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2010 and the majority of 2011 were characterized by
post recession growth and record earnings for many
companies in the industry. Merger and acquisition ac-
tivity increased. Stock values increased and the aver-
age valuation of companies in the industry more than
doubled since the trough early in 2009. The business
environment was good for many companies in the
industry. In our publication from April 2010*, we high-
lighted a few structural issues that we predicted would
impact global economic stability in 2010. We were
wrong as the prediction did not materialize in 2010 but
rather in late 2011 and has continued to do so in the
first half of 2012. Even though the outlook for the se-
cond half of the 2012 is somewhat brighter, with many
of the structural issues still not resolved, it is advisable
to remain cautious.

The following issues were highlighted in 2010 as risk
factors for a potential drop in the economic develop-
ment:

1 Record budget deficits through massive bailout
programs

9 Decline in global economic growth driven by
demand from China originally backed by confi-
dent and ever-spending consumers in the US

1 Instability of the Euro caused by budget deficits
and excessive borrowing in Greece and other
EU member states

1 Rising unemployment and uncertainty about the
future impacting consumer spending

1 A financial sector still recovering from the finan-
cial crisis
Reviewing these issues shows that all of them are
critical for the current economic development and how
they are mitigated will determine the fate of economic
development in the years to come.

The current record level public debt was among oth-
ers caused by the government bailout and economic
stimulus programs during the financial crisis. Govern-
ments that were already structurally ailing from in-
creasing debt levels took action in to save the finan-
cial sector and keep the world economy running. It
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was ignored that the bail outs and stimulus packages
had to be financed in the form of new debt. In most
cases this debt will be has to be paid back through the
regular income of governments i taxes - or alterna-
tively by new debt or through a reduction of services
(spending). At the same time the economic develop-
ment has been very meager. Many economies are still
below or just reaching 2007 levels. This is a reason
why some governments have reached debt levels >
100% of GDP. Ironically the US is in a peer group with
Greece and Italy. In the US the government was near-
ly unable to pay for its federal workers in the summer
of 2011.

While the overall debt levels of the euro area are be-
low those of the United States, most of the European
countries have increased their debt levels as % of
GDP significantly especially impacted by slow or neg-
ative economic development. Meanwhile, the rate of
new borrowings is for many countries above the 3%
that were defined as the maximum when the Europe-
an Monetary Union was formed (Maastricht treaty).
The issue is that the political pressure to keep the Un-
ion together has suspended the enforcement of the
Maastricht treaty criteria. As a consequence, a hum-
ber of countries have faced significant refinancing is-
sues due to their high deficit and public debt. The Eu-
ro Zone has reacted by creating the EFSF (European
Financial Stability Facility) and the EFSM (European
Financial Stability Mechanism) that will be succeeded
by the ESM (European Stability Mechanism) - these
are intended to support countries facing a sovereign
debt crisis. Additionally, the ECB (European Central
Bank) l ent
0489.2 billion in
rates to stabilize European banks and promote lend-
ing to struggling governments. The latest example
being Slovenia which has been speculated to be the
6" European country requiring bailout help. Addition-
ally it seems likely that Spain as one of the larger Eu-
ropean economies will require financial support.

These practices may become future liabilities and can
significantly impact the health of more stable econo-
mies like Germany, Austria, Finland and France. In
the end, the tax payers will have to pick up the tab.
However, the clear commitment by the ECB for unlim-
ited financial support may actually fuel the fire it is try-
ing suppress. Publically subsidized low interest rates
may provide a framework for increased speculation of
the private (financial) sector yet again.

The country currently most under pressure is Greece.
While significant spend reduction programs have been
discussed and agreed, the economy continues to be
in decline (Eurostat currently forecasts an economic
growth of -4.74%, which would be the 5" year of eco-
nomic decline in a row). A number of issues remain
uAsdivéd) hAd the Yueshohr Wiethgm GlREde Pshauld?
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remain in the euro at all continues to heat up the pub-
lic discussion. However, in fear of further turmoil with
negative impact on the euro area, creditors have indi-
cated readiness for further support. Political discus-
sion turns towards providing more flexibility and giving
Greece more time as it is clearly unrealistic to expect
short term results. According to the European Com-
mission Greece has received 380 B Euros of foreign
support by April 2012.° Whether Greece will ever be
able to repay this huge loan has to be questioned.

The Greek situation has led to the start of a shift in the
mindset of a number of European countries. Across
Europe, public debt has become a major topic. In Ita-
ly, a new government is working on restructuring the
economy and fiscal politics; the EU is discussing op-
portunities for reinvigorating the 3% deficit limit i and
finally also introducing penalties for not adhering to it.
However, it remains to be seen whether Europe will
really be able to reinvent itself by breaking up rigid
structures, restructuring public spending and adopting
a sustainable approach to fiscal policy or whether the
easy way out will be chosen (i.e. increasing taxes and
further increasing money supply). The current euro
crisis also affects markets outside of Europe, as can
be seen in Figure 1, which shows the effects of the
Euro Area crisis on the economies globally.

Figure 2.2. The Effects of an Intensified Euro Area Crisis on Various Regions
(Peak deviation of output from WEQ baseling)
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Source: IMF staff estimates.

