balance at end of year

Compr ehensive Income (L 0ss)
Net income (10ss)
Other comprehensive income (10ss)
Total comprehensive income (l10ss)

Years Ended December 31,

2002 2001 2000

$ 03 $ 03 $ 0.3
$ 50 $ 50 $ 5.0
$ 2253 $ 2253 $ 2253
$ (5242) $ (682 $ (102.1)
(84.0) (456.0) 33.9

$ (6082 $ (5242) $ (682
$ (7.4) $ (1035) $ (0.6)
3.0 38.4 0.2

(0.7) 05 1.0

0.3 (0.2) (0.4)

- 23 -

- (0.5) -

(12.1) 525 -

- (19.4) -

(6.0) (16.7) -

- 5.8 -

— (25.0) -

(22.9) (65.8) 0.2
(66.3) (0.5) 0.7)

$ (892 $ (663 $ (0.5)
$ (1157) $ (1128) $  (100.0)
- (2.9) (12.8)

$ (1157) $ (1157) $  (112.8)
$ (840) $ (456.0) $ 339
(22.9) (65.8) 0.2

$ (1069 $ (521.8) $  34.1

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

NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

1. Basisof Presentation and Summary of Significant Accounting Policies
Basis of Presentation

The Company

Theconsolidated financial statementsgenerally includethe accountsof MAXXAM Inc. anditsmajority and wholly
owned subsidiaries. See, however, “Deconsolidation of Kaiser” below. All references to the “ Company” include
MAXXAM Inc. and its majority owned and wholly owned subsidiaries, unless otherwise indicated or the context
indicates otherwise. Intercompany balances and transactions have been eliminated. Investmentsin affiliates (20% to
50% ownership) are accounted for using the equity method of accounting.

The Company is a holding company and, as such, conducts substantially all of its operations through its
subsidiaries. The Company operates in three principal industries:

. Forest products, through MAXXAM Group Inc. (“MGI”) and MGI’s wholly owned subsidiaries, The Pacific
Lumber Company (“ Pacific Lumber”), Scotia Pacific Company LLC (“Scotia LLC"), Salmon Creek LLC
(“Salmon Creek”) and Britt Lumber Co., Inc. (“Britt”). MGI operatesin several principal aspects of the lumber
industry — the growing and harvesting of redwood and Douglas-fir timber, the milling of logs into lumber and the
manufacture of lumber into avariety of finished products. Housing, construction and remodeling are the principal
markets for the Company’s lumber products. Subsidiaries of MGI also own several commercia real estate
properties, and these operations are reflected in the Real Estate segment’ s results.

. Real estate investment and development, managed through its wholly owned subsidiary, MAXXAM Property
Company (“MPC”). The Company, principally through wholly owned subsidiaries, is engaged in the business of
residential and commercial real estateinvestment and development, primarily in Arizona, Puerto Rico, California,
and Texas, including associated golf course or resort operationsin certain locations.

. Racing operations, through Sam Houston Race Park, Ltd. (“ SHRP, Ltd.”), aTexaslimited partnership, in which
the Company owns a 100% interest. SHRP, Ltd. owns and operates a Class 1 pari-mutuel horse racing facility in
the greater Houston metropolitan area and a pari-mutuel greyhound racing facility in Harlingen, Texas.

In addition to the above, the Company owns approximately 62% of Kaiser Aluminum Corporation (“ Kaiser”), an
integrated aluminum producer. Resultsand activitiesfor MAXXAM Inc. (excludingitssubsidiaries) and for MAXXAM
Group Holdings Inc. (“MGHI") are not included in the above segments. MGHI owns 100% of MGI and is awholly
owned subsidiary of the Company.

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
rules, legal reorganization or bankruptcy represent conditions which can preclude consolidation in instances where
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 United States Bankruptcy Code.
As aresult, the Company discontinued consolidating Kaiser’s financial results beginning February 12, 2002, and the
Company began reporting its investment in Kaiser using the cost method, under which the investment isreflected asa
single amount on the Company’ s balance sheet of $(516.2) million, and the recording of earnings or losses from Kaiser
was discontinued after February 11, 2002.

Through February 11, 2002, under generally accepted principles of consolidation, the Company had recognized
lossesin excess of itsinvestment in Kaiser of $516.2 million (adjusted from the previously reported amount of $498.2
million to reflect other comprehensive losses for the period from January 1, 2002, through February 11, 2002). Since
Kaiser’sresults 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 adjustments reflected in Kaiser’ sfinancia statements subsequent to
February 12, 2002 (relating to the recoverability and classification of recorded asset amounts and classification of
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liabilities or the effects on existing stockholders’ deficit aswell as adjustments made to Kaiser’ s financial 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 itsinvestment 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 for the year ended December 31, 2001,
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 expectsit 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 disposesof itssharesof Kaiser common stock. Accordingly, these 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. When either of the events described above occurs, the Company will re-
evaluate the appropriate accounting treatment of itsinvestment in Kaiser based upon thefactsand circumstances at such
time. No assurances can be given that the Company’ s ownership interest in Kaiser will not be significantly diluted or
cancelled asaresult of aplan of reorganization applicableto Kaiser. See Note4 for further discussion of the Company’s

investment in Kaiser.

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

Years Ended December 31,

2002 2001 2000

NEE SAlES . .ot $ 2791 % 2855 $ 278.2
COStS AN EXPENSES .+ v vt ettt et e (271.5) (311.0) (292.8)
Operating inCoME (10SS) .« o oottt e e e 7.6 (25.5) (14.6)
Other income (EXPENSES) - NEL . ..ottt ettt 179 50.5 127.0
IO ES EXPENSE . . ittt (80.2) (81L.7) (83.4)
Income (loss) before income taxes, minority interests and extraordinary items . . . . . (54.7) (56.7) 29.0
Incometax benefit (provision) ...........co i 16.5 18.7 (15.5)
MOty INErESS . . ottt e 0.3 — —
Income (loss) before extraordinaryitems ......... ... ... .. i (37.9) (38.0) 135
Extraordinary items . ... ... 2.4 3.6 3.9
NEt INCOME (10SS) . . oottt e e e e $ (355 $ (344 $ 17.4
Net income (loss) per share:

BaSIC it $ (45 $ (522 $ 2.30

DIULEO . . o o e e e e e (5.45) (5.22) 2.29

Thefollowing condensed pro formafinancial datareflectsthe deconsolidation of Kaiser, as of the dates presented

(in millions).

December 31,
2002 2001
CUI N BBt .« . v o vttt et ettt e et e e e e e e e e 2437 $ 398.2
Property, plant, and equipment (NEL) .. ...ttt 375.2 293.2
InvestMENnt iN SUDSIdIANiES . ... ..t 7.6 8.0
OthEr BSSEES .. ot ittt e 480.8 538.1
TOtAl BSOS . ..ottt 1,107.3 $ 12375
CUrrent [1abilitieS . ...ttt 1103 $ 133.8
Long-term debt, lesscurrent maturities . ........ ... .. 982.3 1,003.6
Other A litiES . .. ..o e e e e e 81.0 125.5
Losses recognized in excess of investment inKaiser . ........... . . i 516.2 450.2
Tota [1abilitiES ...t 1,689.8 1,713.1
Stockholders defiCit . ... ... o e (582.5) (475.6)
Totd liabilities and stockholders' deficit ...t 1,107.3 $ 12375
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Use of Estimates and Assumptions

The preparation of financial statementsin accordance with accounting principles generally accepted in the United
States of America requires the use of estimates and assumptions that affect (i) the reported amounts of assets and
liabilities, (ii) the disclosure of contingent assets and liabilities known to exist as of the date thefinancial statementsare
published and (iii) the reported amount of revenues and expenses recognized during each period presented. The
Company reviewsall significant estimates affecting itsconsolidated financial statementson arecurring basisand records
the effect of any necessary adjustments prior to filing the consolidated financia statements with the Securities and
Exchange Commission. Adjustments made to estimates often relate to improved information not previously available.
Uncertainties regarding such estimates and related assumptions are inherent in the preparation of the Company’s
consolidated financial statements; accordingly, actual results could differ from these estimates.

Risksand uncertaintiesareinherent with respect to the ultimate outcome of thelitigation discussed in Note 16. The
results of a resolution of such uncertainties could have a material effect on the Company’s consolidated financial
position, results of operations or liquidity. In addition, uncertainties related to the projection of future taxable income
could affect the realization of the Company’s deferred tax assets discussed in Note 12. Estimates of future benefit
payments used to measure the Company’ s pension and other postretirement benefit obligations discussed in Note 13 are
subject to a number of assumptions about future experience, as are the estimated future cash flows projected in the
evaluation of long-lived assets for possible impairment. To the extent there are material differences between these
estimates and actual results, the Company’s financial statements or liquidity could be affected.

Reclassifications
Certain reclassifications have been madeto prior years' consolidated financial statementsto be consistent with the
current year's presentation.

Summary of Significant Accounting Policies

Timber Harvest and Other Long-Term Assets

Direct costs associated with the preparation of timber harvesting plans (“ THPS') are capitalized and reflected in
prepaid expenses and other current assets on the balance sheet. These costs are expensed as the timber covered by the
related THPisharvested. Costsassociated with the preparation of the Company’ ssustained yield plan (“ SYP”) and the
Company’ smulti-specieshabitat conservation plan (* HCP” ) were capitalized and arereflected inlong-term receivables
and other assets. These costs are being amortized over 10 years.

Timber and Timberlands

Timber and timberlands are stated at cost, net of accumul ated depletion. Depletion iscomputed utilizing the units-
of-production method based upon estimates of timber quantities. Periodically, the Company will review its depletion
rates considering currently estimated merchantable timber and will adjust the depletion rates prospectively.

In the second quarter of 2002, the Company completed atimber cruise which resulted in new and updated timber
volumeinformation (seealso Note 16). Accordingly, the Company revised its estimated depl etion rates beginning April
1, 2002. Theimpact of the updated timber volume information on depletion expense for the year ended December 31,
2002, was not material.

Concentrations of Credit Risk

Cash equivalents and restricted marketable securities are invested primarily in short to medium-term investment
grade debt instruments aswell as other types of corporate and government debt obligations. The Company mitigatesits
concentration of credit risk with respect to theseinvestmentsby generally purchasing investment grade products (ratings
of A1/P1 short-term or at least BBB/Baa3 long-term). No more than 5% is invested in the same issue. Unrestricted
marketable securities areinvested primarily in debt securities. Other unrestricted short-term investments consist of debt
securities, corporate common stocks and option contracts. Theseinvestments are held in limited partnership interests,
aswell as other investment funds, managed by financial ingtitutions.

Revenue Recognition
Revenues from the sale of logs, lumber products and by-products are recorded when the legal ownership and the
risk of loss passes to the buyer, which is generally at the time of shipment.

The Company recognizesincomefromland salesin accordance with Statement of Financial Accounting Standards
(“SFAS’) No. 66, “Accounting for Sales of Real Estate” (“* SFASNo. 66”). In accordance with SFAS No. 66, certain
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real estate salesare accounted for under the percentage of compl etion method, under which incomeisrecognized based
on the estimated stage of completion of individual contracts. The unrecognized income associated with such sales has
been recorded as deferred real estate sales and is reflected in other noncurrent liabilities on the balance sheet.
Additionally, in certain circumstancesthe cost recovery or installment method isused whereby the grossprofit associated
with these transactions is deferred and recognized when appropriate. The unrecognized income associated with such
salesisreflected as a reduction of long-term receivables and other assets in the balance sheet.

The Company recognizes revenues from net pari-mutuel commissions received on live and simulcast horse and
greyhound racing in the period in which the performance occurred. These revenues are net of certain payments
determined in accordance with contractual and state regulatory requirements. The Company also receives revenuesin
the form of fees paid by other racetracks for the broadcast of the Company’s live races to the offsite locations. Other
sourcesof revenueincludefood and beverage sales, admission and parking fees, corporate sponsorshipsand advertising,
club memberships, suite rentals and other miscellaneous items.

Deferred Financing Costs
Costsincurred to obtain debt financing are deferred and amortized on a straight-line basis over the estimated term
of the related borrowing.

Impairment of Long-Lived Assets

Impairment losses are recorded on long-lived assets used in operations when indicators of impairment are present
and the undiscounted cash flows to be generated by those assets are |ess than the carrying amount. Impairment losses
are aso recorded for long-lived assets that are expected to be disposed of.

Legal Contingencies

The Company is currently involved in various claims and proceedings which are reviewed for potential financial
exposure on aregular basis. If the potential loss from any claim or legal proceeding is considered probable and is
reasonably estimabl e as of the balance sheet date, aliability isaccrued. The Company estimatesthe probability of losses
on legal contingencies based on the advice of internal and external counsel, the outcomes from similar litigation, the
status of the lawsuits (including settlement initiatives), legidlative developments, and other factors. See Note 16 for a
description of the Company’s material legal proceedings.

Income Taxes

Deferred income taxes are computed using the liability method. Under this method, deferred tax assets and
liabilities are determined based on differences between financial reporting and tax bases of assets and liabilities
(temporary differences) and are measured using the enacted tax rates and laws that are expected to bein effect when the
differences are expected to reverse.

The Company records valuation allowances to reduce deferred tax assets to the amount of future tax benefit that
ismorelikely than not to berealized. The Company considersfuturetaxableincome and ongoing tax planning strategies
in assessing the need for a valuation allowance. See Note 12 for further discussion of the Company’sincome taxes.

Per Share Information

Basic earnings (loss) per share is calculated by dividing net income (loss) by the weighted average number of
common shares outstanding during the period, including the weighted average impact of any shares of common stock
of the Company (“ Common Stock™) issued and treasury stock acquired during the year from the date of issuance or
repurchase and the dilutive effect of the Company’ s Class A $0.05 Non-Cumulative Participating Convertible Preferred
Stock (the “Class A Preferred Stock”) which is convertible into Common Stock. Diluted earnings per share
calculations also include the dilutive effect of common and preferred stock options.
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2002 2001 2000

Weighted average shares outstanding:
CommON SEOCK . . .o 6,527,671 6,581,979 6,910,358

Effect of dilution:
o o

ClassA Preferred StocK . ..o e — — 668,510
Weighted average number of common and common equivalent
ShArES - BaSiC .o v ittt 6,527,671 6,581,979 7,578,868
Effect of dilution:
Stock OptioNS @ . ... _@ _© 1,568 @
Weighted average number of common and common equivalent
shares- Diluted . . .. ..o 6,527,671 6,581,979 7,580,436

@ The Company had aloss for the years ended December 31, 2002 and 2001; the Class A Preferred Stock and options were
therefore not included in the computation of earnings per share for the period.

@ Optionsto purchase 483,575 shares of Common Stock outstanding during theyear ended December 31, 2000, werenot included
in the computation of diluted earnings per share because the options’ exercise priceswere greater than the average market price
of the Common Stock.

2. New Accounting Standards

In June 2001, the Financial Accounting StandardsBoard (“ FASB”) issued SFAS No. 143, “ Accounting for Asset
Retirement Obligations” (“ SFAS No. 143") which addresses accounting and reporting standards for 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 atangible long-lived asset that result from the acquisition, construction, or devel opment 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. certain types of environmental obligations). The Company does not 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, “Accounting for the Impairment or Disposal of Long-Lived
Assets’ (“ SFAS No. 144") which sets forth new guidance for accounting and reporting for impairment or disposal of
long-lived assets. The provisionsof SFAS No. 144 were effective for the Company beginning on January 1, 2002. The
new impairment and disposal rules did not result in the recognition of impairment lossesin 2002 beyond those reported
as of December 31, 2001 (see Note 3). In addition to the new guidance on impairments, SFAS No. 144 broadens the
applicability of the provisions of Accounting Principles Board Opinion 30, “Reporting the Results of
Operations—Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently
Occurring Eventsand Transactions” (“ APB Opinion 30" ) for the presentation of discontinued operationsin theincome
statement to include acomponent of an entity (rather than asegment of abusiness). A component of an entity comprises
operations and cash flowsthat can be clearly distinguished, operationally and for financial reporting purposes, fromthe
rest of the entity. Effective January 1, 2002, when the Company commits to a plan of sale of acomponent 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
inthe operations of the component. Although this provision will not affect the total amount reported for net income, the
income statements for 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.

In April 2002, the FASB issued SFAS No. 145, “Rescission of FASB Statements No. 4, 44, and 64, Amendment
of FASB Statement No. 13, and Technical Corrections’” (“ SFAS No. 145") which, among other things, rescinds the
previous guidance for debt extinguishments. SFAS No. 145 eliminates the requirement that gains and losses from
extinguishment of debt beaggregated and, if material, classified asan extraordinary item, net of related incometax effect.
However, transactions would not be prohibited from extraordinary item classification if they meet the criteriain APB
Opinion 30. Applying the provisionsof APB Opinion 30 will distinguish transactionsthat are part of an entity’ srecurring
operations from those that are unusual or infrequent or that meet the criteriafor classification as an extraordinary item.
This statement is effective for the Company’s fiscal year beginning January 1, 2003. The adoption of SFAS No. 145
will result in the reflection of the gains on repurchases of debt in investment, interest and other income rather than asan
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extraordinary item in the financial statements.

In July 2002, the FASB issued SFAS No. 146, “ Accounting for Costs Associated with Exit or Disposal Activities’
(“SFASNo. 146"). Thisstandard requires companiesto recognize costsassociated with exit or disposal activitieswhen
they are incurred rather than at the date of a commitment to an exit or disposal plan. Costs covered by the standard
includeleaseterminati on costsand certain empl oyee severance coststhat are associated with arestructuring, discontinued
operation, plant closing, or other exit or disposal activity. Thisstatement isto be applied prospectively to exit or disposal
activitiesinitiated after December 31, 2002.

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based Compensation” (* SFAS No.
148") to provide aternative methods of transition for avoluntary change to the fair value based method of accounting
for stock-based employee compensation. Inaddition, SFAS No. 148 amends the disclosure requirements of SFAS No.
123, “Accounting and Disclosure of Stock-Based Compensation” (“SFAS No. 123") to require prominent disclosures
in both annual and interim financial statements about the method of accounting for stock-based compensation and the
effect of the method used on reported results. The Company is not planning to adopt the fair value accounting model
for stock-based compensation under SFAS No. 123.

InNovember 2002, the FASB issued Interpretation No. 45, “ Guarantor’ s Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of Indebtedness of Others” (“FIN 45"). FIN 45 elaborates on the
disclosuresto be made by aguarantor initsfinancial statementsabout its obligations under certain guaranteesthat it has
issued. It also clarifies that a guarantor is required to recognize, at the inception of a guarantee, aliability for the fair
value of the obligation undertaken inissuing the guarantee. The recognition and initial measurement provisions of FIN
45 are applicable on a prospective basis to guarantees issued or modified after December 31, 2002. The disclosure
requirements of FIN 45 are effective for periods ending after December 15, 2002. The application of FIN 45 is not
expected to have a material impact on the Company’s financial position or results of operations.

