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desigrim 2006 was a busy year, a year of promised action

and significant change. We took significant steps

to transform our business - just as we said we would.
And v&e continue to change in dramatic ways. |

At Neenah Paper, change is great.
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Qur path will not be the
one of least resistance.

We do what we think is
right, challenge each other
and work to make the
future happen. That's our
way. And, | hope you agree,
we think it's working.




independ'e-r:lt compaiy nd Neengh is & great deal dif-
ferent than ‘It WE . \lovember 2004-and ready for
more. We b;g—:'lie , what ft t@[k@@ to succesd:
discipline, P!;ard workéalte 2N UNCOMMON sense of
where we wiant to’ @[m@ﬂ what W@ need te do.

In 2006 we mr fé@ﬁ'w@fr@] with strategic, com-
plementary|initiati [ﬁ)@ number of areas: clivesting
our Terrace|Bay perations, é@ﬂﬂﬁng half @ million
acres of timberlan Neva Scotia and acquiring
FiberMark's Ge-rr"n.; linical @@d specialty papers
business. Qur progr wﬁﬂﬂ continue in 2007, as we
recently coTan'ete‘, e purchase of Fox River, adding
FEICHMWVEIIRIGIIWLE - - incls and the promise
of importa nt ben : gé)g%\\ﬂ(-"-;} comibine Fex River with

our existing flne of ousiness.

Neenah is nG kiohe growing. We'll continue to
explore opportu it[&m@it create value and are
the right ﬂt%with ol @"_._ nesses and skills. Because,
while bigger is mc litter is better. That’s how

we will grow.
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(UN)
CONVENTIONAL
INSIGHT

In pursuing acquisitions
you can get bigger first,
then work on getting better.
Or, you can pursue focused
expansion, seeking com-
plementary strengths.

And be advantaged from
the get-go.

We see technical products
as an opportunity space —
collaborating with our
customers to create and
deliver unique products -
with room to grow. We
believe in this business and
are investing in it. With the
purchase of what is now

Neenah Germany, we have
nearly tripled the size

of our technical products
business and greatly
expanded its product
portfolio, global footprint,
customer access and
technological capabilities.

The acquisition gives us
multiple opportunities

to converge best practices
and drive synergies where
we overlap in products
such as high-performance
tape, abrasives and
printing and coating sub-
strates. It also provides

a dynamic platform to
merge and improve tech-
nologies in the pursuit

of new areas of growth.
And the acquisition
expands the business into
areas such as premium
transportation filter media
and nonwoven wall cover-
ings that are both growing
and profitable. We have
quickly moved to reorgan-
ize the business into global
product teams with one
face to the customer. We
are now bigger and better.




continue to be a detriment to our
principally due to its high-cost g
something had to be done, and
people looked diligently for crea
the situation. :
It’s not often that it makes se to make & sale
where you pay the buyer, but in S@ of Terrace
Bay, this made sense. Ultimate were able te
transfer the mill to a local forestippeldiiasyeenlElny
that had the opportunity to inte: -
and keep the mill operating.A{é of the transfer,
Neenah Paper paid the new own nds thet could
be used to invest in the mill to jn@.'ﬁﬁf MOere compet-
itive and also made contributii@}' the employee®
pension plan. The result was aw o the employees,

- [m h Paper

their towns, the buyer and for
shareholders. With this transactiopiueRelieillcrel

our entire company was signif y improved.
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(UN)
CONVENTIONAL
TEAM

In Nova Scotia, our Pictou
team understood the
valuable asset that its one
million acres of timber-
lands represented. But
selling off woodlands
would mean higher costs
for Pictou's pulp mill.

The Pictou team quickly
went to work to find ways
to offset part of these cost
increases. Confident in
their plans, a decision was
made to sell half of the
woodlands and we were
able to invest these

proceeds in higher growth
areas more aligned with
our strategic priorities.

That sort of move takes
being able to see the forest
and the trees.
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AND WE THOUGHT
OUTSIDE THE BOX BY TRULY
THINKING: "OUTSIDE

NNNNNNNNNNNNNNNNNNNNNNNNNNNNNNNNNNNN







NOW el S (gl DUSITCS,



CONVENTIONAL
COMMITMENT

Neenah Paper brings a
“brighter shade of green”
to the work of‘dgsigners
and the organizations
they illuminate. Our
ENVIRONMENT® brand
makes the most explicit
statement of a shared con-
cern for the earth ?I’.\dlé‘»ky
and future generations,
but it's not alone’ Nearly

RECEIVE $2.00 OFF
on your purchase of any of our
ENVIRONMENT" brand papers
when you place your order

online at www.neenahpaper.com

promo code #GREEN7
Expires June 30, 2007.

<

all of our premium brands
include papers capable

of being produced with
green energy and that have
been certified by the
Forest Stewardship Council
(FSC), Green Seal and/

or the Rainforest Alliance's
SmartWood program.

9 We are the first premium
paper company to have
our writing brands water-
marked with the FSC
certification seal and Chain
of Custody number.

o We are the first premium
paper mill certified by

the Chlorine Free Products
Association that our

i
P RE
ceatt’ %$£

FSC

100% post-consumer recy-
cled papers are Processed
Chlorine Free (PCF).

@ We are the largest
purchaser of renewable
energy in the state of
Wisconsin, powering a
portion of our mills in that
state with Green-e certi-
fied renewable energy.
This has earned Neenah
Paper coveted recognition
as a Leadership Club
Member in the U.S. EPA
Green Power Partnership.

It's easy being green.
With Neenah.




2006 WAS A PIVOTAL
YEAR FOR NEENAH
PAPER, A YEAR OF
STRATEGIC TRANSFOR-
MATION. WE ARE VERY
PROUD OF OUR
PEOPLE FOR TAKING
ON BIG CHALLENGES
AND MAKING THE
RIGHT THINGS HAPPEN.

We again improved safety.
We successfully transferred
our Terrace Bay pulp mill
and monetized half of our
Pictou woadlands. Cur
technical products capabili-
ties and reach greatly
expanded through an
important acquisition, and
this was followed by a
significant purchase in fine
paper in early 2007.

We introduced grade line
extensions in our fine paper
offerings and launched

our Neenah Green platform.
We continue to deliver on
an enterprise-wide Oracle
system. Both our paper
businesses grew their top
lines and continued to
provide attractive returns
on capital.

What all of that activity
adds up to: we are execut-
ing on our strategy and
seeing results. In a very

short time, we believe
we've already become a
much stronger company,
poised for future growth.

STRATEGY ON POINT:
BECOMING WHO
WE SAID WE'D BE.

When Neenah became its
own company in late 2004,
we were a business with
half of its revenues in pulp
and half in paper. We said
that we would change that
mix, and become a pre-
mium paper and technical
products company that
could be far more than the
sum of its parts. Look at us
now. In 2005, over 50 per-
cent of our net sales came
from pulp. In 2007,

we expect that around

80 percent of our sales

will now come from our
paper segments.

BUSINESS TRANSFORMATION
NET SALES

BEFORE

WE SAID WE'D UNLOCK
VALUE FROM OUR PULP
OPERATIONS.

This was not easy. The year
began with labor negotia-
tions with our Terrace Bay
woodlands operations
employees at an impasse
over necessary contract
changes. We implemented
these changes, which
resulted in a strike by the
woodlands workers and
the mill being shut down

in February, We then
enacted strict controls over
spending until the situation
could be resolved. While
looking at ways to control
costs in the short term, we
recognized that the fiber
supply in Northern Ontario
and other challenges inher-
ent in pulp would make it
difficult for us to create
real long-term value there.
While we might be able to
improve the operation,

it would still not generate
required financial returns.
Therefore we looked at
other alternatives.

17



In August, our Terrace Bay
operations were trans-
ferred to local forest prod-
ucts companies with the
ability to integrate this
business into their own
operations. We paid

$18 million as part of the
transfer and also made
contributions to the pen-
sion plan. By drawing down
working capital, we helped
pay for the one-time costs
of the transaction. We
implemented a tolling
arrangement, so that
Terrace Bay, under the new
owners, would continue to
supply its high-quality pulp
to Kimberly-Clark under
terms of the Pulp Supply
Agreement and the mill
would be able to continue
to operate. We understand
the very difficult times
faced by the employees

of Terrace Bay over the
past year and wish them
future success.

QOur efforts to unlock value
from pulp also extended
to our Pictou operations in
Nova Scotia. While we
began the year with a mil-
lion acres of timberlands,
working with our Pictou
team, we felt that half of

18

these lands could be sold.
The team commiitted to
find ways to help offset
some of the higher result-
ing fiber costs. Conse-
quently, we sold 500,000
acres of woodlands in
June for approximately
$140 million, releasing
value that we were able
to use to finance our
German acquisition.

The Pictou team has re-
sponded with tremendous
focus on driving profitabil-
ity and competitiveness.
The mill set a number of
productivity records in
2006. Cost-cutting initia-
tives — improving produc-
tivity and throughput,
labor efficiencies and
changes to existing fiber
sourcing and supply chain -
are underway to continue
to help Pictou remain a
cost competitive mill
known for high quality
northern bleached soft-
wood kraft pulp.

WE SAID WE'D DRIVE
SUSTAINABLE GROWTH.

In addition to unlocking
value from pulp, we also
said one of our strategic
objectives was to drive
sustainable growth. This
growth would come both
from our core fine paper
and technical products

businesses, as well as
acquisitions, if attractive
opportunities arose.

in our core businesses, we
continued to lay the foun-
dation for sustainable
growth. We further
enhanced our R&D capabil-
ities, especially in technical
products. We have

made the investment, now
we have to deliver. These
efforts are starting to yield
benefits as we enter into
more joint development
with customers and com-
mercialize a greater stream
of new or enhanced prod-
ucts. Fine paper also saw
successes in 2006. We
expanded our Neenah
Green platform of pre-
mium fine papers and
began to develop a pres-
ence in the retail channel.
We launched, in an exclu-
sive partnership with the
Susan G. Komen Breast
Cancer Foundation, a new
retail line of stationery
watermarked with the
breast cancer awareness
ribbon. A portion of each
sale goes to the Foundation
to support the fight
against this terrible disease.




COMPARISON OF 25-MONTH CUMULATIVE TOTAL RETURN
Based upon an initial investment of $100 on December 1, 2004 with dividends reinvested

$100

12/01/04

Acquisitions were also
completed to support
future growth. The acqui-
sition in October of
FiberMark's German busi-
ness adds new technolo-
gies and products as well
as great talent and comple-
mentary strengths, and
extends our franchise into
new growing markets, such
as filtration media. Our
technical products business
now has better scale in the
global market, with an
increased capability for
delivering sustainable
growth, As part of our
business plan following the
acquisition, we approved
capital investments to
increase capacity of filtra-
tion media and wall
coverings. Each of these
investments is expected

10 provide attractive
financial returns.

*Defined Peer Group: Wausau Paper,
International Paper, Bowater, Caraustar,
Glatfelter and Schweitzer Mauduit.

Russell 2000 Value

Russell 2000

Neensh Paper, Inc.

Deow Jones US Paper

12/31/05

We are equally excited
about the acquisition of
Fox River in 2007. This
transaction gives us the
ability to offer a broader
array of premium branded
products and better serv-
ice to our customers, with
added scale in the pre-
mium fine papers market.
We also expect to create
real value as we consoli-
date and optimize our
combined operations and
product portfolio.

In summary, both organi-
cally and through acquisi-
tions, we believe we are
now a stronger company
with a greater ability

to grow and better serve
our customers.

WE SAID WE'D DELIVER
ATTRACTIVE

RETURNS TO YOU, OUR
SHAREHOLDERS.

If we have the right strat-
egy and execute with
excellence, our shareholders
should benefit. In 2006,

Peer Group*

12/31706

investors recognized the
transformation that
occurred in Neenah Paper
and our stock price
increased 26 percent, well
ahead of peer paper
stocks and broad market
indices. We continue

to pay a steady dividend
and work to ensure

our actions remain closely
aligned with shareholder
interests, In fact, in

2007, we changed our
performance-based
compensation plan to
include economic value
created and total
shareholder return as

key measures.

2006 RESULTS

Industry conditions
remained challenging in
2006, as input prices for
raw materials and energy
were again higher versus
the prior year. Higher
selling prices for pulp,
while a boost to results
for this segment and the
company as a whole,
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came with a corresponding
negative impact in our
paper businesses. Pulp
profitability was also
influenced by a six percent
strengthening in the
Canadian dollar. None-
theless, each of our
business segments deliv-
ered year-on-year growth
in revenues. Operating mar-
gins, while reduced by the
rapid run-up in input costs
over the past two years,
were helped by increased
selling prices and active cost
savings programs.

Fine Paper segment
revenues increased one
percent over 2005, with
stable volumes and slightly
higher selling prices. The
business remained focused
on sales of profitable pre-
mium branded products,
which accounted for over
80 percent of volumes.
Operating income for Fine
Paper was $56 million, ver-
sus $58 million in the prior
year. The lower profits
resulted primarily from
higher costs for pulp, labor
and other raw materials,
which could only be partly
offset by higher selling
prices and cost savings
programs.

20

In Technical Products, base
business net sales increased
two percent compared to
2005, with volume growth
in key product lines and
selling price increases across
all product lines. Including
the results of Neenah
Germany, sales increased
40 percent. Operating
income in Technical
Products fell $1.3 million
from the previous year
however, due primarily to
higher costs for raw materi-
als, labor and energy, as
well as increased spending
for research and develop-
ment of new products.

Following the sale of Terrace
Bay, our Pulp results are
comprised of our Pictou
operations, gains or fosses
on hedges and allocations
of corporate costs. Pulp
net sales were up three
percent versus 2005, with

a 10 percent increase in
selling prices for softwood
and two percent higher
volumes. Partly offsetting
were losses on pulp
hedges in 2006 of more
than $11 million. All of our
pulp hedges expired as of
December 2006. Operating
results from pulp, exclud-
ing gains on the timber-
lands sale, were in line with
the 2005 operating loss

of $9 million. While results
in 2006 benefited from
higher selling prices and

lower costs at Pictou; these
were offset by a stronger
Canadian dollar and
increased hedging losses.

Results for Terrace Bay
have been classified as dis-
continued operations and
excluded from Pulp seg-
ment results for all periods
presented. In 2006, net
losses for Terrace Bay were
$33 million, compared
with a loss of $52 miillion in
2005. Results included the
loss on transfer and non-
cash charges for pension
curtailment and settlement
in 2006 and for asset
impairment in 2005.

Overall, Neenah Paper is in
sound shape financially. In
fact, following the sale of
Terrace Bay, our credit met-
rics are better than ever,
Cash generated from oper-
ations was over $60 million
in 2006 and year-end debt
of $284 million was well
within our targeted capital
structure range. Return on
capital, a key metric for
how we measure our per-
formance, more than dou-
bled with our new business
mix. Qur businesses are
poised to perform. And
with Neenah Germany and
Fox River, we have addi-
tional opportunities to
drive profits and growth.



As for other activities, we
successfully started up the
first phase of Oracle, cover-
ing financial systems, in
January 2006. In 2007, we
began utilizing the full scope
of the system, including
order processing, operat-
ing and cost management
at all our U.S. locations.
This will support our ability
to adopt consistent best
practices and allow our
teams to react even faster
with better information.

OUR TRANSFORMATION
CONTINUES.

Qur team developed a
sound strategy in 2005,
the Board of Directors
approved it, and our peo-
ple began to make it hap-
pen. We're proud of our
progress so far, but we are
neot done.

Qur people remain ener-
gized by this continuing
transformation, are excited
by the future and embrace
the tasks ahead. A lot of
hard work got us here, and
more will be needed to get
us where we want to go.

Our strategy remains
largely unchanged.
Continue to transform into
a leading premium fine
paper and technical prod-
ucts company. Use our
strengths in quality, service
and innovation to drive
growth in core businesses.
Work closely with our
customers on joint devel-
opment activities, Support
our brands. And provide
attractive returns to our
shareholders.

in Fine Paper, we continu-
ally invest in our brands
and launch new lines,
Neenah Green gives us a
strong platform in the mar-
ketplace. We are also try-
ing lots of new things -
exploring retail, growing
niches like packaging and
wine labels, and exploring
alternative channels to
customers. Our goal
remains to grow the seg-
ment. We have a very
strong base business. And
the recent acquisition of
Fox River, will allow us to
serve our customers better
and more profitably.

In Technical Products, we
acquired Neenah Germany
and reorganized into five
global business units -

Filtration, Tape, Component

TECHNICAL PRODUCTS GLOBAL
NET SALES

WALL
COVERING
'

GRAPHICS & 4
IDENTIFICATION

.
s

-
-

COMPONENT
MATERIALS

.
[y

FILTRATION

Materials, Graphics and
tdentification, and Wall
Covering. The combined
businesses are acting as
one with our customers.
We strengthened our
management depth and
R&D capabilities and are
now pursuing ways to
leverage our combined
technologies and expanded
global presence to grow
the business profitably.

As part of our business
plan for Neenah Germany,
we are investing to expand
capacity in both filtration
media and nonwoven wall
covering - both profitable
growth businesses.
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In Pulp, our operations
remain focused on produc-
ing the best quality at
lowest cost. Our Pictou
team is making great strides
in implementing changes
to improve the mill's
competitive position and
to offset higher fiber

costs following the sale of
500,000 acres of timber-
land. The team already has
identified a number of
initiatives to drive down
costs via improved produc-
tivity and throughput, labor
efficiencies and changes
to existing fiber sourcing
and the supply chain.

We are implementing many
of these in 2007.

As Neenah transforms into
the company we envision,
| continue to believe it all
starts with the dramatic
improvements our people
have made in safety. Our
reportable incident rate
has dropped to less than
1.5 —very low in our indus-
try, but a number we still
seek to improve upon. The
pride that this has gener-
ated carries over into all of
the other aspects of how
we operate. If we are not

22

totally committed to send-
ing home all employees as
healthy and safe as when
they arrive, we shouldn’t
expect them to respond to
other needs and initiatives
we have as a business.

FULL YEAR
INCIDENT RATE

wisely, and that is what you,
our shareholders, expect

and execute it well. That is
what we are paid to do.

Customers also expect a
lot from us, and that’s how
we like it. Cur ability to
deliver sets us apart. The
Neenah experience is built
around the power of
premium performance and
excellent customer care,
this year and every year,

In the midst of a strategic
transformation, Neenah is
growing its market leader-
ship in the premium paper
and technical product
markets. We have attrac-
tive margins and returns on
a modestly growing base,
with strong cash flows and
a sound capital structure.
We plan to maintain our
track record of executing
to deliver value.

2006 was a busy year -a
transformative year. Thanks
to our employees for mak-
ing it happen, our Board for
their support and guidance,
and our shareholders for
your continued investment.

SenD S

Sean T. Erwin
Chairman, President and
Chief Executive Officer
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Neenah Paper manufactures an extensive array of

essential products for everyday use and extraordinary

occasions-from advanced auto filters and backing

papers to high quality pulp to the greatest selection

of premium uncoated papers on the market.

01

02

03

04

05

06

o7

08

09

10

Neenah Germany —
Automotive Fuel Filter

Neenah Germany -
PRETEX® Sports Tag

Neensh Germany -
Wet-Abrasive Sheet

Neenah Technical
Products -
KIMDURA® Tree Tag

Neenah Fine Paper -
Neenah Bound Direct
Mail Promotion

Neenah Fine Paper -
Neenah Green Guide
Promotion

Neenah Technical
Products — Tape
and Premask

Neenah Fine Paper -
ENVIRONMENT®
Papers Sample Book

Neenah Technical
Products — Label &
Tag Brochure

Neenah Germany -
Base Papers for
Coated Abrasives

15

16

17

18

19

20

21

Neenah Fine Paper -
EAMES™ Paper
Collection Sample Book

Neenah Germany -
VARITESS® Nonwoven
Wallpaper

Neenah Germany —
Automotive Fuel Filter

Neenah Fine Paper -
CLASSIC COLUMNS®
Papers Sample Book

Neenah Germany —
Fashion Catalog
printed on NEOBOND®
Print Media

Neenah Technical
Products - Tag Sample

Neenah Fine Paper —
Annual Report Kit

Neenah Fine Paper -
Multi-grade
Letterhead Kit

Pulp - Tissue Product

Neenah Technical
Products - Tape

Neenah Technical
Products -
PREVAIL® Papers
Promotional Binder

NEENAH PAPER, INC. ////
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25
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Neenah Fine Paper —
CLASSIC CREST®
Papers Letterhead
Promotion

Neenah Fine Paper -

30

Neenah Technical
Products — Latex
Polymer Impregnated
Papers for Wood
Veneer Backing

Neenah Green 3t Neenah Technical
Merchant Manual Products - KIMDURA®
Multi-T; theti
Neenah Germany - F’au 2 f Slt:jyn ene
Vacuum Cleaner perta
Filter Media 32 Neenah Fine Paper -
Premium Writing, Text,
Pulp — Pulp Sheet
uip ~ Fulp Sheets Cover and Envelope
Neenah Fine Paper - Chip Chart
EAMES™ P
Collection Paperotion 33 Neenah Fine Paper -
ron From CLASSIC COTTON®
Neenah Germany - and CLASSIC CREST®
Automotive Air Filter Papers Sample Book
Neenah Technical 34 Neenah Germany -
Products — PRETEX® VARITESS® Nonwoven
Paper Map Wall Coverings
. Sample Book
Neenah Fine Paper —
CLASSIC CREST® 35 Neenah Germany -
Papers Sample Book Wall Covering Roll
36 Neenah Technical
Products ~ Base Stock
Product Label
37 Neenah Fine Paper -
CLASSIC COLUMNS®
Papers Promotion
38 Neenah Technical
Products ~ Heat
Transfer Product
2006 ANNUAL REPORT 27
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In this diverse, global, business-to-business segment,

we work closely with our customers to develop and

manufacture a variety of highly specialized products.

These products begin as papers and substrates,

which can then be saturated, coated or otherwise

modified for a variety of end-use markets.

Qur markets include
abrasives, tapes, labels,
medical packaging,
decorative components,
furniture backing, heat
transfer and, now with the
addition of Neenah
Germany, advanced trans-
portation filtration media
and nonwoven wall cover-
ing. We have organized
into five global product
groups: Filtration, Tape,
Component Materials,
Graphics and identification,
and Wall Covering.

The acquisition of Neenah
Germany enhances the
customer-focused strategy
of this business, adding
important positions in over-
lapping specialized
abrasives and tapes while
expanding our product
pertfolio, customer

base, technical expertise
and R&D support.
Following the acquisition,
important capital invest-
ments were approved to
expand capacity and
accelerate growth in higher-
value filtration media and
wall covering products.

Technology, best practices
and customer intimacy
create a preference for
products of Neenah Paper
in the marketplace.
Increased investment in
R&D is helping us to drive
innovation and new
product development.
Specialized know-how and
machine capabilities

allow production of a vari-
ety of defensible, niche
products. Organic growth
comes from working
closely with customers in
product designs and
upgrades to meet the
needs of their end-users.

NEENAH PAPER, INC. ////

"We felt that Neenah Paper
was the best possible
strategic partner. The repu-
tation of Neenah Paper in
the marketplace, the
opportunity 1o join our Y 7
technologies and the solid Z % Z

financial situation of the

company made it easy to 05 06 05 06

tape graphics &
put concerns to rest. The e o
quick approvals of key

expansion projects also set
clear signals about growth
expectations for Neenah
Germany and willingness to
invest in our businesses.
Qur teams have been work-
ing in close cooperation
with our colleagues in
Neenah to realize antici-
pated benefits and syner-
gies, and we will work

hard to meet the expecta-
tions of the company and
its shareholders.”