Figure 1: The Effects of an Intensified
Euro Area Crisis on Various Regions3

Both big global currencies, the US Dollar and the Euro
are suffering structurally. The biggest holder of US
debt is China. It is understandable that current devel-
opments are observed with great concern as the value
of trade surpluses diminish with a weaker USD. China
has supposedly shifted some of its USD portfolio to
European bonds only to find out that the issues are
the similar. As there is a lack of trusted currency alter-
natives demand for the Swiss Franc has increased to

2 http://www.tagesanzeiger.ch/wirtschaft/agenturen-
ticker/EUKommission-Griechenland-bisher-mit-380-Milliarden-
Euro-gerettet/story/21145648
Source: IMF i World Economic Outlook i Growth Resuming,
Dangers remain (WEO), Apr. 2012
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significantly that the Swiss Central Bank is keeping
the Swiss Exchange rate at 1,2 vs. the Euro to sup-
port competitiveness of the (very export-oriented)
Swiss economy. These developments show how in-

terconnect ed oniasdaey At she same n

time it also shows that the dominance of the western
political and economic system is disappearing.

The global economic development since the financial
crisis has narrowed the gap between western econo-
mies and BRIC countries. It is understandable that
these countries are demanding more influence and
are becoming increasingly vocal.

While it was widely believed the crisis was overcome
in 2010 because many companies were announcing
record earnings and the growth rates were acceptable
in many countries, Figure 3s hows t hat
growth rates were well below pre-crisis levels. South
America, parts of Africa, India, Middle & Northern Eu-
rope and the Middle East are developing better than
before the crisis from a GDP perspective. The reality
is also that in Europe about 15 million jobs were per-
manently lost during the last crisis, and 17 million new
jobs still need to be created in order to reach Europe
2020 6 s’ ImgtheaUS, the unemployment rate has
been decreasing quite constantly since the beginning
of 2011, however, at 8.1% in August 2012, it is still 2.3
percentage points above the long term average of
5.8% (from 1948 to 2012). The issue is that unem-
ployment rates are the highest among youth. In Spain
and some other countries in Europe the unemploy-
ment rate among youth is >40%. It is evident that this
situation provides a big social risk if not mitigated
quickly. Apart from the social consequences these
nations risk a loss of productivity and international
competitiveness through emigration of the better
qualified population.

Figure 2.1. Current Global Growth versus Precrisis Average
Percentage point difference in compound annual rates of change between 2011-12 and 2000-07)

M Below-2
[ Between -2 and 0
a nd 2
B
Otn

Insufficient data

Figure 2: The global growth 2011 versus pre-crisis average5

Whereas the U.S. Economy has grown slightly
throughout 2011, the growth in Asia continued to be
moderate 1 although below pre-crisis levels. While

“Source: OECD. Europe 2020606s
market participation for all people aged 20 to 64
° Source: IMF i World Economic Outlook i Slowing Growth, Rising

Risks (WEO), Sept 2011
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only to a limited extent, the euro area crisis has weak-
ened Asiabs exports in t
figure 2). China installed a domestic growth program
to compensate. While China will continue to grow
(IMF estimation >8% in 2012 and 2013)°, the question
will remain, whether its domestic demand will be resil-
ient enough to counterbalance negative influences
from the US and Europe. Every percent lower growth
will automatically lead to declining growth rates in
western economies, especially in export oriented
countries like Germany.

Figure 2.8. Asia: Revisions to 2012 GDP Growih Forecasis
(Ghangs In parcantage poinis Fom Saplamber 2071 WEQ projections)
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Figure 3: Asia: Revisions to 2012 GDP Growth Forecasts’

Economic impacts on the pulp and paper
industry

In a press release from September 6" 2012, the
OECD reports that economic growth in the major in-
dustrialized economies (G7) has nearly come to a
halt. According to their forecast, the three largest
economies of the euro area (Germany, France and
Italy) will shrink at an annualized rate of 1% in the
third quarter and at 0.7% in the fourth quarter. In the
United States, GDP growth is forecasted to accelerate
to 2% in the third quarter of 2012 and to 2.4% in the
fourth quarter, compared to 2% and 1.7% in quarters
one and two respectively. In Japan GDP growth de-
clined by 75% from 5.5% (impacted by Tsunami re-
covery) in quarter one to 1.4% in the second quarter.
For the third quarter in 2012, a negative growth of
2.3% is forecasted. In its most recent publication on
the World Economic Outlook from July 2012 (update
on WEO from April 2012, mentioned above)®, the IMF

6 Source: IMF 7 World Economic Outlook i Slowing Growth, Rising
Risks (WEO), Sept 2011
Source: IMF 7 World Economic Outlook i Growth Resuming,
Dangers remain (WEQ), Apr. 2012
Source: IMF i World Economic Outlook i Slowing Growth, Rising
Risks (WEOQ), Sept 2011
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has adapted its previously more optimistic forecast for

h e 2012 a (slawnwgrd arevisienr of dfl-0.2 (pdrckntafes e e

points). Although the downward revision was not as
significant the last time it occurred in January 2012,
the IMF repeats its warning about a dangerous phase
in the global economy. According to the paper, the
biggest threat is the possibility of the euro area crisis
escalating further due to deficient policy actions.
Some of the other downside risks that are stated in-
clude the fiscal problems in other advanced econo-
mies as well as the potential further slowdown in the
growth of the emerging market economies.