In January 2003, the FASB issued I nterpretation No. 46, “ Consolidation of VariableInterest Entities’ (“ FIN 46”).
FIN 46 establishes criteriato identify and assess a company’ sinterest in variable interest entities and for consolidating
thoseentities. FIN 46 iscurrently effectivefor variableinterest entities created or obtained after January 2003, and will
be effective for all variable interest entities for interim periods beginning after June 15, 2003. The application of FIN
46 is not expected to require the consolidation by the Company of any additional entities.

3. Segment Information and Other Items

Reportable Segments

As discussed in Note 1, the Company is a holding company with three reportable segments; its operations are
organized and managed as distinct businessunitswhich offer different products and services and are managed separately
through the Company’ s subsidiaries.

The accounting policies of the segments are the same as those described in Note 1. The Company evaluates
segment performance based on net sales, operating income excluding depreciation, depletion and amortization, and
income before income taxes and minority interests.

Net sales and operating income (loss) for each reportable segment is presented in the Consolidated Statement of
Operations. Operating income (loss) for “Corporate” represents general and administrative expenses not directly
attributableto the reportable segments. TheamountsreflectedintheCorporate” columnalso servetoreconcilethetotal
of the reportable segments' amounts to totals in the Company’ s consolidated financial statements.
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The following table presents financial information by reportable segment (in millions).

Consol-
Reportable Segments idated
Total Consol-
December Forest Real Excluding idated
31, Products Estate Racing Corporate Aluminum  Aluminum ® Total
Investment, interest and other
income (expense), net . . . 2002 $ 74 $ 62 $ - $ 43 $ 179 $ 81 $ 98
2001 11.3 125 0.1 9.9 33.8 (32.8) 1.0
2000 20.5 24.7 - 21.8 67.0 (4.3) 62.7
Interest expense .......... 2002 58.8 13.2 - 8.2 80.2 12.6 92.8
2001 60.1 8.6 - 13.0 817 109.0 190.7
2000 64.2 24 - 16.8 83.4 109.6 193.0
Depreciation, depletion and
amortization ........... 2002 22.8 10.4 1.6 0.3 35.1 9.7 44.8
2001 19.4 7.6 15 0.3 28.8 84.3 113.1
2000 19.7 55 14 0.6 27.2 71.0 98.2
Income (loss) before income
taxes, minority interests
and extraordinary items . . 2002 (33.5) (7.2) 04 (14.4) (54.7) (44.3) (99.0)
2001 (59.6) 14.8 1.0 (12.8) (56.6) 92.6 36.0
2000 23.9 145 21 (11.5) 29.0 313 60.3
Capital expenditures . ... ... 2002 12.2 93.6 0.6 0.1 106.5 4.8 111.3
2001 134 133.9 2.0 0.7 150.0 148.7 298.7
2000 14.0 6.9 45 1.0 26.4 296.5 322.9
Total asSets . ... .ovn. .. 2002 5253 3771 364 1685  1,107.3 ~? 11073
2001 610.8 300.0 40.4 285.0 1,236.2 2,699.1 3,935.3

@ For 2002, amounts attributabl e to the aluminum segment are for the period from January 1, 2002, through February 11, 2002.
@ As a result of the deconsolidation of Kaiser, the aluminum segment’s balance sheet amounts are not included in the
consolidated total as of December 31, 2002.

Other Items

Forest Products

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) asof March 31, 2002, and
now relies exclusively on contract loggers. In connection with these changes, the Company in 2001 recorded a charge
to operating costs of $2.2 million for impaired assets. Further actions may be taken during the next year as aresult of
Pacific Lumber’s continuing evaluation process, and additional writedowns of certain assets may be required.

As aresult of the changes described above, Pacific Lumber 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 2002, machinery and equipment with acarrying value of $2.2 millionwassold, resultinginagain of $1.0 million.

A $2.6 million restructuring charge was recorded in 2001 reflecting cash termination benefits associated with the
separation of approximately 305 employees as part of an involuntary termination plan. Asof June 30, 2002, al of the
affected employees had |eft Pacific Lumber, and the entire amount of the related liability had been paid.

Additionally, the Company recorded an environmental remediation charge of $3.4 million in 2001. The
environmental accrual represents Pacific Lumber’s estimate of costs reasonably expected to be incurred based on
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presently enacted laws and regulations, currently available facts, existing technology, and Pacific Lumber’ s assessment
of the likely remediation actions to be taken. Pacific Lumber incurred $0.5 million of costs related to this remediation
liahility during 2002. Based on management’ s best estimates given the current facts and circumstances, the remaining
$2.9 million is expected to be incurred from 2003 through 2005.

Theforest products segment’ sincome (loss) before income taxes and minority interestsincluded pre-tax gainson
the sale of aportion of the Grizzly Creek grove of $16.7 millionin November 2001, and $60.0 million on the sale of the
Owl Creek grove in December 2000.

Real Estate

Investment, interest and other income (expense) for the real estate segment includes equity in earnings from real
estate joint ventures of $2.5 million, $5.5 million and $7.9 million for the years ended December 31, 2002, 2001 and
2000, respectively. Investment, interest and other income (expense) for the real estate segment also includes $11.3
million related to the gain on the sale of awater utility in Arizonain 2000.

Aluminum

The aluminum segment’ s operating income (loss) for the period from January 1, 2002 to February 11, 2002, and
theyearsended December 31, 2001 and 2000, includes the impact of certain other itemsas shown in the following table
(in millions). Theseitemsareincluded in cost of sales and operations and in impairment of assetsin the Consolidated
Statement of Operations.

Period from
January 1, 2002, to Years Ended December 31,
February 11, 2002 2001 2000
Net gainsS on POWEr SAlES . ...\ttt e $ - $ 2292 3 159.5
ReStrUCtUNNG Charges . . ..o e e (1.3) (35.2) (9.49)
Contractual labor costsrelated to smelter curtailments .................... - (12.7) -
Labor settlementcharge . ...t - - (38.5)
Impairment charges:
Washington smelters . ... e - - (33.0)
Charges associated with product lineexits ........................... - - (18.2)
Trentwood eqQUIPMENt . .. ..ottt - A7.7) -
Gramercy related items:
Incremental MaintenanCe .. ...t - - (11.5)
LIFOinventory charge ..........cooiiii i — — (7.0
$ 13y $ 1636 $ 41.9

During 2001, Kaiser launched aperformanceimprovement initiative. Theprogramresultedinrestructuring charges
totaling $35.2 million which consisted of $17.9 million of employee benefit and related costs for elimination of
approximately 355 salaried and hourly positions, an inventory charge of $5.6 million (see Note 7) and third party
consulting costs of $11.7 million. As of December 31, 2001, approximately 340 of the positions had been eliminated.
Approximately $7.7 million of the employee benefit and related costs were cash costs that had already been incurred or
wereincurred during thefirst quarter of 2002. The balance of the employee benefit and rel ated costsrepresent increased
pension and post-retirement medical costs that will be funded over longer periods.

The 2000 restructuring charges were associated with Kaiser’s primary aluminum and corporate business units.
During 2000, theseinitiatives resulted in restructuring charges for employee benefit and other costs for the elimination
of approximately 50 positions at Kaiser's Tacoma facility and approximately 50 positions due to consolidation or
elimination of certain corporate staff functions. At December 31, 2001, the elimination of all positions associated with
these initiatives had been completed.

From September 1998 through September 2000, Kaiser and the United Steelworkers of America(“ USWA") were
involved in alabor dispute as a result of the September 1998 USWA strike and the subsequent “lock-out” by Kaiser in
February 1999. The labor dispute was settled in September 2000. Under the terms of the settlement, USWA members
generally returned to the affected plants during October 2000. Kaiser recorded a one-time pre-tax charge of $38.5
million in 2000 to reflect the incremental, non-recurring impacts of the labor settlement, including severance and other
contractual obligations for non-returning workers.

Theimpairment chargesreflected in 2000 of $18.2 million associated with product lineexits relateto theexit from
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the can body stock product line and the exit fromamarginal product linewithin the engineered productsoperations. The
chargesinclude $12.0 million in LIFO inventory charges and $6.2 million in charges to reduce the carrying amount of
certain assets.

The aluminum segment’ sincome (10ss) before income taxes and minority interests for the period from January 1,
2002 to February 11, 2002, and the years ended December 31, 2001 and 2000 includes 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

January 1, 2002, to  Years Ended December 31,

February 11, 2002 2001 2000
AShEStOSTElated CNargES ...\ttt ettt et $ - $ (572 $ (430
Gainonsaleofreal estate . . ... ... - 6.9 220
Mark-to-market gainsS (I0SSES) . . . oo v it (0.9) 35.6 110
Adjustment to environmental liabilities ........... ... .. ... ... L. - (13.5) -
Leaseobligation adjustment .. ... ... - - 17.0
All other, net . .. ... 2.2 (2.8 —

Product Sales

The following table presents segment sales by primary products (in millions).

Years Ended December 31,

2002 2001 2000
Forest products:
UMD $ 1704 $ 1522 $ 1753
O NN 29.0 33.1 24.8
Total forest product Sales ... ... $ 1994 $ 1853 $  200.1
Red estate:
Redl estate and development . ...ttt $ 246 $ 482 $ 26.5
Resort, commercial and other operations. .. ... 24.3 20.9 20.7
Total real etae SAES ... $ 489 $ 69.1 $ 47.2
Racing:
Net pari-mutuel COMMISSIONS .. ..ottt ettt $ 206 $ 205 $ 20.3
O NN o 10.2 10.6 10.6
Tota raCing SAES .. oo vt $ 308 $ 311 $ 30.9
Years Ended December 31,
2001 2000
Aluminum: ®
Bauxiteand alUming .. ...ttt $ 586.2 $ 590.5
Primary aluminum . .. ... e 362.7 806.0
Flat-rolled products . . . ... oo e 308.0 521.0
Engineered produCtS . ... ...t e 429.5 564.9
CommoditiesmMarketing . . . . . ..ot 229 (25.4)
Minority interestsand eliminations . .. ......... .. 23.4 (287.2)
Total alUminUM SAIES . . .ottt $ 17327 $ 2,169.8

@ Asaresult of the deconsolidation of Kaiser, amountsfor the aluminum segment are not presented in thistable for the period from
January 1, 2002, to February 11, 2002.

Geographical Information

In addition to locationsin the United States, Kaiser’ soperationsarelocated in several foreign countries, including
Australia, Canada, Ghana, Jamaica, and the United Kingdom. Foreign operations in general may be more vulnerable
than domestic operations due to a variety of political and other risks. The Company’s forest products, real estate and
racing operationsarelocated inthe United Statesand Puerto Rico. Salesand transfersamong geographic areasare made
on abasisintended to reflect the market value of products. Long-lived assetsinclude property, plant and equipment-net,
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timber and timberlands-net, real estate held for devel opment and sal e, and investmentsin and advancesto unconsolidated
affiliates. Geographical information for net sales, based on countries of origin, and long-lived assets follows (in
millions):

United Other
December 31, States Jamaica Ghana Foreign Total
Net sales to unaffiliated customers® 2002 $ 2791 $ - $ - 3 - $ 2791
2001 1,302.8 219.4 221.3 274.7 2,018.2
2000 1,628.3 298.5 2375 283.7 2,448.0
Long-lived assets @ 2002 680.7 - - - 680.7
2001 1,417.7 303.8 83.3 58.8 1,863.6

@ Asaresult of the deconsolidation of Kaiser, amounts for the aluminum segment are not presented in thistable for the period from
January 1, 2002, to February 11, 2002.

@ Asaresult of the deconsolidation of Kaiser, the aluminum segment’ s balance sheet amounts are not included in the consolidated
tota as of December 31, 2002.

Major Customers and Export Sales
For the years ended December 31, 2002, 2001 and 2000, sales to any one customer did not exceed 10.0% of
consolidated revenues. Export sales were less than 10.0% of total revenuesin 2002, 2001 and 2001.

4. Investment in Kaiser

Reorganization Proceedings

Kaiser, its principal operating subsidiary, Kaiser Aluminum and Chemical Corporation (“* KACC"), and 24 of
KACC'swholly owned subsidiaries have filed separate voluntary petitions in the United States Bankruptcy Court for
theDistrict of Delaware(the* Bankruptcy Court™) for reorganization under Chapter 11 of the United StatesBankruptcy
Code (the “Code”). Kaiser, KACC and the 15 subsidiaries of KACC that filed petitions on February 12, 2002, are
collectively referred to herein as the “ Original Debtors.” The subsidiaries of KACC that filed petitions in the first
quarter of 2003, are collectively referred to herein as the “ Additional Debtors.” The Original Debtors and the
Additional Debtors are collectively referred to as the “ Debtors,” and the Chapter 11 proceedings of these entities are
collectively referred to herein asthe” Cases.” For purposes of thesefinancial statements, theterm “ Filing Date” shall
mean, with respect to any particular Debtor, the date on which such Debtor filed its Case. The Cases are being jointly
administered. The Debtors managing their businesses in the ordinary course as debtors-in-possession subject to the
control and administration of the Bankruptcy Court.

The necessity for filing the Cases by the Original Debtors was attributable to the liquidity and cash flow problems
of Kaiser arising in 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 a broad economic slowdown
that wasfurther exacerbated by the eventsof September 11, 2001. Inaddition, Kaiser had becomeincreasingly burdened
by 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 ratings and
an inability to access the capital markets.

Kaiser hasindicated that its objective in the Casesisto achieve the highest possible recoveriesfor all creditorsand
stockhol dersconsistent with the Debtors’ abilitiesto pay, and to continue the operation of itsbusinesses. However, there
can be no assurance that the Debtorswill be ableto attain these objectives or achieve asuccessful reorganization. While
valuation of the Debtors' assets and pre-Filing Date claims at this stage of the Casesis subject to inherent uncertainties,
Kaiser has indicated that the Debtors believe that it islikely that their liabilities will be found to exceed the fair value
of their assets. The Debtorstherefore believe that it islikely that pre-Filing Date claims will be paid at 1ess than 100%
of their face value and the equity of Kaiser’'s stockholders, including the Company, will be diluted or cancelled.

Asprovided by the Code, the Original Debtors had the exclusive right to propose a plan of reorganization for 120
daysfollowing theinitial Filing Date. The Bankruptcy Court has subsequently approved extensions of the exclusivity
period for all Debtors through April 30, 2003. Kaiser has related that additional extensions are likely to be sought.
However, no assurance can be given that any future extension requests will be granted by the Bankruptcy Court. If the
Debtorsfail to file aplan of reorganization during the exclusivity period, or if such planis not accepted by the requisite
number of creditorsand equity holdersentitled to vote on the plan, other partiesininterest in the Cases may be permitted
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to propose their own plan(s) of reorganization for the Debtors.

In March 2002, the Company filed a suit requesting the Bankruptcy Court to find that it has no further obligations
to the Debtors under certain tax allocation agreements. The Company’s suit was based on the assertion that the
agreementsare personal contracts and financial accommodationswhich cannot be assumed under the Code. Kaiser and
the Company subsequently settled this suit, which settlement was approved by the Bankruptcy Court on February 24,
2003. Pursuant to the settlement, the parties agreed to rel ease each other fromall present and future claimsor obligations
under the tax allocation agreements. The Company had a reserve of $35.3 million related to the tax allocation
agreements which was reversed in 2002 since this matter was resolved with no payment to Kaiser.

On April 12, 2002, Kaiser filed a motion seeking an order of the Bankruptcy Court prohibiting the Company (or
MGHI), without first seeking Bankruptcy Court relief, from making any disposition of itsstock of Kaiser, including any
sale, transfer, or exchange of such stock or treating any of its Kaiser stock asworthlessfor federal income tax purposes.
Kaiser indicated in its Bankruptcy Court filing that it was concerned that such a transaction could have the effect of
depriving Kaiser of the ability to utilize the full value of its net operating losses, foreign tax credits and minimum tax
credits. OnJuly 22, 2002, the Company and MGHI agreed with Kaiser that they would not dispose of any of their Kaiser
shares prior to ahearing on the April 12, 2002 motion. The parties also agreed that the Company (or MGHI) may upon
10 days written notice to Kaiser (a) request the Bankruptcy 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 March 21, 2003 the Company owns 50,000,000 shares of the common stock of Kaiser. Kaiser's common
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 March 21, 2003 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 AICPA Statement of
Position 90-7, “Financial Reporting by Entitiesin Reorganization Under the Bankruptcy Code” (“ SOP 90-7"), and on
agoing concern basi s, which contempl atesthe realization of assetsand theliquidation of liabilitiesintheordinary 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 are no longer consolidated with the Company’ s results, and
the Company believesit is not probable that it will be obligated to fund losses related to itsinvestment in Kaiser under
principles of consolidation, any material uncertainties related to Kaiser are not expected to impact the Company’s
financial results.

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

December 31,
2002 2001

(@< 01 1= (= $ 5166 $ 759.2
Investmentsin subSidiaries . . ... 69.7 63.0
Property and equipment, NEL . . . . ... ... o 1,009.9 1,2154
(@13 1= S = £ 629.2 706.1

$ 2,225.4 2,743.7
Current liabilities . ... $ 333.6 803.4
Other long-term liabilities . ... ... o e e 86.9 1,562.1
Long-termdelt . ... ..o 2.7 700.8
Liabilities SUbject t0 COMPrOMISE . . . .o i it ettt 2,726.0 -
MO Y NN ESIS . . oottt e e e e 121.8 1185
Stockholders defiCit ... ... i (1,085.6) (441.1)

$ 2,2254 $ 2,743.7
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Year Ended December 31,

2002 2001 2000

NEESAIES ottt $ 14696 $ 17327 $ 2,169.8
Costs and expenses:

Operating CoStS and EXPENSES . ..ottt e et 1,624.4 1,831.4 2,072.4

Non-recurring operating items . . ... ...t 251.2 (163.6) (41.9)
OpErating iNCOME .« ..ttt (406.0) 64.9 139.3
INErEst EXPENSE .. ittt (20.7) (109.0) (109.6)
Other income (EXpeNSe), NEL . . . ..o vttt i (32.9) 130.8 4.3
Provisionforincometax ...............iiiiiii i (14.9) (550.2) (11.6)
MiNOrity INtErEstS . . oot 5.8 4.1 3.0
NELIOSS . . .ottt e e e e e e e e e $ (468.7) $  (459.4) $ 16.8

5.  Significant Acquisitions and Dispositions

Motel Six Properties

In December 2002, Motel Assets Holdings LLC (“Motel Assets’), an indirect wholly owned subsidiary of the
Company, acquired two business trusts which own aportfolio of sixteen motel propertieslocated in ten different states.
These properties secure certain non-recourse notes (the “ M otel Notes') with an outstanding principal balance of $49.4
million at December 31, 2002. Upon closing of the transaction, Motel Assets made acash payment of $3.5million. The
Motel Notes have an interest rate of 7.03% with a May 1, 2018, maturity date. Motel Assets acquired the properties
subject to an existing lease agreement under which the properties are fully leased through April 2019, and under which
all obligations are guaranteed by the parent company of the current tenant. Motel Assetsis accounting for the lease as
an operating lease. The Motel Notes are secured by the lease, the properties, and an $11.2 million residual value
insurance contract.

