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Financial and Operating Highlights

daollars in millions, except per-share amounts

2007 2006 % change
Sales $30,748 $ 30,379 1
Income from continuing operations 2,571 2,161 19
Total assets 38,803 37,183 4
Capital expenditures from continuing operations 3,636 3,201 14
Cash provided from continuing operations 3,112 2,563 21
Per commeon share data:
Basic:
Income from continuing operations 2.98 2.49 20
Net income 2.98 2.58 15
Diluted:
Income from continuing operations 2.95 2.47 19
Net income 2.95 2.57 15
Dividends paid .68 .60 13
Book value * 19.30 16.80 15
Number of shareholders 233,000 248,000 (6)
Average common shares outstanding — basic (000) 860,771 868,820 (N
Number of employees 107,000 123,000 (13

* Book value = {Jotal sharehalders’ equity minus Preferred stock) divided by Common stock outstanding, end of year.

2007 Revenues: $30.7 Billion Alcoa at a Glance

¢ Alcoa is the world leader in the production

Bv Segment B raphic Ar and management of primary aluminum,
b'h" g y Gf-.;Og aphic ea fabricated aluminum, and alumina combined,
wions percen through its active and growing participation
in all major aspects of the industry.
$9.2 Flat-Rolled Products 55% United States

» Alcoa serves the aerospace, automaotive,
$6.6 Primary Metals 25% Europe packaging, building and construction,
commercial transportation, and industrial

$5.7 Engineered Solutions 14% Pacific L . ) )
markets, bringing design, engineering,
$3.3 Packaging and Consumer 6% Other Americas preduction, and other capabilities of Alcca's
$3.2 Extruded and End Products businesses to customers.
_ * |n additicn to aluminum products and
$2.7  Alumina compenents including flat-rollad products,

hard alloy extrusions, and forgings, Alcoa
also markets Alcoa® wheels, fastening
systemns, precision and investment castings,
and building systems.

* The Company has 107,000 employees in
44 countries and has been named one
of the top most sustainable cerporations in
the world at the World Economic Forum
in Davos, Switzerland.

* More infoermation can be found at
www.alcoa.com
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Fellow Shareowners

In 2007, Alcoans
delivered the second
consecutive year of
record revenues, income
from operations, and
cash from operations.

We delivered these record results as
we continued to invest for the future
growth of our Company. And we

did all of this as we continued to live
our Values.

In short — through our philosophy of
delivering financial, environmental,
and social benefits to our stakehold-
ers around the world — Alcoans are
Focused on Sustainable Growth. And
in 2007, Alcoans delivered yet again,
while laying additional groundwork
to benefit the Company for decades
to come.

Key Financial Highlights for
2007 Include:

* Revenues al an all-time record of

$30.7 billion;

¢ [ncome from conlinuing operations
an all-time high of $2.6 billion,
or $2.95 per diluted share, a
19 percent increase from 2006;

¢ Cash from operations an all-time
Company record of $3.1 billion,
21 percent higher than 2006,

¢ Return on capital at 12.7 percent
including investments in growth
projects; excluding growth projects,
ROC stands at 16.1 percent;

* Debt-to-capital ratio stands at
30.2 percent, lower than a
year ago despite substantial
share repurchases; and

¢ A 13 percent increase in our
dividend in 2007.

Alain Belda, Chairman and
Chief Executive Officer {right) with
Klaus Kleinfeld, Presicent and
Chief Operating Officer

Along with our many accomplish-
ments, we also faced numerous
challenges. For example, input costs
were significantly higher during the
vear. In the industry, caustic was -
up 11 percent, fuel oil 17 percent,
ocean freight 30 percent, and carbon
13 percent.

In addition, the U.S. Dollar weakened
between 6 to 12 percent against
currencies we operate in across the
world, such as the Australian and

Canadian Dollars, the Euro and
the Real.

We also experienced outages at oper-
ations in Guinea, Jamaica, Rockdale,
and Tennessee — all of which are now
either fully recovered or improving.
In total, outages had a $132 million
net negative impact on earnings.
These types of things, including
start-up and installation delays and
inflationary construction costs,
happen, and it is up to us, as stewards

of the assets of the Company, to
overcome them and deliver.

Alcoans did just that again in 2007.
Our Total Shareholder Return

(TSR - stock appreciation plus divi-
dends reinvested) was 24 percent

in 2007, far outperforming the

Dow Jones Industrial Average and
the S&P 500. While this was good,
we are far from satisfied, which

is why we took actions to address our
portfolio, invest in capital projects
around the world, continue to build
bonds with our customers, and
develop technologies that will deliver
customer benefits — and cash —to
the bottom line.

Investing for the Future

In 2007, we continued
to execule on the largest
capital investment
program in our history.

We invested in new plants, expanded
production at others, modernized
operations, renegotiated long-term
power agreements, and built new
energy facilities to extend our energy
access at competitive rates...

while also continuing to invest in
growth markets such as Brazil,
China, and Russia.

For example, we completed two
major growth projects in 2007: the
Alcoa Fjardadl smelter in Iceland
and the Mosjgen anode plant in
Norway. Both of these projects will
deliver low-cost, environmentally
friendly benefits to Alcoa for years —
actually decades —to come.

Alcoa Fjardadl, in Icelandic it means
“aluminum of the fjords,” is the
first greenfield smelier for Alcoa in




20 years. It will be the most environ-
mentally friendly smelter in the

world and is hydropowered by glacial
runoff. The Mosjgen anode plant in
Norway will produce anodes for Alcoa
Fjardadl as well as for a jointly held
smelter with Elkem in Norway.

Our investments for growth included
both upstream and downstream
projects around the world. Examples
include our investment in the Serra
do Facdo hydroelectric project in
Brazil, the opening of our third flat-
rolled products facility in China,
progress we have made on the Juruti
project, the opening of an anode
plant in Norway, our first new smelter
in 20 years in Iceland, our continued
expansion of the Bohai rolling mill
in China, and our work rebuilding
and upgrading our Russian plants.
Looking ahead, we are exploring
plans for a second smelter in [celand
and are working with the government
of Greenland to explore the possibil-
ity of constructing a smelter there,

in addition to other growth projects.

We added a new lithographic line

at Warrick and reached new renew-
able power contracts in Massena
and Wenatchee that help secure the
futures for those plants and commu-
nities, and we are working on similar
efforts across the globe. In fact,
early in the first quarter of 2008, we
reached an agreement with the
government of Quebec to repower
our three smelters in the province
through 2040. This is important in
that it is better for all stakeholders
that we extend the life of these
operations versus simply building
new facilities. We must do both

to keep up with growing demand.

We also made significant investments
in our Tennessee Operations, with
capital improvement projects totaling
more than $100 million for both the
smelting and fabricating areas, and
we broke ground on a $22 million
project that will increase our reey-
cling capacity by nearly 50 percent.
Also in the U.S., we continued to
upgrade our power generating in
Warrick to supply our smelter and
fabricating facilities.

Return on Capital
percent * t

20

N/

Bloomberg Methodelogy calculates
ROC based on the trailing four guarters.
* Adjusted for Growth Projects

1 Reconciliation on page 80

In total, our capital investments
were approximately $3.16 billion
in 2007 (excluding currency
impacts) with nearly 60 percent,

or $1.7 billion, dedicated to growth
projects. These investments are
delivering today and tomorrow.
One important measure in a capital-
intense industry such as ours is
Return on Capital (ROC). Alcoa’s
trailing 12-month ROC was 16.1
percent, excluding investments

in growth projects. Including those
investments in growth, our ROC
stands at 12.7 percent, well above
the cost of capital.