Cr. Walter Haegler

Managing Director,
Neenah Germany

2006 ANNUAL REPORT
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Neenah sells branded, premium fine papers.

Our brands enjoy high recognition and preference,

due in part to relationships with the design

community and our continual reinvestment in

our brands.

Selective distribution
sustains loyaity. Our fine
papers are produced on
some of the newest
machines in the industry,
purpose-built to ensure the
best and most consistent
formation and to enable a
wide variety of colors and
textures — because great
colors and texture make for
high-impact communication.

The Neenah Green platform
for premium fine papers is
bringing to market the story
of our deep commitment

to eco-friendly processes
and products. Neenah also

has taunched a new retail
line of stationery, water-
marked with the breast can-
cer awareness ribbon, in an
exclusive fund-raising
partnership with the Susan
G. Komen Breast Cancer
Foundation.

Strong brands, outstanding
paper quality, promotions
and an uncompromising
focus on customer service
and support help Neenah
Paper maintain a consis-
tently strong position. The
recent Fox River purchase
strengthens these advan-
tages and allows us to
provide a broader array of
premium branded products.
Qur strategy in this
segment is to continue to
launch new products

and brand extensions, open
new distribution channels
and leverage our cost-
effective asset base to
drive growth.

DELIGHT LOVES
COMPANY.

Clichés are true. Conven-
tional wisdom works. But
they rarely persuade or
move people to action. To
get more than a nod, to
raise an eyebrow, to engage
the imagination and alter

a viewpoint and catalyze
belief...you have to rise
above the conventional, go
beyond the ordinary and
truly delight. That's why we
encourage designers and
their clients to: Always

mix business with pleasure.
With Neenah Paper.

FINE PAPER
NET SALES

“/ Non-branded
#7. Branded
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Neenah's Pulp segment produces and sells

primarily northern bleached softwood

kraft pulp for use in manufacture of tissue and

printing/writing papers.

Neenah'’s pulp operations
are located in Nova Scotia,
Canada. The operation
includes our Pictou kraft
pulp mill and about 500,000
acres of associated forest-
lands. The location allows
attractive shipping into
northern Europe and east-
ern North America. The
majority of our pulp pro-
duction is sold to Kimberly-
Clark Corporation tissue
mills under a market-based
pulp supply agreement.

To enhance the competi-
tiveness of our pulp
operations, the Pictou team
has launched a series of
cost-cutting initiatives —
improving productivity and

throughput, creating labor

. efficiencies and making

changes to existing fiber
sourcing and supply chain
to drive profitability.

Like all of Neenah Paper,
the Pulp business is very
responsive to customer
needs. Significant improve-
ments have been made in
bale quality - creating a
more stable and uniform
bale for improved shipping
and custoemer handling.

in addition, the mill now
offers customers wireless
bales which provide an
easier and safer way for
customers to process our
product.

The Pictou pulp mill has a
strong record of environ-
mental improvement driven
largely through employee
involvement. The mill has
taken a leadership role to
ensure environmental risks
are managed and impacts
are reduced through con-
tinuous improvement.

SUSTAINABLE PICTOU MILL
CANADIAN DOLLAR COST/
SILVICULTURE AS A WAY METRIC TON

OF BUSINESS

Neenah has a longstanding
commitment to silviculture
and responsible land

management. Our Pictou
wooedlands facilities include
a tree nursery that pro-
duces over nine million
seedlings annually to refor-
est fands harvested by the
company and for sale to
other forest managers.
Other silviculture practices
include pre-commercial
thinning, commercial
thinning and measures to
enhance tree growth.

BN\
A\
AN\

06

The Neenah woodlands
operations are certified
under the widely recog-
nized Sustainable Forestry
Initiative (SF}) and

under the ISO 14000
Environmental Management
System {(EMS) with focus on
the protection of soil, water
and forest biodiversity.

NEENAH PAPER, INC. //// 2006 ANNUAL REPORT 33



SDOM

N

LN CONVENTIONAL W

34



We see ourselves as stewards...of the land, yes,

but also of our relationships with all our

stakeholders - customers, end-users, investors and
neighbors alike. The people of Neenah tend

a legacy we hope and intend will long outlive us.

At Neenah Paper,
minimizing our environmen-
tal footprint is not just

the right thing to do, it is
part of our business plan.
Qur business is diverse.

We manufacture the high-
est quality products at
plants located in the United
States, Germany and
Canada. In all of our opera-
tions, environmental stew-
ardship is a priority. Our
stewardship goals reflect a
commitment to improve
our environmental perform-
ance well beyond mere
compliance. To help
achieve this, all facilities
have initiated formal
Environmental Management
Systems. These systems
incorporate corporate stan-
dards as well as unique
regional considerations
and help us with continual
improvement in

managing our environmen-
tal responsibilities.

Our efforts to conduct eco-
friendly business range
from securing sustainable
energy sources to preserv-
ing wilderness to investing
in the development of envi-
ronmentally preferable
products. We are now the
largest purchaser of renew-
able energy in the state of
Wisconsin and have
achieved coveted recogni-
tion as a Leadership Club
Member in the U.5. EPA
Green Power Partnership,
utilizing Green-e certified
renewable energy. At our
German operations, afl
organic waste is used as
biomass to produce energy
and all of our manufactur-
ing operations are

1SO 14001 certified. In
Munising, we have reformu-
lated certain technical
products grades to contain
30 percent post-consumer
recycled fiber content. At
our Pictou mill in Nova
Scotia, Canada, 85 percent
of the energy needs are

NEENAH PAPER, INC.

derived from waste wood,

a renewable, carbon neutral
energy source, and

our 500,000 acres of forest
lands in Nova Scotia have
been independently certi-
fied as sustainably managed.

All of us at Neenah Paper
are trying to make environ-
mentally sound decisions
for our business and

the communities in which
we live. And for our cus-
tomers, we are working

to make the environmen-
tally wise choice an

easy one: Neenah Green.

f7/f 2006 ANNUAL REPORT
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fighting breast cancer In an exclusive partnership
with the Susan G. Komen Breast Cancer Foundation,
Neenah has launched a new retail line of stationery.
The soft pink sheets are watermarked with the

breast cancer awareness ribbon. A portion of each sale
goes to the Foundation to support the fight

against breast cancer. For more than 20 years, the
Susan G. Komen Breast Cancer Foundation has been
a global leader in this cause through its support

of innovative research and community-based outreach
programs, and Neenah is proud to play a part.

(UNJCONVENTIONAL WISDOM




abrasives champion Expanding on the expertise of
Neenah Paper in the coated abrasives market, Technical
Products has developed and refined the technology to
produce “ever-flat” abrasive papers for this demanding
market. Such papers are the dream

of most coated abrasives manufactur-
ers and users of the final product.
Technology developed and refined by
Dr. Ganesh Deka achieves that

goal in a manner that allows it to be
applied to all types of products -

without the complications typically

Ganesh Deka, Ph.D. . T .
R&D Technical Leader I caused by high humidity environ-

ments. Ganesh championed this effort for Neenah Paper
by tirelessly utilizing his experience with a variety of
raw materials and enlisting the collaboration of material
suppliers and technical specialists throughout Neenah
Paper. Through persistence and unwavering belief,

he devised a way of incorporating innovative chemistry
with the extraordinary Neenah Fine Paper technology to
produce these unique "ever-flat” abrasive backers.
2006 was the year for fine-tuning the process and 2007
will see the introduction of several new Neenah Paper
branded products, broadening and extending our current
offerings. We expect big things.
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In this report, unless the context requires otherwise, refer-
ences to “we,” "us,” “our,” “Neenah” or the "Company”
are intended to mean Neenah Paper, Inc. and its consoli-

dated subsidiaries.
OVERVIEW

Neenah, a Delaware corporation, was incorporated in

April 2004 in contemplation of the spin-off by Kimberly-
Clark Corporation (“Kimberly-Clark”) of its fine paper and
technical products businesses in the United States and its
Canadian pulp business (collectively, the “Pulp and Paper
Business”). We had no material assets or activities until
Kimberly-Clark's transfer to us of the Pulp and Paper busi-
ness on November 30, 2004. On that date, Kimberly-Clark
completed the distribution of all of the shares of our com-
mon stock to the stockholders of Kimberly-Clark (the "“Spin-
Off"), Kimberly-Clark stockholders received a dividend

of one share of our common stock for every 33 shares of
Kimberly-Clark common stock held. Based on a private
tetter ruling Kimberly-Clark received from the Internal
Revenue Service, receipt of our shares in the Spin-Off was
tax-free for United States federal income tax purposes.
Following the Spin-Off, we are an independent public com-
pany and Kimberly-Clark has no ownership interest in us.

We are a leading international producer of premium
fine papers and technical products. We also produce bleached
kraft market pulp in Canada, where we own approximately
500,000 acres of timberlands and have non-exclusive rights
to harvest wood on approximately 200,000 acres of other
timberlands. We have three primary operations: our fine
paper business, our technical products business and our
pulp business.

Qur fine paper business is a leading producer of
premium writing, text, cover and specialty papers used in
corporate annual reports, corporate identity packages, invi-
tations, personal stationery and high-end packaging. Our
products include some of the most recognized and preferred
papers in North America, where we enjoy leading market
positions in many of our product categories. We sell our
products primarily to autharized paper distributors, convert-
ers and specialty businesses. Our fine paper manufacturing
facilities are located in Neenah and Whiting, Wisconsin.

Our technical products business is a leading pro-
ducer of transportation and other filter media and durable,
saturated and coated substrates for a variety of end uses.

We sell our technical products globally into 17 product cate-
gories, and we focus on categories where we believe we are
a market leader or have a competitive advantage, which
include, among others, transportation and other filter media,
nonwoven wall coverings, specialty tape, label, abrasive,
medical packaging and heat transfer technical products mar-
kets. We are also a global supplier of materials used to create
customer-specific components for furniture, book covers and
original equipment manufacturers’ products. Our customers
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are located in more than 35 countries. Qur technical products
manufacturing facilities are located in Munising, Michigan
and near Munich and Frankfurt, Germany.

Our pulp business primarily produces northern
bleached softwood kraft pulp used by paper mills to manu-
facture tissue and printing and writing papers. Our pulp
business consists of a mill located in Pictou, Nova Scotia
together with related timberlands. The Pictou mill is com-
prised of a single-iine pulp facility, which produces primarily
softwood pulp, as well as timberlands encompassing
approximately 500,000 acres of owned and 200,000 acres
of licensed or managed land in Nova Scotia. Timberland
operations on land owned and licensed by the Pictou mill
are provided by third-party contractors. In 2006, the Pictou
mill produced approximately 260,000 metric tons of
bleached kraft pulp.

RECENT DEVELOPMENTS

In June 2006, we completed the sale of approximately
500,000 acres of woodlands in Nova Scotia for gross pro-
ceeds of $139.1 million. The agreement includes a fiber
supply agreement to secure a source of fiber for the
Company's Pictou pulp mill. The transaction resulted in a
net pretax gain of $131.6 million. See Note 3 of Notes to
Consolidated and Combined Financial Statements, “Sale
of Woodlands.”

In August 2006, we completed the transfer of our
Terrace Bay mill and related woodlands operations (exclud-
ing certain working capital amounts and post-employment
obligations) to certain affiliates of Buchanan Forest Products
Ltd. ("Buchanan”). Pursuant to the terms of the agreement,
Buchanan assumed responsibility for substantially all liabili-
ties related to the future operation of the mill in exchange
for a payment of $18.6 million. See Note 4 of Notes to
Consolidated and Combined Financial Statements,
"Discontinued Operations.”

In October 2006, we completed the purchase of
the outstanding interests of FiberMark Services GmbH &
Co. KG and the outstanding interests of FiberMark
Beteiligungs GmbH {collectively “Neenah Germany").
Neenah Germany was acquired from FiberMark, Inc. and
FiberMark international Holdings LLC for $218 million in
cash. The assets acquired as a result of the acquisition of
Neenah Germany consist of three mills located near Munich
and Frankfurt Germany, that produce a wide range of prod-
ucts, including transportation and other filter media, non-
woven wall coverings, masking and other tapes, abrasive
backings, and specialized printing and coating substrates.
Neenah Germany is being operated as part of cur Technical
Products business. See Note 5 of Notes to Consolidated
and Combined Financial Statements, “Acquisitions.”

In March 2007, we acquired the Fox Valley
Corporation, which owns Fox River Paper Company, LLC
("Fox River"). We paid $52 million in cash for the acquisition



and financed it through a combination of cash and debt
drawn against our existing revolving credit facility. The
assets acquired as a result of the acquisition of Fox River
consist of four U.S. paper mills and various related assets,
producing premium fine papers with well-known brands
including STARWHITE®, SUNDANCE®, ESSE® and OXFORD®.
The Fox River assets will be operated as part of our fine
paper business.

In conjunction with the acquisition of Fox River, we
announced plans to permanently close the Housatonic mill,
located near Great Barrington, Massachusetts. The Housatonic
mill, the smallest of the fine paper plants acquired in the
Fox River acquisition, has annual production capacity of
approximately 15,000 tons per year and is expected to
cease manufacturing operations by the end of the second
quarter. The Housatonic mill was not profitable due to its
small size, cost structure and the pricing of many of the
grades made there. Closing the mill will allow us to eliminate
costs and improve margins while still serving the needs of
key customers. We expect to incur one-time cash costs
of approximately $3 million, which includes approximately
$2 million for employee severance pay and approximately
$1 million of other charges related to the closure. See
Note 20 of Notes to Consolidated and Combined Financial
Statements, "Subsequent Events.”

PRODUCTS

FINE PAPER BUSINESS.The fine paper business manu-
factures and sells branded world-class premium writing,
text, cover and specialty papers used in corporate annual
reports, corporate identity packages, invitations, personal
stationery and high-end packaging. Net sales of the fine
paper business were approximately $224 million in 2006,
$222 million in 2005 and $221 million in 2004.

Premium writing papers are used for business and
personal stationery, corporate letterhead, corporate iden-
tity packages, private watermarked papers, envelopes and
similar end-use applications. Market leading writing papers
are sold by the fine paper business under the CLASSIC®,
ENVIRONMENT®, NEENAH®, ATLAS® and OLD COUNCIL
TREE® trademarks, which are denoted by a brand water-
mark in each sheet of writing paper. During 2006, we suc-
cessfully introduced the NEENAH GREEN® environmental
platform. Key components of the platform include
(1} becoming the largest purchaser of green energy in
the State of Wisconsin, (2) using papermaking waste
by-products at a third party reprocessing site to create
steam that is reused in papermaking, reducing carbon
dioxide emissions by 80 percent at our Neenah mill and
(3} introducing the first Forest Stewardship Council {FSC)
watermarked paper and introducing it across all our CLASSIC®
brands. We are the first premium text and cover manu-
facturer to be certified as "Processed Chorine Free” in our
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100 percent post-consumer products. The fine paper busi-
ness also sells private watermarked and other custom man-
ufactured writing papers.

Text and cover papers are used in applications
such as corporate annual reports, corporate identity pack-
ages, insert advertising, direct mail, facility brochures, busi-
ness cards, hang tags, scrapbooks, and a variety of other
uses where colors, textured finishes or heavier weight
papers are desired. Qur brands in this category include
CLASSIC® CLASSIC CREST® and ENVIRONMENT®. We also
sell a variety of custom paper colors, paper finishes, and
duplex/laminated papers.

The fine paper business produces and sells other
specialty papers, including translucent papers, art papers,
papers for optical scanning and other specialized applica-
tions, under the UV/ULTRA® Il trademark and other brands.

TECHNICAL PRODUCTS BUSINESS. The technical prod-
ucts business is a leading producer of durable, saturated
and coated substrates for a variety of end uses, including
tapes, premask, abrasives, filtration media, labels, medical
packaging, decorative components, wall covering, and
image transfer papers. Net sales of our technical products
business were approximately $183 million in 2006, $131
million in 2005 and $132 million in 2004. KIMDURA®,
MUNISING LP® PREVAIL™ NEENAH®, Gessner® and
varitess® are brands of our technical products business.

Products of the technical products business are typi-
cally sold to other manufacturers as a component of a finished
product. The technical products business sells its products
into major market segments, including filtration, tape, pre-
mask, abrasives, wall covering, label, medical packaging and
ten specialty segments. Several key market segments served,
including tape and abrasives, are global in scope.

The technical products business produces tape
base sheets from latex saturated crepe and flat papers and
sells them to manufacturers to produce finished pressure
sensitive products for sale in automotive, automotive after-
market, transportation, manufacturing and building con-
struction, and industrial general purpose applications.
Premask paper is used as a protective over wrap for products
during the manufacturing process and for applying signs,
labeling and other finished products.

The technical products business produces filtra-
tion media for automotive induction air, fuel, oil, and cabin
air applications and vacuum cleaner bags and filters. Trans-
portation filtration media are sold to suppliers of auto-
motive companies and of the automotive aftermarket.

The technical products business is a leading pro-
ducer of latex saturated and coated abrasive backing papers
for use by sandpaper manufacturers. The finished lightweight
sandpaper is sold in the automotive, automotive after-
market, construction, metal and woodworking industries for
both waterproof and dry sanding applications.
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Labe! and tag products are produced from satu-
rated (latex impregnated) base label stock and purchased
synthetic (bi-axially stretched polypropylene film} base label
stock. Top coatings are applied to the base label stock to
allow for high-quality variable and digital printing. The syn-
thetic label stock of the technical products business is recog-
nized as a high-quality, UV {ultra-violet) stable product used
for outdoor applications. The business sells its label and tag
stock to pressure sensitive coaters, who in turn sell the
coated label and tag stock to the label printing community.

Wall covering substrates are made from saturated
and coated wet-laid nonwovens and marketed to convert-
ers serving commercial and do-it-yourself markets.

The technical products business's medical packag-
ing paper is a polymer impregnated base sheet that pro-
vides a breathable sterilization barrier. When sealed
together with film, this paper becomes a medical packaging
material that allows sterilization from steam, ethylene
oxide, or gamma radiation and at the same time provides
unique barrier properties.

Decorative components papers, designed for
durability and flexibility, are made from light- and medium-
weight latex saturated papers. The base paper can be rein-
forced with synthetic fiber for additional tear strength.
Coatings can also be applied for printability. A variety of
different base weights, colors and textures are available for
sale to coater converters, distributors, publishers and print-
ers for use in book covers, stationery and fancy packaging.

Image transfer papers are used to transfer an
image from paper to T-shirts, hats, coffee mugs, and other
surfaces. The technical products business produces and
applies a proprietary imaging coating to its image transfer
papers for use in digital printing applications. Image trans-
fer papers are primarily sold through large retail outlets and
through master distributors who then offer small quantity
options and services to the large number of customers in
the supply channel.

The technical products business also produces
and sells several other specialty papers including furniture
backer, printing substrates, and release paper.

PULP BUSINESS. Our Pictou pulp mill produces virgin
northern bleached softwood and hardwood kraft pulp and
various blends of each for sale to paper mill customers
located primarily in North America and Europe. In 2006,
approximately 80% of our Pictou mills’ output was consumed
by Kimberly-Clark. The Pictou pulp mill's major products are
Pictou HARMONY® Softwood (northern bleached softwood
kraft pulp) and Pictou Hardwood {northern bleached hard-
wood kraft pulp).

Net sales of our pulp business were approximately
$189 million in 2006, $184 million in 2005 and $177 million
in 2004.
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MARKETS AND CUSTOMERS

FINE PAPER BUSINESS. Premium papers are used prima-
rily for stationery and corporate identification applications
and represent approximately 3% of the uncoated free sheet
market, Growth in the uncoated free sheet market has been
restrained due to the increasing use of electronic media for
communication. The stationery segment of this market is
divided into cotton and sulfite grades. The text and cover
paper segment of the market, used in corporate identifica-
tion applications, is split between smooth papers and tex-
tured papers. Text papers have traditionally been utilized
for special, high-end collateral material such as corporate
brochures, annual reports and special edition books. Cover
papers are used as covers primarily for business cards,
pocket folders, brochures and report covers including cor-
porate annual reports.

The fine paper business sells its products through
our sales and marketing organizations primarily in three chan-
nels: authorized paper distributors, converters and direct
sales to specialty businesses. Distributor sales account for
more than 80% of our customer base in the fine paper busi-
ness, including distributor-owned paper stores. There is also
a small but growing sales channel! in office supply catalogs
and business copy center stores, primarily to distributors in
North America. Less than 5% of the sales of our fine paper
business in 2006 were exported to international distributors
in Europe, South Africa, Asia and Australia.

Sales to the fine paper business’s two largest cus-
tomers {both of which are distributors) represented approx-
imately 30% of its total sales in 2006. We have limited our
distribution agreements to improve our ability to control
the marketing of our products. Although a complete loss of
either of these customers would cause a temporary decline
in the business's sales volume, the decline could be partially
offset by expanding sales to existing distributors, and fur-
ther offset over a several month period with the addition of
new distributors.

TECHNICAL PRODUCTS BUSINESS. The technical prod-
ucts business relies on a direct sales team and marketing
organization to sell its products in 17 separate market
segments in the U.S. and internationally. Such segments,
broadly defined as polymer impregnated and synthetic
paper, include papers used as components in the following
applications: transportation and other filter media, nonwo-
ven wall coverings, saturated label, clean room papers,
release papers, abrasives, masking tape, decal premask,
heat transfer, medical packaging, decorative components,
durable printing papers, furniture components, washable
tag, and industrial components. Our technical products
business is recognized as a leading specialty paper manu-
facturer in the following market segments: furniture



compnents, washable tag, decal premask, saturated label,
clean room, saturated release paper, reinforced medical
packaging and saturated abrasive backings.

Several traditional products (abrasives, tapes,
labels) are used in markets that are directly affected by
economic business cycles. Other market segments such as
heat transfer papers used in small/home office and con-
sumer applications are relatively stable. Price competition is
common in most of the segments served by the technical
products business and has increased due to a trend of
using film and other lower cost substrates instead of paper
in some applications.

The technical products business relies on a team
of direct sales representatives and customer service repre-
sentatives to market and sell approximately 95% of its sales
volume directly to customers and converters. Less than 5%
of the sales of the technical products business are sold
through industrial distributors.

The technical products business has over 500 cus-
tomers worldwide. The distribution of sales in 2006 was
approximately 55% in North America, 30% in Europe and
15% in Latin America and Asia. The distribution of sales
during the fourth quarter of 2006, which includes the
results of Neenah Germany for the period subsequent to
its acquisition in October 2006, was approximately 30% in
North America, 50% in Europe and 15% in Latin America
and Asia and 5% in other countries. Customers typically
convert and transform base papers and film into finished
rolls and sheets by adding adhesives, coatings, and finishes.
Such transformed product is then sold to end-users.

PULP BUSINESS. Northern bleached softwood kraft pulp
is used by paper mills to manufacture tissue and printing
and writing paper. In 2005, worldwide demand for northern
bleached softwood kraft market pulp {which excludes pulp
produced for internal consumption by integrated pulp man-
ufacturers) was estimated to be 13.0 million metric tons,
of which about 6.6 million metric tons were produced in
Canada. Western Europe consumed an estimated 5.7 mil-
lion metric tons of northern bleached softwood kraft pulp in
2005, followed by the United States at 2.9 million metric
tons and China at 1.6 million metric tons.