Cooper Cameron Building

InNovember 2002, Beltway AssetsLL C (“ Beltway Assets’ ), anindirect wholly owned subsidiary of the Company,
acquired an office building located in Houston, Texas, for a purchase price of $32.7 million. The transaction was
financed with a cash payment of $3.0 million and proceeds of $29.7 million (net of $1.3 million of deferred financing
costs) from the issuance of non-recourse notes which have an interest rate of 6.08% and a November 9, 2024 maturity
date (the “ Beltway Notes’). At thetime of the acquisition, Beltway Assets simultaneously leased the property back to
the seller for aperiod of 22 years. Beltway Assetsisaccounting for the lease as an operating lease. The Beltway Notes
are secured by the building, the lease, and an $11.2 million residual value insurance contract.

LakePointe Plaza

In June 2001, Lakepointe Assets Holdings LLC, alimited liability company, and its subsidiaries, all of which are
wholly owned subsidiaries of Salmon Creek (“ Lakepointe Assets’) acquired Lake Pointe Plaza, an office complex
located in Sugar Land, Texas, for a purchase price of $131.3 million. The transaction was financed with proceeds of
$117.3 million, net of $5.2 million in deferred financing costs, from the i ssuance of non-recourse notes ($122.5 million
principal amount with afinal maturity date of June8, 2021, and aninterest rate of 7.56%; the“ L akepointe Notes’ ), and
with a cash payment of $14.0 million. Lakepointe Assets acquired the property subject to two leasesto existing tenants
while simultaneously leasing a majority of the premises, representing all of the remaining space, to an affiliate of the
seller. The office complex is fully leased for a period of 20 years under these three leases. Lakepointe Assets is
accounting for these | eases as operating leases. The Lakepointe Notes are secured by the leases, L ake Pointe Plazaand
a$60.0 million residual value insurance contract.

Timberland Transactions

In December 2000, Scotia L L C sold the Owl Creek groveto Californiafor $67.0 million, resultinginapre-tax gain
of $60.0 million. In November 2001, Pacific Lumber sold a portion of the Grizzly Creek grove to Californiafor $19.8
million, resulting in a pre-tax gain of $16.7 million.

Sale of Water Utility

In October 2000, Chaparral City Water Company, a water utility company in Arizona and a wholly owned
subsidiary of MCO Properties Inc., areal estate subsidiary of the Company, was sold for $22.4 million, resulting in a
pre-tax gain of approximately $11.3 million.
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Kaiser’s Acquisitions and Dispositions

In September 2001, Kaiser sold an approximate 8.3% interest in Queendand Alumina Limited (“QAL") and
recorded apre-tax gain of approximately $163.6 million. Thetransaction reduced Kaiser’ sownership percentagein QAL
to 20%. The total value of the transaction was approximately $189.0 million, consisting of a cash payment of
approximately $159.0 million plusthe purchaser’ sassumption of approximately $30.0 million of off-balance sheet QAL
indebtedness guaranteed by Kaiser.

InJune2001, KACC wrote-off itsinvestment of $2.8 millionin Metal Spectrum, LL C, astart-up, e-commerce entity
inwhich Kaiser wasafounding partner (in 2000). M etal Spectrum ceased operations during the second quarter of 2001.

During 2001, Kaiser sold certain non-operating real estate for net proceeds totaling approximately $7.9 million,
resulting in apre-tax gain of $6.9 million (included in investment, interest and other income (expense), net; see Note 3).

During 2000, Kaiser sold (i) its Pleasanton, California, office complex, because the complex had become surplus
to Kaiser’ s needs, for net proceeds of approximately $51.6 million, which resulted in anet pre-tax gain of $22.0 million
(included in investment, interest and other income (expense), net; see Note 3); (ii) certain non-operating properties, in
the ordinary course of business, for total proceeds of approximately $12.0 million; and (iii) the Micromill assets and
technology for a nominal payment at closing and possible future payments based on subsegquent performance and
profitability of the Micromill technology. The sale of the non-operating properties and Micromill assets did not have
amaterial impact on Kaiser’s 2000 operating results.

In May 2000, Kaiser acquired the assets of a drawn tube aluminum fabricating operation in Chandler, Arizona.
Total consideration for the acquisition was $16.1 million ($1.1 million of property, plant and equipment, $2.8 million
of accounts receivable, inventory and prepaid expense, and $12.2 million of goodwill).

6. Cash, Marketable Securitiesand Other Investments

Cash equivaentsconsist of highly liquid money market instrumentswith original maturitiesof threemonthsor less.
As of December 31, 2002 and 2001, carrying amounts of the Company’s cash equivalents approximated fair value.

The Company segregates its investments in marketable securities into “held-to-maturity” (debt securities only),
“available-for-sale securities,” and “trading securities’ in accordance with SFAS No. 115 “Accounting for Certain
Investmentsin Debt and Equity Securities’ (“ SFASNo. 115”). Management determines the appropriate classification
of debt securitiesat thetime of purchase and re-eval uates such designation as of each balance sheet date. Debt securities
are classified as held-to-maturity when the Company hasthe positive intent and ability to hold the securitiesto maturity.
Held-to-maturity securities are stated at amortized cost.

Debt securities not classified as either held-to-maturity or trading securities and marketable equity securities not
classified astrading securities are classified as available-for-sale. Available-for-sale securities are stated at fair value,
with the unrealized gains and losses, net of tax, reported in other comprehensive income, a separate component of
shareholders' equity.

Trading securitiesareheld for resal ein anticipation of short-term market movements. Trading securities, consisting
of debt and marketable equity securities, are stated at fair value. Gains and losses, both realized and unrealized, are
included in investment, interest and other income (expense), net.

The cost of securities sold is determined using the first-in, first-out method. The fair value of substantially all
securitiesis determined by quoted market prices. Thefollowingisasummary of held-to-maturity and available-for-sale
securities (in millions):

December 31,
2002 2001

Held-to-maturity securities:

(01 $ 263 $ 11.9

Estimated fair Value . . .. ..o e 26.7 11.9
Available-for-sale securities:

(01 $ 1119 $ 715

Estimated fair Value . . .. ..o e e 113.9 72.4



Investment, interest and other income (expense), net, includesgrossrealized gainsand losses on sales of available-
for-sale securities for each of the three years in the period ended December 31, 2002, as follows (in millions):

Years Ended December 31,

2002 2001 2000
Grossreaized gains ... ..ottt $ 24 % 12 % 0.1
Grossrealized [0SSES . ... oot (0.2) (0.2) (0.2)

The net adjustment to unrealized holding gains (losses) on available-for-sale securities included as a separate
component of shareholders’ equity totaled $(0.7) million, $0.5 million, and $1.0 million in 2002, 2001, and 2000,
respectively.

Available-for-salesecuritiesgenerally consist of U.S. corporate debt securities, U.S. treasury obligations, and other
debt securitieswith contractual maturitiesranging from oneyear tofiveyears. Held-to-maturity securitiesconsist of U.S.
government agency obligations with contractual maturities ranging from one year to five years.

The Company discontinued its trading account during 2001. For the years ended December 31, 2001 and 2000,
the changein net unrealized holding gains (losses) on trading securitiesincluded ininvestment, interest and other income
(expense), net, was $(2.2) million and $1.6 million, respectively.

Restricted Cash, Marketable Securities and Other I nvestments
Cash, marketabl e securities and other investmentsinclude thefollowing amountswhich arerestricted (in millions):

December 31,
2002 2001
Current assets:
Restricted cash and cash eqUIVAIENES . . .. ...ttt $ 99 $ 42.8
Marketable securities, restricted:
Amountsheld iNn SAR ACCOUNE . .. ... .ot e e e et 19.3 17.1
Long-term restricted cash, marketable securities and other investments:
Amountsheld iNn SAR ACCOUNE . .. ... i e e e e e 101.6 137.8
Other amounts restricted under the Timber NotesIndenture ... ............ ... oo, 2.6 2.8
Other long-termrestricted Cash . .. ... oot e 10.7 109
Less: Amounts attributable to Timber Notesheld in SAR Account .. ......... ... ... ....... (51.3) (53.0)
63.6 98.5
Total restricted cash, marketable securitiesand other investments. . .. .......... ... ... $ 928 $ 158.4

Amountsin the Scheduled Amortization Reserve Account (“ SAR Account”) are being held by the trustee under
the indenture (the “ Timber Notes I ndenture”) to support principal payments on ScotiaLLC's Class A-1, Class A-2
and Class A-3 Timber Collateralized Notes due 2028 (the* Timber Notes’). See Note 11 for further discussion onthe
SAR Account.

On March 5, 2002, Scotia LL C notified the trustee for the Timber Notes that it had met all of the requirements of
the SAR Reduction Date, asdefined inthe 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.

Other Investments

Cash, marketabl e securities and other investmentsinclude interestsin several limited partnershipswhich investin
diversified portfolios of common stocks and equity securities, in addition to exchange traded options, futures, forward
foreign currency contracts, and other arbitrage opportunities. Theseinvestmentsare not consolidated, but are accounted
for under the equity method. The Company’s ownership percentagesin these partnerships range from 2.8% to 4.8% at
December 31, 2002, and from 4.8% to 41.0% at December 31, 2001. The following table shows the Company’s
investment in these partnerships, including restricted amounts held in the SAR Account (in millions).
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December 31,

2002 2001
RESIICIE . . . oot $ 133 % 15.7
UNrestricted . ..o 5.6 135.5
$ 189 $ 151.2

Investment, interest and other income (expense), net, includes equity in earnings from the Company’ sinvestment
in these partnerships for each of the three yearsin the period ended December 31, 2002, as follows (in millions):

Years Ended December 31,
2002 2001 2000

Equity in earnings from investmentsin partnerships .................ooooiu.... $ 30 $ 65 $ 0.1

7. Inventories

Inventories are stated at the lower of cost or market. Cost for the forest products and aluminum operations
inventoriesis primarily determined using the last-in, first-out (“L1FO”) method. Inventory costs consist of material,
labor and manufacturing overhead, including depreciation and depletion.

Inventories consist of the following (in millions):

December 31,
2002 2001

Forest products operations:

UM DB ..ttt e e e e e $ 222 $ 293
LO0S . . et 12.4 22.1
34.6 51.4
Aluminum operations:®

Finished fabricated products . . .. ... . oo - 304
Primary aluminum and WOrk in proCeSS ... ... oottt - 108.3
Bauxite and alUminga . ... ... ..t e - 77.7
Operating supplies and repair and maintenanCe Parts . .. ... .......ouuieune e — 96.9

— 313.3

$ 346 $ 3647

@ Asaresult of thedeconsolidation of Kaiser, inventory amountsfor Kaiser arenot included in the consolidated total asof December
31, 2002.

Forest Products’ inventories at December 31, 2001, have been reduced by a $1.6 million charge (in cost of sales
and operations - Forest Products) due to a declinein current market prices below the cost of such inventory.

Kaiser'sinventories at December 31, 2001, have been reduced by (i) a $5.6 million charge (in cost of sales and
operations - Aluminum) to write-down certain excess operating supplies and repair and maintenance parts, and (ii) $8.2
million of LIFO inventory charges (in cost of sales and operations - Aluminum) due to reductions of inventory volumes
in inventory layers with higher costs than current market prices.

8. Property, Plant and Equipment
Property, plant and eguipment, including capitalized interest, is stated at cost, net of accumulated depreciation.
Depreciation is computed principally utilizing the straight-line method at rates based upon the estimated useful lives of

the various classes of assets. The carrying value of property, plant and equipment is assessed when events and
circumstances indicate that an impairment might exist.
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The major classes of property, plant and equipment are as follows (dollar amounts in millions):

Estimated Useful December 31,
Lives 2002 @ 2001
Land and improvVEMENLS . . ...ttt ettt et e 5-30years $ 1233 $ 2288
BUIldiNgS . ... e 5—-45years 257.1 395.8
Machinery and equipment .. ....... ..o 3-15years 127.9 1,918.6
CoNSLIrUCtION IN PrOgrESS . . . o ottt e e e e ettt e e et 7.3 51.0
515.6 2,594.2
Less: accumulated depreciation . ... ... ... (140.4) (1,094.7)

$ 3752 $ 14995

@ As aresult of the deconsolidation of Kaiser, property, plant and equipment for the aluminum segment is not included in the
consolidated total as of December 31, 2002.

Depreciation expense for the years ended December 31, 2002, 2001 and 2000 was $31.7 million, $103.9 million,
and $88.8 million, respectively.

As discussed in Note 3, the Company recorded a charge of $2.2 million for asset impairments related to Forest
Products operations in 2001.

As a result of the decision to exit certain product lines used in the beverage and automotive markets, Kaiser
recorded an impairment charge of approximately $17.7 million in 2001.

During 2000, Kaiser evaluated the recoverability of the approximate $200.0 million carrying value of its
Washington smelters. Thisevaluation wasaresult of the changein the economic environment of the Pacific Northwest
associated with reduced power availability and higher power costs for Kaiser’ s Washington smelters under the terms of
anew contract which started in October 2001. Kaiser determined that the expected future undiscounted cash flows of
the Washington smelterswere below their carrying value. Accordingly, during 2000, Kaiser adjusted the carrying value
of its Washington smelting assets to their estimated fair value, which resulted in a non-cash impairment charge of
approximately $33.0 million. The estimated fair value was based on anticipated future cash flows discounted at arate
commensurate with the risk involved.

9. Investmentsin Unconsolidated Affiliates

FireRock, LLC

A subsidiary of the Company and Westbrook Firerock, LLC, each hold a 50% interest in a joint venture which
develops and manages a real estate project in Arizona (“FireRock, LLC"). Selected financial information for the
FireRock, LLC joint ventureis as follows (in millions):

December 31,

2002 2001
ASSELS $ 330 $ 37.6
Liabilities ... 171 21.0
BQUILY . o 159 16.6

Years Ended December 31,

2002 2001 2000

NEtinCOME . ...t $ 42 3 101 9.7
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Sunridge Canyon LLC

A subsidiary of the Company and SunCor Devel opment Company each hold a50% interest inajoint venturewhich
develops and manages areal estate project in Arizona (“ Sunridge Canyon LLC"). Selected financia information for
the Sunridge Canyon LLC joint venture is as follows (in millions):

December 31,

2002 2001
ASSELS . e $ 94 $ 105
Liabilities ... 8.2 8.3
BQUILY . o 12 22

Years Ended December 31,

2002 2001 2000

Netincome (IoSS) . ..o e et $ 04 3 02 $ 13

10. Short-term Borrowings

During 2002 and 2001, the Company had average short-term borrowings outstanding of $6.8 million and $19.9
million, respectively, under the credit facilities described below. Theweighted average interest rate for these facilities
during 2002 and 2001 was 4.7% and 7.1%, respectively.

Pacific Lumber Credit Agreement

At December 31, 2002, $15.1 million of letters of credit and no borrowings were outstanding under Pacific
Lumber’srevolving credit agreement (the “ Pacific Lumber Credit Agreement”). Unused availability was limited to
$14.7 million at December 31, 2002. On October 28, 2002, a new credit agreement was entered into which extended
the maturity date of the Pacific Lumber Credit Agreement from August 14, 2003, to August 13, 2004, reduced the
facility commitment amount from $50.0 million to $45.0 million, and allowed for syndication of the facility.

Scotia LLC Line of Credit

Pursuant to certain liquidity requirements under the Timber Notes Indenture, Scotia LLC has entered into an
agreement (the“ Scotia LL C Line of Credit”) with agroup of banks pursuant to which Scotia L L C may borrow to pay
interest on the Timber Notes. The maximum amount Scotia LLC may borrow is equal to one year’'s interest on the
aggregate outstanding principal balance of the Timber Notes (the “ Required Liquidity Amount”). At December 31,
2002, the Required Liquidity Amount was $59.8 million. OnMay 31, 2002, the ScotiaL L C Lineof Credit was extended
for an additional year to July 11, 2003. Annually, Scotia LLC will request that the banks extend the ScotiaLLC Line
of Credit for a period of not lessthan 364 days. If not extended, Scotia LL C 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, as defined, then due),
commencing approximately two and one-half years following the date of the draw. Borrowings under the ScotiaLLC
Line of Credit generally bear interest at the Base Rate (as defined in the agreement) plus 0.25% or at a one month up to
six month LIBOR rate plus 1.0% at any time the borrowings have not been continually outstanding for more than six
months. As of December 31, 2002, Scotia LL C had no borrowings outstanding under the Scotia LLC Line of Credit.

MaxxAm Loan Agreement (the “ Custodial Trust Agreement”)

The Company repaid $7.7 million of borrowings outstanding under the Custodial Trust Agreement on October 22,
2001, the maturity date. The Company did not renew this short-term borrowing facility.
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11. Long-term Debt

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

December 31,
2002 2001

12% MGHI Notesdue August 1, 2003 .. ...ttt e e e e $ - $ 88.2
6.55% ScotiaLLC Class A-1 Timber Notesdue July 20,2028 ...............ccoivvnnn.. 103.2 120.3
7.11% ScotiaLLC Class A-2 Timber Notesdue July 20,2028 ...............cciivnn.. 243.2 243.2
7.71% ScotiaLLC Class A-3 Timber Notesdue July 20,2028 ........... ..., 463.3 463.3
7.56% Lakepointe Notesdue June 8, 2021 . ... ...ttt 1195 121.7
7.03% Motel NotesdueMay 1, 2018 . . . . ...ttt e 49.4 -
6.08% Beltway Notesdue November 9, 2024 .. ... .. ... i i 30.9 -
7.12% Palmas Country Club Notesdue December 20,2030 . .........covviiiinenennnnn.. 30.0 30.0

Other notes and contracts, primarily secured by receivables, buildings, real estate
AN BQUI PN . ..ot 28.7 22.4
1,068.2 1,089.1

Aluminum segment debt @:

9F% KACC Senior Notesdue February 15,2002 . ........viiiiei i - 172.8
10F% KACC Senior Notesdue October 15,2006 . .. .....veiin i - 2254
12%% KACC Senior Subordinated Notesdue February 1,2003 ....................... - 400.0
Alpart CARIFA LOaNS . . ..ottt e e e e e e - 22.0
Other dluminum operationsdebt . ... ... ... i — 54.1
1,068.2 1,963.4
LSS, CUMeNt MatUNtiES . . . o oot e e ettt e et e (30.5) (198.9)
Timber Notesheld in SARACCOUNt .. ... .ot i (55.4) (57.7)

$ 9823 $ 1,706.8

@ Asaresult of the deconsolidation of Kaiser, the aluminum segment long-term debt amounts are not included in the consolidated
tota as of December 31, 2002.