Manufacturing purchasing managers index (PMI)
Diffusion Index
64m = Euro Area
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Figure 4: Purchasing Managers Index’

The PMI is an early economic indicator for the manu-
facturing sector as is represents Purchasing Manag-
ers éxpectations who are in turn ordering raw materi-
als and supplies for manufacturing processes. The
PMI index is based on five major indicators: new or-
ders, inventory levels, production, supplier deliveries
and the employment environment.

After dropping significantly since the beginning of
2011 7 the decrease was especially abrupt in Europe
i the purchasing manager Index (PMI) showed signs
of recovery again towards the end of the year. How-
ever, since the second quarter of 2012, a downward
trend can be observed i especially for Germany. After
a relatively strong first quarter, even US expectations
are down.™

The pulp & paper industry is naturally impacted on
both the demand and the supply side.

Demand was good in the first half of 2011, but was
slowing down for most segments in the second half,
with increasing payables levels. Despite a recovery
since 2009, demand in many segments is still below
pre-crisis levels. In general, the global pulp demand is
expected to stay stable but there are significant geo-
graphical differences i whereas demand is expected

o Source: World Bank i Development Prospects Group, Feb 23,
2012

1 . . . . . .
0 As this paper was written interestingly PMI index in Europe was
up
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to weaken further in the US and especially in Europe,
strong demand growth is expected in the emerging
markets. While demand in the packaging segment is
currently still relatively good, it is expected to drop in
the fourth quarter of 2012. In the printing and publish-
ing sector, the development remains overall negative
T a trend that attests to the general structural changes
in these segments.™*

Global pulp prices reached their peak in summer
2011. However, after falling about 20% from July to
December 2011, there were again moderate hikes at
the beginning of 2012. Since May 2012, the pulp pric-
es have been declining again. Except for some indi-
vidual announcements of price hikes, no significant
changes are expected for the last three months of the
year. In the packaging business, price hikes have
been announced both in the US and in Europe, how-
ever it remains to be seen whether they will be imple-
mented. Recovered (Waste) Paper has remained rela-
tively stable since the beginning of 2012. For some of
the grades that dropped from April to July 2012, the
prices are expected to stay stable or decline slightly in
the fourth quarter of 2012. However, due to large Chi-
nese recovered paper imports, RISI suggests that
volatility in the medium-term is probable.™

As forecasted in our industry overview from March
2012, the first two quarters of 2012 continued to wit-
ness a decline in wood costs that commenced in the
fourth quarter of 2011.. In many markets, wood prices
have come down to 2010 levels. Especially costs of
hardwood fibers have fallen significantly. The Hard-
wood Wood Fiber Price Index (HFPI) reached its low-
est level in two years in the second quarter of 2012,
after falling by 4.4% to 104.88/odmt (compared to
109.71/odmt in Q1/2012 and 117.94 in Q3/2011). The
Softwood Wood Fiber Index (SFPI) fell by 4.1 % to
100.54/odmt from Q1/2012 to Q2/2012. Due to the
many factors that cause uncertainty in the market (po-
litical as well as economical), along with softening
mar kets on
weaken further during the upcoming months.

Most of the chemical prices increased slightly in the
first half of 2012. After plummeting in January and
February 2012, transportation and logistics costs in-
creased again, reaching their peak in May and again
in July." Costs have stayed way below the levels of
the fourth quarter 2011 the whole time, however, and
have recently returned to very low levels again in Sep-

1 Source: Preliminary statistics CEPI 2011

12 RISI VIEWPOINT: What is behind the turbulent global recovered
paper market and where is the market headed? i Accessed on
Sept 20, 2012
StepChange fARoll ercoaster rides
down i an upate review of the global economic climate and the
state of theindust r y o, publ iORREIEUr6pean Pulph e
and Paper Conference

4 .
Baltic Dry Index, accessed on September 20th 2012
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tember. Price hikes are anticipated for the fourth quar-
ter of 2012.

Financing costs have remained (artificially) low
throughout the crisis. In light of burdening debt, inter-
est rates for some countries with a bad credit rating
have increased. Even the US was downgraded, but
interest rates have remained low. For some months,
declining interest rates can also be observed in the
Euro area, where even Italy and Spain are reporting a
positive development. However, the debt crisis will
most likely continue to have a negative impact on the
whole European economy and it can be expected that
interest rates for better-off countries in Europe will
also increase.
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Figure 5: Development of interest
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rates across selected countries

The low interest rates in the US can only be sustained
as long as global creditors continue to maintain a high
level of confidence in the strength of the US economy.

It can be expected that with increasing risk levels, fi-
nancing costs will also increase for companies in the
pulp and paper sector.

M&A continues

2011 and the first half of 2012 were characterized by
a number of important and game changing acquisi-

t h woodb prigee areslikely ©0i d ¢igns with a total value of more than $13 billion.