In 2006, Pictou produced about 248,000 metric
tons of northern bleached softwood kraft pulp. In 2006,
approximately B0% of Pictou’s northern bleached softwood
kraft pulp production was sold to Kimberly-Clark. Our
Pictou mill has historically sold or transferred more than
90% of its output of northern bleached softwood kraft pulp
to Kimberly-Clark.

In 2005, worldwide demand for northern bleached
hardwood market pulp was estimated to be 18.1 million
metric tons of which an estimated 1.7 million metric tons

were northern bleached hardwood kraft pulp produced in
Canada. In 2005, the United States consumed approximately
0.6 million metric tons of Canadian northern bleached hard-
wood kraft pulp, followed by Asia at 0.54 and Europe at
0.25 million metric tons.

In 2006, our Pictou mill produced about 12,000 met-
ric tons of northern bleached hardwood kraft pulp. In 2006,
our Pictou mill sold mare than 80% of its northern bleached
hardwoed kraft pulp production to Kimberly-Clark, The bal-
ance of the pulp mill’s output of northern bleached hardwood
kraft pulp was sold to our fine paper business and paper mills
in the northeastern and midwestern United States.

Northern bleached softwood kraft pulp and north-
ern bleached hardwood kraft pulp are commodity products
whose prices are subject to substantial increase or decrease
depending on production capacity and customer demand.
Northern bleached hardwood kraft pulp is subject to
increasing competition, primarily from lower-priced South
American eucalyptus pulp and excess capacity of narthern
bleached hardwood kraft pulp.

Historically, our Pictou mill has transferred its pulp
directly to Kimberly-Clark and used brokers for sales to
external customers. We utilize an internal sales team to
generate sales to external customers.

For the years ended December 31, 2006, 2005
and 2004, we had pulp sales to Kimberly-Clark of $143 mil-
lion, $135 million and $137 million, respectively. Such sales
represented approximately 86%, 73% and 77% of sales for
our pulp business in 2006, 2005 and 2004, respectively. No
single customer, other than Kimberly-Clark, accounted for
more than 10% of our net sales in those years.

GEOGRAPHIC INFORMATION

The following table presents further information about our
businesses by geographic area (dollars in millions):

Year Encled December 31,
2006 2005 2004
Net sales
United States $357.3 $352.9 $354.0
Canada 189.3 183.8 177.0
Europe 49.7 - -
Intergeographicltems 20 @0 22
Consolidated $594.3 $534.7 $528.8
Year Ended December 31,
2006 2005 2004
Total Assets
United States $223.5 $231.9 $241.8
Canada 180.8 305.1 315.5
Europe 3404 s -
Total 7447 $537.0 $557.3
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financial data

The following table sets forth our selected historical financial
and other data. You should read the following information in
conjunction with “Management’s Discussion and Analysis of
Financial Condition and Results of Operations” and our his-
torical consolidated and combined financial statements and
the notes to those consolidated and combined financial
statements included elsewhere in this Annual Report. The
statement of operations data for the years ended December
31, 2006, 2005 and 2004 and the balance sheet data as of
December 31, 2006 and 2005 are derived from our audited
historical consolidated and combined financial statements
included elsewhere in this Annual Report. The statement of
operations data for the years ended December 31, 2003
and 2002 and the balance sheet data as of December 31,
2004, 2003 and 2002 are derived from our audited historical
combined financial statements not included in this Annual
Report. In August 2006, we completed the transfer of our
Terrace Bay mill to Buchanan. For the year ended December 31,
2006, the results of operations of the Terrace Bay mill and
the loss on transfer are reflected as discontinued operations
in the statement of operations data. The statements of
operations data for all prior periods have been restated

to reflect the results of operations of the Terrace Bay mill as
discontinued operations. See Note 4 of the notes to our
audited historical consolidated and combined financial
statements included elsewhere in this Annual Report.

The consolidated and combined financial state-
ments reflect the consolidated operations of Neenah and
its subsidiaries as a separate, stand-alone entity subsequent
to November 30, 2004. The historical financial and other
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.

data for periods through November 30, 2004 have been
prepared on a combined basis from Kimberly-Clark’s con-
solidated financial statements using the historical results
of operations and bases of the assets and liabilities of
Kimberly-Clark's fine paper and technical products busi-
nesses in the United States and its Canadian pulp business
and give effect to allocations of expenses from Kimberly-
Clark. For a description of these allocations, see Note 1

of the notes to our audited historical consolidated and
combined financial statements included elsewhere in this
Annual Report. The historical financial and other data for
periods prior to November 30, 2004 are not indicative of
our future performance and do not reflect what our finan-
cial position and results of operations would have been had
we operated as a separate, independent company during
the periods presented.

Prior to the Spin-Off, all of the operations of our
pulp and paper business were included in the consolidated
income tax returns of Kimberly-Clark. Under the tax-sharing
agreement, Kimberly-Clark will indemnify us for all income
tax liabilities and retain rights to all tax refunds relating to
operations in the consolidated income tax returns for peri-
ods through the date of the Spin-Off. Accordingly, the com-
bined balance sheets for 2003 and 2002 do not include
current- or prior-period income tax receivables or payables
related to our operations, which were filed on a consclidated
basis with Kimberly-Clark. The income tax provisions were
determined as if our business were a separate taxpayer,




Year Ended December 31,

{Dollars in millions, except per share data) 2006 2005 2004 2003 2002
Consolidated and Combined Statement of Operations Datal2)(b}
Net sales $594.3 $534.7 $528.8 $462.7 $473.1
Costofproductsseld o ....5023 4387 39943022 30
Gross profit 92.0 6.0 129.4 110.5 1321
Selling, general and administrative expenses 56.9 49.4 42.0 30.0 308
Gain on sale of woodlands!(c) (125.5) - - - -
Other (income) expense~net ] 78 ... (68) ......... 16 A0 (1.4
Operating income 168.4 534 85.8 76.5 102.7
IterOSt EXPeNSE = N8t et s e nn s (L2 — B2 1A SRR z
Income from continuing operations before income taxes 151.9 35.2 B4.4 76.5 1027
Provision forincometaxes s 565 ... 129 04 292 e 393
Income from continuing operations 954 223 54.0 47.3 63.2
Loss from discontinued operationsid¥e) G329 ... (52.0) ... 80.4) | G R 0.9
Net income (loss) $ 625 $(29.7) $(26.4) $ 389 $ 623
Earnings from continuing operations per basic share(? $ 647 $ 1.51 $ 3.66 $ 3.22 $ 4.30
Earnings from continuing operations per diluted shara(?! $ 643 $ 1.51 $ 3.65 $ 3.22 $ 4.30
Cash dividends per common share $ 040 $ 040 $ - $ - % -
Other Financial Datal@
Net cash flow provided by {(used in);

Operating activities $ 65.8 $ 228 $ 760 $ 736 $111.8

Investment activities (1272.7) {25.8} {19.1) (23.6) {16.0)

Financing activities 50.8 (3.6) {37.8) (50.0) {95.8)
Capital expenditures (25.1} (25.7) {19.1) (24.4) {(18.4)
Ratio of earnings to fixed chargesth) 8.6x 2.9x 50.6x 383.5x 343.3x

As of December 31,

(Collars in millions) 2006®)cHa) 2005 2004 2003 2002
Consolidated and Combined Balance Sheet Data
Working capital $ 929 $123.9 $116.4 $101.7 $ 984
Total assets 7447 537.0 557.3 592.0 540.3
Long-term debt 2823 2263 225.0 - -
Total liabilities 559.8 377 360.2 158.3 146.6
Total stockholders’ and invested equity 184.9 165.3 197.1 433.7 393.7

{a) As noted elsewhere in this Annual Report, for periods prior to the Spin-

{b

(c

Off, our histarical financial results are not indicative of our future per-
formance, and do reflect what our financial position and results of
operations would have been had we operated as a separate, independ-
ent company during the periods presented.

In August 2006, we transferred the Terrace Bay mill and related wood-
lands operations {excluding certain working capital amounts and post-
employment obligations) to certain affiliates of Buchanan Forest
Products Ltd. ("Buchanan”). Pursuant to the terms of the agreement,
Buchanan assumed responsibility for substantially all liabilities related to
the future operation of the mill in exchange for a payment of $18.6 mil-
lion, For the year ended December 31, 20086, the results of operations of
the Terrace Bay mill and the loss on transfer are reflected as discontinued
operations in the consolidated and combined statements of operations.
The consolidated results of operations for all prior periods have been
restated to reflect the results of operations of the Terrace Bay mill as dis-
continued operations.

In June 2006, we completed the sale of approximately 500,000 acres of
woodlands in Nova Scotia for gross proceeds of $139.1 million. The
agreement includes a fiber supply agreement to secure a source of fiber
for our Pictou pulp mill. The transaction resulted in a net pretax gain of
$131.4 million. We immediately recognized approximately $122.6 million
of such gain and deferred approximately $9.0 million which is being rec-
agnized in income pro-rata through December 2007. During 2006, $2.9
million of such deferred gain was recognized in income.

NEENAH PAPER, INC.

(d

(e)

{f

—

(g

{h)

In 2005, we recorded a $53.7 million pretax non-cash impairment loss to
write off the carrying value of the Terrace Bay facility's tangible long-lived
assets. In addition, we recorded a $6.1 million pretax charge for exit
costs in connection with the closure of the smaller of the two single-line
pulp mills at our Terrace Bay facility. The charge included $5.0 million for
one-time termination benefits retated to early retirement, severance and
defined benefit pension plans, $0.3 for other associated exit costs and
$0.8 million for a non-cash asset impairment loss. See “Management's
Discussion and Analysis of Financial Condition and Results of Operations -
Executive Summary - Results of Discontinued Operations.”

In 2004, we recorded a $112.8 million pretax, non-cash impairment loss to
reduce the carrying amount of the Terrace Bay facility. See "Managemaent’s
Discussion and Analysis of Financial Condition and Results of Operations -
Executive Summary ~ Results of Discontinued Operations.”

For 2003 and 2002, basic and diluted earnings per share were computed
using the number of shares of Neenah common stock outstanding at the
Spin-Off date.

In Cctober 2006, we completed the purchase of the outstanding inter-
ests of Neenah Germany. Neenah Germany was acquired from FiberMark,
Inc. and FiberMark International Holdings LLC for $218 million in cash.
The transaction was financed through $160 million of available cash and
£58 million of debt drawn against our revolving credit facility.

For purposes of determining the ratio of earnings to fixed charges, earn-
ings consist of income before income taxes (less interest) plus fixed
charges. Fixed charges consist of interest expense, including amortiza-
tion of debt issuance costs, and the estimated interest portion of

rental expense. .
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of financial condition and results of operations

The following discussion and analysis presents the factors
that had a material effect on our results of operations dur-
ing the years ended December 31, 2006, 2005 and 2004.
Also discussed is our financial position as of the end of
those periods. You should read this discussion in conjunction
with our consolidated and combined financial statements
and the notes to those consolidated and combined financial
statements included elsewhere in this Annual Report.

This Management’s Discussion and Analysis of Financial
Condition and Results of Operations contains forward-
looking statements. See “Forward-Looking Statements”
for a discussion of the uncertainties, risks and assumptions
associated with these statements.

INTRODUCTION

This Management's Discussion and Analysis of Financial
Condition and Results of Operations are intended to pro-
vide investors with an understanding of the historical per-
formance of our business, its financial condition and its
prospects. The results of operations of our business after
the Spin-Off are, and will continue to be, significantly differ-
ent than the results of operations of our business prior ta
the Spin-OH. This difference results from, among other
things, the prices at which we sell pulp to Kimberly-Clark
after the Spin-Off, which are significantly different than the
prices reflected in transfers of pulp to other Kimberly-Clark
operations prior to the Spin-Off, interest expense of new
long-term debt and incremental selling, general and admin-
istrative expenses related primarily to reduced economies
of scale as a result of operating on a stand-alone basis. We
will discuss and provide our analysis of the following:

* QOverview of Business;

¢ Business Segments;

* Separation from Kimberly-Clark;

s Results of Operations and Related Information;
* Liquidity and Capital Resources; and

» Critical Accounting Policies and Use of Estimates.
OVERVIEW OF BUSINESS

We are a leading international producer of pre-
mium fine papers and technical products. We also produce
bleached kraft market pulp in Canada, where we own
approximately 500,000 acres of timberlands and have non-
exclusive rights to harvest wood from approximately
200,000 acres of other timberlands. We have three primary
operations: our fine paper business, our technical products
business and our pulp business.

In managing this diverse paper and pulp business,
management believes that achieving and maintaining a
leadership position for our fine paper and technical products
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businesses, responding effectively to competitive chal-
lenges, employing capital optimally, controlling costs and
managing currency, commodity and other risks are important
to the long-term success of the business. The pulp cycle
and general economic conditions also impact our results. In
this discussion and analysis, we will refer to these factors.

MARKET LEADERSHIP. Achieving and maintaining
leadership for our fine paper and technical products
businesses have been an important part of our past per-
formance. We have long been recognized as a leading
manufacturer of world class premium writing, text and
cover papers used in corporate annual reports, corpo-
rate identity packages, invitations, personal stationery
and high-end packaging. Maintaining our leadership is
important to our results, particularly in light of the com-
petitive environment in which we operate.

¢ COMPETITIVE ENVIRONMENT. Qur past results

have been, and our future prospects will be, significantly
affected by the competitive environment in which we
operate. We experience intense competition for sales of
our principal products in our major markets. Our paper
business competes directly with well-known competi-
tors, some of which are larger and more diversified in
most of our markets. In our pulp business, we have expe-
rienced, and will continue to experience, intense compe-
tition from suppliers of softwood pulps and southern
hemisphere suppliers of hardwood pulps. We expect our
competitors to continue to be aggressive in the future.

*+ COST CONTROL. To improve and maintain our com-
petitive position, we must control cur raw material, man-
ufacturing, distribution and other costs. A portion of
our investments in capital improvements are intended to
achieve cost savings and improvements in productivity.

s CYCLICAL NATURE OF THE PULP INDUSTRY,
Revenues in the pulp industry and our pulp business
tend to be cyclical, with periods of shortage and rapidly
rising market prices, leading to increased production
and increased industry investment until supply exceeds
demand. Those periods are then typically followed by
periods of reduced market prices and excess and idle
capacity until the cycle is repeated.

e GENERAL ECONOMIC CONDITIONS. The markets
for all of our products are affected to a significant degree
by general economic conditions. Downturns and
improvements in the U.5. economy or in our export
markets affect the demand for our products.

¢ FOREIGN CURRENCY AND COMMODITY RISK.
Sales of pulp by our Canadian manufacturing facilities
are invoiced in U.S. dollars in accordance with industry
practice; therefore, no currency effects are presented in
our analysis of the change in net sales for our pulp oper-
ations. However, we are exposed to changes in foreign



800

700

4600

500

0.9

0.8

0.7

currency exchange rates because most of the costs relat-
ing to our pulp business are incurred in Canadian dollars.
These risks could have a material impact on our results
of operations if not effectively managed. The following
charts illustrate changes in currency and pulp prices
that occurred during the periods covered by this
Management’s Discussion and Analysis of Financial
Condition and Results of Operations:

PULP PRICE HISTORY
AVERAGE QUARTERLY PRICES

— northern bleached softwood kraft pulp
== northern bleached hardwood kraft pulp

T T 1 T T J ¥ v T T T T
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Source: Resource Information Systems, Inc.

U.S. DOLLAR/CANADIAN DOLLAR EXCHANGE RATE
HISTORY - AVERAGE QUARTERLY EXCHANGE RATES
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BUSINESS SEGMENTS

Our fine paper business is a leading producer of premium
writing, text, cover and specialty papers used in corporate
annual reports, corporate identity packages, invitations,
personal stationery and high-end packaging. Our products
include some of the most recognized and preferred papers in
North America, where we enjoy leading market positions

in many of our product categories. We sell our products
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primarily to authorized paper distributors, converters and
specialty businesses, with sales to distributors and distributor-
owned paper stores accounting for more than 85% of sales.
We believe that our fine paper manufacturing facilities
located in Neenah and Whiting, Wisconsin are ameng the
maost efficient in their markets and make us one of the low-
est cost producers.

Our technical products business is a leading pro-
ducer of durable, saturated and coated substrates for a vari-
ety of end uses. We sell our technical products globally in
17 product categories, and we focus on major categories
where we believe we are a market leader, which include,
among others, the tape, label, abrasive, filtration media, wall
covering, medical packaging and heat transfer technical
products markets. We are also a global supplier of materials
used to create customer-specific components for furniture,
book covers and original equipment manufacturers’ prod-
ucts. Qur customers are tocated in more than 35 countries.
Our technical products manufacturing facilities are located in
Munising, Michigan and near Munich and Frankfurt, Germany.

Our pulp business consists of a mill located in
Pictou, Nova Scotia together with related timberlands. The
Pictou mill is comprised of a single-line pulp facility which
produces primarily softwood pulp, as well as timberlands
encompassing approximately 500,000 acres of owned and
200,000 acres of licensed or managed land in Nova Scotia. In
2006, the Pictou mill praduced approximately 260,000 metric
tons of bleached kraft pulp.

SEPARATION FROM KIMBERLY-CLARK

Neenah Paper, Inc. was incorporated under the laws of
the State of Delaware in April 2004, as a wholly owned sub-
sidiary of Kimberly-Clark. We had no material assets or
activities until the transfer to us by Kimberly-Clark of the
businesses described in this Annual Report, which occurred
immediately prior to the Spin-Off in November 2004. Prior
to the Spin-Off, Kimberly-Clark had conducted such businesses
through various divisions and subsidiaries. Following the
Spin-Off, we became an independent public company, and
Kimberly-Clark has no continuing ownership interest in us.
Prior to the Spin-Off, we entered into several
agreements with Kimberly-Clark in connection with the sep-
aration of our business from Kimberly-Clark’s businesses.
These agreements included a distribution agreement, a
pulp supply agreement, a corporate services agreement, an
employee matters agreement and a tax-sharing agreement.
The distribution agreement provided for the transfer to us
of the assets relating to Kimberly-Clark’s Canadian pulp
business and its fine paper and technical products business
in the United States, and the assumption by us of the liabili-
ties relating to these businesses. The pulp supply agree-
ment supports our transition from a captive pulp producer
to a market supplier of pulp. The employee matters
agreement allocates responsibilities relating to employee
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compensation and benefit plans and programs and other
related matters. The tax-sharing agreement governs tax obli-
gations arising out of our business both before and after the
Spin-Off. The corporate services agreement, which was termi-
nated in January 2006, facilitated an orderly transition from
being a part of a larger company to a stand-alone company.

RESULTS OF OPERATIONS
AND RELATED INFORMATION

In this section, we discuss and analyze our net sales, income
before interest and income taxes (which we refer to as
“operating income” in this Management’s Discussion and
Analysis of Financial Condition and Results of Operations)
and other information relevant to an understanding of our
results of operations for the years ended December 31,
2006, 2005 and 2004,

EXECUTIVE SUMMARY

RESULTS OF DISCONTINUED OPERATIONS
Manufacturing operations at the Terrace Bay mill were sus-
pended in February 2006 due to a lack of wood fiber for its
operations. The mill's fiber supply was exhausted as a result
of a strike by the approximately 250 workers employed by
the Longlac woodlands operations that supplied wood fiber
to the mill. Most of the approximately 400 hourly and
salaried workers employed at the mill were laid off during
the two weeks following the suspension of manufacturing
activities. In 2005, the Terrace Bay mill produced approxi-
mately 375,000 metric tons of pulp.

Following the suspension of manufacturing opera-
tions, we fulfilled our contractual obligation to supply pulp
to Kimberly-Clark by shipping from the mill’s inventory of
finished goods. The mill's inventory of finished goods was
exhausted in July. As a result, we notified Kimberly-Clark
that due to a Force Majeure Event (as defined in our pulp
supply agreement) we were unable to fulfill our obligations
under the pulp supply agreement.

In May 2006, we announced a tentative agreement
to transfer the Terrace Bay mill to Buchanan. In August 2006,
we consummated the agreement by transferring the mill
{excluding certain working capital amounts and post-
employment obligations) to Buchanan. Pursuant to the
terms of the agreement, Buchanan assumed responsibility
for substantially all liabilities related to the future operation
of the mill in exchange for a payment of $18.4 million. The
Terrace Bay mill is composed of a single-line pulp facility,
which primarily produces softwood pulp, and a woodlands
operation. The Terrace Bay mill holds non-exclusive rights
under a sustainable forest license (which was transferred
to Buchanan) to harvest wood on approximately 4.6 million
acres of land owned by the Province of Ontario.

48 (UNJCONVENTIONAL WISDOM

For the year ended December 31, 2006, net sales
at the Terrace Bay mill of $44.0 million decreased by
$152.7 million compared to the prior year due to the sus-
pension of manufacturing operations in February 2006. For
the year ended December 31, 2006, the Terrace Bay mill's
operating loss of $46.8 million decreased $37.4 million from
the prior year primarily due to restructuring costs and asset
impairment losses of $59.8 million in 2005 partially offset :
by the recognition of a loss of approximately $26.4 million '
related to the curtailment and partial settlement of pension
obligations to current retirees in the Ontario, Canada pen-
sion plan in 2006. Excluding these items, the mill's operat-
ing loss decreased $4.0 million as the costs incurred to
maintain the mill during the suspension of manufacturing
operations offset by revenue generated from the sale of
finished goods inventories on hand were less than the
losses incurred while operating the mill in 2005. In addition,
we recognized a pretax loss of $6.5 million to recognize the
loss on the assets transferred to Buchanan,

At closing, we retained certain working capital
amounts, primarily consisting of trade accounts receivable,
finished goods inventory and trade accounts payable. In
addition, we retained long-term disability obligations for
current and former mill employees and post-employment
medical and life insurance liabilities for current retirees.

In canjunction with the transfer of mill employees
to Buchanan and as a closing condition of the agreement,
we initiated plans to curtail and settle our Ontario, Canada
defined benefit pension plan. In August 2006, we made a
payment to the pension trust of approximately $10.8 million
for the purchase of annuity contracts to settle our pension
liability for current retirees. As a result of the transaction,
we recognized a pension curtailment and settlement loss
of approximately $26.4 million. In addition, we expect to
record a settlement loss of approximately $40 million
related to the future settlement of pension obligations for
active employees. The amount of any funds that we may
pay or receive and the timing of recognition of the loss to
settle the liability for active employees are dependent
upon, among other things, an actuarial determination of
the value of the obligations being settled, the cost of annu-
ity contracts, regulatory approval to settle the plan and
employee elections.

For the year ended December 31, 2005, net sales
at the Terrace Bay mill of $198.7 million decreased $44.6 mil-
lion compared to the prior year primarily due to the closure
of the No. 1 Mill, and to a lesser extent, extended downtime
to replenish wood chip inventories. For the year ended
December 31, 2005, the Terrace Bay mill's operating loss of
$84.2 million decreased $41.5 million. Excluding restructur-
ing costs and asset impairment fosses of $59.8 million and
$112.8 million in 2005 and 2004, respectively, the operating
loss for 2005 increased $11.5 million from the prior year.
The unfavorable comparison was primarily due to higher
discounts on pulp shipments to Kimberly-Clark pursuant to




our pulp supply agreement, unfavorable currency translation
effects, increased fiber and energy-related manufacturing
costs and cost associated with our operation as a stand-
alone company. These unfavorable factors were partially off-
set by lower maintenance spending, cost savings associated
with the closure of the No.1 Mill and higher average prices
for softwood pulp.