The amount attributable to the Timber Notes held in the SAR Account of $51.3 million reflected in Note 6 above
represents the amount paid to acquire $55.4 million principal amount of Timber Notes.

The Company’ spublicly traded debt issuesare thinly traded financial instruments; accordingly, their market prices
at any balance sheet date may not be representative of the prices which would be derived from a more active market.
Thefair value of publicly traded debt is determined based on quoted market prices. The fair value of debt which is not
publicly traded isestimated using cash flowsdiscounted at current borrowing rates. At December 31, 2002, the estimated
fair value of the Company’s current and long-term debt was $791.3 million. As the fair value of substantially all of
Kaiser's outstanding indebtedness will be determined as part of a plan of reorganization, no estimate of the fair value
of Kaiser’sfinancial instruments at December 31, 2001, was made. At December 31, 2001, the estimated fair value of
current and long-term debt, excluding Kaiser indebtedness, was $1,009.0 million.

12% MGHI Senior Secured Notes due 2003 (the“MGHI Notes’)

During the year ended December 31, 2002, the Company repurchased $56.6 million principal amount of MGHI
Notes, resulting in an extraordinary gain of $2.4 million (net of tax). The remaining $31.6 million principal amount of
the MGHI Notes was redeemed on December 3, 2002.

Scotia LLC Timber Notes

Scotia LLC issued $867.2 million aggregate principal amount of Timber Notes on July 20, 1998. The Timber
Notesand the ScotiaL L C Line of Credit are secured by alien on (i) ScotiaLL C' stimber, timberlands and timber rights
and (ii) substantially all of Scotia LLC's other property. The Timber Notes Indenture permits Scotia LLC to have
outstanding up to $75.0 million of non-recourse indebtedness to acquire additional timberlands and to issue additional
timber notes provided certain conditions are met (including repayment or redemption of the remaining $103.2 million
of Class A-1 Timber Notes).

The Timber Notes were structured to link, to the extent of cash available, the deemed depletion of ScotialLLC's

timber (through the harvest and sale of 1ogs) to the required amortization of the Timber Notes. The required amount of
amortization on any Timber Notes payment date is determined by various mathematical formulas set forth in the Timber
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Notes Indenture. Principal and interest are payable semi-annually, generally on January 20 and July 20 of each year.
The minimum amount of principal which Scotia LLC must pay (on a cumulative basis and subject to available cash)
through any Timber Notes payment date is referred to as Minimum Principal Amortization. 1f the Timber Notes were
amortized in accordance with Minimum Principal Amortization, the final installment of principal would be paid on July
20, 2028. The minimum amount of principal which Scotia LLC must pay (on acumulative basis) through any Timber
Notes payment date in order to avoid payment of prepayment or deficiency premiums is referred to as “ Scheduled
Amortization.” If al payments of principal are made in accordance with Scheduled Amortization, the payment date
onwhich ScotiaL LCwill pay thefinal installment of principal isJanuary 20, 2014. Suchfinal installment would include
asingle bullet principal payment of $463.3 million related to the Class A-3 Timber Notes.

In November 1999, $169.0 million of funds from the sale of 5,600 acres of timberlands (the “ Headwaters
Timberlands’) were contributed to Scotia LL C and set aside in the SAR Account. Amounts in the SAR Account are
part of the collateral securing the Timber Notes and will be used to make principal payments to the extent that other
available amounts are insufficient to pay Scheduled Amortization on the Class A-1 and Class A-2 Timber Notes. In
addition, during the six years beginning January 20, 2014, any amountsin the SAR Account will be used to amortize the
Class A-3 Timber Notes as set forth in the Timber Notes Indenture, as amended. Funds may from time to time be
released to Scotia L L C fromthe SAR Account if the amount in the account at that time exceeds the Required Scheduled
Amortization Reserve Balance (as defined and set forth in the Timber Notes Indenture). If the balance in the SAR
Account fallsbel ow the Required Scheduled Amortization Reserve Balance, up to 50% of any Remaining Funds (funds
that could otherwise be released to Scotia L L C free of the lien securing the Timber Notes) isrequired to be used on each
monthly deposit date to replenish the SAR Account.

On the note payment date in January 2002, Scotia LLC 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. Scotial LC 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.

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 borrowed in respect of Timber Notes held by Scotia LLC) from the Scotia
LLC Line of Credit to pay the $28.1 million of interest due. ScotiaLLC repaid $3.2 million of principal on the Timber
Notes (an amount equal to Scheduled Amortization) using funds held in the SAR Account.

On the note payment date for the Timber Notesin January 2003, ScotiaLLC had $5.6 million set asidein the note
payment account to pay the $27.9 million of interest due. Scotia L LC used $22.3 million (net of $1.6 million borrowed
in respect of Timber Notes held in the SAR Account) of the funds from the Scotia LLC Line of Credit to pay the
remaining amount of interest due. ScotiaLLC repaid $12.1 million of principal on the Timber Notes, an amount equal
to Scheduled Amortization, using funds held in the SAR Account.

Lakepointe Notes

In June 2001, the purchase of Lake Pointe Plaza was financed with proceeds from the issuance of the Lakepointe
Notes (see Note 5). The Lakepointe Notes consist of $122.5 principal amount of 7.56% notes due June 8, 2021. The
L akepointe Notes are secured by the Lake Pointe Plaza operating | eases, L ake Pointe Plazaand a$60.0 million residual
value insurance contract.

Motel Notes

In December 2002, Motel Assets acquired two business trusts which owned sixteen motel properties and which
properties secured the Motel Notes (see Note 5). The Motel Notes consist of $49.4 principal amount of 7.03% notes
due May 1, 2018. The Motel Notes are al so secured by the lease of the properties, and an $11.2 million residual value
insurance contract.

Beltway Notes

In November 2002, Beltway Assets financed the purchase of an office building located in Houston, Texas, with
proceeds from the Beltway Notes (see Note 5). The Beltway Notes consist of $30.9 principal amount of 6.08% notes
due November 9, 2004. The Beltway Notes are secured by the lease, the building, and an $11.2 million residual value
insurance contract.

Palmas Country Club, Inc. Notes
In October 2000, Palmas Country Club, Inc., which owns two golf courses and other related assets, financed the
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construction and refurbishment of these assets with $30.0 million principal amount of 7.12% notes due December 20,
2030 (the* Palmas Country Club Notes’). The Palmas Country Club Notes are secured by the country club assets and
aletter of credit.

Maturities
Scheduled maturities of long-term debt outstanding at December 31, 2002, are as follows (in millions):

Y ears Ending December 31,

2003 2004 2005 2006 2007 Ther eafter
TimberNotes ............... ... ... $ 167 $ 192 $ 217 % 253 % 283 % 643.1
LakepointeNotes . .................... 23 14 1.0 13 17 1118
Motel Notes . .........covinn.... 0.9 12 13 13 14 433
Beltway Notes ....................... 05 0.6 0.6 0.6 0.7 279
Palmas Country ClubNotes ............. - 04 0.4 04 04 284
Other . ... 10.1 77 6.1 0.6 0.4 3.8

$ 305 $ 305 $ 311 % 295 §$ 329 $ 858.3

Capitalized Interest
Interest capitalized during the years ended December 31, 2002, 2001 and 2000 was $0.9 million, $4.0 million and
$7.0 million, respectively.

Loan Covenants
Certain debt instruments restrict the ability of the Company’s subsidiaries to transfer assets, make loans and
advances or pay dividends to the Company, and maintain a minimum net worth.

12. Income Taxes
TheCompany filesconsolidated federal incometax returnstogether with itsdomestic subsidiaries, other than K ai ser
and itssubsidiaries. Kaiser and its domestic subsidiaries are members of a separate consolidated return group that files

its own consolidated federal income tax returns.

Income (loss) beforeincome taxes, minority interests and extraordinary items by geographic areaisasfollows (in
millions):

Years Ended December 31,

2002 2001 2000
DOMESHIC .« . v ettt et e e e e e e e e e $ (1015 $ (167.7) $ (442
FOrIgN . 2.5 203.7 104.5

$ (990 $ 36.0 $ 60.3

Income taxes are classified as either domestic or foreign based on whether payment is made or due to the United
States or aforeign country. Certain income classified as foreign is subject to domestic income taxes.

The(provision) benefit forincometaxesonincomebeforeincometaxes, minority interestsand extraordinary items

consists of the following (in millions):
Y ears Ended December 31,

2002 2001 2000
Current:
Federal ... .. e $ - $ a1 $ (1.8)
Stateand local . ... ... (0.1) (0.2) (0.2)
FOrIgN .. (4.5) (40.6) (35.3)
(4.6) (41.9) (37.3)
Deferred:
Federal ... .. 5.9 (466.9) 25.7
Stateand local . ... ... 104 (25.4) (6.6)
FOraIgN .. — 0.5 (8.9)
16.3 (491.8) 10.2

$ 117 $ (5337) $ (271

68



A reconciliation between the provision for incometaxesand theamount computed by applying thefederal statutory
income tax rate to income before income taxes, minority interests and extraordinary itemsis as follows (in millions):

Years Ended December 31,

2002 2001 2000
Income (loss) before income taxes, minority interests and extraordinary items ... ... $ (99.0) $ 360 $ 60.3
Amount of federal income tax (provision) benefit based upon the statutory rate . . . . . . $ 347 $ (126) $ (211
Changes in valuation allowances and revision of prior years' tax estimates ......... (23.9) (515.2) (2.3)
Percentagedepletion . ........ .. .. - 4.9 3.0
Foreign taxes, net of federal tax benefit . ......... .. ... ... ... . . ., (4.5) (9.6) 3.2
State and local taxes, net of federal taxeffect .. ......... ... ... ... L 8.1 (0.3 3.2
Adjustments due to deconsolidation of Kaiser ................ ..., (3.1 - -
ONEr 0.4 (0.9) (0.3)

$ 117 $ (5337 $ (271.1)

Changes in valuation allowances and revision of prior years' tax estimates, as shown in the table above, include
changesin valuation allowances with respect to deferred income tax assets, amounts for the reversal of reserveswhich
the Company no longer believes are necessary, and other changesin prior years' tax estimates. Changesin valuation
allowances and revision of prior years' tax estimates includes $15.8 million and $530.4 million for 2002 and 2001,
respectively, which are attributable to additional valuation allowances on Kaiser’s loss and credit carryforwards (see
“—Kaiser's Income Taxes’ below). Changes in valuation allowances for 2002 also include $48.3 million related to
valuation allowances on the Company’s loss and credit carryforwards as discussed after the following table. Other
accrued taxes of $35.3 million were reversed in connection with the resolution of certain matters under the tax sharing
agreement with Kaiser (see“—Kaiser’s Income Taxes’ below). Generally, the other reversal of reservesrelatesto the
expiration of the relevant statute of limitations with respect to certain income tax returns or the resolution of specific
income tax matters with the relevant tax authorities.

The components of the Company’ s net deferred income tax assets (liabilities) are as follows (in millions):

December 31,
2002 2001
Deferred income tax assets:
Postretirement benefits other thanpensions ........ ... .. i $ 45 $ 268.8
Lossand credit carryforwards .. ...t 146.7 314.9
Other Habilities . ... 34.1 341.0
Costs capitalized only fOr taX PUMPOSES . ..ottt e et ettt e - 53.0
REAl B . ..o 18.7 21.2
Timber and timberlands . . .. .. ... 235 23.8
Ot . 29.9 32.2
VaUation allOWaNCeS . . . ..ottt (64.4) (669.1)
Total deferred incometax assets, NEL . ... ...t 193.0 385.8
Deferred income tax liabilities:
Property, plant and equipment . . ... . (61.6) (155.1)
Deferred gainson sales of timber and timberlands ........... ... ... ... ... ... ... . ... (32.7) (111.0
OtNEr e (14.9 (57.4)
Tota deferred incometax liabilities . ....... .. ... i (109.2) (323.5)
Net deferred iNCOMEtaX aSSELS . . . . oo vttt ettt ettt e e $ 838 $ 62.3

The Company evaluated all appropriate factors in determining the realizability of the $146.7 million in deferred
tax assets attributable to loss and credit carryforwards. These factors included any limitations on the use of loss and
credit carryforwards, results of operations for 2002 and prior years, the reversal of deferred gains, other temporary
differences, the year the carryforwards expire and the level s of taxable income necessary for utilization. The Company
also considered the potential recognition of the deferred gains on sales of timber and timberlands. Based on this
evaluation, the Company provided valuation allowances of $48.3 million in 2002 in addition to $9.6 million provided
in prior years. With respect to the $88.8 million of deferred tax assets attributable to loss and credit carryforwards for
which a valuation allowance has not been provided, the Company believes that it is more likely than not that it will
realize the benefit for these carryforwards.

The net deferred income tax assets in the above table do not include any potential tax benefit attributable to the
Company’s investment in its Kaiser shares. For federal tax purposes, the Company’s basis is estimated to be $379.3
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million (as compared to $(516.2) million reflected in these financial statements) which would result in a federal tax
benefit at current federal statutory income tax rates of approximately $132.8 million. Should the Company dispose of
itsinvestment in Kaiser or should the Company’ sinvestment in Kaiser be determined to be worthless, the Company can
give no assurances that any tax benefit could be realized from the losses due to limitations imposed under the Internal
Revenue Code relating to capital losses.

As of December 31, 2002 and 2001, $8.9 million and $10.6 million, respectively, of the net deferred income tax
assets listed above are included in prepaid expenses and other current assets. Certain other portions of the deferred
income tax liabilities listed above are included in other accrued liabilities and other noncurrent liabilities.

The following table presents the estimated tax attributes for federal income tax purposes at December 31, 2002,
attributable to the Company (in millions). The utilization of certain of these tax attributes is subject to limitations.

Expiring

Regular tax attribute carryforwards:

Current year net operating 0SS . . . ... oot $ 50.7 2022

Prior year net operating [0SSES . . . . . ottt 326.0 2003-2021

Alternative minimum tax Credits . ... ... ... e 18 Indefinite
Alternative minimum tax attribute carryforwards:

Current year net operating 0SS . . . .. .ottt $ 51.9 2022

Prior year net operating [0SSES . . . . . ottt 334.7 2003-2021

Kaiser’'sIncome Taxes

As of December 31, 2001, Kaiser's net deferred tax liability was $39.4 million. The principal component of
Kaiser' sdeferred incometax liabilitiesisthe tax benefit associated with the accrued liability for postretirement benefits
other than pensions. The future tax deductions with respect to the turnaround of this accrual will occur over a 30 to 40
year period. If such deductions create or increase a net operating loss, Kaiser has the ability to carry forward such loss
for 20 taxable years.

Inlight of the Cases, Kaiser provided additional valuation allowances of $530.4 million in 2001, of which $505.4
million was recorded in provision for income taxesin the Consolidated Statement of Operations, and $25.0 million was
recorded in other comprehensiveincome (loss) in the Consolidated Balance Sheet. The additional valuation allowances
were provided as Kaiser no longer believes that the “more likely than not” recognition criteria are appropriate given a
combination of factorsincluding: (a) the expiration date of itsloss and credit carryforwards; (b) the possibility that all
or asubstantial portion of the loss and credit carryforwards and the tax basis of assets could be reduced to the extent
cancellation of indebtedness occurs as a part of areorganization plan; (c) the possibility that all or asubstantial portion
of the loss and credit carryforwards could become limited if a change of ownership occurs as aresult of the Debtors
reorganization; and (d) due to updated expectations regarding near-term taxable income. In prior periods, Kaiser had
concluded that a substantial portion of these items would more likely than not be realized (to the extent not covered by
valuation allowances) based on the cyclical nature of its business, its history of operating earnings, and itsthen-existing
expectations for future years.

Kaiser and its domestic subsidiaries are members of a separate consolidated return group which files its own
consolidated federal income tax return. During the period from October 28, 1988, through June 30, 1993, Kaiser and
its domestic subsidiaries were included in the consolidated federal income tax returns of the Company. The tax
allocation agreements of Kaiser and KACC with the Company terminated pursuant to their terms, effective for taxable
periods beginning after June 30, 1993. However, paymentsor refundsfor periodsprior to July 1, 1993 related to certain
jurisdictions could till have been required pursuant to Kaiser’sand KACC' srespective tax allocation agreements with
the Company. InJanuary 2003, the Company and Kaiser entered into an agreement settling alawsuit that provided that
no payments would be due by either party to the other party under the agreements. On February 24, 2003, the
Bankruptcy Court approved this agreement. The Company had areserve of $35.3 million related to the tax allocation
agreements which was reversed in 2002 since this matter was resolved with no payment to Kaiser. See Note 4.

13. Employee Benefit and Incentive Plans
Pension and Other Postretirement Benefit Plans

The Company has various retirement plans which cover essentialy all employees. Most of the Company’s
employees are covered by defined benefit plans. The benefits are determined under formulas based on the employee’s
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years of service, age and compensation. The Company’s funding policies meet or exceed all regulatory requirements.

The Company has unfunded postretirement medical benefit plans which cover most of its employees. Under the
plans, employees are eligible for health care benefits upon retirement. Retirees make contributions for a portion of the
cost of their health care benefits. The expected costs of postretirement medical benefits are accrued over the period the
employees provide services to the date of their full eligibility for such benefits. Postretirement medical benefits are
generally provided through a self-insured arrangement. The Company has not funded the liability for these benefits,
which are expected to be paid out of cash generated by operations.