9 May 2011: Rock Tenn acquires Smurfit Stone
for a total acquisition value of $5 billion making
Rock Tenn the second largest containerboard
producer in the US with $9 billion in revenue

1 August 2011: UPM acquires Myllykoski for $1.3
billion helping the much needed consolidation in
printing and publishing grades in Europe

1 September 2011: International Paper acquires
Temple-Inland for a total value of $4.3 billion

1 April 2012: Billerud and Korsnas merge

I'l: What goes wup wil!/l come

2
z

15 Source: OECD & ECB, September 2012. Defined as long-term
(in most cases 10-year) government bond yields.

4 of 12



Rollercoaster Rides llI:

A review of the global economic climate and the financial state of the industry

G StepChange
Consulting

9 July 2012: DS Smith acquires SCA Packaging
Business (excluding two kraftliner mills in Swe-
den) for a total value of $2.1 billion

{1 July 2012: SCA acquires Georgia-Pa c i fu-c 6 s 6%
32

ropeantissuebusi ness for 01l.

Billion)

9 July 2012: Mondi moves further into flexible
packaging by acquiring Nordenia a consumer
packaging producer in Germany and expands
corrugated packaging by acquiring Duropacké s
corrugated operations in Germany and the
Czech Republicf or a total val

The above examples show that the industry continues
the acquisition path. However, there are large differ-
ences between Europe and the US. In general, the
industry in the US is a lot more consolidated but with
the recent deals in Europe, it seems as if Europe
might catch up a bit on the bigger M&A Deals: For
example, the combined market share of Rock Tenn
and International Paper in containerboard after the
acquisitions is close to 60%. Whereas in 2011 in Eu-
rope the top 5 players had 56% of market share - after
the DS Smith/SCA deal, the two largest companies
(Smurfit Kappa & DS Smith) have now around 45% of
paper capacity. However in Europe, 30% of the mar-
ket is still owned by more than 40 companies with less
than 1% of market share. Other segments such as
printing & writing in the US are also a lot more consol-
idated than in Europe. So far the larger players have
been mainly focusing on consolidating their internal
portfolios, improving profitability and managing ca-
pacities. Smaller players have grown regionally
through acquisitions or expanded their local market
positions. Overall strategic positions have improved.
However further consolidation is essential to improve
overall industry profitability and capital returns.

Analysis of financial performance

StepChange has analyzed financial performance of
the major stock listed companies in paper and pack-
aging sector to compare the financial development
from 2009 to 2012 across the different continents.*®

In 2011 asset consolidation and closure continued
within many areas of the industry. Major players have
sold non strategic assets to improve their balance
sheets.

According to PPl magazine, in 2011 closures in Eu-
rope reached > 2.3 million tons, with more than half in
the graphic papers segment. New capacity on the
market totaled > 0.3 million tons, of which almost half
of the capacity came from the tissue sector.

16 Where data for the entire FY 2012 was not available, extrapolat-
ed Q1-Q3 were used. No data was available from the selected
Asian companies for the financial year 2012.
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Regional comparison of the EBIT development shows
that the average profitability in 2010 was on a similar
level for all regions with the most significant increase
in profitability by European companies. US companies
have performed surprisingly stable although 2009 re-
sults were impacted by green energy subsidies (for
burning black liquor). Whereas EBIT for the European
and Asian peers decreased in 2011, US profitability
shows a positive development from 2010 to 2011
(from 6.6% to 7.5%). Current (2012 Q2YTD) results
are similar in the US and Europe.
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Figure 7: Working Capital Development US, Europe & Asia

As can be seen in Figure 7, the development of Work-
ing Capital from 2010 to 2011 is similar in all three
regions. After decreasing Working Capital in the crisis
year of 2009, the European companies have not been
able to maintain the low level; from 11.9 % in 2009,
the Working Capital has increased to 14.8% in 2012
(deterioration of 24%). US companies have also failed
to maintain the low level of 12.8% they had reached in
2010, as Working Capital now has increased to 14.6%
(deterioration of 14%).
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A reason for this development could be a shifting fo-
cus of companies away from post crisis liquidity man-
agement towards growth or supply chain strategies.
Working Capital of Asian companies remains high and
has increased by 18% since 2008 to 19.2% in 2011. A
deeper analysis by industry segment will provide addi-
tional insight.

