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The threat of near-term legislative action to eliminate the black liquor excise credit | PEX = =
looks like a modest negative for equity holders. Stocks across the sector have EVEBTDAL] 3079 = 322
rallied on news of the potential tax benefits. While we don't think stocks had fully
discounted the upside from a full year of tax benefits, the spectre of a quick
disqualification seems likely to throw a near-term chill on the stocks. With Q1
having already closed, we think Q1 benefits are likely "safe." Depending on the
success/speed of any disqualification effort, the industry probably has a decent
chance of retaining Q2 benefits. Importantly, we don't think most industry leaders
have been banking on these benefits in their financial planning. The credits are
"found money". As we heard repeatedly from the CEO and CFO of International
Paper in a recent non-deal roadshow, the tax credits simply provide a measure of
additional financial headroom in a very tough economic and financial environment.

Valuation and risk

We use various methods to value the stocks, including PE, P/book and EV/EBITDA.
Paper companies and packaging companies appear to be trading near the bottom
of their normal historical ranges, 1.1x book and 6.4x '09E EBITDA, respectively. In
addition to the upside/downside risks associated with the tax credit issue
addressed in this note, the primary risks involve momentum in the economy, the
health of demand, and additional energy, chemical, and freight cost inflation.
Foreign exchange rates relative to the CN$ and the Euro are also important in
SOme cases.
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Is the Party Ending?

= The party around black liquor tax credits may end abruptly.

Reports from Washington DC suggest that Senate Finance Committee Chairman Max Baucus
(D-MT) and Ranking Member Charles Grassley (R-IA) may be preparing to introduce
legislation to eliminate the paper industry's ability to qualify for $0.50/gallon alternative fuel
mixture tax credits. In recent weeks, a number of paper companies had announced plans to
qualify for the credit by adding small amounts of diesel fuel to the black liquor burned in their
recovery boilers. At least 2 companies, International Paper and Verso, have announced
significant Q4 tax benefits from early applications with the IRS.

= In a recent note, DB estimated potential '09 company-by-company benefits from
the program.

In the case of International Paper, we estimated that the 2009 excise tax credit could amount
to $1.27B. Our summary estimates for coverage companies are shown in Figure 1 (page 3).
We also noted the tenuous nature of the program and the risk that the tax credits might not
survive through 2009. It seems clear to us that the paper industry's application for the tax
credits fell outside the intent of the original legislation. The burning of biofuels like black
liguor is a generations-old practice found in kraft pulp mills around the globe. The tax credits
change little. Moreover, in order to qualify as alternative fuel mixers, pulp mills must blend a
small amount of fossil fuel (diesel) into their black liquor — thus, increasing, not decreasing,
fossil fuel consumption. In fairness, it appears that the only energy-related environmental
benefit is in skewing the industry cost curve away from recycled-content mills which require
purchased fossil fuels and toward black-liquor based virgin fiber mills which are largely
energy self-sufficient.

= Recent reports suggest that the paper industry's application of the program is
attracting scrutiny and could be curtailed in the coming weeks.

Press stories in The Washington Post and elsewhere have raised the public profile. The
threat of action by Senators Baucus and Grassley has gotten the attention of industry leaders.
An intense lobbying effort appears inevitable over the next several weeks. As an aside, we
note that not all paper industry leaders appear equally supportive of the tax credit. For
example, based on channel checks in recent weeks, it is clear that some owners of recycled
mills (not eligible for the incentive) are far less supportive of the tax credit.

= Implications?

The threat of near-term legislative action to eliminate the black liquor excise credit looks like a
modest negative for equity holders. Stocks across the sector have rallied on news of the
potential tax benefits. While we don't think stocks had fully discounted the upside from a full
year of tax benefits, the spectre of a quick disqualification seems very likely to throw a near-
term chill on the stocks. With Q1 having already closed, we think Q1 benefits are likely
‘safe." Depending on the success/speed of any disqualification effort, the industry probably
has a decent chance of retaining Q2 benefits. Importantly, we don't think most industry
leaders have been banking on these benefits in their financial planning. The credits are
"found money". As we heard repeatedly from the CEO and CFO of International Paper in a
recent non-deal roadshow, the tax credits simply provide a measure of additional financial
headroom in a very difficult economic and financial environment.

Page 2 Deutsche Bank Securities Inc.