Thefunded status of the Company’ s pension and other postretirement benefit plansand the accrued benefit liability
included in other long-term liabilities as of December 31, 2002 and 2001, respectively, were as follows (in millions):

Pension Benefits Medical/Life Benefits
Y ears Ended December 31,
2002 @ 2001 2002 @ 2001
Change in projected benefit obligation:
Projected benefit obligation at beginningof year ................ $ 645 $ 9283 $ 94 $ 666.7
SEIVICE COSE . v\ttt 25 41.3 04 125
INterest COSt . ..ot 4.8 68.0 0.7 49.4
Plan participants' contributions . ............................. - 20 13 12
Actuarial (gain) [0SS. .. ..o 5.3 36.0 14 220.1
Currency exchangeratechange ..., - (1.9) - -
Curtailments, settlementsandamendments . .................... (0.2 (0.2 (1.9) (13.7)
Benefitspaid ...... ... (2.3) (93.9) (1.8) (58.6)
Projected benefit obligation at end of year 74.6 980.1 10.0 877.6
Changein plan assets:
Fair value of plan assets at beginningofyear ................... 50.4 845.5 - -
Actual returmn onN assetS . . ..o vt (5.6) (52.2) - -
Employer contributions . ........... ... .. ... 0.7 23.0 0.4 57.4
Currency exchangeratechange ..., - (1.2 - -
Plan participants' contributions . ............................. - - 13 12
Benefitspaid ...... ... (2.3) (93.9) (1.7) (58.6)
Fair valueof planassetsatendofyear ........................ 43.2 721.3 — —
Funded status and amounts recognized in the consolidated balance sheet:
Projected benefit obligation in excessof planassets . ............. (31L.4) (258.8) (10.0) (877.6)
Unrecognized actuarial loss(gain) ............. ..., 14.3 127.7 - 239.0
Unrecognized prior ServiceCostS . . ..o v vvve i i 0.8 40.6 (1.0 (76.7)
Accrued benefit ligbility ......... ... . . (16.3) (90.5) (11.0) (715.3)
Additional minimum liability ........... ... .. .. .. (8.2 (105.5) - -
Intangibleasset ...... ... .. . . 0.8 40.3 - -
Accumulated other comprehensiveincome ..................... 7.4 65.2 - -
Net amount recognized . ....... ... $ (163) $ (905 $ (110 $ (7153

@ Asaresult of the deconsolidation of Kaiser, the aluminum segment’ sinformation is not included in thistable for the year of 2002.

With respect to Kaiser’s pension plans, the projected benefit obligation was $915.6 million as of December 31,
2001. The projected benefit obligation exceeded Kaiser’ sfair value of plan assets by $244.8 million as of December
31, 2001. The postretirement medical/life benefit obligation attributable to Kaiser’s plans was $868.2 million as of
December 31, 2001. The postretirement medical/lifebenefit liability recognized inthe Company’ sConsolidated Balance
Sheet attributable to Kaiser’s plans was $704.2 million as of December 31, 2001.

For the year ended December 31, 2002, the Company was required to record an additional minimum pension
liability. Therecognition of an additional minimum pension liability isprimarily theresult of lower investment returns,
in addition to the recent declinein interest rates. The additional minimum pension liability was a non-cash adjustment
intheamount of $8.2 million that wasreflected asanincreasein accrued benefit liability with an offsetting pre-tax charge
to stockholders' deficit of $7.4 million through comprehensive income (rather than net income).

The aggregate accumul ated benefit obligation and fair value of plan assets for pension plans with accumulated
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benefit obligationsin excessof plan assetswere $67.8 million and $43.2 million, respectively, asof December 31, 2002,
and $920.6 million and $685.1 million, respectively, as of December 31, 2001. As of December 31, 2001, the
accumul ated benefit obligation and fair value of plan assets attributable to Kaiser’s pension plans were $856.1 million
and $634.7 million, respectively.

The components of pension expense for the three years ended December 31, 2002, were as follows (in millions):

Pension Benefits Medical/Life Benefits
Y ears Ended December 31,
2002 @ 2001 2000 2002 @ 2001 2000
Components of net periodic benefit costs:

SEIVICECOSE .\ttt t it $ 25 $ 413 $ 230 $ 04 $ 125 % 5.7
Interestcost ... 4.8 68.0 67.4 0.7 494 455
Expectedreturnonassets ...................... (4.5) (75.3) (84.8) - - -
Amortization of prior servicecosts ............... 0.1 5.6 4.0 - (15.1) (12.9)
Recognized net actuaria (gain)loss .............. (0.1) (1.0 (2.5) (0.1) (0.1) (0.3
Net periodic benefitcosts ...................... 2.8 38.6 7.1 1.0 46.7 38.0
Curtailments, settlementsand other ............... 0.2 (0.4) 0.1 (0.5) (0.1) —

Adjusted net periodic benefit costs® ........... $ 30 $ 32 $ 72 $ 05 $ 466 $ 380

@ Asaresult of the deconsolidation of Kaiser, the aluminum segment’ s information is not included in this table for 2002.

@ Approximately $24.5 million of the $38.2 million adjusted net periodic benefit costs in 2001 and $6.1 million of the $7.2
million adjusted net periodic benefit costs in 2000 related to pension accruals that were provided in respect to headcount
reductions at Kaiser.

The net periodic pension costs attributable to Kaiser's plans were $36.3 million and $5.3 million for the years
ended December 31, 2001 and 2000, respectively. Included in the net periodic postretirement medical/life benefit cost
is$45.7 millionand $37.5 millionfor the yearsended December 31, 2001 and 2000, respectively, attributableto Kaiser’'s
plans.

The underlying assumptions of the Company’s pension and other postretirement benefit plans for the three years
ended December 31, 2002, were as follows:

Pension Benefits Medical/L ife Benefits
Years Ended December 31,
2002 2001 2000 2002 2001 2000

Weighted-average assumptions:

DiSCOUNEFAe . . oottt e e e e et 6.75% 7.25% 7.75% 6.75% 7.25% 7.75%
Expected returnonplanassets. . ... it 8.00% 9.50% 9.50% - - -
Rate of compensationincrease ............. ..., 5.00% 4.00% 4.00% -  4.00% 4.00%

In 2002, the average annual assumed rate of increase in the per capitacost of covered benefits (i.e. health care cost
trend rate) is 10.0% for all participants. The rate of increase is assumed to decline gradually to 5% in 2007 for all
participants and remain at that level thereafter. Assumed health care cost trend rates have a significant effect on the
amounts reported for the health care plan. A one-percentage-point change in assumed health care cost trend rates as of
December 31, 2002 would have the following effects (in millions):

1-Per centage- 1-Per centage-

Point Increase Point Decrease
Effect on total of service and interest cost components .............. ... ... $ 0.2 $ (0.1)
Effect on the postretirement benefit obligations . . ........... ... .. ... ... ... 13 (1.1

Savings and I ncentive Plans

The Company hasvariousdefined contribution savings plans designed to enhance the exi sting retirement programs
of participating employees. Expensesincurred by the Company for al of these planswere $0.5 million, $6.4 million and
$7.7 million for the years ended December 31, 2002, 2001 and 2000, respectively.
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14. Minority Interests

Minority interests are attributable to Kaiser as follows (in millions):

December 31
2002 2001
Kaiser common Stock, par $.0L .. ...ttt $ - $ -
Minority interests attributableto Kaiser'ssubsidiaries ........... ... i, — 118.5
$ - $ 118.5

As aresult of significant losses at Kaiser for the year ended December 31, 2001, minority interest in Kaiser was
reduced to zero. Accordingly, the Company was required to recognize 100% of Kaiser’'slossesfrom that point through
February 11, 2002, the date on which the Company ceased consolidation of Kaiser's results with its own.

15. Stockholders Deficit

Preferred Stock

The holders of the Company’s Class A Preferred Stock are entitled to receive, if and when declared, preferential
cash dividends at the rate of $0.05 per share per annum and will participate thereafter on a share for share basiswith the
holders of Common Stock in al cash dividends, other than cash dividends on the Common Stock in any fiscal year to
the extent not exceeding $0.05 per share. Stock dividends declared on the Common Stock will result in the holders of
the Class A Preferred Stock receiving an identical stock dividend payablein shares of Class A Preferred Stock. At the
option of the holder, the Class A Preferred Stock is convertible at any time into shares of Common Stock at the rate of
one share of Common Stock for each share of Class A Preferred Stock. Each holder of Class A Preferred Stock is
generally entitled to ten votes per share on al matters presented to a vote of the Company’ s stockholders.

Stock Option Plans

In 2002, the Company adopted the MAXXAM 2002 Omnibus Employee Incentive Plan (the “ 2002 Omnibus
Plan”). Upto 700,000 shares of common stock and 70,000 shares of Class A Preferred Stock werereserved for awards
pursuant to the 2002 Omnibus Plan, of which 484,150 and 70,000 shares, respectively, were available to be awarded at
December 31, 2002. The 2002 OmnibusPlanreplacedtheMAXXAM 1994 OmnibusPlan (the® 1994 OmnibusPlan”).
Any shares which were not yet the subject of grants under the 1994 Omnibus Plan no longer remain outstanding.

The options (or rights, as applicable) granted in 2002, 2001 and 2000 generally vest at the rate of 20% per year
commencing one year from the date of grant. The following table summarizes the options or rights outstanding and
exercisable relating to the Company’ s stock option plans. The prices shown are the weighted average price per share
for the respective number of underlying shares.

2002 2001 2000
Shares Price Shares Price Shares Price

Outstanding at beginning of

Ve L 800,100 $ 30.12 601,200 $ 34.96 401,400 $ 44.36
Granted .................... 215,850 9.40 233,600 18.09 199,800 16.08
Exercised .................. — — — — — —
Expired or forfeited .......... (23,300) 31.40 (34,700) 33.02 — —
Outstanding at end of year . . ... 992,650 25.58 800,100 30.12 601,200 34.96
Exercisableat end of year .. .. .. 431,620 $ 36.15 312,120 $ 39.32 225,500 $ 41.09

The following table summarizes information about stock options outstanding as of December 31, 2002:

Weighted Average
Range of Remaining Weighted Average Options Weighted Average
Exer cise Prices Shares Contractual Life Exercise Price Exercisable Exercise Price
$9.40- $15.88 332,050 9.26 $ 1167 46,480 $ 15.88
$16.38 - $19.55 293,800 8.72 17.71 71,840 17.47
$30.38 - $45.50 211,800 4.18 39.12 192,000 38.49
$46.80 - $56.00 155,000 5.10 51.83 121,300 51.29

992,650 7.36 25.58 431,620 36.15
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In addition to the options reflected in the table above, 256,808 shares of restricted common stock granted under
the 1994 Omnibus Plan are outstanding. These shares are subject to certain provisions that lapse in 2014.

Concurrent with the adoption of the 1994 Omnibus Plan, the Company adopted the MAXXAM 1994 Non-
Employee Director Plan (the “ 1994 Director Plan”). Up to 35,000 shares of common stock are reserved for awards
under the 1994 Director Plan. Options were granted to non-employee directors to purchase 2,400 shares of common
stock in 2002, 2,400 sharesin 2001, and 2,300 sharesin 2000. The weighted average exercise prices of these options
are$11.00, $17.02 and $26.19 per share, respectively, based on the quoted market price at the date of grant. Theoptions
vest at therate of 25% per year commencing one year from the date of grant. At December 31, 2002, optionsfor 15,800
shares were outstanding, 10,000 of which were exercisable.

Pro Forma Disclosures

The Company applies the “intrinsic value” method described by Accounting Principles Board Opinion No. 25,
“Accounting for Stock Issued to Employees’ and related interpretations to account for stock and stock-based
compensation awards. Had the Company cal culated compensation expense using the “fair value” method, net income
and net income per share would have been as follows (in millions, except per share information):

Years Ended December 31,

2002 2001 2000
Net income (loss):
ASTEPOMEU ... o $ (84.00 $ (456.0) $ 33.9
Proforma . ... (84.7) (461.5) 255
Net income (loss) per share:
Basic
ASTEPOMET . ..o $ (1287) $ (69.28) $ 4.47
Proforma . ... .. (22.97) (70.11) 3.37
Diluted
ASTEPOrtEd . . .o (12.87) (69.28) 4.47
Proforma . ... .. (22.97) (70.11) 3.37

Average fair values per share of options granted were $4.69 in 2002, $8.69 in 2001, and $7.40 in 2000. The
Company estimated the fair value of each option at the grant date using a Black-Scholes option pricing model and the
following assumptions:

Years Ended December 31,

2002 2001 2000
Divided yield . ... o e - - -
Expected volatility . ... ... e 0.43 0.39 0.36
RiSK-freB INtE e 1Al . .. oo e 4.06% 4.99% 5.11%
ExXpected [ife (Years) . . . .o .ot 6.75 6.59 6.59

Shares Reserved for | ssuance
At December 31, 2002, the Company had 2,250,190 common sharesand 160,000 Class A Preferred sharesreserved
for futureissuancesin connection with various options, convertible securities and other rights as described in thisNote.

Rights

On December 15, 1999, the Board of Directors of the Company declared a dividend to its stockholders consisting
of (i) one Series A Preferred Stock Purchase Right (the“ Series A Right”) for each outstanding share of the Company’s
Class A Preferred Stock and (ii) one Series B Preferred Stock Purchase Right (the “ Series B Right”) for each
outstanding share of the Company’ scommon stock. The SeriesA Rightsand the SeriesB Rightsare collectively referred
to herein asthe “ Rights’. The Rights are exercisable only if a person or group of affiliated or associated persons (an
“Acquiring Person”) acquires beneficial ownership, or the right to acquire beneficial ownership, of 15% or more of
the Company’ s common stock, or announces atender offer that would result in beneficial ownership of 15% or more of
the outstanding common stock. Any person or group of affiliated or associated personswho, as of December 15, 1999,
wasthe beneficial owner of at least 15% of the outstanding common stock will not be deemed to be an Acquiring Person
unless such person or group acquires beneficial ownership of additional shares of common stock (subject to certain
exceptions). Each Series A Right, when exercisable, entitles the registered holder to purchase from the Company one
share of Class A Preferred Stock at an exercise price of $165.00. Each Series B Right, when exercisable, entitles the
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registered holder to purchase from the Company one one-hundredth of a share of the Company’s new Class B Junior
Participating Preferred Stock, with a par value of $0.50 per share (the“ Junior Preferred Stock™), at an exercise price
of $165.00 per one-hundredth of ashare. The Junior Preferred Stock has avariety of rights and preferences, including
aliguidation preference of $75.00 per share and voting, dividend and distribution rightswhich make each one-hundredth
of ashare of Junior Preferred Stock equivalent to one share of the Company’s common stock.

Under certain circumstances, includingif any person becomesan A cquiring Person other thanthrough certain offers
for all outstanding shares of stock of the Company, or if an Acquiring Person engages in certain “self-dealing”
transactions, each Series A Right would enable its holder to buy Class A Preferred Stock (or, under certain
circumstances, preferred stock of an acquiring company) having a value equal to two times the exercise price of the
Series A Right, and each Series B Right shall enable its holder to buy common stock of the Company (or, under certain
circumstances, common stock of an acquiring company) having avalue equal to two timesthe exercise price of the Series
B Right. Under certain circumstances, Rights held by an Acquiring Person will be null and void. In addition, under
certain circumstances, the Board is authorized to exchange all outstanding and exercisable Rightsfor stock, intheratio
of one share of Class A Preferred Stock per Series A Right and one share of common stock of the Company per Series
B Right. The Rights, which do not have voting privileges, expire on December 11, 2009 but may be redeemed by action
of the Board prior to that time for $0.01 per right, subject to certain restrictions.

Voting Control

As of December 31, 2002, Mr. Charles E. Hurwitz beneficially owned (exclusive of securities acquirable upon
exercise of stock optionsbut inclusive of securitiesasto which Mr. Hurwitz disclaims beneficial ownership) directly and
through various entities (principally Gilda Investments, LLC, a wholly owned subsidiary of Giddeon Holdings, Inc.
(“Giddeon Holdings")) an aggregate of 99.1% of the Company’ sClass A Preferred Stock and 43.8% of the Company’s
Common Stock (resulting in combined voting control of approximately 71.8% of the Company). Mr. Hurwitz is the
Chairman of the Board and Chief Executive Officer of the Company and President and Director of Giddeon Holdings.
Giddeon Holdingsiswholly owned by Mr. Hurwitz, members of hisimmediate family and trusts for the benefit thereof.

16. Commitmentsand Contingencies
Commitments

The Company leases certain facilities and equi pment under operating leases. Minimum rental commitmentsunder
operating leases at December 31, 2002, are as follows:

Years Ended December 31, (In millions)

2003 L e $ 4.8
2004 . e 34
2005 L 2.8
2006 .. 24
2007 i e 2.0
Thereafter . ... 2.6
Total minimum leasepayments ........................ $ 18.0

Future minimum rental s receivable under subleases at December 31, 2002 were $0.2 million. Rental expense for
operating leases was $5.1 million, $46.9 million and $48.6 million for the years ended December 31, 2002, 2001 and
2000, respectively.

The Company owns certain commercial propertieswhich areleased to tenantsunder operating leases. Leaseterms
average 20 years. Minimum rentals on operating leases are contractually due as follows:

Year Ended December 31, (In millions)

2003 . $ 18.4
2004 . 17.4
2005 L 17.1
2006 .. 17.3
2007 i 175
Thereafter ... .. 243.9
Tota minimumrentals .............. ... ... ... ... $ 331.6



Contingencies

Forest Products Operations

Regulatory and environmental matters play a significant role in the Company’ sforest products business, whichis
subject to avariety of Californiaand federal laws and regulations, aswell as a habitat conservation plan (* HCP”) and
asustainedyield plan (“ SYP” and together withthe HCP, the* Environmental Plans’), 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 ontheir timberlands over a100-year planning period and to demonstrate
that their projected average annual harvest for any decade within a 100-year planning period will not exceed the average
annual growth level during the last decade of the 100-year planning period. The SYPiseffective for 10 years (subject
to review after five years) and may be amended by Pacific Lumber, subject to approval by the California Department
of Forestry and Fire Protection (“ CDF”). Revised SYPswill be prepared every decade that address the harvest level
based upon assessment of changes in the resource base and other factors. The HCP and the incidental take permits
related to the HCP (the “ Permits’) allow incidental “take” of certain species located on the Company’s timberlands
which species have been listed by government entities under the federal Endangered Species Act (“* ESA™) and/or the
California Endangered Species Act (the“ CESA”) so long as thereis no “jeopardy” to the continued existence of such
species. The HCPidentifiesthe measuresto beinstituted in order to minimize and mitigate the anticipated level of take
to the greatest extent practicable. The SYP isalso subject to certain of these provisions. The HCP and related Permits
have aterm of 50 years.

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 could continue for several
more years. Nevertheless, the rate of approvals of THPs during 2001 improved over that for the prior year, and further
improvements were experienced in 2002. Despite the improvements in the THP approval process, other factors such
as actions by the North Coast Regional Water Quality Control Board (the “ North Coast Water Board”) and pending
litigation discussed below may adversely impact the Company’s ability to meet its harvesting goals.