SALE OF WOODLANDS

In June 2006, we completed the sale of approximately
500,000 acres of woodlands in Nova Scotia to Atlantic Star
Forestry LTD and Nova Star Forestry LTD {the “Purchaser”)
far gross proceeds of $139.1 million. We received the

total proceeds from the sale in cash at closing. We also
entered into a fiber supply agreement (the "FSA") with the
Purchaser to secure a source of fiber for our Pictou pulp
mill. Following the sale, we have approximately 500,000 acres
of owned and 200,000 acres of licensed or managed wood-
lands in Nova Scotia.

Pursuant to the terms of the FSA, the Purchaser is
required to make available to us sufficient woodlands acreage
to yield 200,000 metric tons of softwood timber annually.
We are required to bear all costs associated with harvesting
the timber, and title to the timber transfers to us when the
timber is cut. Timber purchases under the FSA are at mar-
ket-based prices subject to semi-annual adjustment. The
FSA expires on December 31, 2010 and can be extended
for an additional five years at our discretion. The FSA can
be extended for a subsequent five years upon the mutual
agreement of us and the Purchaser. The FSA does not give
us the option or right to reacquire the woodlands that
were sold.

The sale qualified for gain recognition under the
“full accrual method” described in Statement of Financial
Accounting Standards No. 66, Accounting for Sales of Real
Estate ("FAS 66"). Our commitment to accept acreage
offered by the Purchaser to satisfy the timber requirements
for the first 18 months of the FSA represents a "constructive
obligation.” As a result, we recognized a pretax gain on the
sale of approximately $122.6 million in the three months
ended June 30, 2006 and deferred approximately $9.0 mil-
lion, which represents our estimated “maximum exposure to
loss,” related to our constructive obligation under the FSA.
The deferral related to the constructive obligation will be
amortized over the 18-month term of such obligation.
During the last six months of 2006, approximately $2.9 mil-
lion of such deferred gain was recognized in income.

ACQUISITION OF NEENAH GERMANY

In October 2006, we completed our previously announced
purchase of the outstanding interests of FiberMark Services
GrbH & Co. KG and the outstanding interests of FiberMark
Beteiligungs GmbH (together "Neenah Germany”). Neenah
Germany was acquired from FiberMark, Inc. and FiberMark
International Holdings LLC for $218 million in cash. The

transaction was financed through $160 million of available
cash and $58 million of debt drawn against our revolving
credit facility. Neenah Germany has been included in the
operating results of our Technical Products segment since
the date of acquisition.

The assets acquired as a result of the acquisition of
Neenah Germany consist of three mills located near Munich
and Frankfurt Germany, that produce a wide range of prod-
ucts, including transportation and other filter media, non-
woven wall coverings, masking and other tapes, abrasive
backings, and specialized printing and coating substrates.

RECENT DEVELOPMENTS

In March 2007, we acquired the Fox Valley Corporation,
which owns Fox River Paper Company, LLC {"Fox River").
We paid $52 million in cash for the acquisition and financed
it through a combination of cash and debt drawn against
our existing revalving credit facility. The assets acquired as
a result of the acquisition of Fox River consist of four U.S.
paper mills and various related assets, producing premium
fine papers with well-known brands including STARWHITE?,
SUNDANCES®, ESSE® and OXFORD® The Fox River assets will
be operated as part of our fine paper business.

In conjunction with the acquisition of Fox River,
we announced plans to permanently close the Housatonic
mill, located near Great Barrington, Massachusetts. The
Housatonic mill, the smallest of the fine paper plants acquired
in the Fox River acquisition, has annual production capacity
of approximately 15,000 tons per year and is expected to
cease manufacturing operations by the end of the second
quarter. The Housatonic mill was not profitable due to its
small size, cost structure and the pricing of many of the
grades made there. Closing the mill will allow us to elimi-
nate costs and improve margins while still serving the
needs of key customers. We expect to incur one-time cash
costs of approximately $3 million, which includes approxi-
mately $2 millien for employee severance pay and
approximately $1 million of other charges related to the
closure. See Note 20 of Notes to Consolidated and
Combined Financial Statements, “Subsequent Events.”

RESULTS OF CONTINUING OPERATIONS

Net sales for the year ended December 31, 2006 increased
$59.4 million from the prior year primarily due to the acqui-
sition of Neenah Germany in October 2006. Excluding
Neenah Germany, sales increased $9.9 million or 1%, prima-
rily due to favorable average net selling prices for all our
businesses and increased pulp shipments. The increase in
average net selling prices was primarily due to the realiza-
tion of price increases on branded fine paper products, in
our technical products business and higher market prices
for softwood pulp. Higher prices were partially offset by
marginally lower volumes in our fine paper and technical
products businesses {excluding Neenah Germany).
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Consolidated operating income for the year ended
December 31, 2006 increased $115.0 million compared to
2005 due to the gain on the sale of woodlands. See “Sale
of Woodlands” above. Excluding the gain on sale, consoli-
dated operating income was $10.5 million unfavorable to
the prior year primarily due to unfavorable currency trans-
lation effects related to the strengthening of the Canadian
dellar compared to the U.5. dollar, higher manufacturing
input costs, an unfavorable comparison on pulp hedging
activities and increased corporate expenses for stock-based
compensation and depreciation related to our enterprise
resource planning {“ERP") software. The unfavorable manu-
facturing costs were primarily due to higher raw material
(primarily fiber and latex}, energy and employee benefit
costs. These unfavorable effects were partially offset by
higher average net prices in all of our businesses, gains on
currency hedges and cost savings.

On January 1, 2006, we adopted the fair value
recognition provisions of Statement of Financial Accounting
Standards No. 123 {revised 2004), Share-Based Payment
("FAS 123R") using the modified-prospective transition
method. Stock-based compensation cost recognized under
FAS 123R for the year ended December 31, 2006 was
$5.8 million and consisted of (a) compensation cost for all
unvested stock-based grants outstanding as of January 1,
2004, based on the grant date fair value estimated in
accordance with the pro forma provisions of Statement of
Financial Accounting Standards 123, Accounting for Stock-
Based Compensation (“FAS 123"} and (b} compensation
cost for all stock-based awards granted subsequent to
adoption based on the grant date fair value estimated in
accordance with the provisions of FAS 123R. The adoption
of FAS 123R resulted in additional stock-based compen-
sation expense of $4.2 million and income tax benefits of
$1.6 million and reduced earnings per diluted share by
$0.17 for the year ended December 31, 2006.

At December 31, 2006, we adopted Statement
of Financial Accounting Standards No. 158, Employers’
Accounting for Defined Benefit Pension and QOther
Postretirement Plans ("SFAS 158") which requires an
employer to recognize the overfunded or underfunded sta-
tus of a defined benefit postretirement plan as an asset or
liability in its statement of financial position and to recog-
nize changes in that funded status in the year in which the
changes occur through comprehensive income. SFAS 158
also requires an employer to measure the funded status of
a plan as of the date of its year-end statement of financial
position. We were not affected by the measurement provi-
sions of SFAS 158 because the Cempany currently meas-
ures the funded status of its benefit plans as of year-end.
Recognition of the funded status provisions of SFAS 158
reduced our Stockholders’ Equity on the Consolidated
Balance Sheet at December 31, 2006 by $55.4 million.
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ANALYSIS OF NET SALES - YEARS ENDED
DECEMBER 31, 2006, 2005 AND 2004

The following table presents net sales by segment,
expressed as a percentage of total net sales before inter-
segment eliminations:

Year Ended December 31,
2006 2005 2004
Fine Paper 37% 42% 42%
Technical Products 31% 24% 25%
PUI e 32% ...34% . 33%
Total 100% 100% 100%

The following table presents our net sales by seg-
ment for the periods indicated:

Year Ended December 31,
2006 2005 2004
Net sales
Fine Paper $223.9 $222.3 $220.8
Technical Products 183.1 130.6 132.3
Pulp 189.3 183.8 177.4
Intersegmentsales | 20 29 .. (1.7
Consolidated $594.3 $534.7 $£528.8
COMMENTARY:

YEAR 2006 VERSUS 2005

Change in Net Sales
Compared to Prior Period

Change Due to

Total Average

Change Vofume Net Price

Fine Paper $ 1.6 $(0.8) $24
Technical Products 52.5 47 .4 5.1
E?.'R‘f’.’f?? .................................. 55 .36 19
Consolidated $59.6 $50.2 $9.4

{a} Sales of pulp by our Canadian manufacturing facilities are invoiced in
U.S. dollars in accordance with industry practice; therefore, no currency
effects are presented in our analysis of the change in net salfes for our
pulp operations.

{b) Average net price includes an $11.4 million reduction due to pulp

hedging activities.

Consolidated net sales increased $59.6 million or
11% in 2006 versus 2005, primarily due to the acquisition
of Neenah Germany in October 2006. Excluding Neenah
Germany, sales increased $9.9 million or 1%, primarily due
to favorable average net selling prices for all our businesses
and increased pulp shipments,

¢ Net sales in our fine paper business increased $1.6 mil-
lton, or 1%, primarily due to higher average net prices.
Higher average net selling prices reflected the realiza-
tion of price increases on branded products imple-
mented in January and June 2006. Unit volumes were
essentially unchanged from the prior year.



* Net sales in our technical products business increased
$52.5 million, or 40%, primarily due to the acquisition of
Neenah Germany in October 2006. Excluding Neenah
Germany, sales increased $2.8 million or 2% due to
higher average net selling prices partially offset by lower
volume. The increase in average net selling prices was
primarily due to the implementation of a surcharge to
recover higher raw material costs and a general price
increase in January 2006.

* Net sales in our pulp business increased $5.5 million, or
3%, primarily due to higher selling prices and an increase
in shipments. Average net selling prices were favorable
due to a 10% increase in average market prices for soft-
wood pulp, partially offset by losses on pulp future con-
tracts ($11.4 million). The increase in shipments was
primarily due to increased production.

YEAR 2005 VERSUS 2004

Change in Net Sales

Compared to Prior Period
Change Due to

Total Average

Change Volume Met Price

Fine Paper $15 $(0.2) $1.7
Technical Preducts (1.7 3.7 (5.4)
Pulpla} 6.4 2.9 3.5
Intersegmentsales ... Q3 Q3 -
Consolidated . $59 $6.1 $(0.2)

{a) Sales of pulp by our Canadian manufacturing facilities are invoiced in
U.5. dollars in accordance with industry practice; therefore, no currency
effects are presented in our analysis of the change in net sales for our
pulp operations.

Consolidated net sales increased $5.9 million, or
1%, in 2005 compared with 2004, primarily due to increased
technical products and pulp volumes.

¢ Net sales in our fine paper business increased $1.5 mil-
lion, or 1%, primarily due to higher average net selling
prices, partially offset by lower product mix. Favorable
pricing was primarily due to realization of a price
increase for most branded products implemented in
December 2004 and an additional increase for selected
branded products in the third quarter of 2005. Product
mix decreased as a result of shipping a higher propor-
tion of lower-priced grades. Unit volumes were essen-
tially unchanged from the prior year, while the uncoated
free sheet market decreased approximately 3% in 2005.

* Net sales in our technical products business decreased
$1.7 million, or 1%, as 3% growth in unit volumes and
favorable product pricing were more than offset by a
product mix with a higher proportion of relatively lower-
priced premask and tape volume. The volume improve-
ment reflected strong growth in sales of premask and
tape products partially offset by reduced label shipments.

Favorable average net selling prices were due to the real-
ization of a price increase implemented in the fourth quar-
ter of 2004 and a surcharge implemented in the third
quarter of 2005 to recover increased costs for oil-based
latex. Sales and mix were adversely affected by reduced
heat transfer shipments related to our termination of a dis-
tribution agreement and the shift in sales volumes.

* Qur pulp business net sales increased $6.4 million, or
4%, primarily due to a 1% increase in pulp shipments
and a shift in product mix to a higher proportion of soft-
wood pulp shipmenits, partially offset by higher discounts
on pulp shipments to Kimberly-Clark. Average net selling
prices were unfavorable to the prior year as marginally
higher average market prices for softwood pulp were
mare than offset by higher discounts on shipments to
Kimberty-Clark pursuant to our pulp supply agreement.
Product mix improved from the prior year due to ship-
ping a higher proportion of softwood pulp.

The following table sets forth line items from our
consolidated and combined statements of operations as a per-
centage of net sales for the periods indicated and is intended
to provide a perspective of trends in our historical results:

Year Ended December 31,

2006 2005 2004
Net sales 100.0% 100.0% 100.0%
Costof productssold 845 g20 755
Gross profit 15.5 18.0 245
Selting, general and
administrative expenses 9.6 9.2 8.0

Gain on sale of woodlands {21.1) 0.1 -

Other (income} expense —net __ (1.3) | 03 ... 03
Operating income 28.3 10.0 16.2
Interestexpense-net 2.8 0 34 .02
Income from continuing

operations before

income taxes 255 6.6 16.0
Provision forincome taxes 9.5 .3 24 58
Income from

continuing operations 16.0% 4.2% 10.2%

ANALYSIS OF OPERATING INCOME - YEARS ENDED
DECEMBER 31, 20046, 2005 AND 2004

The following table sets forth our pretax income (loss) by
segment for the periods indicated:

Year Ended December 31,
2006 2005 2004
Operating income
Fine Paper $ 56.2 $58.4 $67.0
Technical Products Q2 105 29
Pulp 115.8 9.0 5.2
Unallocated corporate costs _ (12.8) | 65 .1 {8.3)

Consoclidated $168.4 $53.4 $85.8
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COMMENTARY:

YEAR 2006 VERSUS 2005

Change in Operating Income (Loss) Compared to Prior Period

Change Due To

Net Material
Change Volume Pricefd) Costslt)  Currency Othertcid)
Fine Paper $ 22 $(0.4) $ 31 $ 4.0) 5 - $ 09
Technical Products 1.5 4.0 (3.5) - (3.3
Pulp 124.8 2.8 3.5 (3.1 (12.0) 133.6
Unallocated corporatecosts ... fe3) e e T T (63)
Consolidated $115.0 $39 $10.6 $(10.6 $(12.0)  $123.1

{a} Includes price changes, net of pulp discounts, changes in product mix and results of pulp hedging activities.

{b} Includes price changes for raw materials and energy.

{¢} Includes annual maintenance-related downtime spending, other materials, manufacturing labor, distribution and selling, general and administrative expenses.

{d) Includes $125.5 million gain on sale of woodlands,

Consolidated operating income in 2006 increased
$115.0 million compared to 2005 due to the $125.5 million
gain on the sale of woodlands. Excluding the gain on sale,
consolidated operating income was $10.5 million lower
than the prior year primarily due to unfavorable currency
effects related to the strengthening of the Canadian dollar
compared to the U.S. dollar, an unfavorable comparison on
pulp hedging activities, higher manufacturing input costs,
and increased corporate expenses for stock-based com-
pensation and depreciation related to our ERP software.
These unfavorable effects were partially offset by higher
average net prices in all our businesses.

* Operating income for our fine paper business decreased
$2.2 million, or 4%, primarily due to higher raw material,
energy and labor costs. The increase in manufacturing

' costs was partially offset by higher average net selling
prices due to the realization of price increases on branded
products implemented in January and June 2006.

* Operating income for our technical products business
decreased $1.3 million, or 12%, primarily due to higher
raw material (primarily latex and pulp), energy, labor and
research and development costs. The increase in manu-
facturing costs was partially offset by higher average net
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selling prices due to the realization of a general price
increase in January 2006 and the implementation of a
surcharge to recover increased latex costs, and favorable
volume due to Neenah Germany.

Operating income for our pulp business increased
$124.8 million from the prior year due to the gain on the
sale of the woodlands of $125.5 million. Excluding the
gain on sale of the woodlands, our pulp business had an
operating loss of $%.7 million, a $0.7 miillion increase
from 2005. The increase in the operating loss for the
pulp business was primarily due to unfavorable currency
effects related to the strengthening of the Canadian dol-
lar compared to the U.5. dollar, an unfavorable compari-
son on pulp hedging activities ($11.4 million) and higher
raw material and energy costs. These effects were par-
tially offset by higher selling prices, gains on currency
hedges and cost savings.

Unallocated corporate expenses increased by $6.3 mil-
lion primarily due to stock-based compensation costs
and depreciation related to our ERP software. Stock-
based compensation increased approximately $5.0 mil-
lion primarily due to the adoption on January 1, 2006 of
SFAS 123R.




YEAR 2005 VERSUS 2004

Change in Operating Income (Loss} Compared to Prior Period

Change Due To
Total Net Material
Change Volume Pricel2) Costs®)  Currency Otherl®)
Fine Paper $ (8.6) ${0.1) $(0.2) $ {4.3) $ - $4.0)
Technical Products (11.4) 0.8 {1.5) {6.4) - (4.3)
Pulp (14.2) 14 (6.1) (10.9) (4.4) 2.6
Unallocated corporatecosts ] V8 ol ol e T e 1.8
Consclidated $(32.4) $5.3 $(7.8 $(21.6) $(4.4) 33.9)

{a) Includes price changes, net of pulp discounts, changes in product mix and results of pulp hedging activities.

{b) Includes price changes for raw materials and energy.

{¢} Includes restructuring costs, annual maintenance-related downtime spending, other materials, manufactuting labor, distribution and selling, general and

administrative expenses.

Consolidated operating income in 2005 of * Qur pulp business incurred an operating loss of $9.0 mil-

$53.4 million decreased $32.4 million versus the prior year.
Higher raw material and energy costs, unfavorable currency
translation effects related to the strengthening of the
Canadian dollar compared to the U.S. dollar, higher dis-
counts on pulp sales to Kimberly-Clark and costs associated
with our operation as a stand-alone company were the pri-
mary drivers of the unfavorable comparison.

* Operating income for our fine paper business decreased
$8.6 million primarily due to increased manufacturing and
distribution costs and costs associated with our operation
as a stand-alone company. The increase in manufacturing
costs was primarily due to higher raw material prices
including an 11% increase in average hardwood pulp

lion in 2005 which increased $14.2 million compared to
the prior year. The unfavorable comparison to the prior
year was primarily due to higher discounts on pulp ship-
ments to Kimberly-Clark pursuant to our pulp supply
agreement, unfavorable currency translation effects,
increased fiber and energy related manufacturing costs
and costs associated with our operation as a stand-alone
company. These unfavorable factors were partially offset
by higher average market prices for softwood pulp.

ADDITIONAL STATEMENT OF
OPERATIONS COMMENTARY:

prices, gas prices that increased more than 20% from the * For the years ended December 31, 2006 and 2005, we

prior year and increased costs for chemicals and dyes. The
increase in distribution costs was primarily due to an increase
in fuel prices. In addition, net price was unfavorable to the
prior year as an increase in the proportion of unbranded
product sales more than offset branded product price
increases implemented in December 2004 and the third
quarter of 2005.

¢ Operating income for our technical products business
decreased $11.4 million due to higher manufacturing
costs, costs associated with our operation as a stand-
alone company and lower average net selling prices,
partially offset by favorable volume, The increase in man-
ufacturing costs was primarily due to higher costs for oil-
based latex and increased utility costs related to higher

coal prices. Net price was unfavorable as higher average .

prices were more than offset by lower heat transfer ship-
ments and the shift in product mix to selling a higher
propertion of relatively lower priced premask and tape
products. Volume was favorable to the prior year prima-
rily due to the strong growth in premask sales.

incurred $19.4 million and $18.5 million, respectively, of
interest expense {including approximately $2.0 million
of amortization of debt issuance costs in each year). The
increase in interest expense was primarily due to bor-
rowing under our revolving credit agreement to partially
finance the acquisition of Neenah Germany. In 2004,

we incurred $1.4 million of interest expense on our

$225 million of senior notes for the month of December
{following the Spin-Off). Kimberly-Clark used a central-
ized approach to cash management and the financing of
its operations. As a result, none of Kimberly-Clark’s cash,
cash equivalents, debt or interest income or expense
was allocated to the Pulp and Paper Business for periods
prior to the Spin-Off.

The effective tax rate was 37.2%, 36.6% and 36.0% for
2006, 2005 and 2004, respectively. The increase in the
effective tax rate between 2006 and 2005 was primarily
due to a change in the proportion of the pretax income
in tax jurisdictions with different marginal tax rates. For
the three months ended December 31, 2006, our effec-
tive tax rate was 17.9%. The decrease in the effective tax
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rate in the fourth quarter was primarily due to the mix
of pretax income between tax jurisdictions with different
marginal tax rate and the benefits of changes in our
corporate structure following the acquisition of Neenah
Germany. The increase in the effective tax rate between
2005 and 2004 was primarily due primarily due to the
mix of pretax income between tax jurisdictions with dif-
ferent marginal tax rate, partially offset by an increase in
the proportion of non-taxable income items to pretax
income. See Note 7 of Notes to Consolidated and
Combined Financial Statements included elsewhere

in this Annual Report for a reconciliation of the annual
effective tax rates.

LIQUIDITY AND CAPITAL RESOURCES

Year Ended December 31,

2006 2005 2004

Net cash flow provided

by (used in):
Operating activities $ 658 5228 $760
Investing activities, including

capital expenditures (127.7) {25.8) (19.1}

Capital expenditures (25.1) {25.7) (19.1)
Financing activities 50.8 (3.6) {37.8)

OPERATING CASH FLOW COMMENTARY

54

Cash provided by operations of $65.8 million for the year
ended December 31, 2006 increased $43.0 million from
the prior year. This increase was primarily due to a
decrease in our investment in operating working capital,
partially offset by pension contributions to settle liabili-
ties for current retirees in the Terrace Bay pension plan.
The decrease in operating working capital was primarily
due to the depletion of finished goods inventory and the
collection of accounts receivable at the Terrace Bay mill.
Cash provided by operations of $22.8 million for the year
ended December 31, 2005 decreased $53.2 million from
2004, This decrease was the result of lower earnings
{(excluding the non-cash effects of the Terrace Bay
impairment loss and related deferred tax benefits and
depreciation) and higher income tax paymenits, partially
offset by a decrease in our investment in operating
working capital. The decrease in operating working capi-
tal was primarily due to lower accounts receivable,
partially offset by a decrease in accounts payable related
to the timing of payments following the Spin-Off.

Qur investment in operating working capital at
December 31, 2006 decreased $31.0 million from the
prior year. The decrease in operating working capital
was primarily due to the depletion of finished goods
inventory and the collection of related receivables at
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Terrace Bay prior to the transfer to Buchanan. This reduc-
tion was partially offset by working capital acquired in
the Neenah Germany acquisition. During 2005, higher
discounts on pulp shipments to Kimberly-Clark and
lower pulp volume resulted in lower accounts receivable
and reduced our investment in operating working capital
{excluding the effects of a stronger Canadian dollar rela-
tive to the U.S. dollar). Cur reduced investment in oper-
ating warking capital due to lower accounts receivable
was partially offset by an increase of $7.6 million in
inventories (excluding the effects of a stronger Canadian
dollar relative ta the U.S. dollar). We built pulp finished
good inventories to comply with contractually required
safety stock levels as we transitioned to being a supplier
of market pulp. During 2004, higher average selling
prices for pulp resulted in significantly higher accounts
receivable and increased our investment in working
capital at December 31, 2004 to $116.4 million.