To fund those investments, we
delivered a record performance in
cash from operations of more than
$3.1 billion, compared with $2.6 bil-
lion in 2006, helping to keep the
Company’s debt-to-capital ratio within
our targeted range at 30.2 percent.

Our strong balance sheet allowed us
to take additional action to improve
returns for shareholders. During

the year we increased our dividend
by 13 percent. In addition, the Board
authorized, and later in the year
increased that authorization, a share
repurchase program, for a total share
repurchase authority of up to 25 per-
cent of the Company’s outstanding
shares. Through the end of 2007, we
had repurchased approximately

68 million shares, or 8 percent of the
25 percent under that authorization.

Managing Our Portfolio

In 2007, we made major
progress on our plan

to manage our portfolio
in order to maximize
returns for shareholders.

The first action in 2007 involved
completion of our joint venture

with SAPA, combining soft alloy
extrusion businesses into a company
in which we hold a more than

40 percent stake.

In the third quarter, we announced
that we sold our automotive castings
business, which did not fit with our
other core automotive businesses.
And, at the end of the year, we
reached agreement with Rank Group
to sell our packaging and consumer
businesses — including closures, food
packaging, Reynolds Wrap®, and




flexible packaging — for $2.7 billion
in cash. This transaction should
be completed early in 2008.

In total, the divestiture of these
businesses frees up resources — both
financial and human — to invest in
core aspects of Alcoa - yet another
example of our being focused on
sustainable growth, while improving
our returns. For example, with the
exclusion of packaging, soft alloy
extrusions, and auto castings, our
Company ROC improves from

12.7 percent to 13.5 percent, includ-
ing our investments in growth. And
EBITDA as a percentage of sales
improves from 15.5 percent to

16.7 percent. We did all this while
producing cash for sustainable
growth investment.

It is important to note that we also
monelized our stake in Chalco in
2007. This stake, which we took
when Chalco was going through its
IPO, served us and Chinalco,
Chalco’s parent company, well. But
as we said at the time of the sale,
the investment had grown where we
can now use the investment to fund
other growth projects both within
and outside of China.

We also said that the transaction
did not end the partnership between
Alcoa and Chinaleo. As I publish
this letter, we have teamed with
Chinalco to purchase a 12 percent
stake in Rio Tinto ple. We have long
believed that Rio Tinto has a world-
class portfolio of assets and is very
well positioned to prosper in the
current mining cycle. This invest-
ment, made together with Chinalco,
allows us to mutually benefit from
developments in the sector. We

will conlinue to monitor the sector
developments together with

our partners at Chinalco and take
appropriate actions.

In May, following nearly two years
of discussions with Alcan manage-
ment, we made an offer to acquire
Alean. Our offer subsequently was
topped by Rio Tinto by more than
$10 billion. We chose at that time to
withdraw our offer and instead
refocus our efforts on delivering
results, which we have done. Instead
of a major, game-changing acquisi-
tion, we are pursuing growth the
old-fashioned way...we are going
out and earning it.

Living Our Values’

We continued our
strong focus on safety
across all of our
locations again in 2007.

Nearly 50 percent of Alcoa’s 316
locations worldwide had zero
recordable injuries, compared with
38 percent in 2006, and more than
80 percent had zero Lost Workdays,
up from 68 percent.

Committed to Safety

Zero Zero
Recordable Lost Workday
Injury Locations
Locations
80%
68%
49% o
06 07

While we saw a leveling of perform-
ance in safety for Lost Workday
(LWD) and a slight rise in the Total
Recordable Rate (TRR} from

the previous year, we saw a vast
improvement in the reporting of
injury-free events —a 150 percent
increase — aimed at identifying

and correcling potential causes of
injuries before they occur. Our track
record on fatalities is sadly not as
strong, and this continues to be an
area of major focus and concern.

As you will see throughout this
report, the Alcoa Business System
(ABS), as the cornerstone of our
Customer Value, was again at center
stage in 2007:

* In Ground Transportation, we
strengthened or started relation-
ships with Shelby Automotive,
Lamborghini, General Motors, and
Nissan, and also partnered with
Zhengzhou Yutong Bus Company,
Ltd. to develop a new generation of
energy-efficient, environmentally
friendly buses in China for the
2008 Olympics.

In Building and Construction,
Kawneer opened new offices in
Singapore and the United Kingdom
to better serve ils customers in

36 countries, and advanced its
reputation for “green” building
while servicing customers across

the globe.

» Alcoa Defense established itself
as the supplier of “stronger,
faster, lighter” products, signing
major contracts, including an
Alcoa Power and Propulsion
10-year, $360 million contract
with Lockheed Martin, to supply
advanced, patented 7085 alloy
aluminum die forgings for the F-35
Joint Strike Fighter (JSF) program.




2008 Primary Aluminum
Consumption Projected
Growth Rates

Projected

Consumption

(000 MT)

World - 9.6% 14,900

China 4% p,750

:r‘:\r;?ica I 0-8% 8,375
Europe l 21% 5,325
Chimae f 25% 1,300
India - 8.3% 1,325
Eﬂ;::‘ N - 7.7% 525

L.America
w/o Brazil - 4.0% 875

1,100

Brazil

41,650

Source: Alcoa analysis

* In Aerospace, the A380 — which
features more Alcoa technologies
than any plane in history — took
its first commercial flight. And the
Boeing 787 Dreamliner features
numerous Alcoa solutions.

Serving our communities — being

a contributor to where we operate —
continued to take on a growing and
important role. In October alone,
during our 2007 Worldwide Month of
Service, more than 15,800 employ-
ees participated in service projects
in 200 communities in 36 countries.
That’s an increase of nearly one-third
from 2006 and makes a wonderful
statement about our commitment to
improving the quality of life in Alcoa
communities around the world.

We also advanced our sustainability
initiatives and further established
Alcoa as a major player in the area
of climate change, joining with other
business leaders from companies
such as Caterpillar, GE, and DuPont

in a climate call to action via the

U.S. Climate Action Partnership
(USCAP). I had the honor of address-
ing the largest-ever meeting of

world leaders on climate change
convened by the Secretary-General
of the United Nations in New York

in September, joined by more than
70 heads of state or government.

[ am confident that we are moving
in the right direction. And the
outside world is recognizing our
actions. In 2007, Alcoans were yet
again named a Fortune magazine
Blue-Ribbon company; for the fourth
consecutive year we were named
one of the world’s most sustainable
companies at the World Economic
Forum in Davos; and we again
were named part of the Dow Jones
Sustainability Index.

Decades from now, our children’s
children will look back and
thank us for taking the tough but
vital stances we have.

In doing so we are
doing the right thing...
but also becoming

a partner of choice

for governments and
companies around

the world.

Our leadership in this aspect of sus-
tainable growth is a key element of

our reputation...which, in essence,
is the Alcoa brand.

Looking Ahead

Late in 2007, Klaus Kleinfeld joined
us as our new President and Chiefl
Operating Officer. Klaus, who joins
us after a successful career at
Siemens, is a world-class executive
with excellent vision and focus.
Klaus knows Alcoa well, having

served as a director since 2003.
Together with our Board, T am confi-
dent that Klaus brings the enthusiasm
and expertise needed to continue

to drive Alcoa forward in the future.