In May 2002, the Company completed the first timber cruise on its timberlands since 1986. The results of the
timber cruise provided the Company with an estimate of the volume of merchantable timber on the Company’s
timberlands. The new cruise datareflected 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). The new cruise dataindicates that there is significantly less old growth timber than estimated as of
December 31, 2001, using the 1986 cruisedata. Therewasalso anincreaseinyoung growth timber volume almost equal
to the decrease in old growth timber volume. This change in mix could adversely affect the Company’s revenues.
However, because there are many variablesthat affect revenuesand profitability, the Company cannot quantify the effect
of the revised estimate 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 federal Clean Water Act (“CWA"), the Environmental Protection Agency (“EPA") is required to
establish thetotal maximumdaily load limits (“ TM DL ") in water coursesthat have been declared to be “water quality
impaired.” The EPA and the North Coast Water Board are in the process of establishing TMDLSs for many northern
Cdliforniariversand 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. Theagency indicated that the requirementsunder the HCP would significantly
address the sediment issues that resulted in TMDL requirements for these two water courses.  The North Coast Water
Board has begun the process of establishing the TMDL requirements applicable to two other water courses on the
Company’s timberlands, with a targeted completion of spring 2004 for these two water courses. The final TMDL
requirements applicabl e to the Company’ s timberlands may require aquatic protection measures that are different from
or in additionto thosein the HCP or that result from the prescriptionsto be devel oped pursuant to thewatershed analysis
process provided for in the HCP.

Effective January 1, 2003, a California statute eliminates a waiver previoudy granted to, among others, 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 discharge requirementsin connection with their timber
harvesting and related operations. The new statute provides, however, that regional water boards such asthe North Coast
Water Board are authorized to renew the waiver. The North Coast Water Board has renewed the waiver for timber
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compani esthrough December 31, 2003. Should the North Coast Water Board decide not to extend thisor another waiver
beyond December 31, 2003, it may thereafter notify a company that the North Coast Water Board will require such
company to follow certain waste discharge requirementsin order to conduct harvesting operationsonaTHP. Thewaste
discharge requirements may include aquatic protection measuresthat are different from or in addition to those provided
for in the THP approved by the CDF. Accordingly, harvesting activities could be delayed and/or adversely affected as
these waste discharge requirements are developed and implemented.

Beginning with the 2002-2003 winter operating period, Pacific Lumber has been required to submit “ Reports of
Waste Discharge” to the North Coast Water Board in order to conduct winter harvesting activities in the Freshwater
Creek and Elk River watersheds. After consideration of these reports, the North Coast Water Board imposed
requirements on Pacific Lumber to implement additional mitigation and erosion control practices in these watersheds.
These additional requirementswill somewhat increase operating costs. The North Coast Water Board issued a clean up
and abatement order (“ Elk River Order™) for the EIk River watershed and is contemplating similar actions for the
Freshwater, Bear, Jordan and Stitz Creeks watersheds. The Elk River Order is aimed at addressing existing sediment
production sites through clean up actions. The order, aswell as additional ordersin the other watersheds (should they
beissued), could result in significant coststo Pacific Lumber beginning in 2003 and extending over a number of years.
Pacific Lumber has appeal ed the Elk River Order to the State Water Resources Control Board (“ State Water Board”),
but are holding the appeal in abeyance while Pacific Lumber discusses this matter with the North Coast Water Board
and its staff.

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 January 28, 1997, an action entitled Ecological Rights Foundation, Mateel Environmental v. Pacific Lumber
(the“ ERF lawsuit *) wasfiled against Pacific Lumber. Thisaction alleged that Pacific Lumber discharged pollutants
into federal waterways, and sought to enjoin these activities, remediation, civil penalties of up to $25,000 per day for
each violation, and other damages. On June 5, 2002, an agreement was reached to settle thislitigation, and the parties
are proceeding to implement that agreement.

In December 1997, an action entitled Kristi Wrigley, et al v. Charles Hurwitz, John Campbell, Pacific Lumber,
MAXXAM Inc., Scotia Pacific Company LLC, et al. (the“ Wrigley lawsuit ") wasfiled. Thisaction alleged, among other
things, that the defendants' logging practices contributed to an increase in flooding and damage to domestic water
systems in a portion of the Elk River watershed. On September 20, 2002, an agreement was reached to settle this
litigation, and the parties are proceeding to implement that agreement.

In March 1999, 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. (the “ EPIC-SYP/Permits lawsuit”) was filed. This
action alleges, among other things, various violations of the CESA and the California Environmental Quality Act, and
challenges, among other things, the validity and legality of the SY P and the Permitsissued by California. The plaintiffs
seek, among other things, injunctive relief to set aside California’s approval of the SYP and the Permits issued by
California. In March 1999, a similar 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 (the“ USWA lawsuit” ) wasfiled challenging the validity and legality of
the SYP. In connection with the EPIC-SYP/Permits lawsuit, the trial judge has issued a stay of the effectiveness of the
Permits for approval of new THPs, but released from the stay, and refused to enjoin, operations under THPs that were
previously approved consistent with the Permits. 1naddition, on November 26, 2002, the Court exempted from the stay
all in-process THPs submitted through mid-October. Although the stay prevents the CDF from approving new THPs
that rely upon the Permits, Pacific Lumber is obtaining review and approval of new THPs under a procedure provided
for in the forest practice rules that does not depend upon the Permits. Because certain THPs will not qualify for this
procedure, there could beareductionin 2003 harvest evel swhich could havean adverseimpact onthe Company. These
two cases have been consolidated for trial, which began March 24, 2003. Thejudge hasindicated that he expectstorule
no earlier than July 2003. The Company believes that appropriate procedures were followed throughout the public
review and approval process concerning the Environmental Plansand isworking with the relevant government agencies
to defend these challenges. The Company does not believe the resolution of these matters should result in a material
adverse effect on itsfinancial condition, results of operations or the ability to harvest timber. However, in addition to
the potential short-term adverse impacts described above, these matters could have along-term negative impact if they
are decided adversely to the Company.
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In July 2001, an action entitled Environmental Protection Information Center v. The Pacific Lumber Company,
Scotia Pacific Company LLC (the“ Bear Creek lawsuit” ) wasfiled. Thelawsuit allegesthat Pacific Lumber’ sharvesting
and other activities under certain of its approved and proposed THPs will result in discharges of pollutantsin violation
of the CWA. The plaintiff assertsthat the CWA requires the defendants to obtain a permit from the North Coast Water
Board before beginning timber harvesting and road construction activities, and is seeking to enjoin these activities until
such permit has been obtained. The plaintiff also seeks civil penalties of up to $27,500 per day for the defendant’s
alleged continued violation of the CWA. The Company believes that the requirements under the HCP are adequate to
ensure that sediment and pollutants from its harvesting activities will not reach levels harmful to the environment.
Furthermore, EPA regul ations specifically provide that such activities are not subject to CWA permitting requirements.
TheCompany believesthat it hasstrong legal defensesinthismatter; however, there can be no assurancethat thislawsuit
will not have a material adverse impact on the Company’s consolidated financial condition, results of operations or
liquidity.

On November 20, 2002, an action entitled Humboldt Watershed Council, et al. v. North Coast Regional Water
Quality Control Board, et al. (the“ HWC lawsuit” ), naming Pacific Lumber asreal party ininterest, wasfiled. The suit
seeksto enjoin timber operationsin the Elk and Freshwater watersheds of the Company’ s timberlands until and unless
the regional and state water boards impose on those operations waste discharge requirements that meet standards
demanded by the plaintiff. The Company believes that Pacific Lumber and the regional and state boards have valid
defensestothisaction. However, an adverseruling could resultin adelay of timber operationsthat could haveamaterial
adverse impact on the Company’s consolidated financial position, results of operations or liquidity.

On February 25, 2003, the recently elected District Attorney of Humboldt County filed a civil suit entitled The
People of the Sate of California v. Pacific Lumber, Scotia Pacific Holding Company and Salmon Creek Corporation
(the “Humboldt DA action™). The suit was filed under the California unfair competition law and alleges that the
Company, Pacific Lumber and Salmon Creek used certain unfair business practices in connection with completion of
the Headwaters Agreement, and that this resulted in the ability to harvest significantly more trees under the
Environmental Plans than would have otherwise been the case. The suit seeks a variety of remedies including a civil
penalty of $2,500 for each additional tree that has been or will be harvested due to this alleged increase in harvest, as
well as restitution and an injunction in respect of the additional timber harvesting allegedly being conducted. The
Company believes that this suit is without merit; however, there can be no assurance that the Company will prevail or
that an adverse outcome would not be material to the Company’s consolidated financial position, results of operations
or liquidity.

On November 16, 2001, Pacific Lumber filed a case entitled The Pacific Lumber Company, et al. v. California
Sate Water Resources Control Board (the “ THP No. 520 lawsuit”) alleging that the State Water Board had no legal
authority to impose mitigation measuresthat were requested by the staff of the North Coast Water Board during the THP
review process and rejected by the CDF. When the staff of the North Coast Water Board attempted to impose these
mitigation measures in spite of the CDF' s decision, Pacific Lumber appealed to the State Water Board, which imposed
certain of the requested mitigation measures. Pacific Lumber filed the THP No. 520 lawsuit challenging the State Water
Board' s decision, and on January 24, 2003, the Court granted Pacific Lumber’s request for an order invalidating the
imposition of these additional measures and rejected others. Other claimsincluded in this action have been dismissed
by Pacific Lumber without prejudice to its future rights. On March 25, 2003, the State Water Board appealed this
decision. While the Company believes the Court’s decision will be sustained, a reversal could result in increased
demands by the regional and state water boards and their staffsto impose controls and limitations on timber harvesting
on Pecific Lumber’s timberlands beyond those provided for by the Environmental Plans.

Whilethe Company expects environmentally 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 United States Department of Treasury's Office of Thrift Supervision (the “OTS")
initiated aformal administrative proceeding (the“ OTSaction”) against the Company and others alleging, among other
things, misconduct by the Company and certain of itsaffiliated persons(collectively the“ Respondents’) and others with
respect to thefailure of United SavingsAssociation of Texas(“ USAT”). The OT Ssought damagesranging from $326.6
million to $821.3 million under various theories. On September 12, 2001, the administrative law judge issued a
recommended decision in favor of the Respondents on each claim made by the OTS. On October 17, 2002, the OTS
action was settled for $0.2 million and with no admission of wrongdoing on the part of the Respondents. The OTS
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agreed to drop its administrative action and not pursue any further legal action against the Respondents with regard to
the OTSaction. The Company agreed that it would not pursue legal action against the OTS or its employees as part of
the FDIC counterclaim (see below).

OnAugust 2, 1995, the Federal Deposit I nsurance Corporation (the“ FDIC”) filed the Federal Deposit Insurance
Corporation, as manager of the FS.IC Resolution Fund v. Charles E. Hurwitz (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 was involved in certain
decisions which contributed to the insolvency of USAT. Asaresult of the settlement of the OTSaction, the FDIC and
Mr. Hurwitz have stipulated to adismissal of the FDIC action. This stipulation does not affect the FDIC counterclaim
or motion for sanctions described in the following paragraph.

On May 31, 2000, the Company, Federated and Mr. Hurwitz filed a counterclaim to the FDIC action (the“ FDIC
counterclaim”). The FDIC counterclaim states that the FDIC illegally paid the OTS to bring claims against the
Company, Federated and Mr. Hurwitz. The plaintiffs are seeking reimbursement of attorneys fees and damages from
the FDIC. Asof December 31, 2002, such fees, which have been recorded in the Company’s Consolidated Statement
of Operations as incurred, were in excess of $38.0 million. On November 8, 2002, the Company, Federated and Mr.
Hurwitz filed an amended counterclaim and amended motion for sanctions. The Company, Federated and Mr. Hurwitz
are pursuing this claim vigorously.

In September 1997, the Company filed suit against a group of its insurers after unsuccessful negotiations with
certain of theinsurersregarding coverage, under theterms of certain directors and officersliability policies, of expenses
incurred in connection with the OTSand FDIC actions. The insurers requested arbitration, and as a result the lawsuit
was dismissed in April 1998. Binding arbitration with the primary carrier was held in October 2002. On February 20,
2003, thearbitration panel determined that theinsurer should pay the Company approximately $6.5 million plusinterest.
Asthe limits of the primary policy were not reached by the arbitration panel’ s award, the Company does not expect to
be able to recover any amounts from the other insurers.

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 isultimately 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, an action entitled Alan Russell Kahn v. Federated Development Co., MAXXAM Inc., et al.
(the* Kahn lawsuit™ ) wasfiled. Theplaintiff purportsto bring this action as astockholder of the Company derivatively
on behalf of the Company. The lawsuit concernsthe OTSand FDIC actions, and the Company’ s advancement of fees
and expenses on behal f of Federated and certain of the Company’ sdirectorsin connection with these actions. It alleges
that the defendants have breached their fiduciary dutiesto the Company, and have wasted corporate assets, by allowing
the Company to bear all of the costsand expenses of Federated and certain of the Company’ sdirectorsrelated tothe 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
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 isinvolved in various other claims, lawsuits and proceedings relating to awide variety of matters.
Whileuncertaintiesareinherent inthefinal outcomeof such mattersand it ispresently impossibleto determinethe actual
costs that ultimately may be incurred, management believesthat the resolution of such uncertainties and theincurrence
of such costs should not result in amaterial adverse effect on the Company’s consolidated financial position, results of
operations or liquidity.
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17. Supplemental Cash Flow and Other Information

Years Ended December 31,

2002 2001 2000
(In millions)

Supplemental information on non-cash investing and financing activities:

Repurchases of debt using restricted cash and marketable securities ............ $ - 3 - 3 52.4

Purchases of marketable securities and other investments using restricted cash . . . . - - 04
Supplemental disclosure of cash flow information:

Interest paid, net of capitalizedinterest ..., $ 833 $ 1869 $ 1835

Incometaxespaid, Net .. ... ... i 0.2 52.2 19.6

18. Quarterly Financial Information (Unaudited)

Summary quarterly financial information for the years ended December 31, 2002 and 2001 is as follows (in
millions, except share information):

Three Months Ended
March 31 ® June 30 September 30 December 31
2002:

NetsaleS . ... $ 2403 $ 684 $ 736 $ 64.3
Operatingincome (10SS) . . ..o oo v (20.4) 0.1 438 (0.5)
Loss before extraordinary items . ... .............. (56.0) (8.1 (7.6) (24.7)
Extraordinaryitems,net . ........... ... ... ... .. 1.8 0.3 0.2 0.1
NEEIOSS .« vt (54.2) (7.8) (7.4) (14.6)
Basic earnings (l0ss) per common share:

Loss before extraordinary items ............... $ (858) $ (125 $ 117) $ (2.24)

Extraordinary items, net ..................... 0.28 0.05 0.03 0.01

NEEIOSS .« .ot $ (8.30) $ (1.20) $ (114 $ (2.23)
Diluted earnings (loss) per common and common

equivaent share:

Loss before extraordinary items . .............. $ (8.58) $ (1.25) $ 117) $ (2.29)

Extraordinary items,net ..................... 0.28 0.05 0.03 0.01

NELIOSS . oot $ (8.30) $ (1.20) $ (114 $ (2.23)

2001:

NetSaleS . ..o $ 5444 % 5162 $ 5041 $ 453.5
Operatingincome (10SS) .. ..o v vv i 209.3 (30.2) (34.3) (99.4)
Income (loss) before extraordinary items .......... 63.4 (44.4) 294 (508.0)
Extraordinaryitems,net . ........... ... ... .. ... 1.9 1.7 — —
Netincome(loss) .. ..o voi e 65.3 (42.7) 294 (508.0)
Basic earnings (l0ss) per common share:

Income (loss) before extraordinary items . ....... $ 856 $ (6.80) $ 409 $ (77.83)

Extraordinary items, net ..................... 0.25 0.27 — —

Netincome(10SS) ....vvviienee i $ 881 $ (6.53) $ 409 $ (77.83)
Diluted earnings (loss) per common and common

equivaent share:

Income (loss) before extraordinary items . ....... $ 856 $ (6.80) $ 408 $ (77.83)

Extraordinary items,net ..................... 0.25 0.27 — —

Netincome (IoSS) .......ooviiiiiieeiinn $ 881 $ (6.53) $ 408 $ (77.83)

C]

Information for the quarter ended March 31, 2002, includes Kaiser’ sresults for the period from January 1, 2002, to February 11,
2002.
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ITEM 9. CHANGESIN AND DISAGREEMENTSWITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None.
PART 111

Certain information required under Part |11 (Items 10, 11, 12, 13 and 15) has been omitted from this Report since
the Company intends to file with the Securities and Exchange Commission, not later than 120 days after the close of its
fiscal year, a definitive proxy statement pursuant to Regulation 14A which involves the election of directors.

ITEM 14. CONTROLSAND PROCEDURES

The Company maintains disclosure controls and procedures that are designed to ensure that information required
to be disclosed inthe Company’ sreports under the Securities Exchange Act of 1934 isrecorded, processed, summarized
and reported within the time periods specified in the rules and forms of the Securities and Exchange Commission, and
that such information is accumulated and communicated to the Company’ s management, including its Chief Executive
Officer and Chief Financial Officer, asappropriate, to allow timely decisionsregarding required disclosure. Indesigning
and evaluating the disclosure controls and procedures, management recognized that any controls and procedures, no
matter how well designed and operated, can provide only reasonable assurance of achieving the desired control
objectives, and management necessarily was required to apply its judgment in evaluating the cost-benefit relationship
of possible controls and procedures. Also, the Company has investments in certain unconsolidated entities. Asthe
Company does not control or manage these entities, its disclosure controls and procedures with respect to such entities
are necessarily substantially more limited than those it maintains with respect to its consolidated subsidiaries.

Within 90 days prior to the date of this report, the Company carried out an evaluation, under the supervision and
with the participation of the Company’s management, including the Company’s Chief Executive Officer and the
Company’ sChief Financial Officer, of the effectivenessof the design and operation of the Company’ sdisclosurecontrols
and procedures. Based onthe foregoing, the Company’ s Chief Executive Officer and Chief Financia Officer concluded
that the Company’s disclosure controls and procedures were effective.

There have been no significant changes in the Company’s internal controls or in other factors that could
significantly affect the internal controls subsequent to the date the Company completed its evaluation.