INVESTING COMMENTARY:

Cash used by investing activities for 2006 of $127.7 mil-
lion, increased $101.9 million from the prior year period.
The increase was primarily due to the acquisition of
Neenah Germany for $218.6 million (net of cash acquired)
and a payment of $18.6 million to Buchanan to transfer
the Terrace Bay mill, partially offset by net proceeds from
the sale of woodlands of $134.8 million. Capital spending
for 2006 of $25.1 million was $0.6 million lower than the
comparable prior year period. Capital spending in 2006
included significant amounts for the acquisition and
installation of ERP software and general projects in
North America.

Capital spending in 2005 of $25.7 million was $6.6 mil-
lion higher than the comparable prior year period. The
increased spending was primarily for the acquisition and
installation of enterprise resource planning (ERP) soft-
ware and leasehold improvements at our new research
and development center.

We anticipate capital expenditures for 2007 will be
approximately $50 to $55 million including amounts
related to our recently acquired Fox River Paper opera-
tion. Spending in 2007 includes major projects in
Neenah Germany to add capacity and increase produc-
tivity. Capital spending in Neenah Germany will primarily
be financed through locally generated cash flow, gov-
ernment subsidized project financing and a $15 million
Euro line of credit. The timing and amount of capital
expenditures will depend on the results of engineering
studies, the outcome of negotiations with regulatory
authorities and the remediation methods ultimately
selected. These capital expenditures are not expected
to have a material adverse effect on our financial condi-
tion, results of operations or liquidity.



¢ |n March 2007, we acquired the Fox Valley Corporation,

which owns Fox River. We paid $52 million in cash for
the acquisition and financed it through a combination of
cash and debt drawn against our existing revolving
credit facility.

FINANCING COMMENTARY:

*  Qur liquidity requirements are being provided by cash
generated from operations, proceeds from asset sales
and short-term and long-term borrowings. Availability
under our revolving credit facility varies over time
depending on the value of our inventory, receivables and
various capital assets. At December 31, 2006, we had
$57.3 million cutstanding under our revolving credit
facility, outstanding letters of credit of $2.8 million and
$88.2 million of available credit. Prior to the Spin-Off,
our financing {net of cash transfers to Kimberly-Clark)
was provided by Kimberly-Clark.

In 2006, net borrowings under our revolving credit
agreement increased from $0 to $57.3 million primarily
to partially finance the acquisition of Neenah Germany.

In 2005, we financed the acquisition of our ERP software
{$3.6 million) through third-party financing payable over
three years. We financed our current year insurance pre-
miums {$2.3 million) through the issuance of a short-
term note. Payments under the agreements far our ERP
software and insurance premiums in 2005 were $1.1 mil-
lion and $2.3 million, respectively.

We paid cash dividends of $0.40 per share or $5.9 mil-
lion in each of 2006 and 2005.

TRANSFER OF TERRACE BAY MILL:

* In conjunction with the transfer of the Terrace Bay mill to

Buchanan and as a closing condition of the agreement,
we initiated plans to curtail and settle our Ontario,
Canada defined benefit pension plan. In August 2006,
we made a payment to the pension trust of approxi-
mately $10.8 million for the purchase of annuity con-
tracts to settle our pension liability for current retirees.
As a result of the transaction, we recegnized a pension
curtailment and settlement loss of approximately

$26.4 million in the year ended December 31, 2006. In
addition, we expect to record a settlement loss of approx-
imately $40 million related to the future settlement of
pension cbligations for active employees. The amount of
any funds that we may pay or receive and the timing of
recognition of the loss to settle the liability for active
employees are dependent upon, among other things, an
actuarial determination of the value of the obligations
being settled, the cost of annuity contracts, regulatory
approval to settle the plan and employee elections.

CREDIT AGREEMENT AMENDMENT:

* In October 2006, we amended our Credit Agreement to,

among other things, (i) increase availability under our
Revolver from $150 million to $165 million, (i) extend the
termination date of the Credit Agreement to November 30,
2010, (iii) set the interest rate under the Revolver to either
{A) the Prime Rate {as defined in the amended Credit
Agreement) plus a percentage ranging from 0% to 0.75%,
or (B) LIBOR plus a percentage ranging from 1.25% to
2.25%, (iv} reduce the commitment fee pricing an the
Revclver, and (v) make other definitional, administrative
and covenant modifications to the Credit Agreement.

In the amendment, the lenders also consented to
consummation of our announced purchase of Neenah
Germany. Neenah Germany is not expected to become
a borrower or guarantor with respect to the Revolver.
However, we pledged 65% of our equity interest in
Neenah Germany as security for our obligations under
the Credit Agreement.

Our ability to borrow under the Revolver is limited by
the amendment to the lowest of {a) $165 million, (b} our
borrowing base {as determined in accordance with the
amended Credit Agreement}, and () the applicable cap
on the amount of "credit facilities” under the indenture.
As of December 31, 2006, our borrowing base was
approximately $153 million. The amount of the borrow-
ing base is subject to change from time to time in accor-
dance with the terms of the Credit Agreement.

The Revolver, as amended, contains events of default
customary for financings of this type, including failure to
pay principal or interest, materially false representations
or warranties, failure to observe covenants and other
terms of the Revolver, cross-defaults to other indebted-
ness, bankruptcy, insolvency, various ERISA violations, the
incurrence of material judgments and changes in control.

In March 2007, we entered into the fourth amendment to
our Credit Agreement to, among other things, {i) increase
our secured revolving line of credit from $165 million to
$180 million, and (ii} assist us in consummating the acqui-
sition of Fox River for $52 million, and {iii) make other
definitional, administrative and covenant modifications to
the Credit Agreement. The entities acquired pursuant

to the Fox River transaction will become guarantors with
respect to such secured revolving line of credit.

Despite the increase in the total commitment to

$180 million, our ability to borrow under the revolving
credit facility is limited by the terms of the Third
Amendment to the lowest of (a) $180 million, {b) our
borrowing base {as determined in accordance with the
amended Credit Agreement), and (c) the applicable cap
on the amount of “credit facilities” under the indenture.
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¢ As part of closing the Fox River acquisition, we borrowed
$54 million in principal under the Revolver. As of such
date the total amount outstanding under the Revolver
was approximately $111 million. All principal amounts
outstanding under the Credit Agreement are due and
fully payable on the date of termination of the Credit
Agreement. While the Fourth Amendment increases the
total commitment available to us under the Credit
Agreement, no assurance can be given that we will meet
the requirements to borrow the full amount available
under the Credit Agreement.

CONTRACTUAL OBLIGATIONS

Management believes our ability to generate cash
from operations and our borrowing capacity are adequate
to fund working capital, capital spending and other cash
needs for the next twelve months. Our ability to generate
adequate cash from operations beyond 2007, however, will
depend en, among other things, our ability to successfully
implement our business strategies and cost cutting initia-
tives and to manage the impact of changes in pulp prices
and currencies. We can give no assurance we wil| be able to
successfully implement those strategies and cost cutting
initiatives or successfully manage our pulp pricing and cur-
FENCy exposures.

The following table presents the total contractual obligations for which cash flows are fixed or determinable as of

December 31, 2006:

Beyond

{tn millions) 2007 2008 2009 2010 2011 2011 Total
Unconditional purchase obligations $48.0 $47.3 $43.9 $ 49 $38.4 $214.0 $433.5
Long-term debt payments 13 - - 57.3 - 225.0 283.6
Interest payments on long-term debt 16.7 16.6 16.6 16.6 16.6 498 132.9
Other post-employment benefit obligations 35 2.7 1.5 1.8 21 15.0 26.6
Operating leases 1.3 0.9 0.8 0.7 0.6 1.4 57
Open purchase orders 20.2 - - - - - 20.2
Contributionsto pensiontrusts | 87 ez P o ] e 327

Total contractual obligations $99.7 $67.5 $62.8 $118.3 $57.7 $505.2 $911.2

The unconditional purchase obligations are for the
purchase of raw materials, primarily wood chips. Although
we are primarily liable for payments on the above operating
leases and unconditional purchase obligations, based on
historic operating performance and forecasted future cash
flows, we believe our exposure to losses, if any, under these
arrangements is not material. '

The open purchase orders represent amounts we
anticipate will become payable within the next year for
goods and services that we have negotiated for delivery.

The future payments that we will make for post-
employment benefits other than pensions are estimated
using actuarial assumptions, including expected future
service, to project the future obligations.

CRITICAL ACCOUNTING POLICIES
AND USE OF ESTIMATES

The preparation of financial statements in conformity with
accounting principles generally accepted in the United
States requires estimates and assumptions that affect the
reported amounts of assets and liabilities at the date of the
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financial statements and the reported amounts of net sales
and expenses during the reporting period. Actual results
could differ from these estimates, and changes in these
estimates are recorded when known. The critical account-
ing policies used in the preparation of the consclidated
financial statements are those that are important both to
the presentation of financial condition and results of opera-
tions and require significant judgments with regard to esti-
mates used. These critical judgments relate to the reported
amounts of assets and liabilities, disclosure of contingent
assets and liabilities, and the reported amounts of revenue
and expenses.

The following summary provides further informa-
tion about the critical accounting policies and should be
read in conjunction with the notes to the Consolidated and
Comnbined Financial Statements. We believe that the
consistent application of our policies provides readers of
Neenah’s financial statements with useful and reliable infor-
mation about our operating results and financial condition.

We have discussed the application of these
critical accounting policies with our Board of Directors
and Audit Committee.




REVENUE RECOGNITION

We recognize sales revenue when all of the following have
occurred: (1) delivery has occurred, {2) persuasive evidence
of an agreement exists, {3) pricing is fixed or determinable,
and (4) collection is reasonably assured. Delivery is not con-
sidered to have occurred until the customer takes title and
assumes the risks and rewards of ownership. The timing of

revenue recognition is largely dependent on shipping terms.

Revenue is recorded at the time of shipment for terms des-
ignated free on board ("FOB") shipping point. For pulp
sales to Kimberly-Clark and other customers that are desig-
nated FOB destination, revenue is recognized when the
product is delivered to the customer’s delivery site. Sales
are reported net of allowable discounts and estimated
returns. Reserves for cash discounts, trade allowances and
sales returns are estimated using historical experience.

INVENTORIES

We value UL.S. inventories at the lower of cost, using the
Last-In, First-Out ("LIFO") method for financial reporting
purposes, or market. Canadian and German inventories are
valued at the lower of cost, using either the First-In, First-
Qut ("FIFG") or a weighted-average cost method, or mar-
ket. The FIFO values of total U.S. inventories valued on

the LIFO method were $37.9 million and $35.2 million at
December 31, 2006 and 2005, respectively. Cost includes
labor, materials and production overhead. Inventories of
the Canadian pulp operations include both roundwood
(logs) and wood chips. These inventories are located both
at the pulp mills and at various timberlands locations. In
accordance with industry practice, physical inventory counts
utilize “scaling” techniques to estimate quantities of round-
wood, as well as various electronic devices to calculate
wood chip inventory amounts. These techniques historically
have provided reasonable estimates of such inventories.

DEFERRED INCOME TAX ASSETS

As of December 31, 2006, we have recorded deferred
income tax assets totaling $34.2 million related to tempo-
rary differences, and we have established no valuation
allowances against these deferred income tax assets. As of
December 31, 2005, our deferred income tax assets were
$29.3 million. In determining the need for valuation
allowances, we consider many factors, including specific
taxing jurisdictions, sources of taxable income, income tax
strategies and forecasted earnings for the entities in each
jurisdiction. A valuation allowance would be recognized if,
based on the weight of available evidence, we conclude
that it is more likely than not that some portion or all of the
deferred income tax assets will not be realized.

Prior to the Spin-Off, our operations were included
in the consolidated income tax returns of Kimberly-Clark.
Kimberly-Clark will indemnify us for all income tax liabilities
and retain rights to all tax refunds for periods through the
date of the Spin-Off. Accordingly, the consolidated balance
sheets for periods prior to the Spin-Off do not include
current or priar period income tax receivables or payables
related to our operations, which were filed on a consoli-
dated basis with Kimberly-Clark. For all periods, the income
tax provisions have been determined as if we were a sepa-
rate taxpayer.

FINANCIAL INSTRUMENTS

Cash and cash equivalents include all cash balances and highly
liquid investments with an initial maturity of three months or
tess. We place our temporary cash investments with high
credit quality financial institutions.

We use derivative instruments to manage expo-
sures to foreign currency and commodity price risks. We
principally use foreign currency forward and pulp future
contracts to hedge against these exposures. Derivative
instruments are recorded on the balance sheet as assets or
liabilities and are measured at fair market value. Derivative
instruments that have been designated as hedges of antici-
pated future cash flows are marked-to-market through
accumulated other comprehensive income {balance sheet
adjustments) until such time as the related forecasted trans-
actions affect earnings. Derivatives that are not designated
as hedges are adjusted to fair value through other income.
Fair value estimates are based on relevant market informa-
tion, including current market rates and prices. We docu-
ment relationships between hedging instruments and
hedged items, and link derivatives designated as cash flow
hedges to specific forecasted transactions. We also assess
and document, both at the hedge's inception and on an
ongoing basis, whether the derivatives that are used in
hedging transactions are highly effective in offsetting
changes in cash flows associated with the hedged items.
Any hedge ineffectiveness is charged to expense in the
period incurred.

PENSION BENEFITS

in connection with the Spin-Off, and as set forth in the
employee matters agreement, obligations for Kimberly-Clark’s
defined benefit pension plans and defined contribution
retirement plans related to active and former employees of
the Canadian pulp operations and active employees of the
U.S. paper operations became our responsibility. Kimberly-
Clark retained the obligations for former employees of the
U.S. paper operations. A share of pension assets related to
active employees of the U.5. paper operations were trans-
ferred from Kimberly-Clark’s pension plan to a new pension
plan established by us. The new plan provides substantially
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simitar benefits and credits our employees for service earned
with Kimberly-Clark. With respect to Canadian employees,
we assumed the existing pension assets and obligations of
the related Kimberly-Clark pension plans,

Our funding policy for qualified defined benefit
plans is to contribute assets to fully fund the accumulated
benefit obligation. Subject to regulatory and tax deducti-
bility limits, any funding shortfall is to be eliminated over a
reasonable number of years. Nonqualified plans providing
pension benefits in excess of limitations imposed by the
taxing authorities are not funded.

Consclidated and combined pension expense for
defined benefit pension plans was $35.5 million, $13.2 million
and $10.7 million for the years ended December 31, 2006, 2005
and 2004, respectively. Pension expense for 2006 includes
$26.4 million for settlement and curtailment losses related
to the purchase of annuity contracts to settle pension liabii-
ities for current retirees in our Ontario, Canada defined
benefit pension plan. in addition, in May 2005 we recog-
nized a pretax charge of $1.6 million for a partial settlement
of certain pension obligations related to the closure of the
No. 1 Mill. Pension expense is calculated based upon a
number of actuarial assumptions applied to each of the
defined benefit plans. The weighted-average expected
long-term rate of return on pension fund assets used to cal-
culate pension expense was 8.39%, 8.41% and 8.50% for
the years ended December 31, 2006, 2005 and 2004,
respectively. The expected long-term rate of return on pen-
sion fund assets held by our pension trusts was determined
based on several factors, including input from pension
investment consultants and projected long-term returns of
broad equity and bond indices. Also considered were the
plans’ historical 10-year and 15-year compounded annual
returns. We anticipate that, on average, the investment
managers for our U.S. and Canadian plans will generate
annual long-term rates of return of at least 8.0% and 8.5%,
respectively. Our expected long-term rate of return on the
assets in the plans is based on an asset allocation assump-
tion of about 60% with equity managers, with expected
long-term rates of return of approximately 10%, and 40%
with fixed income managers, with an expected long-term
rate of return of about 6%. The actual asset allocation is reg-
ularly reviewed and periodically rebalanced to the targeted
allocation when considered appropriate. We evaluate our
investment strategy and long-term rate of return on pension
asset assurmptions at least annually.

Pension expense is estimated based on the fair
value of assets rather than a market-related value that aver-
ages gains and losses over a period of years. Investment
gains or losses represent the difference between the
expected return calculated using the fair value of the assets
and the actual return based on the fair value of assets. The
variance between the actual and the expected gains and
losses on pension assets is recognized in pension expense
more rapidly than it would be if a market-related value for
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plan assets was used. As of December 31, 2006, our pen-
sion plans had cumulative unrecognized investment losses
and other actuarial losses of approximately $97.3 million.
These unrecognized net losses may increase our future pen-
sion expense if not offset by (i) actual investment returns
that exceed the assumed investment returns, (i) other fac-
tors, including reduced pension liabilities arising from
higher discount rates used to calculate our pension obliga-
tions or (iii) other actuarial gains, including whether such
accumulated actuarial losses at each measurement date
exceed the "corridor” determined under SFAS 87,
Employers’ Accounting for Pensions.

The discount (or settlement) rate that is utilized for
determining the present value of future pension obligations
in the U.S. is generally based on the yield for a theoretical
basket of AA-rated corporate bonds currently available in
the marketplace, whose duration matches the timing of
expected pension benefit payments. The discount {or set-
tlement) rate that is utilized for determining the present
value of future pension obligations in Canada is generally
based on the Government of Canada long bond rate plus
the spread for a long-term AA-rated bond index over the
yield on 30-year U.S. Treasury bonds converted to an equiv-
alent one-year compound basis. The weighted-average dis-
count rate was 5.25% and 5.20% at December 31, 2006 and
2005, respectively.

Our consolidated pension expense in 2006 is
based on an expected weighted-average long-term rate of
return on assets of 8.39%, a weighted-average discount rate
of 5.20% and various other assumptions. Pension expense
beyond 2006 will depend on future investment perform-
ance, our contributions to the pension trusts, changes in
discount rates and various other factors related to the cov-
ered employees in the plans.

The fair value of the assets in our defined bene-
fit plans decreased to approximately $351 million at
December 31, 2006 from about $375 miltion at December 31,
2005, primarily due to benefit payments of $92.4 million
(including purchases of annuity contracts to settle pension
liabilities for current retirees in the Ontario, Canada defined
benefit pension plan), partially offset by investment gains
of $42.3 million and plan contributions of $24.2 million. At
December 31, 2006, the projected benefit obligations of
the defined benefit plans exceeded the fair value of plan
assets by approximately $69 million and were marginally
lower than the $75 million deficit at December 31, 2005.
The accumulated benefit obligation exceeded the fair value
of plan assets by approximately $31.4 million and $5.4 mil-
lion at December 31, 2006 and 2005, respectively. Contri-
butions to pension trusts in 2006 were $24.2 million compared
with $20.3 millicn in 2005 {including $1.6 million for special
termination benefits related to the closure of the No. 1 Mill).
In addition, we made direct benefit payments of approxi-
mately $0.1 million in each of 2006, 2005 and 2004 for
unfunded supplemental retirement benefits.




IMPAIRMENT

Property, plant and equipment are tested for impairment in
accordance with Statement of Financial Accounting Standards
("SFAS") 144, Accounting for the Impairment or Disposal of
Long-Lived Assets, whenever events or changes in circum-
stances indicate that the carrying amounts of such long-
lived assets may not be recoverable from future net pretax
cash flows. Impairment testing requires significant manage-
ment judgment including estimating the future success of
product lines, future sales volumes, growth rates for selling
prices and costs, alternative uses for the assets and esti-
mated proceeds from disposal of the assets. Impairment
testing is conducted at the lowest level where cash flows
can be measured and are independent of cash flows of
other assets. An asset impairment would be indicated if
the sum of the expected future net pretax cash flows from
the use of the asset {undiscounted and without interest
charges) is less than the carrying amount of the asset, An
impairment loss would be measured based on the differ-
ence between the fair value of the asset and its carrying
amount, We determine fair value based on an expected
present value technique in which multiple cash flow scenar-
ios that reflect a range of possible outcomes and a risk free
rate of interest are used to estimate fair value.

The estimates and assumptions used in the impair-
ment analysis are consistent with the business plans and
estimates we use to manage our business operations. The
use of different assumptions would increase or decrease
the estimated fair value of the asset and would increase or
decrease the impairment charge. Actual outcomes may dif-
fer from the estimates.

See "Results of Operations and Related Information -~
Executive Summary - Results of Discontinued QOperations”
for a summary of our asset impairment test on the Terrace
Bay pulp facility, which resulted in net pretax impairment
losses of approximately $54.5 million and $112.8 million in
2005 and 2004, respectively.

GOODWILL AND OTHER INTANGIBLE ASSETS

Goodwill arising from a business combination is recorded as
the excess of purchase price and related costs over the fair
value of identifiable assets acquired and liabilities assumed
in accordance with the guidance of Statement of Financial
Accounting Standards No. 141, Business Combinations
("SFAS 141"). All of our goodwill was acquired in conjunction
with the acquisition of Neenah Germany in October 2006.
Under Statement of Financial Accounting
Standards No. 142, Goodwill and Other Intangible Assets
("SFAS 142"}, goodwill is subject to impairment testing at
least annually. A fair-value-based test is applied at the
reporting unit level, which is generally one level below
the segment level. The test compares the fair value of an
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entity’s reporting units to the carrying value of those
reporting units. This test requires various judgments and
estimates. The fair value of the reporting unit is determined
using an estimate of future cash flows and a risk adjusted
discount rate to compute a net present value of future cash
flows. An adjustment to goodwill will be recorded for any
goodwill that is determined to be impaired. Impairment
of goodwill is measured as the excess of the carrying amount
of goodwill over the fair values of recognized assets and lia-
bilities of the reporting unit. The Company tests goodwill
for impairment at least annually on November 30 in con-
junction with preparation of its annual business plan, or
more frequently if events or circumstances indicate it might
be impaired. Goodwill was last tested for impairment as of
November 30, 2006 and no impairment was indicated.
Intangible assets with estimable useful lives are
amortized on a straight-line basis over their respective esti-
mated useful lives to their estimated residual values, and
reviewed for impairment in accordance with Statement of
Financial Accounting Standards No. 144, Accounting for
Impairment or Disposal of Long-Lived Assets, Intangible
assets consist primarily of customer relationships, trade
names and acquired intellectual property. Such intangible
assets are being amortized using the straight-line method
over estimated useful lives of between 10 and 15 years.
Certain trade names are estimated to have indefinite useful
lives and as such are not being amortized.

STOCK-BASED COMPENSATION

On January 1, 2006, the Company adopted the fair value
recognition provisions of Statement of Financial Accounting
Standards No. 123 (revised 2004), Share-Based Payment
{"SFAS 123R") using the modified-prospective transition
method. Stock-based compensation cost recognized under
SFAS 123R consists of (a) compensation cost for all unvested
stock-based grants outstanding as of January 1, 2006,
based on the grant date fair value estimated in accordance
with the pro forma provisions of Statement of Financial
Accounting Standards No. 123, Accounting for Stock-Based
Compensation ("SFAS 123”) and {b) compensation cost for
all stock-based awards granted subsequent to adoption
based on the grant date fair value estimated in accordance
with the provisions of SFAS 123R. The amount of stock-
based compensation cost recognized is based on the fair
value of grants that are ultimately expected to vest and is
recognized pro-rata over the requisite service period for
the entire award.