Graphic papers peer group

Graphic Papers i EBIT Development
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Figure 8: Graphic Papers i EBIT Development

As can be seen in Figure 8, average industry profitabil-
ity of companies in graphic papers has increased sig-
nificantly - from 3.6% in 2009 to 5.5% in 2011. While
European companies were ahead in 2010 (7.3%
compared to 5% in the US and 4.7% in Asia), in 2011
the picture was the opposite US companies managed
to significantly improve their profitability (from 5% to
7.5%) whereas EBIT in Europe dropped by a third
(from 7.3% to 4.7%). Asia saw a slight decrease of
EBIT from 5.6% in 2009 to 4.7% in 2010 and stayed
stable during 2011. 2012 figures point again to a re-
versed situation between Europe and the US. YTD
EBIT is 6.3% in Europe compared to 4.6% in the US.
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Figure 9: Graphic Papersi EBIT Development per Company
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The overview of this peer group shows the develop-
ment by company and highlights the significant
spread. Most of the companies have constantly deliv-
ered positive results T especially strong and constant
profitability has been reached by Portucel, Mondi, In-
ternational Paper and Domtar. In contrast, companies
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like Resolute Forest Products (former AbitibiBowater),
Norske Skog and Verso show a very volatile devel-
opment in profitability. Norske Skog and Verso are the
only companies reporting negative EBIT in 2012 so
far. The portfolio of some of these companies is more
exposed to the declining publishing segments which
may explain performance. Other companies however
with a very high level of exposure to these markets
manage to maintain a higher level of profitability
(Lecta/Sappi/lUPM vs. Verso or Resolute Forest Prod-
ucts).

Graphic Papers i Working Capital Development
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Figure 10: Graphic Papers i Working Capital Development

From 2009 to 2010, the average weighted Working
Capital ratio remained stable at 14.1%, but increased
to 15.4% in 2011, where it was strongly affected by
the very high WC ratios of Asian companies. This sig-
nificant increase in Working Capital occurred largely in
Q3 and Q4 2011. 2012 current developments point to
a further increase in Working Capital for the financial
year 2012. The overall deterioration of WC levels
points to a lack or changing focusi either explained by
an overall positive economic expectation or potentially
also because of low interest rates.
Graphic Papers 1 Inventories, Receivables and Paya-
bles
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Figure 11: Graphic Papers Inventories by Company

Throughout the last three years, inventories have re-
mained fairly stable for most companies in this peer
group, however, in the first two quarters of 2012 the
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inventory levels have increased significantly from 45.8
days in 2011 to 47.0 days (increase by 2.6% or 1.2
days). Overall 8 out of 11 companies have increased
their inventory levels from 2011 to 2012. The increase
has been especially high for Verso and Portucel (6.9
and 11.4 days respectively). However, two companies
in the peer group have managed to reduce their in-
ventory levels from 2011 to 2012: Holmen by 2.4
days and UPM by 1.8 days. The significant increase in
S C A @K (Days Inventories Outstanding) in 2011 is
coherent with the divestment of SCA Packaging to DS
Smith.*’
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Figure 12: Graphic Papers - Working Capital Levers

The analysis of Working Capital by receivables, paya-
bles and inventories provides more insights. As Figure
12 shows, DSO (Days Sales Outstanding) are the
main driver for the overall increase in Working Capital.
Whereas in 2010, companies required on average
60.9 days to collect their money from the customer, by
mid-2012 65.8 days are required (increase of 8% or
4.9 days). DIO, just like DSO, had a positive devel-
opment from 2009 to 2010 (inventories dropped from
46.2 to 44.9). However inventories have increased
since then by 2.1 days in Q2 2012 (44.9 days in 2010
vs. 47 days in Q2 2012). On the other hand, DPO
(Days Payables Outstanding) decreased steadily from
2009 to 2011. In 2009 companies received 56.5 days
of credit from their suppliers and in 2011 only 53.4
days (decline of 5.5% or 3.1 days). During the first two
quarters of 2012, DPO have increased marginally.
Overall, all three working capital levers have devel-
oped negatively since 2010, the most significant de-
cline being 4.9 days more of DSO since 2010.

Graphic Papers i Gearing

17In SCAOGs Financi al Report for
packaging business was excluded from the consolidated income
statement due to the planned divestment - this influences the DIO
figure, calcul ated as
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Figure 13: Graphic Papers - Gearing Ratio by Company

Overall, over half of the peer group companies man-
aged to reduce their gearing from 2009 to 2011 (ex-
ceptions being e.g. Sappi and Nippon). Companies
with negative ratios have not been included. In the
recent years, all major companies had made it a pri-
ority to reduce gearing . This had improved healthi-
ness of balance sheets and has formed the basis for
most of the recent acquisitions. As suggested in our
previous Industry Overview from March 2012, the
effects of the increased M&A activity are starting to
show and since 2011, the trend for all three regions is
rather positive. Whereas the gearing of European
companies has stayed relatively stable at 1.3, US
companies have moved from 1.7 in 2010 to 2.3 by the
second quarter in 2012 7 a direct effect of the big
M&A deals. In general, it can be seen that there is a
big difference between the continents. Asia is lever-
aged the most and Europe the least. US companies
dramatically reduced their financial leverage from
2009 to 2010 (reduction of 37%), but have increased it
since then again by 0.6 to 2.3. European balance
sheets are healthy enough to allow for further consoli-
dation.
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Figure 14: Graphic Papers - Gearing Ratio Development
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Graphic Papers i Cash Flows