As we enter 2008, market fundamen-
tals remain strong. Aluminum
consumption continues to grow,
especially in BRIC countries. In fact,
we expect aluminum consumption

to grow by more than nine percent in
2008...and it is still on track to
double by the year 2020. The mar-
kets in which we compete globally —
such as aerospace, ground trans-
portation, defense, and consumer
electronics — are well positioned for
continued growth of Alcoa solutions.

In 2008, as in years past, our focus
will be to continue to deliver for
today while also building for the
future...while continuing to live all
of our Values. We will continue to
implement our growth projects
around the world, deliver continuous
improvement, and serve our growing
customer base with solutions that
help them serve their customers.
And we will renew our focus on exe-
cuting our plans in a rigorous and
concerted way.

And as we operate, we will do it

in a sustainable and reliable manner.
Approximately 107,000 Alcoans
look to set new records and focus on
sustainable growth for today

and tomorrow.

A

Alain J. P. Belda
Alcoa Chairman and CEO

March 5, 2008




Climate Change:
Aluminum is part of the answer —
and Alcoa is leading the way.

Alcoa has been a recognized leader in helping to address the issue
of climate change around the world for years. We are continuing to take
the lead because it is the right thing to do for all of our stakeholders.

From our involvement in groups such as the United States Climate
Action Partnership (USCAP), which is seeking mandatory climate
change legislation in the U.S., the Carbon Disclosure Project, and the
Climate Change Registry, where we are a founding reporter, Alcoa

is working across industries and governments around the world to
reduce greenhouse gas (GHG) emissions.

We are also taking steps ourselves. From a base year of 1990, we have
reduced GHG emissions by 33 percent...while we increased production
of aluminum. We are expanding our use

of environmentally friendly power sources, é%?‘g‘ fa
and we are continuing to invest in new

technologies - such as carbon capture “‘ 1) s' \_
technology at our alumina refineries — % i V V

to further reduce emissions. And of

course, more and more of our customers 2 Sﬁ{;’_@

are recognizing that the lightweight,
high-strength, and recyclable properties of aluminum are
helping them reduce emissions in their products. N

In fact, the use of aluminum in planes, trains, and
automobﬂes is projected to make, %Ehe entlre aluminum
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Eco-Friendly Buses

Alcoa and Zhengzhou Yutong,
China's targest bus manufac-
turer, partnered to design
lightweight, energy-efficient,
eco-friendly aluminum buses
for China’s growing commut-
ing public. Prototypes will be
ready for the Beijing 2008
Clympic Games. The goal is
to reduce weight by 15% to
20%. Reducing the weight

of the buses by 100 kilograms
(220 pounds) could save
2,550 fiters (674 gallong)

of diesel and reduce emis-
sions over its lifetime,
according to an Institute for
Energy and Erwironmental
Research study.

Fasteners

Roof
Plate

Meeting Demand

The expansion project

at Alcoa’s Bohai plant in
Qinhuangdao, China, is
scheduled for completion

in mid-2008. The nearly
$280 million expansion
includes a new hot mil,, cold
mill and finishing equipment,
as well as a lithographic

line. With this new rolling
capacity, Alcoa will be able
to produce high-quality
aluminum sheet products
for the beverage, printing,
transportation, and industrial
and electronics markets
throughout Asia,




Alcoa at the Olympics

More than 29,000 square
meters of Alcea Architectural
Products' Reynolux® cail-
coated aluminum sheet is
used on the roof of the newly
buitt National Gymnasium

for the 2008 Olympic Games
in Befjing. The 18,000-seat
venue incorporates green
concepts such as rocf-
mounted, sclar power cells
and wall/roof systems

for rainwater collection

and usage. The National
Gymnasiurm will host
gymnastics and handball
competitions.

Learning About
Aluminum Recycling

The Alcoa Aluminum Gallery,
funded by Alcoa Foundation,
began its trip across China
in 2007, educating children
on sustainable growth and
the environmental benefits of
aluminum recycling. The
gallery's activities appeal to
children of all ages, from
youngsters, who cut alu-
minum foil into shapes and
learned what foil can do in
everyday life, to teens, who
participated in chemical
experiments and recycling
simulations to help under-
stand the metal's properties
and recycling process.

Super Savings

BxxonMobil selected Alcoa's
super single 14-inch-wide
wheels with Dura-Bright®
technology for its fleet of wide-
base tire trailers in Japan -
the first use of this wheel in
Japan. This wheel provides
significant weight and fuel
savings, enabling greater
pavioad. Trailers usually use
double tires and wheels to
hold heavier loads. By replac-
ing double tires and wheels
with one super single wheel
and a wide-base tire, savings
average about 360 kg

{794 pounds) for a 30 Kkl
(8,000 gallon) fuel tanker.

Brazing Sheet
Qualified

Alcoa Kunshan has success-
fully qualified its brazing sheet
products with multinational
automotive parts manufactur-
ers including Delphi, Behr,
and Toyo, an important step
in becoming a worldwide
source for brazing sheet and
common alloy products.
Kunshan began commercial
production of brazing shest
for heat exchangers and
alloys in 20086; it continues

to grow its business in the
Asia-Pacific region.
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Vital Role

Alcoa was awarded a
10-year, $360 million contract
by Lockheed Martin to supply
advanced, patented 7085
alloy aluminum die forgings
for the F-35 Joint Strike
Fighter (JSF) program. The
JSF will fly with other Alcoa
aerospace products on it,
including highly engineered
fastening systems, specialty
alloy plate, turbine blades,
and structural castings. As
part of the contract, Alcoa
will invest $24 million in its
Cleveland {Ohio) plant for new
machinery, equipment, and
infrastructure improvements.

A New Look for Toyota

Alcoa Architectural Products'
(AAP) Reynobond® aluminum
composite material was
selected by Toyota USA as
the design sotution for

800 dealerships, as part of its
re-branding initiative. The
material will be manufactured
at AAP's Eastman (Ga.)
facility. Alcoa's Lancaster
(Pa.) Works will supply cail
painted “Toyota Silver” for
the 4 million square feet of
Reynobond® needed. Toyota
said the “clean, sharp lines”
of Reynohond® and the
unsurpassed consistency

of the upscale material

is a major contributor to

the project.

Repowering Smelters

New power contracts
reached at Alcoa aluminum
smelters in Massena (N.Y.)
and Wenatchee (Wash.)

will provide a long-term,
stable source of competitively
priced, renewable hydro-
power. Both agreements
allow for preduction expan-
sion and modernization
projects to secure the future
of the facilities and to keep
them competitive in the
global smelting system. Other
repowering negotiations are
underway across the entire
smelter system to extend the
life of the facilities.




Another 50 Years in
Baie-Comeau

A special flag-raising
ceremony took place at
Alcoa’s Baie-Comeau smelter
in Quebec, Canada — the

first of several events {o com-
memorate the plant's 50th
birthday. The year-long
celebration also included a
US$1 million investment from
Alcoa Foundation and Alcoa
Canada for two new arts

and cultural facilities. To top it
off, Alcoa and the govern-
ment of Quebec reached

a new power arrangement for
Baie-Comeau and its sister
smelters in the province that
will include a major upgrade
and expansion of the
438,000-mipy smelter and
secure power through 2040.

Alcoa Makes
Aluminum Bottle
40% Lighter

Alcoa is working with bever-
age companies worldwide as
they consider introducing
weight-saving bottles made
from aluminum shest.