SFAS 123R amends Statement of Financial
Accounting Standards No. 95, Statement of Cash Flows, to
require the reporting of excess tax benefits related to the
exercise or vesting of stock-based awards as cash provided
by financing activities rather than as a reduction in income
taxes paid and reported as cash provided by operations.
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FORWARD-LOOKING STATEMENTS

Certain statements in this Annual Report may constitute
“forward-looking” statements as defined in Section 27A of
the Securities Act of 1933 (the “Securities Act”), Section
21E of the Securities Exchange Act of 1934 (the “"Exchange
Act™), the Private Securities Litigation Reform Act of 1995
{the "PSLRA"), or in releases made by the Securities and
Exchange Commission {the “SEC"), all as may be amended
from time to time. Statements contained in this annual
report that are not historical facts may be forward-looking
statements within the meaning of the PSLRA. Any such
forward-looking statements reflect our beliefs and assump-
tions and are based on information currently available to us.
Forward-locking statements are only predictions and
involve known and unknown risks, uncertainties and other
factors that may cause our actual results, performance or
achievermnents, or industry results, to be materially different
from any future results, performance or achievements
expressed or implied by such forward-looking statements.
These cautionary statements are being made pursuant to
the Securities Act, the Exchange Act and the PSLRA with
the intention of obtaining the benefits of the "safe harbor”
provisions of such laws. The Company cautions investors
that any forward-looking statements we make are not guar-
antees or indicative of future performance. For additional
information regarding factors that may cause our results of
operations to differ materially from those presented herein,
please see "Risk Factors” contained in our Annual Report
on Form 10-K for the fiscal year ended December 31, 2006
and as are detailed from time to time in other reports we
file with the SEC.

You can identify forward-looking statements as
those that are not historical in nature, particularly those that
use terminology such as “may,” “will," “should,” "expect,”
“anticipate,” “contemplate,” "estimate,” “believe,” "plan,”
“project,” “predict,” “potential” or "continue,” or the nega-
tive of these, or similar terms. In evaluating these forward-
looking statements, you should consider the following
factors, as well as others contained in cur public filings from
time to time, which may cause our actual results to differ
materially from any forward-looking statement:

oo o

. general economic conditions, particularly in the
United States, Canada and Europe;

. fluctuations in global equity and fixed-income markets;
. the competitive environment;

. fluctuations in commodity prices, exchange rates (in
particular changes in the U.S./Canadian doilar and
U.S./Euro currency exchange rates) and interest rates;

. the ability to realize anticipated cost savings, and the
successful integrations of the former Fox River busi-
ness and Neenah Germany operations;
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. the cost or availability of wood, other raw materials
and energy;

. unanticipated expenditures related to the cost of
compliance with environmental and other govern-
mental regulations;

. our ability to control costs and implement measures
designed to enhance operating efficiencies;

. our ability to successfully integrate and realize syner-
gies from future acquisitions;

*  the loss of current customers or the inability to obtain
new customers;

s the cyclical nature of our pulp business;

. increases in the funding requirements for our pension
and post-employment liabilities;

. changes in asset valuations including write-downs of
assets including fixed assets, goodwill, intangible assets,
inventory, accounts receivable or other assets for impair-
ment or other reasons;

. our existing and future indebtedness;

. strikes, labor stoppages and changes in our collective
bargaining agreements and relations with our employ-
ees and unions; and

. other risks that are detailed from time to time in
reports we file with the SEC.

You are cautioned not to unduly rely on such
forward-looking statements, which speak only as of the
date made, when evaluating the information presented in
this information statement.

QUANTITATIVE AND QUALITATIVE DISCLOSURES
ABOUT MARKET RISK

As a multinational enterprise, we are exposed to risks such
as changes in commodity prices, foreign currency exchange
rates, interest rates and environmental regulation. A variety
of practices are employed to manage these risks, including
operating and financing activities and, where deemed
appropriate, the use of derivative instruments. Derivative
instruments are used only for risk management purposes
and not for speculation or trading. Credit risk with respect
to the counterparties is considered minimal in view of the
financial strength of the counterparties.

Presented below is a description of our most sig-
nificant risks.

FOREIGN CURRENCY RISK

Qur results of operations and cash flows are affected by
changes in the Canadian dollar exchange rate relative to the
U.S. dollar. In addition, our reported results of operations




are affected by changes in the Euro exchange rate relative
to the U.5. dollar. Exchange rate fluctuations can have a
material impact on our financial results because substantially
all of our pulp mill's expenses are incurred in Canadian
dollars and our pulp revenues are denominated in U.S. dol-
lars. In 2006, a hypothetical $0.01 increase in the Canadian
dollar relative to the U.S dollar would have decreased our
income before income taxes by approximately $2 million,
excluding additional currency remeasurement losses.

We use hedging arrangements to reduce our
exposure to Canadian dollar exchange rate fluctuations,
although these arrangements could result in us incurring
higher costs than we would incur without the arrangements.
At December 31, 2006 we had foreign currency contracts
outstanding in a notional amount of $93 million Canadian
dollars designated as cash flow hedges of U.S. dollar
denominated pulp sales. The fair value of the contracts was
a current asset of $0.7 million U.S. dollars. The weighted-
average exchange rate for the foreign currency contracts at
December 31, 2006 was $0.854 U.S. dollars per Canadian
dollar and the contracts extend through Dacember 2007,

Currency transactional exposures are also sensitive
to changes in the exchange rate of the U.S. dollar against
the Canadian dollar and the Euro. We performed a sensitiv-
ity test to quantify the effects that possible changes in the
exchange rate of the U.S. dollar would have on our pretax
income based on the transactional exposure at December 31,
2006. The effect is calculated by multiplying our net mone-
tary asset or liability position by a 10% change in the
exchange rate of the Canadian dollar and the Euro versus
the U.S. dollar. The results of this sensitivity test are as fol-
lows. As of December 31, 2006, a 10% unfavorable change
in the exchange rate of the U.S. dollar against the Canadian
dollar and the Euro involving balance sheet transactional
exposure would have resulted in net pretax losses of
approximately $3 million and $4 million, respectively.

Finally, the translation of the balance sheets of our
Canadian operations from Canadian dollars into U.5. dollars
and our German operations from Euros into U.S. dollars
also are sensitive to changes in the exchange rate of the
U.S. dollar against the Canadian dollar and Euro, respectively.
Consequently, we performed a sensitivity test to determine
if changes in the exchange rate would have a significant
effect on the translation of the balance sheets of our
Canadian operations and German operations into U.S. dol-
lars. These translation gains or losses are recorded as unre-
alized translation adjustments, or UTA (a component of
comprehensive income), within stockholders’ equity. The
hypothetical change in UTA is calculated by multiplying the
net assets of our Canadian and German operations by a
10% change in the U.5.$/Canadian$ and U1.5.$/Euro
exchange rates, respectively. The results of this sensitivity
test are presented in the following paragraph.

As of December 31, 2006, a 10% unfavorable
change in the exchange rate of the U.S. dollar against the
Canadian dollar and the U.S. dollar against the Euro would
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have decreased our stockholders’ equity by approximately
$6 million and $23 million, respectively. The hypothetical
increase in UTA is based on the difference between the
December 31, 2006 exchange rate and the assumed
exchange rate.

COMMODITY RISK

PULP

Qur results of operations, cash flows and financial position
are sensitive to the selling prices of wood pulp. Wood pulp
is @ commodity for which there are multiple other suppliers.
Typically, commodities businesses compete primarily on the
basis of price and availability. The revenues from producing
a commodity tend to be cyclical, with periods of shortage
and rapidly rising prices leading to increased production
and increased industry investment until supply exceeds
demand. Those periods are then typically followed by
periods of reduced prices and excess and idle capacity until
the cycle is repeated.

The markets and profitability of pulp have been, and
are likely to continue to be, cyclical. Because our pulp busi-
ness competes primarily on the basis of price and availabil-
ity, the financial success of our pulp mills depends on their
ability to produce pulp at a competitive cost. Accordingly,
we must continuously and effectively manage our cost
structure and production capacity to be able to respend
effectively to business cycles in the pulp industry.

In the past, we have used hedging arrangements
to reduce our exposure to pulp price fluctuations, although
these arrangements could result in us incurring higher costs
than we would incur without the arrangements. During
2005 and 2006, we entered into a series of pulp futures
contracts to hedge fluctuations in pulp prices through
December 2006. At December 31, 2006, we had no out-
standing pulp future contracts.

Based on 2006 shipment volume, a 10% decrease
in the market price for northern bleached softwood kraft
pulp {excluding the impact of volume and other discounts)
would reduce pretax income of our Pulp segment by
approximately $17.6 million.

RAW MATERIALS

We purchase a substantial portion of the raw materials and
energy necessary to produce our products on the open
market, and, as a result, the price and other terms of those
purchases are subject to change based on factors such as
worldwide supply and demand and government regulation.
We do not have significant influence over our raw material
or energy prices and generally do not possess enough
power to pass increases in those prices along to purchasers
of our products, unless those increases coincide with
increased demand for the product. Therefore, an increase
in raw material or energy prices could occur at the same
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time that prices for our products are decreasing and have
an adverse effect on our results of operations, financial
position and cash flows.

We obtain a portion of the wood fiber required for
the Pictou pulp mill from timberland areas licensed by the
Nova Scotia provincial government. The government has
granted us non-exclusive licenses for substantial timberland
areas from which we obtain fiber, and we also obtain fiber
harvested from timberland areas ficensed to others by this
government. There can be no assurance that the amount of
fiber that we are allowed to harvest from these licensed
areas will not be decreased, or that our licenses will con-
tinue to be renewed or extended by the governments on
acceptable terms. In the area where our Pictou mill is located,
there is increasing competition for wood fiber from various
other users. Changes in governmental practices and poli-
cies as they apply to us and to others from whom we obtain
fiber may result in less fiber being available, increased costs
to obtain the fiber and additional expense in meeting
forestry standards. These results could have a material
adverse effect upon our financial position, liquidity and
results of operations.

tn 2006, two suppliers provided over 70% of the
wood chips used by the Pictou mill. While we believe that
alternative sources of critical supplies, such as wood chips,
would be available, disruption of our primary sources could
create a temporary, adverse effect on product shipments.
Also, an interruption in supply of single source specialty
grade latex or specialty softwood pulp to our technical
products business could disrupt and eventually cause a
shutdown of production of certain technical products.

We generate substantially all of the electrical
energy used by our Munising and Pictou mills. Availability
of energy is not expected to be a problem in the foresee-
able future, but the purchase price of such energy can and
likely will fluctuate significantly based on fluctuations in
demand and other factors. In addition, we have forward
purchase contracts for natural gas through June 2007.

At December 31, 2006, we had future contracts for
290,000 MMBTUs of natural gas with a notional amount of
approximately $2.5 million. The weighted average price for
the natural gas futures contracts at December 31, 2006 was
$8.79 per MMBTU. In January 2006, we entered into an
agreement to purchase 350 thousand pounds per year of
“Green Steam” to supply energy at our Neenah paper mill.
We anticipate that the agreement will substantially reduce
the mill's annual consumption of natural gas. There is no
assurance that we will be able to obtain electricity or natu-
ral gas purchases on favorable terms in the future.
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INTEREST RATE RISK

We are exposed to interest rate risk on our fixed rate long-
term debt and our variable rate bank debt. Our objective is
to manage the impact of interest rate changes on earnings
and cash flows from our variable rate debt and on the mar-
ket value of our fixed rate debt. At December 31, 2006, we
had $225.0 million of fixed rate long-term debt outstanding
and $57.3 million of variable rate borrowings outstanding
under our revolving credit agreement. We are exposed

to fluctuations in the fair value of our fixed rate long-term
debt resulting from changes in market interest rates,

but not to fluctuations in our earnings or cash flows. At
December 31, 2006, the fair market value of our fixed rate
long-term debt was $273.3 million based upen the quoted
market price of the senior notes. A 100 basis point increase
in interest rates would increase our annual interest expense
on variable rate borrowings outstanding under our revolv-
ing credit agreement by approximately $0.6 million.

We could in the future, reduce our exposure to
interest rate fluctuations on our variable rate debt by enter-
ing into interest rate hedging arrangements, although
those arrangements could result in us incurring higher costs
than we would incur without the arrangements.

ENVIRONMENTAL REGULATION

Our manufacturing operations are subject to extensive
regulation by U.S. and international authorities. We have
made significant capital expenditures to comply with
environmental laws, rules and regulations. Due to changes
in environmental laws and regulations, the application of
such regulations and changes in environmental control
technology, we are not able to predict with certainty the
amount of future capital spending to be incurred for envi-
ronmental purposes. Taking these uncertainties into account,
we have planned capital expenditures for environmental
projects during the period 2007 through 2010 of approxi-
mately $2 million to $3 million annually. Following the com-
pletion of engineering studies and negotiations with local
authorities and other interested parties in Canada, we do
not currently anticipate any material capital expenditures
would be required at the Pictou mill related to the effluent
treatment system, total sulphur emissions or other environ-
mental matters unti! 2009 or later.

We believe these risks can be managed and will
not have a material adverse effect on our business or our
consolidated financial position, results of operations or
cash flows.




internal control over financial reporting

Management of the Company is responsible for establish-
ing and maintaining effective internal control aver financial
reporting as defined in Rules 13a-15(f} or 15a-15(f) under the
Securities Exchange Act of 1934. The Company’s internal
caontrol ever financial reporting is designed to provide rea-
sonable assurance to the Company’s management and
board of directors regarding the preparation and fair pres-
entation of published financial statements.

Because of its inherent limitations, internal control
over financial reporting may not prevent or detect misstate-
ments. Therefore, even those systems determined to be
effective can provide only reasonable assurance with respect
to financial statement preparation and presentation.

Management assessed the effectiveness of the
Company's internal control over financial reporting as of
December 31, 2006. The scope of management's assess-
ment of the effectiveness of internal control over financial
reporting includes all of the Company’s businesses except
for Neenah Germany manufacturing operations acquired in
Qctober 2006, Neenah Germany constituted approximately
125% and 46% of net and total assets, respectively, and 8%
of revenues, and 3% of net income of the consolidated
financial statement amounts as of and for the year ended

December 31, 2006. Further discussion of this acquisition
can be found in Note 5 to our consolidated and combined
financial statements. In making this assessment, manage-
ment used the criteria set forth by the Committee of
Sponsoring Organizations of the Treadway Commission
{COSO) in Internal Control — Integrated Framework. Based
on our assessment, we believe that, as of December 31,
2006, the Company's internal control over financial report-
ing is effective based on those criteria.

Management's assessment of the effectiveness of
internal control over financial reporting as of December 31,
2006, has been audited by Deloitte & Touche LLF, the inde-
pendent registered public accounting firm who also audited
the Company’s consclidated financial statements. Deloitte
& Touche's attestation report on management’s assessment
of the Company’s internal control over financial reporting is
included herein.

Neenah Paper, Inc.
March 15, 2007
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ON MANAGEMENT'S ASSESSMENT AND THE EFFECTIVENESS

pUbl ic accounti ng fl M OF INTERNAL CONTROL OVER FINANCIAL REPORTING

To the Board of Directors and Stockholders of
Neenah Paper, Inc., Alpharetta, Georgia

We have audited management's assessment, included in the
accompanying “Management’s Annual Report on Internal
Control over Financial Reporting,” that Neenah Paper, Inc.
and subsidiaries (the "Company”) maintained effective
internal control over financial reporting as of December 31,
20064, based on criteria established in internal Controf -
Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission.

As described in Management’s Annual Report on Internal
Control Over Financial Reporting, management excluded
from its assessment the internal control over financial
reporting at Neenah Germany, which was acquired in
October 2006 and whose financial statements constitute
125 percent and 46 percent of net and total assets, respec-
tively, 8 percent of revenues, and 3 percent of net income
of the consolidated financial statement amounts as of and
for the year ended December 31, 2004, Accordingly, our
audit did not include the internal contrel over financial
reporting at Neenah Germany. The Company’s manage-
ment is responsible for maintaining effective internal con-
trol over financial reporting and for its assessment of the
effectiveness of internal control over financial reporting.
Our responsibility is to express an opinion on manage-
ment’s assessment and an opinion on the effectiveness of
the Company's internal control over financial reporting
based on our audit.

We conducted our audit in accordance with the
standards of the Public Company Accounting Oversight
Board {United States). Those standards require that we plan
and perform the audit to obtain reasonable assurance
about whether effective internal control over financial
reporting was maintained in all material respects. Qur audit
included obtaining an understanding of internal control
over financial reporting, evaluating management’s assess-
ment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other
procedures as we considered necessary in the circum-
stances. We believe that our audit provides a reasonable
basis for our opinions.

A company’s internal control over financial report-
ing is a process designed by, or under the supervision of,
the company’s principal executive and principal financial
officers, or persons performing similar functions, and
effected by the company's board of directors, management,
and other personnel to provide reasonable assurance
regarding the reliability of financial reporting and the prepa-
ration of financial statements for external purposes in accor-
dance with generally accepted accounting principles. A
company’s internal control over financial reporting includes
those policies and procedures that (1) pertain to the main-
tenance of records that, in reasonable detail, ccurately and
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fairly reflect the transactions and dispositions of the assets
of the company; (2) provide reasonable assurance that
transactions are recorded as necessary to permit prepara-
tion of financial statements in accordance with generally
accepted accounting principles, and that receipts and
expenditures of the company are being made only in accor-
dance with authorizations of management and directors of
the company; and (3) provide reasonable assurance regard-
ing prevention or timely detection of unauthorized acquisi-
tion, use, or disposition of the company’s assets that could
have a material effect on the financial statements.

Because of the inherent limitations of internal
control over financial reporting, including the possibility of
collusion or improper management override of controls,
material misstatements due to errer or fraud may not be
prevented or detected on a timely basis. Also, projections
of any evaluation of the effectiveness of the internal control
over financial reporting to future periods are subject to the
risk that the controls may become inadequate because of
changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

In our opinion, management’s assessment that the
Company maintained effective internal control over finan-
cial reporting as of December 31, 2006, is fairly stated,
in all material respects, based on the criteria established in
Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway
Commission. Also in our opinion, the Company maintained,
in all material respects, effective internal control over finan-
cial reporting as of December 31, 2006, based on the crite-
ria established in Internal Control - Integrated Framework
issued by the Committee of Sponsoring Organizations of
the Treadway Commission.

We have also audited, in accordance with the stan-
dards of the Public Company Accounting Oversight Board
{United States), the consolidated financial statements and
financial statement schedule as of and for the year ended
December 31, 2006 of the Company and our report dated
March 15, 2007 expressed an unqualified opinion on those
financial statements and included an explanatory paragraph
relating to the preparation of the combined financial state-
ments of the Pulp and Paper Business of Kimberly-Clark
Corporation and an explanatory paragraph regarding the
Company’s adoption of Statement of Financial Accounting
Standards No. 123(R), Share-Based Payment, on January 1,
2006, and the recognition and related disclosure provisions
of Statement of Financial Accounting Standards No. 158,
Employers’ Accounting for Defined Benefit Pension and
Other Postretirement Plans. on December 31. 2006.

DetorHe v Stowcke AXP

Atlanta, Georgia
March 15, 2007




public accounting firm

To the Board of Directors and Stockholders of
Neenah Paper, Inc., Alpharetta, Georgia

We have audited the accompanying consolidated balance
sheets of Neenah Paper, Inc. and subsidiaries (the “Company”)
as of December 31, 2006 and 2005, and the related consoli-
dated and combined statements of operations, stockhold-
ers’ and invested equity, and cash flows of the Company and
the Pulp and Paper Business of Kimberly-Clark Corporation
("Pulp and Paper Business”) for each of the three years in
the period ended December 31, 2006. These financial state-
ments are the responsibility of the Company’s management.
Qur responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with the
standards of the Public Company Accounting Oversight
Board {United States). 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 amounts and disclosures in the finan-
cial statements. An audit also includes assessing the account-
ing 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,

The accompanying combined financial statements
were prepared to present the results of operations and cash
flows of the Pulp and Paper Business, which was spun off
to Kimberly-Clark Corporation’s stockholders as described
in Note 1 to the consolidated and combined financial state-
ments, and may not necessarily be indicative of the condi-
tions that would have existed or the results of operations
and cash flows if the Pulp and Paper Business had operated
as a stand-alone company during the period presented.

In our opinion, such consolidated and combined finan-
cial statements present fairly, in all material respects, the
financial position of Neenah Paper, Inc. and subsidiaries at
December 31, 2006 and 2005, and the results of operations
and cash flows of the Company and the Pulp and Paper
Business for each of the three years in the period ended
December 31, 2006, in conformity with accounting principles
generally accepted in the United States of America.

As discussed in Note 2, the Company adopted the
provisions of Statement of Financial Accounting Standards
No. 123(R), Share-Based Payment, on January 1, 2006
and the recognition and related disclosure provisions of
Statement of Financial Accounting Standards No. 158,
Employers’ Accounting for Defined Benefit Pension and
Other Postretirement Plans, on December 31, 2006.

We have also audited, in accordance with the
standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of the Company's
internal control over financial reporting as of December 31,
2006, based on the criteria established in Internal Control -
Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission and
our report dated March 15, 2007 expressed an unqualified
opinion on management’s assessment of the effectiveness
of the Company's internal control over financial reporting
and an unqualified opinion on the effectiveness of the
Company's internal control over financial reporting.