PART IV

ITEM 16. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND REPORTS ON FORM 8-K

Page
(@) IndextoFinancial Statements
1. Financial Statements (included under Item 8):
Independent AUdIitors REPOIT . . . ... ot 43
Report of Independent Public Accountants . ... ...t 44
Consolidated Balance Sheet at December 31,2002 and 2001 . ........coooiiiiiiaenann.. 45
Consolidated Statement of Operations for the Y ears Ended December 31, 2002,
2001 8NA 2000 . ..t e 46
Consolidated Statement of Cash Flows for the Y ears Ended December 31, 2002,
2001 8NA 2000 . ..ot tee 47
Consolidated Statement of Stockholders' Equity (Deficit) for the Y ears Ended
December 31, 2002, 2001 and 2000 . . . . o« ettt 48
Notesto Consolidated Financial Statements ... ... ...t e 49
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2.  Financial Statement Schedules:

Schedule | — Condensed Financia Information of Registrant at December 31, 2002
and 2001 and for the Y ears Ended December 31, 2002, 2001and 2000 .................... 83

All other schedules are inapplicable or the required information isincluded in the
Consolidated Financial Statements or the Notes thereto.

(b) Reportson Form 8-K

On October 4, 2002, the Company filed a current report on Form 8-K dated October 1, 2002, related to the EPIC-
SYP/Permits lawsuit.

On October 18, 2002, the Company filed a current report on Form 8-K dated October 18, 2002, related to the
settlement of the OTS action.

On November 13, 2002, the Company filed a current report on Form 8-K dated November 13, 2002, related to the
Certification of the Chief Executive and Chief Financial Officers pursuant to Section 906 of the Sarbanes-Oxley Act of
2002.

On February 25, 2003, the Company filed a current report on Form 8-K (under Item 5), related to the Humbol dt
DA action.

(c) Exhibits

Referenceismadetothelndex of Exhibitsimmediately preceding the exhibitshereto (beginning on page 90), which
index isincorporated herein by reference.

See notes to consolidated financial statements and accompanying notes.
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SCHEDULE | —-CONDENSED FINANCIAL INFORMATION OF REGISTRANT

MAXXAM INC.

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

Assets

Current assets:
Cashand cash equIiVAlENtS . . .. ... it
Marketable securitiesand other investments ............. . i
OthEr CUIENE BSSES . . ottt ittt e e e e et e et e e e
Total CUMMENt 8BS S . .. ittt i et e e e e e
Deferred INCOMEtaXES . ..ot e e e e
Investment iNn SUDSIdIaries . ...t e e e
(@ 1= =55 £

Liabilitiesand Stockholders Deficit

Current liabilities:
Accounts payable and other accrued liabilities . .......... ... ... ... .. . ...
Total current liabilities. . ... ...
Payables to subsidiaries, net of receivablesandadvances ...........................
Losses recognized in excess of investmentinKaiser .......... ... ... oL
Other noncurrent liabilities . . ... ..o o
Total Habilities . . ... e

Stockholders' deficit:
Preferred stock, $0.5 par value; $0.75 liquidation preference; 12,500,000 shares
authorized; Class A $0.05 Non-Cumulative Participating Convertible Preferred
Stock; 669,235 sharesissued; 668,390 sharesoutstanding . .....................
Common stock, $0.50 par value; 28,000,000 shares authorized; 10,063,359
sharesissued; 6,527,671 sharesoutstanding ... ...,
Additional capital . ... ... ..
Accumulated defiCit . .. ... o
Accumulated other comprehensiveloss . ...
Treasury stock, at cost (shares held: preferred — 845; common —3,535,688) ..........
Total stockholders deficit .. ...

December 31,

2002 2001
$ 79 $ 291
67.0 99.2
15.7 16.4
90.6 1447
54.5 84.4
2.2 73.2

13 1.9

$ 1486 $ 304.2
$ 98 $ 93
9.8 9.3
184.0 299.1
516.2 450.2
21.1 21.2
731.1 779.8
0.3 0.3

5.0 5.0
225.3 225.3
(6082)  (524.2)
(89.2) (66.3)
(115.7)  (115.7)
(582.5) _ (475.6)
$ 1486 $ 304.2

See notes to consolidated financial statements and accompanying notes.
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SCHEDULE | — CONDENSED FINANCIAL INFORMATION OF REGISTRANT (Continued)
MAXXAM INC.

STATEMENT OF OPERATIONS (Unconsolidated)
(In millions of dollars)

Years Ended December 31,

2002 2001 2000
Investment, interest and other income (expense), net . .................... $ 41 $ 72 $ 141
Intercompany interest income (eXpense), Net . ........cvvvvivvennenn.n. (26.9) (25.0) (20.4)
INtErESt EXPENSE . oottt e (0.3) (1.0 (1.5
General and adminiStrative EXPENSES . .. o v ittt (9.9) (9.1 (16.1)
Equity in earnings (losses) of subsidiaries ............................. (56.4) (454.9) 45.7
Income (loss) beforeincometaxes . ..o i e (88.9) (482.8) 21.8
Credit for inCometaxes . ...t e 4.9 26.8 12.1
NEtincome (I0SS) . ..ottt e $ (840 $ (45600 $ 339

See notes to consolidated financial statements and accompanying notes.
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SCHEDULE | — CONDENSED FINANCIAL INFORMATION OF REGISTRANT (Continued)

MAXXAM INC.

STATEMENT OF CASH FLOWS (Unconsolidated)

(In millions of dollars)

Cash flows from operating activities:

Netincome (10SS) . .« .o vt e
Adjustments to reconcile net income (loss) to net cash provided

by (used for) operating activities:
Equity in (earnings) losses of subsidiaries . ........................
Net gains on marketable securities and other investments ... ..........
Increase (decrease) in payableto affiliates ........................
Increase (decrease) in receivables, prepaids and other assets ..........
Increase (decrease) in deferred incometax assets . ..................
Increase (decrease) in accounts payable and other liabilities. ... .......
Net cash used for operating activities ..........................

Cash flows from investing activities:
Net sales (purchases) of marketable securities and other investments . . . . . .
Dividends received from subsidiaries .............. ... ... ... ...
Investments in and net advances from (to) subsidiaries ... ..............
Capital expenditureS . . ... ...
Net cash provided by (used for) investing activities ...............

Cash flows from financing activities:
Short-term borrowings . . .. ..o
Repayment of short-termborrowings . . .......... ... i
Treasury stock repurchases ............ i
Net cash used for financing activities ..........................

Net increase (decrease) in cash and cash equivalents ..................
Cash and cash equivalentsat beginningof year ......................
Cash and cash equivalentsatendof year ............... ... ... .......

Supplementary schedule of non-cash investing and financing activities:
Deferral of interest payment on intercompany notepayable .............
Distribution of assets from subsidiaries ............ ... ..o,
Non-cash dividends received from subsidiaries . ......................

Supplemental disclosure of cash flow information:

Interest paid . ...... ..ot

Years Ended December 31,

2002 2001 2000
$ (840) $ (456.0) $ 339
56.4 454.9 (45.7)
2.2 (1.7) (12.8)
(35.3) - -
1.2 17 5.4
30.3 (11.2) (2.4)
(2.2) (0.6) 2.2
(3L.4) (12.9) (19.4)
30.0 (81.8) 116
- 8.0 61.0
(19.7) 33.1 35.2
(0.1) (0.6) (1.0)
10.2 (41.3) 106.8
- - (5.1)
- (13.4) -
- (2.9) (12.8)
- (16.3) (17.9)
(21.2) (70.5) 69.5
29.1 99.6 30.1
$ 79 % 291 $ 996
$ 207 $ 186 $ 167
(1.0) - 333
60.0 - -
$ 70%$ 08 % 13

See notes to consolidated financial statements and accompanying notes.
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SCHEDULE | — CONDENSED FINANCIAL INFORMATION OF REGISTRANT (Continued)
MAXXAM INC.

NOTESTO FINANCIAL STATEMENTS

1. Investment in Kaiser

OnFebruary 12, 2002, Kaiser and certain of itssubsidiariesfiled for reorganization under Chapter 11 of the United
States Bankruptcy Code. Asaresult, Kaiser’'sfinancial 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 believes that it is not probable that it will be obligated to fund losses related to its
investment in Kaiser, any adjustments made in Kaiser’ sfinancial statements subsequent to February 12, 2002 (relating
totherecoverability and classification of recorded asset amountsand classification of liabilitiesor the effectson existing
stockholders' deficit as well as adjustments made to Kaiser's financial information for loss contingencies and other
matters discussed in the notes to the Consolidated Financial Statements) are not expected to impact the Company’s
financial results. No assurances can be given that the Company’ s ownership interest in Kaiser will not be significantly
diluted or cancelled.

2. Deferred Income Taxes

The deferred income tax assets and liabilities reported in the accompanying unconsolidated balance sheet are
determined by computing such amounts on aconsolidated basi sfor the Company and membersof itsconsolidated federal
income tax return group, and then reducing such consolidated amounts by the amounts recorded by the Company’s
subsidiaries pursuant to their respective tax allocation agreements with the Company. The Company’s net deferred
incometax assetsrelate primarily to lossand credit carryforwards, net of valuation allowances. The Company evaluated
all appropriate factors to determine the proper valuation allowances for these carryforwards, including any limitations
concerning their use, the year the carryforwards expire and the level s of taxableincome necessary for utilization. Based
on this evauation, the Company has concluded that it is more likely than not that it will realize the benefit of the
carryforwards for which valuation allowances were not provided.

3.  NotesPayableto Subsidiaries, Net of Notes Receivable and Advances

The Company’s indebtedness to its subsidiaries, which includes accrued interest, consists of the following (in
millions):

December 31,
2002 2001
Note payableto MGHI, interest a 1196 . ... . ..ottt e e e $ 1596 $ 1831
Unsecured note payable to MCO PropertiesInc., interestat 6% .. ..., - 26.0
Unsecured notes payable to MAXXAM Property Company, interestat 7% ..................... - 14.6
NEE BOVANCES . oottt e e e e 244 40.1

S_1840 52638
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant hasduly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

MAXXAM INC.

Date: March 28, 2003 By: PAUL N. SCHWARTZ
Paul N. Schwartz
President

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the Registrant and in the capacities and on the dates indicated.

Date: March 28, 2003 By: CHARLESE. HURWITZ
Charles E. Hurwitz
Chairman of the Board and Chief Executive Officer

Date: March 28, 2003 By: J. KENT FRIEDMAN
J. Kent Friedman
Vice Chairman of the Board and
Genera Counsedl

Date: March 28, 2003 By: ROBERT J. CRUIKSHANK
Robert J. Cruikshank
Director

Date: March 28, 2003 By: EZRA G. LEVIN
EzraG. Levin
Director

Date: March 28, 2003 By: STANLEY D. ROSENBERG
Stanley D. Rosenberg
Director

Date: March 28, 2003 By: MICHAEL J. ROSENTHAL
Michael J. Rosenthal
Director

Date: March 28, 2003 By: PAUL N. SCHWARTZ
Paul N. Schwartz
President, Chief Financial Officer and Director
(Principal Financia Officer)

Date: March 28, 2003 By: ELIZABETH D. BRUMLEY
Elizabeth D. Brumley
Controller
(Principal Accounting Officer)
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CERTIFICATIONS

[, Charles E. Hurwitz, certify that:

1.

2.

Date:

| have reviewed this annual report on Form 10-K of MAXXAM Inc.;

Based on my knowledge, this annual report does not contain any untrue statement of amaterial fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this annual report;

Based on my knowledge, thefinancial statements, and other financial information included inthisannual report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this annual report;

The registrant’s other certifying officers and | are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

a) designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) evaluatedtheeffectivenessof theregistrant’ sdisclosure controlsand proceduresasof adatewithin 90 days
prior to the filing date of this annual report (the “Evaluation Date”); and

c) presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

The registrant’s other certifying officers and | have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent functions):

a) all significant deficienciesin the design or operation of internal controlswhich could adversely affect the
registrant’s ability to record, process, summarize and report financial data and have identified for the
registrant’ s auditors any material weaknessesin internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’ sinternal controls; and

Theregistrant’ sother certifying officersand | haveindicated in thisannual report whether therewere significant
changesininternal controlsor in other factorsthat could significantly affect internal controls subsequent tothe
date of our most recent evaluation, including any corrective actions with regard to significant deficiencies and
material weaknesses.

March 28, 2003 By: /S CHARLESE. HURWITZ
Charles E. Hurwitz
Chairman of the Board and
Chief Executive Officer
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I, Paul N. Schwartz, certify that:

1.

2.

Date:

| have reviewed this annual report on Form 10-K of MAXXAM Inc.;

Based on my knowledge, this annual report does not contain any untrue statement of amaterial fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this annual report;

Based onmy knowledge, thefinancial statements, and other financial informationincluded inthisannual report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this annual report;

The registrant’s other certifying officers and | are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

a) designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) evaluatedtheeffectivenessof theregistrant’ sdisclosure controlsand proceduresasof adatewithin 90 days
prior to the filing date of this annual report (the “Evaluation Date”); and

c) presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

The registrant’s other certifying officers and | have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent functions):

a) all significant deficienciesin the design or operation of internal controlswhich could adversely affect the
registrant’s ability to record, process, summarize and report financial data and have identified for the
registrant’ s auditors any material weaknessesin internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’ sinternal controls; and

Theregistrant’ sother certifying officersand | haveindicated in thisannual report whether therewere significant
changesininternal controlsor in other factorsthat could significantly affect internal controls subsequent to the
date of our most recent eval uation, including any corrective actions with regard to significant deficienciesand
material weaknesses.

March 28, 2003 By: /SI _PAUL N. SCHWARTZ
Paul N. Schwartz
President, Chief Financial Officer and Director
(Principal Financial Officer)
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Exhibit
Number

INDEX OF EXHIBITS

Description

31

3.2

33

34

4.1

4.2

4.3

4.4

4.5

4.6

4.7

Restated Certificate of Incorporation of MAXXAM Inc. (the “Company” or “MAXXAM") dated
April 10, 1989 (incorporated herein by reference to Exhibit 3.1 to the Company’s Annual Report
on Form 10-K for the year ended December 31, 1989)

Certificate of Powers, Designations, Preferences and Relative, Participating, Optiona and Other
Rights of the Company’s Class B Junior Participating Preferred Stock (incorporated herein by
reference to Exhibit 3.2 to the Company’s Annual Report on Form 10-K for the year ended
December 31, 1989)

Certificate of Designations of Class A $.05 Non-Cumulative Participating Convertible Preferred
Stock of the Company, dated as of December 15, 1999 (incorporated by reference to Exhibit 3.3
to the Company’s Annual Report on Form 10-K for the year ended December 31, 1999; the
“Company 1999 Form 10-K")

Amended and Restated By-laws of the Company dated as of March 30, 2000 (incorporated herein
by referenceto Exhibit 3.1 to the Company’ s Quarterly Report on Form 10-Q for the quarter ended
March 31, 2000)

Rights Agreement dated as of December 15, 1999, by and between the Company and American
Stock Transfer & Trust Company (incorporated herein by referenceto Exhibit 4.1 tothe Company’s
Form 8-K dated December 15, 1999)

Non-Negotiable | ntercompany Note, dated as of December 23, 1996, executed by the Company in
favor of MAXXAM Group Holdings Inc. (incorporated herein by reference to Exhibit 10.8 to the
Registration Statement on Form S-4 of MAXXAM Group Holdings Inc. (“MGHI"); Registration
No. 333-18723)

Credit Agreement dated October 28, 2002, among The Pacific Lumber Company (“Pacific
Lumber”), Bank of America, N.A., as Administrative Agent and L/C Issuer, and the Lendersfrom
time to time party thereto (incorporated hereby reference to Exhibit 4.1 to MGHI's Quarterly
Report on Form 10-Q for the quarter ended September 30, 2002; File No. 333-18723)

Indenture, dated as of July 20, 1998, between Scotia Pacific Company LLC (“ScotiaLLC”") and
State Street Bank and Trust Company (“ State Street”) regarding ScotiaLLC’sClassA-1, ClassA-2
and Class A-3 Timber Collateralized Notes (the “Timber Notes Indenture”) (incorporated herein
by reference to Exhibit 4.1 to ScotiaLL C’ s Registration Statement on Form S-4; Registration No.
333-63825)

First Supplemental Indenture, dated as of July 16, 1999, to the Timber Notes Indenture
(incorporated herein by reference to Exhibit 4.1 to ScotiaLL C's Quarterly Report on Form 10-Q
LLC for the quarter ended June 30, 1999; File No. 333-63825; the “ Scotia LL C June 1999 Form

10Q")

Second Supplemental Indenture, dated as of November 18, 1999, to the Timber Notes Indenture
(incorporated herein by reference to Exhibit 99.3 to Scotia LLC's Report on Form 8-K dated
November 19, 1999; File No. 333-63825)

Deed of Trust, Security Agreement, Financing Statement, Fixture Filing and Assignment of
Proceeds, dated asof July 20, 1998, among Scotial L C, Fidelity National Titlelnsurance Company,
astrustee, and State Street, as collateral agent (incorporated herein by reference to Exhibit 4.2 to
the Company’ s Quarterly Report on Form 10-Q for the quarter ended June 30, 1998; the“ Company
June 1998 Form 10-Q)
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Exhibit
Number

Description

4.8

4.9

4.10

411

4.12

4.13

*4.14

*4.15

4.16

4.17

4.18

4.19

Credit Agreement, dated as of July 20, 1998, among Scotia LL C, the financial institutions party
thereto and Bank of America National Trust and Savings Association, as agent (the “ScotiaLLC
Credit Agreement”) (incorporated herein by reference to Exhibit 4.3 to the Company June 1998
Form 10-Q)

First Amendment, dated as of July 16, 1999, to the Scotia LL C Credit Agreement (incorporated
herein by reference to Exhibit 4.2 to the Scotia LLC June 1999 Form 10-Q)

Second Amendment, dated June 15, 2001, to the Scotia LLC Line of Credit (incorporated herein
by reference to Exhibit 4.1 to ScotiaLLC's Form 10-Q for the quarter ended June 30, 2001; File
No. 333-63825)

Loan Agreement, effective as of October 30, 1998, by and among MCO Properties Inc., MCO
Properties L.P., Horizon Corporation, Horizon Properties Corporation, Westcliff Development
Corporation and Southwest Bank of Texas, N.A. (incorporated herein by referenceto Exhibit 4.39
to the Company’s Annual Report on Form 10-K for the year ended December 31, 1998)

Amendment to Loan Agreement, dated as of February 26, 1999, by and among MCO Properties
Inc., MCO Properties L.P., Horizon Corporation, Horizon Properties Corporation, Westcliff
Development Corporation and Southwest Bank of Texas, N.A. (incorporated herein by reference
to Exhibit 4.40 to the Company’s Annual Report on Form 10-K for the year ended December 31,
1998)

Second Amendment to Loan Agreement and Promissory Note, dated as of October 1, 2000, by and
among MCO Properties Inc., MCO Properties L.P., Horizon Corporation, Horizon Properties
Corporation, Westcliff Development Corporation and Southwest Bank of Texas, N.A. (incorporated
herein by reference to Exhibit 4.57 to the Company’s Annua Report on Form 10-K for the year
ended December 31, 2000)

Third Amendment to Loan Agreement and First Amendment to Promissory Note, dated as of
September 30, 2001, by and between MCO Properties Inc., MCO Properties L.P., Horizon
Corporation, Horizon Properties Corporation, Westcliff Development Corporation and Southwest
Bank of Texas, N.A.