The quick-chilling, recyclable,
aluminum-sheet bottle is
over 40% lighter than impact
extruded beverage bottles.
Alcoa customer Ball
Corporation is producing a
new, 12-cunce alunminum
bottle at its plant in Monticello,
Ind., from Alcoa sheet. Called
Alumi-Tek, these bottles are
filed with a new, premium
iced coffee beverage recently

introduced to the U.8. market.

Perfect Combination

A blending of Alcoa’s propri-
etary vacuum die casting
process and new, advanced
alloys helped Alcoa meet

the performance requirements
of customer Nissan for

the GT-R, its new flagship,
high-performance sports
sedan, The inner door {the
largest vacuum die casting in
the auto industry) and rear
seat structure offer weight
savings up to 35% over steel
designs. An Alcoa logo on
the inner door panel, visible to
drivers, demonstrates Alcoa’s
pride and role in helping
Nissan bring its “supercar”

to the roadways.

North America



Power for Development

Construction is progressing
at two hydroelectric power
projects in Brazil in which
Alcoa is an investor.
Environmental approvals
were granted and infrastruc-
ture improvements are
underway at the 1,087-MW
Estreito plant in Maranhao,
which, when finished in 2011,
will bring 149 MW of power
to Alcoa’s Alumar smelter.

At the 210-MW Serra do
Facae plant in Minas Gerais,
infrastructure and ancillary
facilities construction is done.
Alcoa is also an investor in
the Barra Grande (below)

and Machadinho hydropower
facilities.

10

Lightweight Strength

Alcoa’s forged aluminum
wheels are popular in South
America, with sales increasing
21.5% in 2007 over 2006,
and distributors opening in
several countries including
Bolivia, Brazil, Chile,
Paraguay, Peru, and Uruguay.
And, Alcoa wheels wera
selected for a state-of-the-art
hybrid bus project in S0
Paulo. New hybrid buses,
which transport 350,000
passengers a day, are fuel
efficient and durable due

to the 463-pound (210-kg)
weight savings offered by

the Alcoa wheels.

Flat-Rolled Product
Capacity Raised

The newty expanded
aluminum fcil rolling mill in
[tapissuma, Brazil, began
operating as part of a

$30 million expansion project.
The investment was aimed
at increasing production
capacity by 30%, notably to
supply major customer Tetra
Pak, who produces aseptic
packaging. Alcoa supplies
thin-gauge aluminum foil to
the packaging producer.




Major Expansion
Underway

The alumina refinery expan-
sion at the Alumar consortium
plant in Sdo Luis, Brazil,

is nearly 60% complete as it
moves from engineering to
the construction phase.
When finished, the $2.2 billion
investment will increase
production at the refinery
from 1.4-milion mtpy to
3.5-million mitpy.

Greening Brazil

Alcoa executives visited the
Alumar facility in Brazil in 2007
to gain a firsthand view of
Alcoa’s port, refinery, and
smelter operations. They also
toured the site of the first
bauxite residue deposits,
which are reclaimed and have
native vegetation. While there,
Alcoa Chairman and CEO
Alain Belda {right), President
and COQO Klaus Kleinfeld
(center), and Nilson Souza,
vice president, Primary
Products, Latin America and
Caribbean {eft), planted an ipé
sapling, a common Brazilian
tree, as part of Alcoa’s Ten
Million Trees Program.

Sustainable Juruti

Alcoa’s Juruti bauxite mining
project in the Amazon closed
2007 with a renewal of
licenses, confirming necessary
governmeant compliances.
Construction of the mine, port,
and railway are underway,

with first bauxite shipments to
Alumar scheduled for tate
2008. Social, econcmic, and
conservation actions are
implemented, and dialogue
continues with stakeholders to
deepen understanding about
sustainable development
efforts for the community.

The ocelot {below), a wild ¢at
found in South America, is

an endangered species
because it is hunted for its fur.




- Atlantic

Caribbean and Africa
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Commercial Milestones
in Guinea

In 2007, several business
objectives were achieved for
the planned alumina refinery
in Guinea. The Kakande
region, north of Kamsar, was
selected as the site for the
refinery; resettlement agree-
ments with the government
were completed; and port
and berth agreements

are expected to be finalized
in 2008. Community develop-
ment projects are also
planned or underway follow-
ing extensive community
surveys and dialogue. The
1.85-million-mtpy refinery will
be jointly owned by Guinea,
Alcoa, and Rio Tinto Alcan.

Bauxite Conveyor
System

Jamalco is using a new,
sustainable method of trans-
porting bauxite from its

mine in South Manchester to
the rail station, where it is
loaded for shipping to the
Clarendon alumina refinery.
The 3.4-kilometer (2.11-milg)
cable conveyor system uses
gravity to move bauxite
through mountainous terrain.
The system is quiet, dust-
free, and uses less land than
road transport. It also drives
an emissions-free generator
that produces electricity

the complex needs, plus

a surplus to sell back to

the grid.




Songs in the
Key of “Green”

Mahogany from Honduras
is the most-used icnewood
for guitar maker Gibson.
Behind the wood's transfor-
mation into a musical
instrument is an Alcoa-
supported effort to combat
poverty and protect one of
the world’s biosphere
reserves from illegal logging.
Through a business liaison
brokered by the Rainforest
Alliance and funded by
Alcoa Foundation, loggers
from Honduras’ Rio Platano
Biosphere Reserve are
extracting mahogany planks
from the rainforest in a
sustainable, ethical way while
improving their livelihood.

Protecting
Chimpanzees

A major Alcoa Foundation
grant to create sustainable
economic development

in Guinea is helping protect
chimpanzees there, one of
only 10 countries with ¢chimp
populations exceeding 1,000.
The chimpanzee population
in Guinea is being compro-
mised due to habitat loss,
human population growth,
and unchecked hunting.

<

Double Development

An expansion project was
successfully commissioned at
> Jamalco in 2007, {ifting annu-
al groduction capacity of the
alumina refinery to 1.4-million
mitpy from 1.25-million mtpy.
Just as noteworthy, 100% of
the employees working on
the project were Jamaicans.
This was made possible by
establishing a skills training
facility at Alcoa’s Breadnut
Mine modeled after the Alcoa
Australia Apprenticeship
program and partnering with
HEART, a Jamaican
government-owned training
institute. All gracluates received

Solar-Powered . : M
international certification.

Water System

The residents of the remote
village Goejaba, in Suriname,
now have access to a clean,
potable water system through
support, in part, from Alcoa
Foundaticn. The new water
filtration system uses solar-
powered pumps and is man-
aged by community members
trained in the operation and
maintenance of the system.
Before the system was
installed, women from the
vilage spent many hours
daily collecting and carrying
water from the river.
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First “Green” Yacht

High-quality aluminum plate
supplied by Alcoa’s Fusina,
ltaly, plant was used by Italian
yacht builder Mondomarine
for the Tribd, the first luxury
yacht to receive the Italian
Shipping Register's Green
Star award for environmental
efficiency. The special desig-
nation is onty given to vessels,
like the all-aluminum, 164-feet
(50-meter) Tribu, designed

to meet strict environmental
standards.
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Collaborate on
Technology

Alcoa signed a technology
cooperation agreement

with Russia’s United Aircraft
Corporation (UAC) whereby
Alcoa will supply UAC with
advanced metallics, modern
structural concepts, and
manufacturing technologies
for future-generation aircraft.
The agreement also includes
joint technology cooperation
and a plan to set up an
aerospace technology center
in Russia to support the
relationship.