Doto te v Stowcke HARF

Atlanta, Georgia
March 15, 2007
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statements of operations

Year Ended December 31,
{In millions, except share and per share data} 2006 2005 2004
Net sales $594.3 $534.7 $528.8
LCostofproductssold 5023 4387 3994
Gross profit 920 96.0 129.4
Selling, general and administrative expenses 56.9 49.4 42.0
Gain on sale of woodlands (Note 3) {125.5) - -
_Otherfincome) expense —Net e 78 ... ©8 ... 1.6
Operating income 168.4 53.4 858
Interest expense 19.4 18.5 14
O IO e 29 Q3 =
Income from continuing operations before income taxes 151.9 35.2 84.4
.Provisionforincometaxes ettt 5 e 129 30.4
Income from continuing operations 95.4 22.3 54.0
....Loss from discontinued operations Note 4) e B2 (620 ... (80:4)
Netincomeflossy $ 625  $(297)  $(26.4)
€arnings (Loss) Per Common Share
Basic
Continuing operations $ 647 $1.51 $ 3.66
... Discontinued 0PEIBLIONS | ¢ ¢ et ne et o (3:53 .. (5:43)
""""" $ 424 3(202 3(1.79
Diluted
Continuing operations $ 643 $ 1.51 $ 345
...Discontinued 0PEIations e n oo em e ee e SRR (3:52 ... (5:43)
$ 4.21 §(2.01) ${(1.78)
Weighted-Average Common Shares Outstanding (in thousands)
Basic 14,757 14,739 14,738
Diluted 14,847 14,787 14,799

See Notes to Consolidated and Combined Financial Statements
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December 31,

{In millions} 2006 2005
ASSETS
Current Assets
Cash and cash equivalents $ 1.6 $ 126
Accounts receivable, net 112.5 79.1
Inventories 749 871
Deferred income taxes 1.5 1.7
_...Prepaid and other currentassets s 319 238
Total Current Assets 2224 204.3
Property, Plant and Equipment — net 355.6 217.9
Deferred Income Taxes 327 27.6
Prepaid and Intangible Pension Costs (Note 9) - 7.7
Goodwill (Note 5) 92.0 -
Intangible Assets (Note 5} 29.5 -
OMNEr ASSEYS e eee e et tee et et e eoe e eemmemnm e e e et rn e nennns 125 .. 15,3
TOTAL ASSETS $744.7 $537.0
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities
Debt payable within one year $ 13 § 1.2
Accounts payable 747 40.4
LOBCCTUB EXPENSES st 535 e 388
Total Current Liabilities 129.5 80.4
Long-term Debt 2823 2263
Deferred income Taxes 35.8 -
Nancurrent Employee Benefits and Other Obligations | . ... N22 . 65.0
Commitments and Contingencies (Notes 13 and 14)
Stockholders’ Equity
Common stock, par value $0.01 — authorized: 100,000,000 shares;
issued and outstanding: 14,811,520 shares and 14,766,203 shares 0.1 0.1
Treasury stock, at cost: 1,999 shares and 814 shares 0.1) -
Additional paid-in capital 2247 2194
Accumulated deficit 49.7) {106.3)
Accumulated other comprehensive income 9.9 53.9
....Unearned compensation onrestricted stock e (1.8)
........ Total Stockholders' Equity e, 3080 1653
TOTAL UABILITIES AND STOCKHOLDERS’ EQUITY $744.7 $537.0
See Notes to Consolidated and Combined Financial Statements
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of changes in stockholders’ equity and invested capital

Accumulated  Unearned

Other Compen-
Additional  Kimberly- Compre-  sation on Compre-
{In millions, M Treasury Paid-In Clark’s Net Accumulated hensive Restricted hensive
shares in thousands) Shares Amounts Stock Capital Investment Deficit Income/{Loss} Stock Income/{Loss)
Balance, December 31, 2003 - $ - % - % - %4368 - $ 3.1 $ -
Net income (loss} 443 (70.7) 5(26.4)
Other comprehensive income
Unrealized fareign currency translation 248 248
Minimum pension liability 30.0 30.0
Loss on cash flow hedges o (0.1)
Net transfers to Kimberly-Clark (37.6)
Adjustment to deferred taxes at Spin-Off (12.7) §28.3
OCther non-cash transfers
to Kimberly-Clark (1.8)
Spin-Off payment to Kimberly-Clark {213.0)
Transfer to additional paid-in capital 216.0 (216.0)
Issuance of common stock 14,738 0.1
Stock-based compensation awards,
L JeSSAMONtZAtion. | e B0 2tz ) (2.2)
Balance, December 31, 2004 14763 0.1 22183 . {70.7) 516 (2.2)
Net loss (29.7) $(29.7)
Other comprehensive income
Unrealized foreign currency translation 10.1 1041
Minimum pension liability (12.5) (12.5)
Gain on cash flow hedges 47 47
Dividends declared (5.9 $(27.4)
Restricted stock vesting 3
Stock-based compensation awards,
less amortization 04 0.4
Other(Note7) OO UV OOOTS L AU OR VOSSOSO
Balance, December 31, 2005 14766 0.1 - 2194 - (1063} 539 (1.8)
Net income 62.5 $62.5
Other comprehensive income
Unrealized foreign currency translation 12.8 12.8
Minimum pension liability 29 2.9
Loss an cash flow hedges @3 {4.3)
Dividends declared (5.9} $73.9
Transfer of unearned compensation to
additional paid-in capital (1.8) 1.8
Adjustment to initially adept
SFAS 158 (Note 9) (55.4)
Stock options exercised 43 1.3
Restricted stock vesting (Note 12) 3 (0.1)
Stock-based compensation | o] e
Balance, December 31, 2006 14,812 $0.1  $(0.1) $2247 § -~ $ {497 $ 99 $ -

See Notes to Consolidated and Combined Financial Statements
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statements of cash flows

Year Ended December 31,

{In millions} 2006 2005 2004
OPERATING ACTIVITIES
Net income (loss) $ 625 $(29.7) $ {26.4)
Adjustments to reconcile net income {loss) to net cash
provided by operating activities:
Depreciation and amortization 30.2 29.0 36.0
Stock-based compensation 5.8 0.8 0.4
Deferred income tax provision 30.0 {20.1) (43.6)
Asset impairment loss - 54.5 112.8
Gain on sale of woodlands (Note 3) (125.5) - -
Loss on disposal of Terrace Bay (Note 4) 6.5 - -
Loss on curtailment and partial settiement of pension plan (Note 4) 26.4 - -
Loss on other asset dispositions 08 0.5 31
Net cash provided by (used in} changes in operating working capital,
net of effects of acquisition
Accounts receivable 3.0 13.3 (14.1}
Inventories 247 (7.6) (9.4)
Prepaid and other current assets (0.8) (6.9) 2.4
Accounts payable 8.0 (10.1) 11.3
Accrued expenses 0.7 (0.2 5.6
Foreign currency effects on working capital 4.2 1.4 5.7
Contribution to settle pension liabilities (Note 4) (10.8) - -
Pension and other post-employment benefits 0.3 2.7} (7.4)
OO e 02 . 08 | 04)
NET CASH PROVIDED BY OPERATING ACTIVITIES 3 2 X I Y
INVESTING ACTIVITIES 7
Capital expenditures {25.1) (25.7) (19.1}
Net proceeds from sale of woodlands (Note 3) 134.8 - -
Payment for transfer of Terrace Bay (Note 4) (18.6) - -
Acquisition of German operations, net of cash acquired (Note 3) (218.4) - -
Other {0.2) (0.1) -
NET CASH USED IN INVESTING ACTIVITIES (277258 (19.1)
FINANCING ACTIVITIES 7 i
Proceeds from issuance of long-term debt 84.3 3.6 2250
Debt issuance costs 0.7) (0.2} (12.2)
Repayments of long-term debt (28.2) {1.1) -
Short-term borrowings 0.6 25 10.0
Repayments of short-term borrowings 0.6) (2.5 (10.0)
Cash dividends paid (5.9) {5.9) -
Proceeds from exercise of stock options 1.3 - -
Spin-Off payment to Kimberly-Clark - - (213.0)
Nettransfers to Kimberly-Clark ... .. e e (37.6)
NET CASH PROVIDED BY (USED IN) FINANCING RETIVITIES 508 R4 a7
EFFECT OF EXCHANGE RATE CHANGES ON CASH AND CASH EQUIVALENTS 777 X R -
NET (DECREASE) INCREASE IN CASH AND CASH EQUIVALENTS T 68 19.1
CASH AND CASH EQUIVALENTS, BEGINNINGOFYEAR 12.6 191 -
CASH AND CASH EQUIVALENTS, END OF YEaR ™~ $ 16 §126  § 19
See Notes to Consolidated and Combined Financial Statements
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Combined finanCial Statements (Dollars in millions, except as noted}

one

Background and Basis of Presentation

BACKGROUND

Neenah Paper, Inc. {"Neenah” or the “Company”), a
Delaware corporation, was incorporated in April 2004 in
contemplation of the spin-off by Kimberly-Clark Corporation
{"Kimberly-Clark”) of its fine paper and technical products
businesses in the United States and its Canadian pulp
business {collectively, the "Pulp and Paper Business”). In
November 2004, Kimberly-Clark completed the distribution
of all of the shares of Neenah's common stock to the stock-
holders of Kimberly-Clark {the “Spin-Off”). Kimberly-Clark
stockholders received a dividend of one share of Neenah's
common stock for every 33 shares of Kimberly-Clark com-
mon stock held. As a result of the Spin-Off, Kimberly-Clark
transferred all of the assets and liabilities of the Pulp and
Paper Business to Neenah. Following the Spin-Off, Neenah
is an independent public company and Kimberly-Clark has
no continuing stock ownership.

The fine paper business is a leading producer
of premium writing, text, cover and specialty papers, The
technical products business is a leading producer of durable,
saturated and coated substrates for a variety of end uses.
At the time of the Spin-Off, the Canadian pulp business
consisted of pulp mills in Terrace Bay, Ontario and Pictou,
Nova Scotia and the related woodlands {(including
1,000,000 acres in Nova Scotia).

In May 2006, the Company announced a tentative
agreement to transfer the Terrace Bay mill and related
woodlands operations to certain affiliates of Buchanan
Forest Products Ltd. ("Buchanan”). In August 2004, the
Company consummated the agreement by transferring the
mill and related woodlands operations (excluding certain
working capital amounts and post-employment obligations)
to Buchanan. Pursuant to the terms of the agreement,
Buchanan assumed responsibility for substantially all lia-
bilities related to the future operation of the mill in exchange
tor a payment of $18.6 millien. For the year ended
December 31, 2006, the results of operations of the Terrace
Bay mill and the loss on transfer are reflected as discontin-
ued operations in the consolidated and combined state-
ments of operations. The consolidated results of operations
for all prior periods have been restated to reflect the results
of operations of the Terrace Bay mill as discontinued opera-
tions, See Note 4, "Discontinued Operations.”

In june 2005, the Company completed the sale of
approximately 500,000 acres of woodlands in Nova Scotia
for gross proceeds of $139.1 million. The agreement
includes a fiber supply agreement to secure a source of
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fiber for the Company's Pictou pulp mill. The transaction
resulted in a net pretax gain of $131.6 million. Approxi-
mately $9.0 million of such gain was deferred and will be
recognized in income pro-rata through December 2007.
See Note 3, “Sale of Woodlands.”

In October 2006, the Company completed the
purchase of the outstanding interests of FiberMark Services
GmbH & Co. KG and the outstanding interests of FiberMark
Beteiligungs GmbH (collectively “Neenah Germany").
Neenah Germany was acquired from FiberMark, Inc.
("FiberMark") and FiberMark International Holdings LLC for
$218 million in cash. The transaction was financed through
$160 million of available cash and $58 million of debt drawn
against the Company’s revolving credit facility, The assets
acquired as a result of the acquisition of Neenah Germany
consist of three mills located near Munich and Frankfurt,
that produce a wide range of products, including transporta-
tion and other filter media, nonwoven wall coverings, mask-
ing and other tapes, abrasive backings, and specialized
printing and coating substrates. See Note 5, “Acquisitions.”

BASIS OF CONSOLIDATION AND PRESENTATION

The consolidated and combined financial statements
include the financial statements of the Company and its
wholly owned and majority owned subsidiaries. All signifi-
cant intercompany balances and transactions have been
eliminated in consolidation.

The consolidated and combined financial state-
ments reflect the consolidated operations of Neenah and
its subsidiaries as a separate, stand alone entity subsequent
to November 30, 2004, combined with the historical opera-
tions of the Pulp and Paper Business, which were operated
as part of Kimberty-Clark prior to the Spin-Qff. The com-
bined financial statements for periods through November 30,
2004 have been derived from the consalidated financial
statements and accounting records of Kimberly-Clark using
the historical results of operations and the historical basis
of assets and liabilities of the Pulp and Paper Business.
Management believes the assumptions underlying the com-
bined financial statements for these periods are reasonable.
However, the combined financial statements included
herein for periods through November 30, 2004 are not
indicative of the Pulp and Paper Business’ results of opera-
tions, financial position and cash flows in the future or what
its results of operations, financial position and cash flows
would have been had the Pulp and Paper Business been a
stand alone company during the periods presented. See
Note 15, "Transactions with Kimberly-Clark.”

Kimberly-Clark’s investment in the Pulp and Paper
Business is shown as "Kimberly-Clark's net investment” in
the combined financial statements through November 30,
2004 because no direct ownership relationship existed
among the entities that comprised the Pulp and Paper
Business. Intercompany accounts between the Pulp and




Paper Business and Kimberly-Clark are combined with
"Kimberly-Clark’s net investment.” As of November 30,
2004, the batance reflected in “Kimberly-Clark’s net invest-
ment” was transferred to “Additional paid-in capital” of
Neenah. “Accumulated deficit” reflected in the consoli-
dated financial statements represents net losses beginning
December 1, 2004.

Basic earnings (loss) per share (“EPS”} are com-
puted by dividing net income (loss) by the number of
weighted-average shares of common stock outstanding.
Diluted earnings {loss) per share are calculated to give
effect to all potentially dilutive common shares applying
the "Treasury Stock” method. Outstanding stock options,
restricted shares, restricted stock units and restricted
stock units with performance conditions represent the only
potentially dilutive effects on the Company's weighted-
average shares. Approximately 1,095,000, 790,000 and
875,000 potentially dilutive options in 2006, 2005 and 2004,
respectively, were excluded from the computation of dilu-
tive common shares.

The following table presents the computation of
basic and diluted shares of common stock used in the cal-
culation of EPS (amounts in thousands):

Year Ended December 31,

2006 2005 2004
Basic shares outstanding 14,757 14,739 14,738
Add: Assumed incremental
shares under stock
_...compensationplans 0 B 61
Assuming dilution 14,847 14,787 14,799

Prior to the Spin-Off, certain corporate, general
and administrative expenses of Kimberly-Clark were allo-
cated to the Pulp and Paper Business, using a three-factor
formula comprised of net sales, total assets and employee
head count. In the opinion of management, such an alloca-
tion is reasonable. However, such expenses are not indica-
tive of, nor is it practical or meaningful for management to
estimate for all historical periods presented, the actual level
of expenses that might have been incurred had the Pulp and
Paper Business been operating as an independent company.
General corporate overhead primarily includes information
technology, accounting, cash management, legal, tax, insur-
ance and public relations. Such expenses for 2004 were
$0.5 million. Subsequent to November 30, 2004, the Company
performed these functions using its own resources or pur-
chased services, some of which were provided by Kimberly-
Clark pursuant to a Corporate Services Agreement. See
Note 15, “Transactions with Kimberly-Clark.”

Changes in Kimberly-Clark’s net investment repre-
sent any funding from Kimberly-Clark for working capital
and capital expenditures after giving effect to the Pulp and
Paper Business’ transfers to Kimberly-Clark of its cash flows
from operations.

CASH PAYMENT TO KIMBERLY-CLARK

On November 30, 2004, the Company made a Spin-Off
payment of $213 million to a Kimberly-Clark subsidiary pri-
marily from the proceeds of a $225 million principal amount
senior note offering (See Note 8, "Debt”).

INCOME TAXES

For periods prior to November 30, 2004, income tax provi-
sions and related deferred tax assets and liabilities of the
Pulp and Paper Business were calculated on a separate tax
return basis. However, Kimberly-Clark managed its tax posi-
tion for the benefit of its entire portfolio of businesses, and
its tax strategies are not necessarily reflective of the tax
strategies that the Pulp and Paper Business would have fol-
lowed as a stand alone entity.

two

Summary of Significant Accounting Policies

USE OF ESTIMATES

The preparation of financial statements in conformity with
accounting principles generally accepted in the United
States requires management to make estimates and
assumptions that affect the reported amounts of assets
and liabilities at the date of the financial statements and
the reported amounts of net sales and expenses during the
reporting periods. Actual results could differ from these
estimates, and changes in these estimates are recorded
when known. Significant management judgment is required
in determining the accounting for, among other things,
pension and post-employment benefits, retained insurable
risks, allowances for doubtful accounts and reserves for
sales returns and cash discounts, purchase price allocations,
useful lives for depreciation, depletion and amortization,
future cash flows associated with impairment testing for
long-lived assets, income taxes, contingencies, inventory
obsolescence and market reserves, valuation of stock-
based compensation and derivative instruments.

REVENUE RECOGNITION

The Company recognizes sales revenue when all of the
fellowing have occurred: (1) delivery has occurred, (2) per-
suasive evidence of an agreement exists, (3) pricing is fixed
or determinable, and (4) collection is reasonably assured.
Delivery is not considered to have occurred untit the cus-
tomer takes title and assumes the risks and rewards of
ownership. The timing of revenue recognition is largely
dependent on shipping terms. Revenue is recorded at the
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time of shipment for terms designated free on board
("FOB") shipping point. For pulp sales to Kimberly-Clark
and other customers that are designated FOB destination,
revenue is recognized when the product is delivered to the
customer's delivery site. Sales are reported net of allowable
discounts and estimated returns, Reserves for cash dis-
counts, trade allowances and sales returns are estimated
using historical experience.

Pursuant to a pulp supply agreement, sales
terms to Kimberly-Clark subsequent to the Spin-Off were
changed to FOB destination rather than FOB shibping
point. As a result, net sales in December 2004 were
reduced by $12.9 million, reflecting the one-time effect
of this change in terms.

SHIPPING AND HANDLING COSTS

All amounts billed to customers in a sales transaction
related to shipping and handling are recorded as revenue,
and costs incurred by the Company for shipping and han-
dling are recorded as costs of products sold.

FINANCIAL INSTRUMENTS
Cash and cash equivalents include al! cash balances and
highly liquid investments with an initial maturity of three
months or less. The Company places its temporary cash
investments with high credit quality financial institutions.
The Company uses derivative instruments to man-
age exposures to foreign currency and commodity price
risks. The Company principally uses foreign currency for-
ward and pulp future contracts to hedge against these
exposures. Derivative instruments are recorded on the bal-
ance sheet as assets or liabilities and measured at fair mar-
ket value. Derivative instruments that have been designated
as hedges of anticipated future cash flows are marked-to-
market through accumulated other comprehensive income
(balance sheet adjustments) until such time as the related
forecasted transactions affect earnings. Derivatives that are
not designated as hedges are adjusted to fair value through
Other (income) expense — net. Fair value estimates are
based on relevant market information, including current
market rates and prices. The Company documents relation-
ships between hedging instruments and hedged items, and
links derivatives designated as cash flow hedges to specific
forecasted transactions. The Company also assesses and
documents, both at the hedge's inception and on an ongoing
basis, whether the derivatives that are used in hedging
transactions are highly effective in offsetting changes in
cash flows associated with the hedged items. Any hedge
ineffectiveness is charged to expense in the period incurred.
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INVENTORIES

U.S. inventaries are valued at the lower of cost, using the
Last-In, First-Out (LIFQ) method for financial reporting pur-
poses, or market. Canadian and German inventories are
valued at the lower of cost, using either the First-In, First-
Out (FIFQO) or a weighted average cost method, or market.
The FIFO values of total inventories valued on the LIFO
method were $37.9 million and $35.2 million at December
31, 2006 and 2005, respectively. Cost includes labor, mate-
rials and production overhead. Inventories of the Canadian
pulp operations include both roundwood (logs) and wood
chips. These inventories are located both at the pulp mills
and at various timberlands locations. In accordance with
industry practice, physical inventory counts utilize “scaling”
techniques to estimate quantities of roundwood, as well as
various electronic devices to calculate wood chip inventory
amounts. These techniques historically have provided rea-
sonable estimates of such inventories.

FOREIGN CURRENCY

Balance sheet accounts of the Canadian pulp operations
and Neenah Germany are translated from Canadian dollars
and Euros, respectively, into U.S. dollars at period-end
exchange rates, and income and expense are translated

at average exchange rates during the period. Translation
gains or losses related to net assets located in Canada and
Germany are recorded as unrealized foreign currency trans-
lation adjustments within comprehensive income (loss) in
stockholders’ and invested equity. Gains and losses result-
ing from foreign currency transactions (transactions denom-
inated in a currency other than the entity’s functional
currency) are included in Other (income) expense-net in
the consolidated and combined statements of operations.

PROPERTY AND DEPRECIATION

Property, plant and equipment are stated at cost, less accu-
mulated depreciation. Certain costs of software developed
or obtained for internal use are capitalized. When property,
plant and equipment is sold or retired, the costs and the
related accumulated depreciation are removed from the
accounts, and the gains or losses are recorded in Other
{income} and expense - net. For financial reporting purposes,
depreciation is principally computed on the straight-line
method over the estimated useful asset lives. Weighted
average useful lives are approximately 33 years for build-
ings, 9 years for land improvements and 17 years for machin-
ery and equipment. The cost of permanent and secondary
logging roads is capitalized and amortized over the esti-
mated useful lives of the roads, generally 20 years. The cost
of tertiary roads {(which are not permanent) is expensed as
incurred. For income tax purposes, accelerated methods

of depreciation are used.




Estimated useful lives are periodically reviewed
and, when warranted, changes are made to them. Long-
lived assets are reviewed for impairment whenever events
or changes in circumstances indicate that their cost may not
be recoverable. An impairment loss would be recognized
when estimated undiscounted future pretax cash flows
from the use of the asset are less than its carrying amount.

Measurement of an impairment loss is based on
the excess of the carrying amount of the asset over its fair
value. Fair value is generally measured using discounted
cash flows. See Note 4, "Discontinued Operations” for a
discussion of asset impairment losses recorded in 2005 and
2004 related to Terrace Bay's long-lived assets.

The costs of major rebuilds and replacements of
plant and equipment are capitalized, and the cost of main-
tenance performed on manufacturing facilities, composed
of labor, materials and other incremental costs, is charged
to operations as incurred. Start-up costs for new or
expanded facilities are expensed as incurred.

TIMBERLANDS

Timberlands are stated at cost, less the accumulated cost
of timber previously harvested. The Company’s owned tim-
berlands have long-rotation and growing cycles averaging
over 40 years. Capitalized costs for these timberlands
include site preparation, initial planting and seeding. The
costs of fertilization, control of competition {brush control)
and seedling protection activities (principally herbicide and
insecticide applications) during the stand establishment
period also are capitalized. The Company charges capital-
ized costs, excluding land, to operations at the time the
wood is harvested, based on periodically determined
depletion rates.

Fertilization, control of competition and seedling
protection activities following the stand establishment period
are expensed as incurred. The Company pays stumpage fees
for wood harvested under long-term licenses and charges
such costs to operations as incurred. Costs of administra-
tion, insurance, property taxes and interest are expensed
as incurred.

The Company distinguishes between costs associ-
ated with pre-merchantable timber and costs associated
with merchantable timber. Costs of merchantable timber
are currently depletable, whereas costs of pre-merchantable
timber are not yet depletable, Timberland depletion rates
for owned timberlands are calculated periodically, based on
capitalized costs and the total estimated volume of timber
that is mature enough to be harvested and processed.
Timber inventory volume is determined by adding an
estimate of current-year growth to the prior-year ending
balance, less the current-year harvest. The volume and
growth estimates are tested periodically using statistical
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sampling technigues. The depletion rate calculated at the
end of the year is used to calculate the cost of timber har-
vested in the subsequent year.

GOODWILL AND OTHER INTANGISLE ASSETS

The Company follows the guidance of Statement of
Financial Accounting Standards No. 141, Business
Combinations {"SFAS 141"}, in recording goodwill arising
from a business combination as the excess of purchase
price and related costs over the fair value of identifiable

" assets acquired and liabilities assumed. All of the Company’s

goodwill was acquired in conjunction with the acquisition of
Neenah Germany in October 2006. See Note 5, “Acquisitions.”

Under Statement of Financial Accounting
Standards No. 142, Goodwill and Other Intangiblg Assets
("SFAS 142"), goodwill is subject to impairment testing at
least annually. A fair-value-based test is applied at the
reporting unit level, which is generally one level below the
segment level. The test compares the fair value of an
entity’s reporting units to the carrying value of those
reporting units. This test requires various judgments and
estimates. The fair value of the reporting unit is determined
using an estimate of future cash flows and a risk-adjusted
discount rate to compute a net present value of future cash
flows. An adjustment to goodwill will be recorded for any
goodwill that is determined to be impaired. Impairment of
goodwill is measured as the excess of the carrying amount
of goodwill over the fair values of recognized and unrecog-
nized assets and liabilities of the reporting unit. The
Company tests goodwill for impairment at least annually on
November 30 in conjunction with preparation of its annual
business plan, or more frequently if events or circumstances
indicate it might be impaired. Goodwill was last tested for
impairment as of November 30, 2006 and no impairment
was indicated.