The analysis of cash flows reveals the financial health
of companies and the ability to finance investments
internally. The higher the operating cash flow the
stronger a company®és
organic growth through investments or through acqui-
sition. On the other side a company with a strong cash
flow and a low market valuation becomes a potential
takeover target as
through cash flow is possible. In a normal operating
environment the operating cash flow (OCF) will be
higher than the free cash flow (FCF), the difference
being investments. If OCF is significantly higher than
FCEF this signals a time of bigger investments such as
assets being built whereas a smaller difference sig-
nals minor investments or potentially just stay-in-
business investments. If FCF is bigger than OCF this
typically shows that a company is divesting. In 2010
and 2011 most companies had a rather small differ-
ence between OCF and FCF. Companies with bigger
differences due to investments are Holmen, Oji and
UPM in 2011. Some companies have divested; exam-
ples are Norske Skog and Resolute Forest Products 1
both companies heavily exposed to Newsprint.
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Figure 15: Graphic Papers - Operating and Free Cash
Flows 2010 & 2011
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Packaging peer group

Packaging papers are a growing segment despite the
pressure to reduce packaging. The market is growing
as the economy continues to grow globally. Most of

gr owt hecgnoitivéstinentsehhive begn nvabeeirt thie gegmiertt

with an emphasis on recycled capacity. Whereas vir-
gin-based packaging materials accounted for 60% of
the global containerboard capacity in 1990, today they

ir gigna y mreyrcdvér sormef 30%t°. IHewever Ctie wded for virgin-

based packaging material remains, as the recycled
grades cannot offer equivalent strength and durability.
Also virgin based paper is needed as a raw material
base for the recycled grades.

Regionally, Europe and Asia have seen significant
expansion projects in recycled capacity whereas there
have been no significant investments in the US which
has an asset base consisting of mostly virgin-based
containerboard. The US is the biggest exporter of
waste paper with most of it feeding the huge demand
in China which has invested in recycled container-
board/linerboard capacity. Recycled based paper pro-
ducers in the US have had a cost advantage com-
pared to traditional kraft producers with the limited
availability of waste paper based packaging papers.
On the other side the US continues to supply many
regions of the world with kraft papers. The low US
dollar has helped maintain competitiveness of US
kraftliner globally. In Europe the situation is the oppo-
site from the US. There have been no significant in-
vestments in kraft paper assets so that local produc-
ers have been reasonably well off supplying the local
markets although many mills are on the lower tier of
the cost curve. China has a tremendous demand for
Containerboard in line with the growth of its economy.
Significant investment plans are implemented. As an
example Nine Dragons is planning to expand at a rate
of 3-4 paper machines per year.

In anticipation of future recycled containerboard de-
mand, there were significant investments in Europe in
2008 and 2009. New capacities in 2012 have been
introduced in the UK and more is to follow in Poland in
2013. In the US it can be expected that after years of
capacity consolidation and with the increasing ma-
chine age there will be new capacity growth in recy-
cled segments. Despite temporary imbalances be-
tween supply and demand it can be expected that this
segment will continue to grow. On the one hand there
are limiting growth factors such as the trend towards
lower grammages, the pressure to use less packaging
and in some cases substitution of paper based pack-
aging with reusable plastic containers.

On the other hand it can be expected that paper de-
mand will grow as paper is a renewable raw material
source compared to plastics and there is an increas-

19 psyry at ICCAIWCO Global summit, May 22nd-25th 2011
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ing awareness of the advantages of using paper as a
raw material base. Additionally there is a trend to-
wards higher quality paper based packaging for cer-
tain consumer products using the packaging material
as a differentiator to promote products. Most im-
portantly, the globalized economy with increasing
movement of goods will lead to higher packaging de-
mand. Demand is expected to rise as much as 27%
by 2015%.

As the demand in emerging markets (focused on re-
cycled grades) is increasing, raw material prices for
waste paper have soared. The demand in China is
influencing the cost curve of any producer globally.
The challenge for many producers in Europe has not
just been the price of waste paper but even just secur-
ing the supply. Therefore many recycled producers
are investing in securing their supply in order to get
some control over the raw material base.

The other side of the picture is the supply side. The
degree of market consolidation and capacity discipline
strongly influences profitability. There is a big differ-
ence between the US and Europe. In the US, the con-
tainerboard markets are much more consolidated with
only 2 players (after recent acquisitions) controlling
nearly 60% of the market; in Europe the top 4 have
only 56% of the market share and >40 players have a
market share of 30%. With the current strong balance
sheets, further consolidation will most likely happen
also in Europe -t he acqui sition
business by DS Smith being one such example.

Packaging 1 EBIT Development

The EBIT development has been very positive since

2008.
Packaging Development of EBIT % TO per Regiol
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Figure 16: Packaging i EBIT Development

As the peer group overview shows, US companies
seem to have been less hit by the economic crisis in
2009. In part this is due to green energy subsidies but
may also be explained by the higher share of kraftliner

20 Latin American Containerboard Outlook i AICC Mexico, May 19
2011
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which maintained a higher price throughout the reces-
sion.