Modernization Project
Completed

A three-pronged moderniza-
tion project at Alcoa-Koiém,
in Hungary, was finished in
2007 . tt includes expanding
brazing sheet for the auto
and heat exchanger market,
adding the no-polish
Dura-Bright® line of wheels,
and launching a new
rmachining operation for airoil
castings to support Alcoa’s
aircraft and industrial gas
turbine business in Europe.
The Dura-Bright® surface
treatment process uses
100% recycled rinse watsr.




Jeelandic Benchmark

In lceland, Alcoa opened its
first greenfield smelter in two
decades following a three-
year construction project that
set environmental and safety
benchmarks. The 344,000-
mipy Alcoa Fjardadl smelter
is the most modern and tech-
nologically advanced smelter
in the world. The project
legged 9.5-million man hours
with only five lost workdays,
and 90% of construction
waste was recycled. Alcoa is
currently studying the feasibili-
ty of another smelter at Bakki,
Northern lceland.

Anode Plant in Norway

Alcoa expanded its presence Smelter Study
in Norway with the start-up
of a 280,000-mtpy plant in
Mosjeen that will produce
anodes for Alcoa Fjardaal,

in lceland, and the Mosjeen
aluminum smelter. The new
plant was completed on time
and safely, and it is one of
the world’s largest and most
environmentally friendly
facilities of its type. Anodes
are slectrodes through which
current flows during the
aluminum smelting process.

in Greenland

The government of Greenland
and Alcoa are jointly conduct-
ing a feasibility study to
construct an approximately
340,000-mtpy smelter,

based on ¢lean and renew-
able hydropower, Site
selection, engineering, and
environmental assessments
are ongoing. The project

is based upon a foundation
of extensive community
consultation on the technical,
environmental, and health and
social aspects of the project.
If viable, groundbreaking

for the power plant would be
in 2010 and the smelter in
2012, with operation expected
to begin in 2014.
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Seeds of Success

Alcoa researchers at the
Marrinup laboratory and
nursery in Western Australia
are playing a vital role in

mine reclamation. They're
using scientific technigues to
propagate plants that are diffi-
cult and often impossible to
grow from seed. By unlocking
the plants’ reproductive
secrets, the researchers are
accelerating Alcoa's goal

of reestablishing jarrah forest
species after mining.
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Slam Dunk for
Winemakers

Using innovative dunk tank
technology at its Yennora
Alumirum Rolled Products
and recycling plant, Alcoa
Australia is manufacturing
high-quality treated aluminum
sheet for wine caps. The
sheet passes through a dunk
tank that prepares it for use in
screw tops. More winermnakers
are choosing aluminum screw
caps over traditional cork
seals because they're easier
10 open and reseal. The
technology is a first for Alcoa,
which is exploring global
growth cpportunities in

wine markets.

Carbon Bake Project

Alcoa invested Au$89 miltion
to enhance sustainability

at its Point Henry smelter in
Victoria. The environmental
project included upgrading a
carbon bake scrubber

that treats emissions prior to
release. The project signifi-
cantly improved the
scrubber’s envircnmental
performance while decreasing
downtime, enhancing its
draft capacity, and reducing
the frequency of cleaning,
enabling Alcoa to maintain
production. The project was
Alcoa's most significant
capital investmenit in Victoria
in moere than 15 years.




Sky-High Celebration

Alcoa helped celebrate the
inaugural commercial flight of
the Airbus A380, a Singapore
Airlines flight from Singapore to
Sydney, on October 25, 2007.
The double-decker superjumbo
tock off from Changi Airport
with 550 aircraft enthusiasts
{including representation from
Alcoa), VIPs from Singapore
Airlines, Airbus, and the media;
plus more Alcoa aerospace
solutions than any aircraft ever

to fly.

Stadium Recycling

A grant from the Alcoa
Foundation supported a
project to promote recycling
at Dandenong Stadium in
Victoria. Alcoa partnered with
Sustainability Victoria and

the Dandenong Council

on the project, which installed
recycling containers court-
side, along walkways, and
near stadium eateries. The
Dandenong Stadium project
is part of a broader initiative to
increase recycling and reduce
waste at Victoria's sporting
and recreation venues. It is
another example of Alcoa's
leadership in recycling and its
commitment to protecting
natural resources.

Efficiency Upgrade
Successful

The recently completed
upgrade of the Pinjarra alumi-
na refinery has delivered extra
production while also reduc-
ing emissions. Production
capacity has been increased
by 17% to 4.2-milion mtpy,
and full incremental output of
657,000 mtpy is expected in
2008. The upgrade included
updating equipment with
best-practice technology and
installation of new emissions
control technology, making

it one of the most efficient
alumina refineries in the world.



Aerospace Solutions

Alcoa Power and Propulsion expanded

its global manufacturing capabilities 1o
produce cast turbine airfoils for the aero-
space industry. Alcoa added five single-
erystal furnaces for airfoil manufacturing
at its Whitehall (Mich.) and Hampton (Va.)
operations (o boost production capacity.
Alcoa also brought online a new airfoil
post-cast operation in Székesfehérvar,
Hungary; expanded post-cast operations in
Acufia, Mexico; and increased turbine
airfoil core capacity in Morrisiown, Tenn.

Driving Defense

Alcoa Defense is partnering with prime
eontractor Lockheed Martin to develop
a Joint Light Tactical Vehicle for the
U.S. Army and Marine Corps. The team
is competing to build a lighter, faster,
and stronger vehicle that would survive
multiple threats. The first prototype was
unveiled in October 2007. Alcoa is
supplying knowledge, design services,
and aluminum compenents that enhance
vehicle strength and reduce weight.

Boosting Recycling
Alcoa called upon aluminum industry

leaders 1o raise the used heverage can
recycling rate in North America to 75%
by 2015 from its current level of 52%.
Citing a need for common sustainability
gouls, Alcoa issued its call for action to
benefit can makers, fillers, end consumers
and, ultimately, the world’s environment.
Recyeled aluminum requires 95% less
energy Lo produce and can be recycled
many times, reducing carbon dioxide
emissions.

Ergonomic Fasteners
Alcoa Fastening Systems developed Ergo-

Tech® fasteners that are being qualified
for use on the Boeing 787 aircrafl and
other programs. These precision fasteners
provide an optimum combination of
strength, installation speed, plus noise
and weight reduction. The instatlation
tool eliminates vibration and shock, and
absorbs torque to protect the operator’s
wrist from strain and injury. Ergo-Tech®
fasteners have robotic installation capahil-
ity and are specially designed for one
side access applications in metallic and
composile structures.

Alcoa Upgrades Tennessee
Operations

With the goal of boosting recycling dnd
energy savings, Alcoa announced
investments of more than $100 million to
upgrade its Tennessee Operations, the
world’s largest producer of aluminum can
sheet. The capital improvements include
installing environmental and fuel-efficient
technologies to expand recycling capacity
by nearly 509%. Alcoa is installing pusher
preheat furnace technology, to improve
metal recovery, and upgrading smelting
technology to maximize productivity.