5 April 2009  Paper & Forest Products Paper & Packaging

Deutsche Bank

Figure 1: Estimated Annual Cash Tax Credit Benefit

Estimated Effective
US Capacity
* Pulp Capacity *
(tons)

Estimated '09 Implied Estimated
Production '09 Annual Benefit
Rate Production (SMM)

Company

Bleached

Uncoated Free Sheet 2,500 K @ 090 = 2,250K $394
Total Benefit $394
Glatfelter
Bleached

Integrated Pulp 500 K @ 09 = 475K $83
Total Benefit $83

International Paper

Bleached
Market Pulp 1,000 K @ 050 = 500K $88
Uncoated Free Sheet 3,000 K @ 090 = 2,700 K $473
Bleached Paperboard 2,000 K @ 095 = 1,900 K $333
Unbleached * 5,600 K @ 090 = 5040K $378
* includes allowance for semi-chemical medium
Total Benefit $1,271
Bleached
Bleached Paperboard 1,600 K @ 095 = 1,520K $266
CNK 1,100 K @ 090 = 990K $173
Total Benefit $439

Packaging Corp

Unbleached
Kraft Pulp 1,400 K @ 090 = 1,260K $95
* includes allowance for semi-chemical medium
Total Benefit $95
Bleached
Market Pulp 100 K @ 090 = 90 K $16
Bleached Paperboard 335 K @ 09 = 318K $56
Total Benefit $71

Temple-Inland

Unbleached

Kraft Pulp 2,400 K @ 090 = 2,160 K $162
Total Benefit $162
Bleached

Market Pulp 1,500 K @ 085 = 1,275K $223

Bleached Paperboard 240 K @ 09 = 228K $40
Total Benefit $263

Unbleached

Assumed Benefit Per Ton $75
Bleached

Assumed Benefit Per Ton $175

Source: Deutsche Bank Estimate, Company Filings, RISI and Industry Sources

Deutsche Bank Securities Inc.
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Appendix 1

Important Disclosures
Additional information available upon request

For disclosures pertaining to recommendations or estimates made on a security mentioned in this report, please see
the most recently published company report or visit our global disclosure look-up page on our website at
http://gm.db.com.

Analyst Certification

The views expressed in this report accurately reflect the personal views of the undersigned lead analyst about the subject
issuers and the securities of those issuers. In addition, the undersigned lead analyst has not and will not receive any
compensation for providing a specific recommendation or view in this report. Mark Wilde

Equity rating key Equity rating dispersion and banking relationships

Buy: Based on a current 12- month view of total share-

holder return (TSR = percentage change in share price 500 579

from current price to projected target price plus pro- °

. . . . 400

jected dividend yield ) , we recommend that investors 39%

buy the stock. 300 |

Sell: Based on a current 12-month view of total share- 200 37% 29%

holder return, we recommend that investors sell the 100 J 4% 31%
stock

Hold: \We take a neutral view on the stock 12-months 0

out and, based on this time horizon, do not recommend Buy Hold Sell
either a Buy or Sell.

Notes:

1. Newly issued research recommendations and target @ Companies Covered Il Cos. w/ Banking Relationship

prices always supersede previously published research.

2. Ratings definitions prior to 27 January, 2007 were:
Buy: Expected total return (including dividends) of
10% or more over a 12-month period
Hold: Expected total return (including dividends)
between -10% and 10% over a 12-month period
Sell: Expected total return (including dividends) of -
10% or worse over a 12-month period

North American Universe
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Regulatory Disclosures

1. Important Additional Conflict Disclosures

Aside from within this report, important conflict disclosures can also be found at https://gm.db.com/equities under the
"Disclosures Lookup" and "Legal" tabs. Investors are strongly encouraged to review this information before investing.

2. Short-Term Trade ldeas

Deutsche Bank equity research analysts sometimes have shorter-term trade ideas (known as SOLAR ideas) that are consistent
or inconsistent with Deutsche Bank's existing longer term ratings. These trade ideas can be found at the SOLAR link at

http://am.db.com.

3. Country-Specific Disclosures

Australia: This research, and any access to it, is intended only for "wholesale clients" within the meaning of the Australian
Corporations Act.

EU countries: Disclosures relating to our obligations under MiFiD can be found at http://globalmarkets.db.com/riskdisclosures.
Japan: Disclosures under the Financial Instruments and Exchange Law: Company name - Deutsche Securities Inc. Registration
number - Registered as a financial instruments dealer by the Head of the Kanto Local Finance Bureau (Kinsho) No. 117.
Member of associations: JSDA, The Financial Futures Association of Japan. Commissions and risks involved in stock
transactions - for stock transactions, we charge stock commissions and consumption tax by multiplying the transaction
amount by the commission rate agreed with each customer. Stock transactions can lead to losses as a result of share price
fluctuations and other factors. Transactions in foreign stocks can lead to additional losses stemming from foreign exchange
fluctuations.

New Zealand: This research is not intended for, and should not be given to, "members of the public" within the meaning of the
New Zealand Securities Market Act 1988.

Russia: This information, interpretation and opinions submitted herein are not in the context of, and do not constitute, any
appraisal or evaluation activity requiring a license in the Russian Federation.
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