In 2010, however, the weighted average EBIT of US
companies dropped by 2.6 pp to 6.7% - below the Eu-
ropean level of 8%. By the end of 2011, US compa-
nies had managed to improve their EBIT, whereas the
weak results in Q4/2011 reduced the weighted aver-
age EBIT of European companies to 5.8% (a de-
crease of 28% compared to 2010). YTD 2012 figures
point to a more profitable year for European compa-
nies with an EBIT increased of 43% to 8.3%. US EBIT
has so far decreased to 7%.
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Figure 17: Packaging i EBIT Development per Company

Even throughout the economic crisis in 2009, most
companies managed to improve their EBIT. By 2010
all of the peer group companies had achieved a posi-
tive EETO Fhe tﬁeav\féiéhf’e& Avé&rdbe of 7.5% in 2010
was greatly affected by the strong rebound of compa-
nies like Stora Enso, Mondi and Smurfit Kappa How-
ever, 2011 proved to be the turning point: as
StepChange predicted in September 2011%, Q4 2011
was characterized by falling profits, leaving the indus-
try with an overall weighted average EBIT of 6.6% by
the end of 2011. Only 5 out of the 14 companies in the
peer group succeeded in significantly improving their
EBIT from 2010 to 2011 and from 2011 to 2012. Inter-
national Paper and Rock Tenn have had a decreasing
profitability in 2012 so far, the other US companies in
this peer group, namely Graphic Packaging and
Packaging Corp. of America, have significantly im-
proved their EBIT in the first two quarters of 2012,
compared to 2011. Also worth mentioning is the im-
pressive turnaround of the Finnish company Metsa
Board that has managed to increase its EBIT from i
8.6% in 2011 to 14.25% by Q2 2012 i although over-
all financial performance is very volatile.

21StepChange, Rol l ercoaster
down i A review of the global economic climate and the state of
the industryo, published for
Products Conferenceo
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Packaging i Working Capital Development

After plummeting in 2009, companies have in general
not been able to maintain the low level of Working
Capital, except for the US, where companies have
further decreased Working Capital from 11.5% in
2009 to 11.2% in 2010. Since then, the trend has
been dramatic in both regions with Working Capital
level having increased by 30% from 11.1% in 2010 to
14.4% in 2012.
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Figure 18: Packaging - Working Capital Development

In general, high volatility in the development of the
Working Capital can be observed within the peer
group. Although the overall average Working Capital
ratio of 14.4% is greatly influenced by the high num-
bers of SCA and Rock Tenn (both affected by the re-
cent acquisitions mentioned on pages 3 & 4), there is
more to the story: The fact that only 3 out of 10 com-
panies (Rock Tenn, Mead WestVaco and Smurfit)
were able to decrease their Working Capital from
2011 to 2012 indicates that this negative trend con-
cerns most companies.?

Compared to the European peers, US companies
have continuously had higher Working Capital figures
in the last 4 years. Further, from 2010 to 2011 the gap
has grown significantly; whereas in 2010 the WC dif-
ference between the regions was 0.1 pp. By the end
of 2011 it had increased to 1.2 pp. Overall, some
companies still have big potentials in Working Capital
reduction especially considering that the low operating
cash flows correlate with high working capital levels at
some of these companies.

Packaging 7 Inventories, Receivables and Payables

22In SCAOs Financi al Report for

packaging business was excluded from the consolidated income
statement due to the planned divestment - this influences the
Wor ki ng Capital ratio,
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Figure 19: Packaging i Inventories by Company

Analyzing inventories in the packaging peer group
shows a similar picture to the graphic papers peer
group. While inventory days have dropped for some
companies since 2009, there are few step-change
improvements in Working Capital. By 2012, Billerud
and Mayr-Melnhof are the only exceptions to have
achieved significant improvements. In general, after
most companies successfully reduced inventories in
2008, the development has been negative. 8 out of 14
companies in the peer group have increased their in-
ventory days since the beginning of the current year.
However, it is interesting to note that inventory levels
differ significantly within the peer group.

The lowest figure in the last 4 years was 28 days
(2011; DS Smith), the highest 77 days (2010; Nine
dragons). The DIO of Rock Tenn and SCA (57 and 58
respectively) should be considered separately since

they are most likely influenced by the compan i ee 6

cent acquisitions. In general, US companies have
lower DIO than their European peers.
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Figure 20: Packaging - Working Capital Levers

The development of the Working Capital levers DSO,
DIO and DPO in the packaging peer group follows a
similar pattern to that in graphic papers 1 in general
the trend has been negative. As Figure 20 shows,
there is a clear upward trend since 2009 in DSO and
DIO. Although DSO decreased by 1.9 days in Q2
2012 from 60.2 days in 2011, they have increased by
Q4 day8,¥rbm 53.@in 2009 0588 ddys bythei end of
Q2 2012. At the same time, DPO have dropped steep-

cal cul at ely daring theyprexious gindceuprent year, reaghinged?.3e i
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days by the mid-2012 (Deterioration of 4.5 days or
8.4% compared to 2009). Potentially companies focus
on other areas as operating rates and sales may be
more in focus and the cost of Working Capital is rather
low considering current interest rates (with good fi-
nancial ratings).