Sound Barrier
A new highway sound barrier in the
Netherlands features aluminum plate
manufactured by Alcoa European Mill
Products at its plant in Fusina, Italy.
Alcoa aluminum was selected because
of its sound-reflecting characteristics.
The barrier stands more than 12 meters
(39 feet) high and provides a welcome
buffer from the noise produced by traffic
on a major highway between Amsterdam
and Maastricht.

Smelter Studies

Alcoa is studying the feasibility of con-
structing a gas-powered aluminum smelter
in Brunei, with initial operating capacity
of approximately 360,000 metric tons

per vear {mtpy) and potential 1otal capaci-
ty of 600,000 to 700,000 mtpy. Alcoa is
also evaluating options to build a smelter
in Malaysia.

Building Success

Alcoa’s Building & Construction Systems
business has established a Kawneer India
office in New Delhi 1o expand its Kawneer
franchise into the rapidly expanding
Indian B&C market, India represents the
14th country where Kawneer is operating.
Also, the Kawneer Global Services Special
Projects business has opened Iwo new
offices — one in Birmingham, U.K., and the
other in Singapore — to supporl customers
in Europe, the Middle East, Southeast
Asia, and India.

Going Geothermal

Alcoa is supporting a pilot program in
[celand that is investigating the economic
feasibility of drilling 13,000 10 16,000

feet below the eanth’s surface to produce
abundant, clean, natural energy from high-
temperature genthermal systems. Alcoa

1s part of the lceland Deep Drilling Project
consortium. High-temperature geothermal
systems could potentially produce up to
ten times more electricity than geothermal
wells already in service.
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Dura-Bright Shines

Alcoa 14-inch, wide-base wheels with
Dura-Bright® technology are speeding
FedEx deliveries. The wheels reduce
weight and make the 1,600 dollies that
FedEx workers push by hand easier to
maneuver. Alcoa is also supplying wheels

with the patented surface treatment to
Shelby Automobiles for its 2008 Mustang
King of the Road and Super Snake
models. Dura-Bright® wheels also gained
Alcoa the prestigious Automotive News
PACE award for superior innovation.

Window of Opportunity

Imagine a window frame that transforms
into an outdoor balcony at the touch

of a butten. That innovative vision is now
a reality thanks to Aleoa Building &
Construction Systems’ architectural
husiness in Harderwijk, the Netherlands.
Working with an Amsterdam firm,
Harderwijk developed this dynamic
baleony, based on Alcoa window systems.
The Bloomframe® expands living

space and can be installed in new and
existing buildings.

Supporting Spain’s
infrastructure

Alcoa Spain is a key supplier of aluminum
billet for three new skyscrapers currently
under construction in Madrid. Alcoa is
the exclusive billet supplier lo customer
Alcati, owned by Grupo Euralex, for the
curtain wall on the 52-story Torre Sacyr
building. Alcoa is also supplying alu-
minum to Metales Extruidos for the fagade
of Torre de Cristal and Torre Caja Madrid,
two other towers, When compleled, these
buildings will be the tallest in Spain.
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Solar Power

Alcoa Building & Construction Systems
is helping to hamess clean, renewable
solar energy with a 588,000-watt, roof-
mounted solar photovoltaic (PV) power
system at its Kawneer manufacturing
facility in Visalia, California. Alcoa
collaborated with Constellation Energy
Projects & Services, which constructed,
owns, and operates the system. Alcoa’s
long-term commitment to host the system
and purchase the electricity generated
enabled the PV project to be realized.

Blue Ribbon Honors

Fortune magazine named Alcoa to ils
2007 Blue-Ribbon Companies list, an
honor recognizing companies that appear
on at least four Fortune lists in a calendar
year. Alcoa ranked #71 on the Fortune
500 list and #213 on its Global 500 list.
Alcoa also was named one of the maga-
zine’s Most Admired Companies in its

global and U.S. rankings.

Alcoa Exhibit

A permanent exhibit chronicling Alcoa’s
leadership and activities in aluminum
production opened in Brazil in 2007,

The Alcoa Space: Aluminum and
Sustainability exhibit is located in nine
rooms in the garden of Alcoa’s
Government Relations office in Brasilia.
It offers school students and other visitors
an informative look at Alcoa’s activities
in Brazil, as well as displays on aluminum
production, recyeling, and sustainability.

No Right Angles

Alcoa takes center stage in a futuristic
theater in the Netherlands that’s virtually
free of right angles. The Agora Theatre

in Lelystad features Alcoa’s Reynolux®
coil-coated aluminum sheet and Kawneer
wall, window, and door profiles. lis color
shifts depending on the view and light, an
effect made possible by fagade cladding
and folds in the aluminum. Alcoa’s archi-
tectural products are weather-resistant,
sustainable, and available in various colors.

Driveshaft Innovation

Aleoa’s Global Hard Alloys Extrusions
business in Lafayeite, Ind.. is producing
more than 2 million pounds of drawn
aluminum tubing annually for the slip-in-
tube driveshafi design. Using whing
made with proprietary Aleoa alloys and
heat-treating technology, the driveshafis
improve vehicle reliability and fuel
economy. Over 300,000 U.S.-produced
vehicles per year are using the slip-in-
tube driveshaft, with more models being
considered for the future.

On the Map

A 500-year-old map that was the first

to name “America” is heing preserved by
Alcoa technology. The Waldseemiiller
world map is on display in the Library of
Congress. The map is secured in a
specially designed, argon-filled, oxygen-
free encasement made from a solid

piece of Alcoa’s 6013 Power Plate™ alloy
from Alcoa’s Davenport (lowa) Works.
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Protecting China’s Watersheds
The Alcoa Foundation awarded a
$250,000 grant to support Conservation
Imernational’s efforts to preserve vital
watersheds in the mountains of southwesl
China and the Tibetan plateau. The
giant panda 1s one of the many species
threatened by the impact of population
growth on the walersheds. Conservation
International’s goals include maintaining
and restoring the healih of key water-
sheds in China through natural resource
management and raising conservation
awareness.

Alcoa Rockets to Space

NASA awarded Alcoa’s North American
Rolled Products business a $16.7 million
contract to develop and supply high-
performance aluminum-lithium plate and
ingot for the Ares 1 crew launch vehicle
upper stage. Ares 1 15 a two-slage rockel
that will transport the Orion crew explo-
ration vehicle into orbit. The material

will be sourced from Alcoa’s Davenport
(lowa) Works and the Alcoa Technical

Center near Pittsburgh, Pa.

Fit to Print

Alcoa installed a new lithographic clean-
ing line at its Warrick (Ind.) Operations to
serve customers in the high-end printing
markel. The project was initiated to meet
a growing need for cleaning, leveling,
and trimming lithographic sheet that is
used for magazines, newspaper inserts,
and brochures. The new line diversifies
Warrick’s product mix and enhances
Alcon’s abilily to serve customers such as

Kodak, Fuji, AGFA, Anocoil, and others.
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Natural Look

To meet demand for natural-looking
exterior building materials, Alcoa
Architectural Products in Merxheim,
France, introduced two new Reynobond®
aluminum composite material finish
offerings in wood-grain and granite-color
designs. This weather-resistant product
is an economical building solution that
offers grealer design possibilities, The
granite-color design has been selected
for portions of the exterior cladding

and entry of the PetroVietnam Qil and
(as Corporation building in Vietnam.

Making It Right

Victims of Hurricane Katrina are getting a
helping hand from the Alcoa Foundation
through its generous support of Brad Pitt’s
“Make It Right” project to build affordable
housing in low-income neighborhoods

in New Orleans, La. Randomly scattered
in the area are 150 pink-clad structures
symbolizing the viston for future housing,
which will incorporate innovative

designs to be stronger, safer, and environ-
mentally friendly.