Fourth Amendment to Loan Agreement, dated as of December 13, 2001, by and between MCO
Properties Inc., MCO Properties L.P., Horizon Corporation, Horizon Properties Corporation,
Westcliff Development Corporation, Summit Estates LL C and Southwest Bank of Texas, N.A.

Loan Agreement, dated asof June 28, 2001, between L akepointe AssetsLL C and Legg Mason Real
Estate Services, Inc. (incorporated herein by reference to Exhibit 4.2 to MGHI’ s Quarterly Report
on Form 10-Q for the quarter ended June 30, 2001; File No. 333-18723; the “MGHI June 2001
Form 10-Q")

Promissory Note, dated asof June 28, 2001, between L akepointe AssetsL L C and Legg Mason Real
Estate Services, Inc. (incorporated herein by referenceto Exhibit 4.3 to the MGHI June 2001 Form

10-Q)

Lease Agreement, dated asof June 28, 2001, between L akepointe AssetsL L C and Fluor Enterprises
Inc. (incorporated herein by reference to Exhibit 10.1 to the MGHI June 2001 Form 10-Q)

Guarantee of Lease dated as of June 28, 2001, between Fluor Corporation and L akepointe Assets
LLC (incorporated herein by reference to Exhibit 10.2 to the MGHI June 2001 Form 10-Q)
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Exhibit
Number

Description

4.20

4.21

4.22

4.23

4.24

4.25

4.26

4.27

4.28

4.29

4.30

4.31

4.32

Indenture, dated as of February 1, 1993, among Kaiser Aluminum & Chemical Corporation
(“KACC"), as Issuer, and certain of its subsidiaries (as guarantors) and State Street, regarding
KACC's 12¥8% Senior Subordinated Notes due 2003 (the “KACC Senior Subordinated Note
Indenture”) (incorporated herein by reference to Exhibit 4.1 to KACC's Annual Report on Form
10K for the year ended December 31, 1992; File No. 1-3605)

First Supplemental Indenture, dated as of May 1, 1993, to the KACC Senior Subordinated Note
Indenture (incorporated herein by reference to Exhibit 4.2 to KACC's Quarterly Report on Form
10-Q for the quarter ended June 30, 1993; File No. 1-3605)

Second Supplemental Indenture, dated as of February 1, 1996, to the KACC Senior Subordinated
Note I ndenture (incorporated herein by referenceto Exhibit 4.3 to the Annual Report on Form 10-K
of Kaiser Aluminum Corporation (“Kaiser”) for the year ended December 31, 1995; File No. 1-
9447)

Third Supplemental Indenture, dated as of July 15, 1997, to the KACC Senior Subordinated Note
Indenture (incorporated herein by reference to Exhibit 4.1 to Kaiser’s Quarterly Report on Form
10-Q for the quarter ended June 30, 1997; File No. 1-9447)

Fourth Supplemental Indenture, dated as of March 31, 1999, to the KACC Senior Subordinated
Note Indenture (incorporated herein by reference to Exhibit 4.1 to Kaiser’'s Quarterly Report on
Form 10-Q for the quarter ended March 31, 1999; File No. 1-9447; the “Kaiser March 1999 Form

10-Q")

Indenture, dated as of February 17, 1994, among KACC, as |ssuer, and certain of its subsidiaries
(as guarantors), and First Trust National Association, Trustee, regarding Kaiser's 9% Senior
Notes due 2002 (the “9F% Notes Indenture”) (incorporated herein by reference to Exhibit 4.3 to
Kaiser's Annual Report on Form 10-K for the year ended December 31, 1993; File No. 1-9447)

First Supplemental Indenture, dated as of February 1, 1996, to the 9F% Notes Indenture
(incorporated herein by reference to Exhibit 4.5 to Kaiser's Annual Report on Form 10-K for the
year ended December 31, 1995; File No. 1-9447)

Second Supplemental Indenture, dated as of July 15, 1997, to the 9F% Notes Indenture
(incorporated herein by referenceto Exhibit 4.2 to Kaiser’ s Quarterly Report on Form 10-Q for the
quarter ended June 30, 1997; File No. 1-9447)

Third Supplemental Indenture, dated as of March 31, 1999, to the 9F% Note Indenture
(incorporated herein by reference to Exhibit 4.2 to the Kaiser March 1999 Form 10-Q)

Indenture, dated as of October 23, 1996, among KACC, aslssuer, and certain of itssubsidiaries (as
guarantors) and First Trust National Association, as Trustee, regarding KACC's 10F% Series B
Senior Notes due 2006 (the “10F% Series B Notes Indenture”) (incorporated by reference to
Exhibit 4.2 to Kaiser’ s Quarterly Report on Form 10-Q for the quarter ended September 30, 1996;
File No. 1-9447)

First Supplemental Indenture, dated as of July 15, 1997, to the 10¥F% Series B Notes Indenture
(incorporated herein by referenceto Exhibit 4.3 to Kaiser’ s Quarterly Report on Form 10-Q for the
quarter ended June 30, 1997; File No. 1-9447)

Second Supplemental Indenture, dated as of March 31, 1999, to the 10F% Series B Notes
Indenture (incorporated herein by reference to Exhibit 4.3 to the Kaiser March 1999 Form 10-Q)

Indenture, dated as of December 23, 1996, among KACC, as Issuer and certain of its subsidiaries
(asguarantors) and First Trust National Association, as Trustee, regarding KACC's 10F% Series
D Senior Notesdue 2006 (the“ 10 % SeriesD NotesIndenture”) (incorporated herein by reference
to Exhibit 4.4 to KACC' s Registration Statement on Form S-4; Registration No. 333-19143)

92



Exhibit
Number

Description

4.33

4.34

4.35

4.36

4.37

4.38

4.39

4.40

4.41

10.1

10.2

10.3

104

105

First Supplemental Indenture, dated as of July 15, 1997, to the 10F% Series D Notes Indenture
(incorporated herein by referenceto Exhibit 4.4 to Kaiser’ sQuarterly Report on Form 10-Q for the
quarter ended June 30, 1997; File No. 1-9447)

Second Supplemental Indenture, dated as of March 31, 1999, to the 10F% Series D Notes
Indenture (incorporated herein by reference to Exhibit 4.4 to the Kaiser March 1999 Form 10-Q)

Post Petition Credit Agreement, dated as of February 12, 2002 (the “Kaiser Post Petition
Agreement”), among Kaiser, KACC, certain financial institutions and Bank of America, N.A., as
Agent (incorporated herein by reference Exhibit 4.44 to Kaiser’ s Annual Report on Form 10-K for
the year ended December 31, 2001; File No. 1-9447; the “Kaiser 2001 Form 10-K")

First Amendment, dated as of March 21, 2002, to the Kaiser Post Petition Agreement (incorporated
herein by reference Exhibit 4.45 to the Kaiser 2001 Form 10-K)

Second Amendment dated as of March 21, 2002, to the Kaiser Post Petition Agreement
(incorporated herein by reference Exhibit 4.46 to the Kaiser 2001 Form 10-K)

Third Amendment dated as of December 19, 2002, to the Kaiser Post Petition Agreement
(incorporated herein by reference to Exhibit 4.19 to Kaiser’s Annual Report on Form 10-K for the
year ended December 31, 2002; File No. 1-9447; the “Kaiser 2002 Form 10-K”)

Fourth Amendment dated as of March 17, 2003, to the Kaiser Post Petition Agreement
(incorporated herein by reference to Exhibit 4.20 the Kaiser 2002 Form 10-K)

Waiver and Consent dated October 9, 2002, with respect to the Kaiser Post Petition Agreement
(incorporated herein by reference to Exhibit 4.21 the Kaiser 2002 Form 10-K)

Second Waiver and Consent dated January 13, 2003, with respect to the Kaiser Post Petition
Agreement (incorporated herein by reference to Exhibit 4.22 the Kaiser 2002 Form 10-K)

Note: Pursuant to Regulation § 229.601, Item 601(b)(4)(iii) of Regulation S-K, upon request of the
Securities and Exchange Commission, the Company hereby agreesto furnish acopy of any unfiled
instrument which defines the rights of holders of long-term debt of the Company and its
consolidated subsidiaries (and for any of its unconsolidated subsidiaries for which financial
statements are required to be filed) wherein the total amount of securities authorized thereunder
does not exceed 10 percent of the total consolidated assets of the Company

Tax Allocation Agreement, dated as of December 23, 1996, between the Company and MGHI
(incorporated herein by reference to Exhibit 10.1 to MGHI’ s Registration Statement on Form S-4;
Registration No. 333-18723)

Amendment of Tax Allocation Agreement, dated as of December 31, 2001, between the Company
and MGHI (incorporated herein by reference to Exhibit 10.2 to MGHI’s Form 10-K for the year
ended December 31, 2001; File No. 333-18723; the “MGHI 2001 Form 10-K")

Tax Allocation Agreement, dated as of August 4, 1993, between the Company and MAXXAM
Group Inc. (“MGI") (incorporated herein by reference to Exhibit 10.6 to Amendment No. 2 to
MGI’s Registration Statement on Form S-2; Registration No. 33-56332)

Amendment of Tax Allocation Agreement, dated as of December 31, 2001, between the Company
and MGl (incorporated herein by reference to Exhibit 10.4 to the MGHI 2001 Form 10-K)

Tax Allocation Agreement, dated as of May 21, 1988, among the Company, MGl, Pacific Lumber
and the corporations signatory thereto (incorporated herein by reference to Exhibit 10.8 to Pacific
Lumber’s Annual Report on Form 10-K for the year ended December 31, 1988; File No. 1-9204)
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10.6

10.7

10.8

10.9

10.10

10.11

10.12

10.13

10.14

10.15

10.16

10.17

10.18

10.19

Tax Allocation Agreement, dated as of March 23, 1993, among Pacific Lumber, Scotia Pacific
Holding Company, Salmon Creek Corporation (“Salmon Creek”) and the Company (“Pacific
Lumber Tax Allocation Agreement”) (incorporated herein by reference to Exhibit 10.1 to
Amendment No. 3 to Scotia Pacific’'s Registration Statement on Form S-1; Registration No. 33-
55538)

Amendment of Pacific Lumber Tax Allocation Agreement, dated as of December 31, 2001
(incorporated herein by reference to Exhibit 10.7 to the MGHI 2001 Form 10-K)

Tax Allocation Agreement, dated as of July 3, 1990, between the Company and Britt L umber Co.,
Inc. (incorporated herein by reference to Exhibit 10.4 to MGI’s Annua Report on Form 10-K for
the year ended December 31, 1993; File No. 1-8857)

New Master Purchase Agreement, dated as of July 20, 1998, between Scotia LLC and Pecific
Lumber (incorporated herein by reference to Exhibit 10.1 to MGHI’s Quarterly Report on Form
10-Q for the quarter ended June 30, 1998; FileNo. 333-18723; the*MGHI June 1998 Form 10-Q")

New Services Agreement, dated as of July 20, 1998, between Pacific Lumber and Scotia LLC
(incorporated herein by reference to Exhibit 10.2 to the MGHI June 1998 Form 10-Q)

New Additional Services Agreement, dated as of July 20, 1998, between Scotia LL C and Pacific
Lumber (incorporated herein by reference to Exhibit 10.3 to the MGHI June 1998 Form 10-Q)

New Reciprocal Rights Agreement, dated as of July 20, 1998, among Pacific Lumber, ScotiaLLC
and Salmon Creek Corporation (incorporated herein by referenceto Exhibit 10.4 to the MGHI June
1998 Form 10-Q)

New Environmental | ndemnification Agreement, dated asof July 20, 1998, between Pacific L umber
and Scotia LL C (incorporated herein by reference to Exhibit 10.5 to the MGHI June 1998 Form

10-Q)

Implementation Agreement with Regard to Habitat Conservation Plan for the Properties of Pacific
Lumber, ScotialL L C and Salmon Creek dated as of February 1999 by and among The United States
Fishand Wildlife Service, theNational MarineFisheries Service, the CaliforniaDepartment of Fish
and Game (“CDF&G"), the California Department of Forestry and Fire Protection (the“ CDF") and
Pacific Lumber, Salmon Creek and Scotia LL C (incorporated herein by reference to Exhibit 99.3
to ScotiaL LC’'sForm 8-K dated March 19, 1999; File No. 333-63825; the“ Scotia LLC March 19,
1999 Form 8-K")

Agreement Relating to Enforcement of AB 1986 dated as of February 25, 1999 by and among The
CaliforniaResourcesAgency, CDF& G, CDF, TheCaliforniaWildlife Conservation Board, Pacific
Lumber, Salmon Creek and Scotia LLC (incorporated herein by reference to Exhibit 99.4 to the
ScotiaLLC March 19, 1999 Form 8-K)

Habitat Conservation Plan dated February 1999 for the Properties of Pacific Lumber, ScotiaLLC
and Salmon Creek (incorporated herein by reference to Exhibit 99.5 to the Scotia LLC March 19,
1999 Form 8-K)

L etter dated February 25, 1999 from the CDF to Pacific Lumber (incorporated herein by reference
to Exhibit 99.8 to the Scotia LLC March 19, 1999 Form 8-K)

Letter dated March 1, 1999 from the CDF to Pacific Lumber (incorporated herein by reference to
Exhibit 99.9 to the Scotia LLC March 19, 1999 Form 8-K)

L etter dated March 1, 1999 from the U.S. Department of the Interior Fish and Wildlife Serviceand
the U.S. Department of Commerce National Oceanic and Atmospheric Administration to Pacific
Lumber, Salmon Creek and Scotia LL C (incorporated herein by reference to Exhibit 99.10 to the
ScotiaLLC March 19, 1999 Form 8-K)
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10.20

10.21

*10.22
10.23

10.24

10.25

10.26

10.27

10.28

10.29

10.30

10.31

10.32

10.33

10.34

10.35

10.36

[Reserved]

Executive Compensation Plans and Arrangements

MAXXAM 2002 Omnibus Employee Incentive Plan (incorporated hereby reference to Exhibit 99
to the Company’s Proxy Statement dated April 30, 2002)

Form of Stock Option Agreement under the MAXXAM 2002 Omnibus Employee | ncentive Plan

MAXXAM 1994 Omnibus Employee Incentive Plan (incorporated herein by reference to Exhibit
99tothe Company’ sProxy Statement dated April 29, 1994; the" Company 1994 Proxy Statement”)

Form of Stock Option Agreement under the MAXXAM 1994 Omnibus Employee Incentive Plan
(incorporated herein by referenceto Exhibit 10.30 to the Company’ s Annual Report on Form 10-K
for the year ended December 31, 1994; the “Company 1994 Form 10-K”)

MAXXAM 1994 Non-Employee Director Stock Plan (incorporated herein by reference to Exhibit
99 to the Company 1994 Proxy Statement)

Amendment No. 1totheMAXXAM 1994 Non-EmployeeDirector Stock Plan (incorporated herein
by reference to Exhibit 10.22 to the Company ’'s Annual Report on Form 10-K for the year ended
December 31, 1997)

Form of Stock Option Agreement under the MAXXAM 1994 Non-Employee Director Plan
(incorporated herein by reference to Exhibit 10.32 to the Company 1994 Form 10-K)

Form of Deferred Fee Agreement under the MAXXAM 1994 Non-Employee Director Plan
(incorporated herein by referenceto Exhibit 10.26 to the Company’ s Annual Report on Form 10-K
for the fiscal year ended December 31, 1996)

MAXXAM 1994 Executive Bonus Plan (incorporated herein by reference to Exhibit 99 to the
Company 1994 Proxy Statement)

MAXXAM Revised Capital Accumulation Plan of 1988, as amended December 12, 1988
(incorporated herein by referenceto Exhibit 10.1 to the Company’ sQuarterly Report on Form10-Q
for the quarter ended June 30, 1995)

MAXXAM Supplemental Executive Retirement Plan (incorporated herein by reference to Exhibit
10(ii) to MGI’ s Registration Statement on Form S-4 on Form S-2; Registration No. 33-42300)

Form of Company Deferred Compensation Agreement (incorporated herein by referenceto Exhibit
10.35 to the Company’s Annual Report on Form 10-K for the year ended December 31, 1995)

Kaiser 1997 Omnibus Stock Incentive Plan (incorporated by reference to Appendix A to Kaiser's
Proxy Statement dated April 29, 1997; File No. 1-9447)

Formof Restricted Stock Agreement for restricted sharesissued commencing January 1, 2001 under
the 1997 Kaiser Omnibus Stock Incentive Plan (incorporated herein by reference to Exhibit 10.3
to Kaiser’'s Quarterly Report on Form 10-Q for the quarter ended June 30, 2001; File No. 1-9447)

Form of Non-Employee Director Stock Option Grant for options issued commencing January 1,
2001 under the 1997 Kaiser Omnibus Stock Incentive Plan (incorporated herein by reference to
Exhibit 10.1 to Kaiser’s Quarterly Report on Form 10-Q for the quarter ended June 30, 2001; File
No. 1-9447)

Executive Employment Agreement between the Company and J. Kent Friedman dated as of
November 29, 1999 (incorporated herein by referenceto Exhibit 10.52 to the Company 1999 Form
10-K)
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Exhibit

Number Description
10.37 Restricted Stock Agreement between the Company and Charles E. Hurwitz effective as of
December 13, 1999 (incorporated herein by reference to Exhibit 10.53 to the Company 1999 Form
10-K)
10.38 Kaiser Retention Plan, dated January 15, 2002 (incorporated herein by reference to Exhibit 10.35
to the Kaiser 2001 Form 10-K)
10.39 Form of Retention Agreement to Kai ser Retention Plan (incorporated herein by referenceto Exhibit
10.36 to the Kaiser 2001 Form 10-K)
*21.1 List of the Company’s Subsidiaries
*23.1 Consent of Deloitte & Touche LLP
*23.2 Notice Regarding Arthur Andersen Consent
*00.1 Consolidated Financial Statements for Kaiser Aluminum Corporation

* Included with thisfiling
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