Packaging i Gearing

The development of gearing in the packaging group
follows a very similar pattern and is similar in value to
gearing levels in graphics, but less volatile. The
weighted average gearing has remained at 1.8 after
dropping to 1.6 in 2010. As in the Graphic Papers
group, US companies have had increasing gearing
ratios since 2010 i mainly driven by M&A activity. In
Europe gearing ratios have decreased from 1.4 in
2011 to 1.2 by the end of Q2 2012. These values al-
low for bigger scale M&A activity in Europe.
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Figure 21: Packaging i Gearing Ratio

As many as 6 players have managed to outperform
the weighted average throughout the last 4 years. The
lowest gearing in 2012 so far is 0.6 for Austrian family
controlled Mayr-Melnhof. International Paper has the
highest gearing ratio of 3.6 i impacted by two large
scale deals over the last 5 years. However, it is worth
mentioning that although still high, International Paper
has decreased its gearing by 29% from 5.1 in 2008.
Overall, most companies have managed to achieve
and sustain a healthy financial leverage. Additionally it
needs to be stated that gearing ratios below 1-1.3
may be t oo
opportunity to grow. Additionally it becomes very diffi-
cult to achieve a high return on equity (ROE). The re-
duction in gearing ratios is also a good preparation for
potential acquisitions.
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Figure 22: Packaging - Gearing Ratio per Company

Packaging i Cash Flows

The analysis of cash flows reveals the financial health
of companies and the ability to finance investments
internally. The higher the operating cash flow, the
stronger a
organic growth or through acquisitions. On the other
side, a company with a strong cash flow and a low
market valuation becomes a potential takeover target
as fArepayment o of t he
becomes rather fast. In a normal operating environ-
ment the operating cash flow (OCF) will be higher
than the free cash flow (FCF), the difference typically
being investments. If OCF is significantly higher than
FCF this can be due to big investments, whereas a
small difference signals minor investments or poten-
tially just stay-in-business investments. If FCF is big-
ger than OCF this is typically due to divestments or a
consolidation of activities. In 2010 and 2011 most
companies had a difference of 4-6% between OCF
and FCF which signals asset investment behavior.
Companies with bigger differences due to investments
are Packaging Corp., DS Smith and Billerud. Excep-
tional is Nine Dragons with an extremely negative
FCF due to its aggressive expansion plan. Metsa
Board is the only company in this peer group to in-
crease its cash flow through divestments in 2011.
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Figure 23: Packaging - OCF / FCF development 2010-2011

Summary

Profitability of companies in the pulp & paper industry
has increased, despite the general downward trend in
the late 2011. Although average profitability in Europe
and the US have returned to similar levels again by
the end of the second quarter in 2012, the develop-
ment on the two continents has been different.
Whereas EBIT development 2012 has so far been
positive in Europe, US companies have had to face a
significant decrease in their profitability compared to
2011. However with 2012 Q2 results profitability in the
US and Europe has returned to similar levels (6.5%
and 6.7% respectively). In contrast to the 80s and 90s
most companies have streamlined their assets, devel-
oped a clear strategy and executed on it. This focus
has paid off. The majority of companies have solid
balance sheets and a good profitability. However, the
transformation of the industry is not completed yet.
More consolidation can be expected and many com-
panies are on the acquisition path. In Europe further
consolidation is necessary; in Asia markets are devel-
oping and still promise big opportunities. In the US a
lot of big consolidation has taken place.

While the packaging markets can be expected to grow
there is a question mark about the rate of decline in
the printing and publishing segments. In these seg-
ments the industry has in many cases been too opti-
mistic and was often lagging behind on capacity man-
agement. Office papers have performed well over the
last years as they have profited from the digitalization
and the need to print information in office or home use
environments. Digital print has good growth rates and
compensates some of the losses in other areas. How-
ever, information printed often represents a manual
break in an otherwise digital chain. The increasing
usage of mobile devices with a seamless exchange of
information may significantly impact the demand for
office papers. Additionally a new generation of digital
fi n at imayenst accept paper based work flows. Un-
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solved issues remain for companies active in these
segments.

While the industry itself is truly global it needs to be
noted that there is only one company (IP) playing a
significant global role with assets outside of its core
market. Most companies are rather international than
global. Comparing the pulp and paper industry to oth-
er global natural resources industries (such as metals
or mining, not to mention oil) there is still a big gap
with respect to the industry structure. Longer term this
becomes a real opportunity for companies having
completed their homework.

Pulp and paper companies have managed well
through the last crisis. Interestingly there were no ma-
jor bankruptcies despite weak financials of some
companies. The crisis forced many companies to
make the necessary changes. The economic outlook
remains unclear in light of the global imbalances and
the increasing uncertainty. With the lessons learnt
from the financial crisis the industry should be better
prepared to deal with a next potential downturn. Man-
aging against the expectation of continued economic
growth may be too easy.
and he who lives must ifJe-
hann Wolfgang von Goethe).

About StepChange Consulting

StepChange is an industry focused and independent
management consulting company with a proven track
record in supporting clients to achieve sustainable
value. StepChange provides support to top tier organ-
izations in the industry from strategy development to
implementation of operational improvements. With an
international team of industry experts StepChange
can hit the ground running. StepChange provides in-
novative and yet pragmatic solutions, placing an em-
phasis on delivering measurable business results.

For further inquiries and comments regarding this
Point of View please contact us at
leafrog@stepchange.com.
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