Aerospace Accolade

Alcoa received an R&D 100 Award
recognizing the colluhoration between
North American Rolled Products, Global
Hard Alloy Extrusions, and the Alcoa
Technical Center in the development and
commercialization of a new generation of
aluminum-lithium alloys for the aerospace
industry. The awards are given annually in
recognition of the world’s most significant
technological innovations. The award-
winning product, aluminum alloy 2099, is
used in the Airbus A380 and the Boeing
787 because it meets increasingly strin-
gent requirements for structural efficiency,
weight reduction, and sustainability.

A Special Honor

Alcoa Chairman and CEO Alain Belda
was named Commander of the Order of
Rio Branco, in recognition of activities
benefiting Brazil, from the country’s
Ministry of Foreign Relations. The Order
is named in honor of José Maria da Silva
Paranhos Jr., the Baron of Rio Branco and
the patron of Brazilian diplomacy. Its
council includes Brazil’s president.

Oil & Gas

In 2007, Alcoa implemented a strategy to
pursue new business opportunities in

the oil and gas market. To enhance ultra-
deepwater and extended reach drilling,
Alcoa is collaborating with customers

to develop and provide lightweight drilling
solutions, such as ultralight drill pipe,
that are cupable of reducing weight on a
rig by more than 1,000 tons. The business
is also providing and developing alu-
minum, titanium, steel, stainless steel,
and nickel-based forged products for a
variety of industry applications.
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Trends in Major Markets

Aerospace
12% $3.7 billion

Large Commercial Aircraft Large Commaerclal Alrcraft
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Alcoa segments that sell products to this market: Flat-Rolled Products,
Engineered Solutions, Extruded and End Products

* Alcoa aerospace products are widely used in the manufacturing of
aircraft and aircraft engines, including high-technology airfoils for jet
engines, fastening systems, and advanced alloys for the fuselage,
wings, landing gear, and wheels. Aerospace products are also serving
defense and space applications.

* More than 60% of Alcoa aerospace revenues come from propulsion
and fastening systems.

* Orders for large commercial aircraft surpassed 2,750 units in 2007 -
far exceeding last year’s mark of over 1,800. This order total was the
highest in aviation history and easily eclipsed the prior record of
around 2,100 units set in 2005,

* Robust orders during the past two years have now pushed backlogs
of large commercial aircrafl to close to 7,000 units - at current deliv-
ery rates, this record backlog now equates to approximately seven
years’ worth of production from Airbus and Boeing.

* 2007 deliveries by both large commercial aircraft OEMs surged to
895 units — an 8% increase versus 2006. Working off the existing
backlog of undelivered aircraft is projected to keep production lines
humming through at least 2011.

Packaging and Consumer
24% $7.3 billion

Aluminum Consumption
for Beverage Cans
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Alcoa segments that sell products to this market: Flat-Rolled Products,
Packaging and Consumer

* Alcoa has agreed 1o sell its Packaging and Consumer businesses to
New Zealand’s Rank Group Limited for $2.7 billion in cash. The trans-
action is expected to be completed by the end of the first quarter 2008.

* Alcoa will continue to produce aluminum that is used in more than
30 billion can bodies and 43 billion ends each year. Aluminum cans in
the U.S. declined by 1.3% in 2007 affected by a drop in the shipments

of cans used for carbonated soft drinks.
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Automotive
8% $2.5 billion

Global Light Vehicle
Production by Region

Demand of Aluminum for
Automotive Applications
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Alcoa segments that sell products to this market: Flat-Rolled Products,
Engineered Solutions, Extruded and End Products

* Alcoa supplies advanced components and systems to most of the major
global automotive OEMs. Alcea's technology can be found in engi-
neered automotive components such as wheels, driveshafts, closures,
and electronics, as well as in sophisticated system-level solutions
such as full-vehicle bedy structures and advanced electrical systems,
Recent CO: and fuel economy-related regulatory actions in Europe
and North America will bring increased attention to aluminum and its
ability to reduce fuel consumption without sacrificing safety.

* Global auto production continued to grow at a robust rate of 5% versus
2006 led by growth in China, Southeast Asia, and South America.
Europe had another strong year, posting growth of 6%. In contrast,
North American production fell 2%. North American-hased auto
manufacturers continue to be forced to cut production and restructure
at home as they lose share to Asian-hased manufacturers.

Commercial Transportation
5% $1.5 billion

Glebal Heavy Truck
Production
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Alcoa segments that sell products to this market: Flat-Rolled Products,
Engineered Solutions, Extruded and End Products

¢ Alcoa holds the #1 share position in four product categories of the
North American commercial vehicle market. Qur products include
electrical systems, wheels, Huck fasteners, and semi-fabricated
sheet products for trucks and trailers. Aleoa’s core value proposition
of delivening increased payload capacity, improved fuel economy,
durability, and good looks continues to resonate with our commercial
transport customers globally.

* Global heavy truck production fell 1% due entirely to an anticipated
steep drop in North America. Production volumes in North America
declined 449 in 2007 following implementation of new emissions
regulations, In Europe, heavy truck builds increased for a fourth
conseculive year at an annual rate of 8.5%. In Asia. 2007 heavy
truck preduction was up 17% driven by strong economic growth in
the region.




Building and Construction
7% $2.2 hillion

U.S. Nonresidential
Building Contract Value
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Alcoa segments that sell products to this market: Flat-Rolled Products,
Extruded and End Products

« [n 2007, Alcoa Building & Construction Systems’ Kawneer business
unit expanded its presence in rapidly growing segments and geogra-
phies. One emerging opportunity is in the fast-growing “green
building” market where BCS' Kawneer business has collaborated on
projects like the Heifer International headquarters project, which was
designed to meet the U.S. Green Building Council’s Leadership in
Energy and Environmental Design (LEED) certification standards. As
a part of the business unit’s “green” imperative, the Kawneer facility in
Visalia, California, implemented a Photovoltaic Solar Power System in
2007. The business unit also opened offices in India and Singapore lo
capitalize on growth in these two regions.

* The value of nonresidential construction starts increased by 7% in
2007 with both the commercial/industrial and the institutional
segments of the market growing significantly. The value of commercial/
industrial construction grew by around 9% while the value of institu-
tional construction grew at a more reserved rate of 5% in 2007, The
primary drivers for the commercial/indusirial sector were stores, office
buildings, and manufacturing facilities. The strongest institutional
markets were public buildings, dormitories, and educational buildings.

Aluminum and Alumina
30% $9.3 billion
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Alcoa segments that sell products to this market: Primary Metals,
Alumina

* Alcoa is the world’s leading producer and manager of alumina, a
powdery oxide of aluminum refined from bauxite ore and used to
produce aluminum and alumina-based chemicals.

* In 2007, alumina production decreased by 44 kit compared with
2006. Impacts from the national labor strike in Guinea and Hurricane
Dean weighed on production with 8% and 149% decreases at Point
Comfort, Tex., and Jamaica, respectively, oflsetting a 4% increase
at Pinjarra (Australia). Paranam (Suriname), S3o Luis {Brazil}),
Wagerup (Australia), and Pinjarra set procduction records in 2007.