Intangible assets with estimable useful lives are
amortized on a straight-line basis over their respective esti-
mated useful lives to their estimated residual values, and
reviewed for impairment in accordance with Statement of
Financial Accounting Standards No. 144, Accounting for
Impairment or Disposal of Long-Lived Assets ("SFAS 144").
Intangible assets consist primarily of customer relation-
ships, trade names and acquired intellectual property. Such
intangible assets are being amortized using the straight-line
method over estimated useful lives of between 10 and
15 years. Certain trade names valued at $6.9 million are
estimated to have indefinite useful lives and as such are not
being amortized.
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RESEARCH EXPENSE

Research and development costs are charged to expense as
incurred and are recorded in “Selling, general and adminis-
trative expenses” on the Consolidated and Combined
Statement of Operations,

FAIR VALUE OF FINANCIAL INSTRUMENTS

The carrying amounts reflected in the Consolidated
Balance Sheets for cash and cash equivalents, accounts
receivable and accounts payable appreximate fair value due

OTHER COMPREHENSIVE INCOME

to their shart maturities. The fair value of long-term debt is
estimated using current market prices for the Company's
publicly traded debt or rates currently available to the
Company for debt of the same remaining maturities. The
fair value of the Company’s long-term debt at December 31,
2006 was $273.3 million compared to the carrying vaiue of
$282.3 million. The fair value of the Company's long-term
debt at December 31, 2005 was $200.3 million compared
to the carrying value of $226.3 million.

Comprehensive income includes, in addition to net income, unrealized gains and losses recorded directly into a separate
section of stockholders’ equity on the consolidated balance sheet. These unrealized gains and losses are referred to as
other comprehensive income items. The accumulated other comprehensive income (loss) shown on the consolidated bal-
ance sheets consists of foreign currency translation, deferred gains and (losses) on cash flow hedges, gains or losses, prior
service costs or credits, and transition assets or obligations related to pensions and other post-employment benefits, and
minimum pension liability adjustments. The foreign currency translation adjustments are not adjusted for income taxes since
they relate to indefinite investments in the Canadian pulp operations and Neenah Germany.

The changes in the components of other comprehensive income (loss) are as follows:

Year Ended December 31,

2006 2005 2004
Pretax Tax Net Pretax Tax Net Pretax Tax Net
Amount Effect Amount Amount Effect Amount Amount Effect Amount
Unrealized foreign
currency translation $12.8 $ - $12.8 $10.1 s - $10.1 $24.8 $ - $24.8
Minimum pensian liability 4.6 1.7) 2.9 {205y . 8.0 (12.5) 46,3 {16.3) 30.0
Deferred gain (loss) on
.. Sashflowhedges ©8) .. 25 .. @374 27 ... 47 ] ©z 01 | ©.1
Other comprehensive
income {loss) $10.6 $0.8 $11.4 $ (3.0 $53 $ 23 $70.9 $(16.2) $54.7

The components of accurmnulated other comprehen-
sive income (loss), net of applicable income taxes are as follows:

December 31,
2006 2005

Unrealized foreign currency translation $80.8 $68.0
Adjustment to pension and other benefit

liabilities (net of income tax benefits

of $43,1 miliion and $11.6 million,

respectively)al (71.3) (18.8)
Deferred gain on cash flow hedges (net

of income tax expense of $0.2 million

....and $2.7 million, respectively) 04 . ....47
Accumulated other
comprehensive income 5 9.9 $53.9

Adjustment to pension and other liabilities at December 31, 2006,
includes an adjustment of ($55.4) million, net of income tax benefits of
$33.2 million related to the Company’s initial adoption of SFAS No. 158.
See Note ¢, “Post-Employment and Other Berefits.”

(a
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ACCOUNTING STANDARDS CHANGES

On December 31, 2006, the Company adopted Statement
of Financial Accounting Standards No. 158, Employers’
Accounting for Defined Benefit Pension and Other
Postretirement Plans ("SFAS 158") which requires an
employer to recognize the overfunded or underfunded sta-
tus of a defined benefit postretirement plan as an asset or lia-
bility in its statement of financial position and to recognize
changes in that funded status in the year in which the
changes occur through comprehensive income. SFAS 158
also requires an employer to measure the funded status of a
plan as of the date of its year-end statement of financial posi-
tion. The Company was not affected by the measurement
provisions of SFAS 158 because the Company currently
measures the funded status of its benefit plans as of year-
end. For a discussion of the impact of adopting SFAS 158,
see Note 9, "Post-Employment and Other Benefits.”




On January 1, 2006, the Company adopted the
fair value recognition provisions of Statement of Financial
Accounting Standards No. 123 (revised 2004), Share-Based
Payment ("SFAS 123R"} using the modified-prospective
transition method. The restatement of prior year periods
for the adoption of SFAS 123R is not permitted under the
modified-prospective transition method. Stock-based com-
pensation cost recognized under SFAS 123R in the year
ended December 31, 2006 consisted of (a) compensation
cost for all unvested stock-based grants outstanding as
of January 1, 2006, based on the grant date fair value esti-
mated in accordance with the pro forma provisions of
Statement of Financial Accounting Standards Ne. 123,
Accounting for Stock-Based Compensation ("SFAS 123")
and (b) compensation cost for all stock-based awards
granted subsequent to adoption based on the grant date
fair value estimated in accordance with the provisions of
SFAS 123R. The amount of stock-based compensation cost
recognized is based on the fair value of grants that are ulti-
mately expected to vest and is recognized pro-rata over the
requisite service period for the entire award. See Note 10,
"Stock Compensation Plans.”

in June 2006, the Financial Accounting Standards
Board {"FASB") issued FIN 48, Accounting for Uncertainty
in Income Taxes — an interpretation of FASB Statement
No. 109 ("FIN 48"). FIN 48 clarifies the accounting for
uncertainty in income taxes recognized in an enterprise’s
financial statements in accordance with Statement of
Financial Accounting Standards No. 109, Accounting for
Income Taxes. FIN 48 prescribes a recognition and measure-
ment threshold for an enterprise to report tax positions in
their financial statements. Under FIN 48 an enterprise must
also make extensive disclosures about tax positions that
do not qualify for financial statement recognition.

The evaluation of a tax position in accordance with
FIN 48 is a two-step process. The first step is recognition:
the enterprise determines whether it is more likely than not
that a tax position will be sustained upon examination. The
second step is measurement: a tax position that meets the
more-likely-than-not recognition threshold is measured to
determine the amount of expense or benefit to recognize in
the financial statements. FIN 48 is effective for fiscal years
beginning after December 15, 2006. The Company is evalu-
ating FIN 48 and is currently unable to estimate the effect
of adoption on the Company’s financial position, results of
operations or cash flows.

In September 2006, the FASB issued Statement
of Financial Accounting Standards No. 157, Fair Value
Measurements {"SFAS 157"). SFAS 157 defines fair value,
establishes a framework for measuring fair value under GAAP
and expands disclosures about fair value measurements,
SFAS 157 applies under other accounting pronouncements
that require or permit fair value measurements. SFAS 157
does not require any new fair value measurements.
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The definition of fair value in SFAS 157 retains the
exchange price notion in earlier definitions of fair value and
emphasizes that fair value is a market-based measurement, not
an entity-specific measurement. SFAS 157 expands disclosures
about the use of fair value to measure assets and liabilities in
interim and annual periods subsequent to initial recognition.
SFAS 157 is effective for financial statements issued for fiscal
years beginning after November 15, 2007, and interim periods
within those fiscal years. Adoption of SFAS 157 is not expected
to have a material effect on the Company's financial position,
results of operations or cash flows.

In September 2006, the SEC issued Staff
Accounting Bulletin No. 108, Considering the Effects of
Prior Year Misstatements when Quantifying Misstatements
in Current Year Financial Statements (“SAB 108"). SAB 108
provides guidance on the consideration to be given to prior
year misstatements when guantifying misstatements in cur-
rent year financial statements for purposes of determining
whether the financial statements are materially misstated.
SAB 108 requires the quantification of misstatements based
on their impact to both the balance sheet and the state-
ment of operations to determine materiality. The guidance
provides for a one-time cumulative-effect adjustment to
correct for misstatements for errors that were not deemed
material under a company’s prior approach but are material
under the SAB 108 approach. SAB 108 is effective as of
December 31, 2006 for calendar year companies. The
Company did not have any SAB 108 adjustments.

In February 2007, the FASB issued Statement of
Financial Accounting Standards No. 159, The Fair Value
Option for Financial Assets and Financial Liabilities -
Including an amendment of FASB Statement No. 115
("SFAS 159”"). SFAS 159 permits entities to choose to meas-
ure many financial instruments and certain other items at
fair value that are not currently required to be measured at
fair value. The objective is to improve financial reporting by
providing entities with the opportunity to mitigate volatility
in reported earnings caused by measuring related assets
and liabilities differently without having to apply complex
hedge accounting provisions. Mast of the provisions of
SFAS 159 apply only to entities that elect the fair value option.
However, the amendment to FASB Statement No. 115,
Accounting for Certain Investments in Debt and Equity
Securities, applies to all entities with available-for-sale and
trading securities. SFAS 159 is effective for fiscal years
beginning after November 15, 2007. Early adoption is per-
mitted as of the beginning of a fiscal year that begins on or
before November 15, 2007, provided the entity also elects
to apply the provisions of FASB Statement No. 157, Fair
Value Measurements. The Company does not expect the
adoption of SFAS 159 to have a material effect on its finan-
cial position or results of operations.
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Sale of Woodlands

In June 2006, the Company completed the sale of approxi-
mately 500,000 acres of wood!ands in Nova Scotia to Atlantic
Star Forestry LTD and Nova Star Forestry LTD {collectively,
the “Purchaser”} for $139.1 million (proceeds net of trans-
action costs were $134.8 million). The Company received the
total proceeds from the sale in cash at closing. The Company
also entered into a fiber supply agreement (the "FSA") with
the Purchaser to secure a source of fiber for the Company’s
Pictou pulp mill. Following the sale, the Company has
approximately 500,000 acres of owned and 200,000 acres

of licensed or managed woodlands in Nova Scotia.

Pursuant to the terms of the FSA, the Purchaser is
required to make available to the Company sufficient wood-
lands acreage to yield 200,000 metric tons of softwood
timber annually. The Company is required to bear all costs
associated with harvesting the timber. Timber purchases
under the FSA are at market-based prices subject to semi-
annual adjustment. The FSA expires on December 31, 2010
and the Company has the option to unilaterally extend the
contract for an additional five years. The FSA can be
extended for a subsequent five years upon the mutual
agreement of the Company and the Purchaser.

The sale qualified for gain recognition under the
"full accrual method” described in Statement of Financial
Accounting Standards No. 66, Accounting for Sales of Real
Estate ("SFAS 66"). The Company's commitment to accept
acreage offered by the Purchaser to satisfy the timber
requirements for the first 18 months of the FSA represents
a “constructive obligation.” As a result, the Company rec-
ognized a net pretax gain on the sale of approximately
$122.6 million in the three and six months ended June 30,
2006 and deferred approximately $9.0 million, which repre-
sents the Company's estimated maximum exposure to loss
of profit due to the constructive obligation under the FSA.
The deferral related to the constructive obligation will be
amortized through December 2007. During the last six
months of 2004, the Company recognized approximately
$2.9 million of such deferred gain.
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Discontinued Operations

TRANSFER OF THE TERRACE BAY MILL

Manufacturing operations at the Terrace Bay mill were sus-
pended in February 2006 due to a lack of wood fiber for its
operations. The mill's fiber supply was exhausted as a result
of a strike started in January 2006 by the approximately

250 workers employed by the Longlac woodlands operations
that supplied wood fiber to the mill. Most of the approxi-
mately 400 hourly and salaried workers employed at the mill
were laid off during the two weeks following the suspension
of manufacturing activities. In 2005, the Terrace Bay mill
produced approximately 375,000 metric tons of pulp.

in May 2006, the Company announced a tentative
agreement to transfer the Terrace Bay mill and related
woodlands operations to certain affiliates of Buchanan. In
August 2006, the Company consummated the agreement
by transferring the mill and related woodlands operations
(excluding certain working capital amounts and post-
employment obligations) to Buchanan. Pursuant to the
terms of the agreement, Buchanan assumed responsibility
for substantially all liabilities related to the future operation
of the mill in exchange for a payment of $18.6 million.

The Terrace Bay mill held non-exclusive rights under a sus-
tainable forest license to harvest wood on approximately
4.6 million acres of land owned by the Province of Ontario
which was transferred to Buchanan.

At closing, the Company retained certain working
capital amounts, primarily trade accounts receivable, finished
goods inventory and trade accounts payable. In addition,
the Company retained certain long-term disability obligations
for current and former mill employees and post-employment
medical and life insurance liabilities for current retirees.

In conjunction with the transfer of the Terrace Bay
mill to Buchanan and as a closing condition of the agree-
ment, the Company initiated plans to curtail and settle its
Ontario, Canada defined benefit pension plan. in August 2006,
the Company made a payment to the pension trust of
approximately $10.8 million for the purchase of annuity con-
tracts to settle its pension liability for current retirees. As a
result of the transaction, the Company recognized a pen-
sion curtailment and settlement loss of approximately
$26.4 million in the year ended December 31, 2006. In
addition, the Company expects to record a settlement foss
of approximately $40 million related to the future settlement
of pension obligations for active employees. The amount
of any funds that we may pay or receive and the timing of




recognition of the loss to settle the liability for active
employees are dependent upon, among other things, an
actuarial determination of the value of the obligations
being settled, the cost of annuity contracts, regulatory
approval to settle the plan and employee elections.

The results of operations and loss on disposal of
the Terrace Bay mill are reflected as discontinued opera-
tions in the consolidated and combined statements of
operations for each period presented. The following table
presents the results of discontinued operations:

Year Ended December 31,
2006 2005 2004
Net sales, net of
intersegment sales $46.0 $198.7 $243.3
Discontinued Operations:
Loss from operations $(46.8) ${84.2) $(125.7)
...Lossondisposal | 65) ... ! -
Loss before income taxes (53.3 (84.2) (125.7
Benefit for income taxes 20.4 322 453
" Loss from discontinued T
operations $(32.9 ${52.0) $ {80.4)

RESTRUCTURING ACTIVITIES AT TERRACE BAY:

The Company closed the No. 1 Mill in May 2005. The No. 1
Mill was originally constructed in 1948 and had annual
capacity of approximately 125,000 metric tons of bleached
kraft pulp. In conjunction with the closure, the Company
offered early retirement and severance packages to approx-
imately 150 employees.

During 2005, the Company recorded approxi-
mately $5.0 million for one-time termination benefits
related to early retirement, severance and defined benefit
pension plans in connection with the closure of the No.1
Mill and approximately $0.3 million for other exit costs. As
of December 31, 2006, termination benefits of approxi-
mately $4.9 million had been paid to 147 employees. With
respect to certain termination benefits that remain unpaid,
such benefits relate to three employees that cannot be ter-
minated until they return from long-term disability leave.

During the first quarter of 2005, the Company
recorded a pretax, non-cash asset impairment loss of
approximately $0.8 million related to the remaining value
of the long-lived assets of the No. 1 Mill. In addition, the
Company recorded $0.4 million of incremental training
costs for employees in new positions as a result of the
closure in 2005, Such training costs were expensed as
incurred. The consolidated and combined statements of
operations have been restated to reflect costs associated
with the closure, including expenses related to employee
training, for the year ended December 31, 2005 in
Discontinued operations - |loss from operations.

ASSET IMPAIRMENT LOSSES:

tn December 2004, the Company performed an asset

impairment test on the Terrace Bay, Ontario pulp mill under

the guidance of SFAS 144. The facility had incurred operat-
ing losses in each of 2002, 2003 and 2004. The Company
anticipated that the facility would continue to incur operat-
ing losses in 2005, 2006 and 2007. The principal causes of
these projected losses were:

¢ continued high operating costs at this facility;

+ substantially higher discounts, under the pulp supply
agreement, for pulp sold to Kimberly-Clark than those
at which pulp was transferred to Kimberly-Clark prior to
the Spin-Off;

* anticipated lower market prices for pulp in the foresee-
able future as a result of an expected downturn in the
pulp cycle; and

* continued strength of the Canadian dollar relative to the
U.S. dollar.

An extended period of operating losses is an indi-
cator of impairment under SFAS 144, The results of the
impairment test indicated that the carrying amount of the
Terrace Bay facility would not be recoverable from esti-
mated future undiscounted cash flows. The Company’s esti-
mate of the fair value of the Terrace Bay facility was based
on probability weighted pretax cash flows from operating
the facility, discounted at a risk-free interest rate. The signif-
icant assumptions the Company used to determine the esti-
mate of fair value included its long-term projections of the
market price of pulp, the projected cost structure of the
facility and the long-term relationship of the Canadian dol-
lar and the U.S. dollar. The estimated fair value of the
Terrace Bay facility also reflected assumed improvements
to the facility's cost structure resulting from the Company's
plans for future capital projects and a plan for a cogenera-
tion arrangement that would lower the cost of electricity.

tn December 2004, the Company recorded a pre-
tax, non-cash impairment loss of approximately $110.0 mil-
lion to reduce the carrying amount of the Terrace Bay facility
to its estimated fair value. In addition, in December 2004, in
recognition of the probability that the No. 1 Mill would be
closed, the Company recorded an additional impairment
loss of approximately $2.8 million related to the long-lived
assets of the Terrace Bay facility. A deferred tax benefit of
approximately $40.8 million was recorded as a result of the
impairment losses, resulting in a net after-tax charge of
approximately $72.0 million.

in December 2005, due to continued large operat-
ing losses at the Terrace Bay facility, a review of strategic
alternatives and anticipated continuing losses in 2006, the
Company performed another impairment test of the facility
which indicated that the carrying value of its long-lived
assets was not recoverable from estimated future cash
flows. In estimating the impairment loss, the fair value of
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the facility was determined in a manner consistent with that
applied in December 2004, While the significant assumptions
used to determine the fair value of the facility were applied
in a manner consistent with the prior year, the Company's
probability-weighting of the estimated future cash flows
was different. The estimated fair value for the facility indi-
cated that its long-lived assets were fully impaired. As a
result, the Company recorded a pretax, non-cash impair-
ment loss of approximately $53.7 million to reduce the car-
rying amount of the facility’s tangible long-lived assets to
zero. A deferred tax benefit of approximately $20.6 million
was recorded as a result of the impairment losses, resulting
in a net after-tax charge of approximately $33.1 million. The
consolidated and combined statements of operations have
been restated to reflect asset impairment losses for the
years ended December 31, 2005 and 2004 in Discontinued
operations — loss from operations.

-Fo
Acquisitions

in October 2006, the Company completed the purchase

of the outstanding interests of Neenah Germany. Neenah
Germany was acquired from FiberMark and FiberMark
International Heldings LLC for $218 million in cash (the
“Acquisition”). The Company also incurred approximately
$5.1 million of transaction costs directly related to the
Acquisition. The Acquisition was financed through $160 mil-
lion of available cash and $58 million of debt drawn against
the Company's revolving credit facility. The primary source
of available cash used to finance the Acquisition was pro-
ceeds from the sale of woodlands in June 2006. See Note 3,
“Sale of Woodlands.” The consolidated results of the
Company include Neenah Germany for all periods subse-
quent to the Acquisition.

The total cost of the acquisition has been allo-
cated to the assets acquired and liabilities assumed in
accordance with SFAS 141. Goodwill, of which approxi-
mately $2.5 million related to transaction costs is deductible
for income tax purposes, and other intangibles recorded in
connection with the Acquisition originally totaled $87.6 mil-
lion and $28.0 million, respectively, and are reported within
the Technical Products segment. See Note 16, “Segments.”
The Acquisition was consistent with the Company's stated
strategic plan and direction to expand in the premium
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papers and technical products businesses. The goodwill
amount recognized in the Acquisition is primarily due to
synergies expected to be achieved from combining the
technologies and expertise of Neenah Germany with the
Company's existing Technical Products business. In addi-
tion, the Acquisition provided the Company with immediate
entry into the profitable and growing filtration and nonwo-
ven wall coverings segments of the Technical Products mar-
ket. Of the $28.0 million of acquired intangible assets,
$15.2 million was assigned to customer relationships,

$5.0 million was assigned to registered trade names with
definite lives and $0.9 million was assigned to acquired
technology which are being amortized over weighted aver-
age useful lives of 15 years, 10 years and 10 years, respec-
tively. Of the remaining balance of intangible assets
acquired, $6.9 million was assigned to registered trade
names with indefinite lives. The Company did not acquire
any research and development assets as part of the
Acquisition. The allocation of the purchase price to the fair
value of assets acquired has not been completed pending
payment for certain working capital amounts acquired in
the Acquisition. In addition, the ultimate settlement with
FiberMark for potential additional taxes due for Neenah
Germany tax returns filed for periods prior to the
Acquisition will impact the final allocation of the purchase
price to the fair value of assets acquired.

The following table summarizes the preliminary
allocation of the purchase price to the estimated fair value
of the assets acquired and liabilities assumed at the date
of Acquisition;

As of Qctober 11, 2006

Cash $ 30
Accounts receivable 364
Inventories 238
Receivable from FiberMark for income taxes (Note 14) 9.8
Prepaid and other current assets 23
Property, plant and equipment at cost 1334
Goodwill 87.6
Unamortizable intangible assets 6.9
Amortizable intangible assets 214
Other noncurrentassets _.....cccoecomeorencersasOia
Jotalassetsacquired . 3248

Accounts payable ) 21.4
Income taxes payable 98
Accrued expenses 4.9
Deferred income taxes 34.1
Employee benefits and other obligations ... 330
-...Jotal lishilities assumed | s 103.2
Net assets acquired $221.6




The following unaudited condensed pro forma
consolidated statements of operations for the years ended
December 31, 2006 and 2005, were prepared as though
the Acquisition had occurred on January 1, 2006 and 2005
{in millions, except per share data):

Year Ended December 31,
2004 2005
Net Sales $770.0 $760.3
Operating income 183.9 204.9
Income from continuing operations 101.4 112.6
Loss from discontinued operations {32.9) (52.0)
Net income {loss) 68.5 60.6
Earnings {Loss) Per Common Share:
Basic
Continuing operations $ 6.87 $ 7.64
.......Discontinued operations 223 333
$ 464 $ 41
Diluted
Continuing operations $ 6.83 $ 7.62
Discontinued operations (2.22) (3.53)

These pro forma statements have been prepared
for comparative purposes only and are not intended to
be indicative of the Company's results had the Acquisition
occurred on January 1, 2006 or 2005 or of its results in the
future. The Company used the proceeds from the sale of
woodlands in June 2006 {see Note 3 “Sale of Woodlands”)
to provide a substantial portion of the financing for the
Acquisition. As a result, the pro forma financial statements
have been adjusted to present the effects of the sale of the
woodlands as if the sale oceurred on January 1, 2005.

[ ]
SIX
Risk Management

The Company is exposed to risks such as changes in for-
eign currency exchange rates and pulp prices. A variety of
practices are employed to manage these risks, including
operating and financing activities and, where deemed
appropriate, the use of derivative instruments. Derivative
instruments are used only for risk management purposes
and not for speculation or trading. All foreign currency and
commodity derivati