* [n 2007, slightly more than half of Alcoa’s alumina production was
sold under supply contracts to third parties worldwide, while the

remainder was used internally.

s Aluminum inget is an intemationally produced, priced, and traded
commodity whose principal trading market is the London Melal

Exchange, or LME.

» Worldwide aluminum capacity was 40.0-million mtpy, of which

5% was idle.

* Alcog’s worldwide capacity was 4.6-million mipy, of which

10% was idle.

Industrial Products and Other

14% $4.2 billion

Identified Exploration Targets
2008e-2010e
1084 deepwater wells anticipated

W South America
2 North America
o North Sea/Arctic
D Asia

B Africa

o7 08 09 10

Source: Quest Global Resouces

Heavy-Duty IGT
Engine Builds
number of turbines

a
98 99 00 01 D2 03 D4 95 06 07 0Be

Source: Howmet

Alcoa segments that sell products to this market: Flat-Rolled Products,
Engineered Solutions, Extruded and End Products

* Alcoa’s revenues from this market include sales of aluminum sheet,
plate and extrusions to distributors, products and services for power
generation, and products for the oil and gas industry.

* Industrial gas turbine demand remained strong. Orders for heavy-duty
gas turhines were up significantly in 2007 driven by the Middie East,
Asia, and Europe. Increasing gas turbine utilization rates positively
affected demand for spare parts. Environmental and lead-time con-
cerns around competing types of generation continued to make gas
turbine-fired power plants an attractive option. High levels of activity
in the oil and natural gas market increased demand for the sizes of
turhines used in that industry. These trends are expected to continue

in 2008.

* The oil and gas industry continues 1o be fueled by an ever-increasing
global demand for hydrocarbon products and, as such, is challenged
to economically find and develop new reserves. To meet demand, the
industry has progressively moved into ever more difficult operating
environments, including ultra-deepwater and extended reach drilling.
The: operating conditions in these applications have forced the indus-
try to look for ultra-lightweight technologies capable of significantly
reducing weight while still operating in extreme conditions. Alcoa’s
long and successful history of providing similar technology solutions
for the aerospace industry has uniquely positioned it to meet and
exceed the expectations of the oil and gas industry.

* In support of this strategic market, earlier this year Alcoa announced
the formation of Alcoa Qil and Gas, which is focused on developing
and providing lightweight drilling solutions including such things
as ultralight drill pipe and landing strings, to name just a few. Along
with its portfotio of ultralight products, Aleoa Oil and Gas is alse
providing the industry with a variety of forged aluminum, titanium,
steel, stainless steel, and nickel-based products that benefit from
the same engineering and design expertise that Alcoa has applied

within other industries.
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Selected Financial Data
(in millions, except per-share amounts and ingot prices)

For the year ended December 31, 2007 2006 2005 2004 2003
Sales $30.748  $30,379  $25568  $22,609  $20,282
[ncome from continuing operations 2,571 2,161 1,257 1,369 1,012
{Loss) income from discontinued operations {7) 87 (22) 59) 27
Cumulative effect of accounting changes — — 2) — 47)
Net income 2,564 2,248 1,233 1,310 938
Earnings (loss) per share:
Basic:
[ncome from continuing operations $ 298 § 249 $ 144 $ 157 § 1.18
Income (loss) from discontinued operations — 10 (.03) {(.07) (.03)
Cumulative effect of accounting changes — — — — (.06)
Net income $ 298 % 259 % 141 $ 150 § 109
Diluted:
Income from continuing operations $ 295 $ 247 § 143 % 156 § 1.18
Income (loss) from discontinued operations - 10 (:03) (.07) (.04)
Cumulative effect of accounting changes — — — — {.06)
Net income $ 295 $ 257 § 140 ¢ 149 & 108
Alcoa’s average realized price per metric ton of aluminum $ 2784 $2665 %24 § 1867 % 1,543
LME average 3-month price per metric ton of aluminum ingot 2,661 2,594 1,900 1,721 1,428
Cash dividends paid per common share § o668 §& 60 $ 60 $ 60 & .60
Total assets 38,803 37,183 33,696 32,609 31,711
Short-term borrowings 569 462 285 258 63
Commercial paper 856 1,472 912 630 —
Long-term debt, including amounts due within one vear 6,573 5,287 5,334 5,398 7,210

The financial information for all prior periods presented has been reclassified to reflect assets held for sale. See Note B to the Consolidated Finan-
cial Statements for additional information.

In addition to the operational results presented in Management’s Discussion and Analysis of Financial Condition and Results of Operations, other
significant items that impacted resulls included, hut were not limited to, the following:

2007;

2006:

2005:

2004:

2003:

Sale of a significant investment in China, restructuring and other charges associated with the disposition and planned sale of businesses,
including a related discrete income tax charge, a goodwill impairment charge based on a certain business review, and costs resulting from
an acquisition offer for Alean Inc.

Disposition of a non-core business, restructuring and other charges, including impairment charges associated with the formation of a joint
venture and other assets 1o be disposed of, and lower income tax expense associated with discrete items

Acquisitions and dispositions of businesses, restructuring and other charges, the sale of investments, and a tax benefit resulting from the
finalization of certain tax reviews and audits

Disposition of businesses, restructuring and other charges, changes in the provision for income taxes, the restructuring of debt and
associated settlement of interest rate swaps, the effects of the Bécancour strike, the sale of a portion of Alcoa's interest in the Juruti bauxite
project, environmental charges, the termination of an alumina tolling arrangement, and discontinued operations

Acquisitions and dispositions of businesses, restructuring and other charges, insurance settlements related to environmental matters,
changes in the provision for income taxes, discontinued operations, and the adoption of a new accounting standard

The data presented in the Selected Financial Data table should be read in conjunctien with the information provided in Management's Discussion
and Analysis of Financial Condition and Results of Operations and the Notes to the Consolidated Financial Statements.
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Management’s Discussion and
Analysis of Financial Condition and

Results of Operations
{dollars in millions, except per-share amounts and ingot prices;
production and shipments in thousands of metric tons [kmt])

Forward-Looking Statements

Certain statements in this report under this caption and elsewhere
relate to future events and expectalions and, as such, constitute
forward-looking statements. Forward-looking statements also
include those containing such words as “anticipates,” “believes,”
“estimates,” “expects,” “hopes,” “targets,” “should.” “will,” “will
likely result,” “forecast,” “outlook,” “projects,” or similar
expressions. Such forward-looking statements involve known and
unknown risks, uncertainlies, and other factors that may cause
actual results, performance, or achievements of Alcoa Inc. and its
subsidiaries (“Alcoa” or the “company ™} to be different from those
expressed or implied in the forward-looking statements. For a
discussion of some of the specific factors that may cause such a
difference, see Note N to the Consolidated Financial Statements
and the disclosures included under Segment Information, Market
Risks and Derivative Activities, and Environmental Matters. For
additional information on forward-looking statements and risk
factors, see Alcoa’s Form 10-K, Part I, [tem 1A for the year ended
December 31, 2007. Alcoa disclaims any intention or obligation
(other than as required by law) to update or revise any forward-
looking statements.

ELITY 1 ., LLIFTY

Overview

Our Business

Alcoa is the world leader in the production and management of
primary aluminum, fabricated aluminum, and alumina combined,
through its active and growing participation in all major aspects of
the industry: technology, mining, refining, smelting, fabricating,
and recycling. Aluminum is a commodity that is traded on the
London Metal Exchange (LME) and priced daily based on market
supply and demand. Aluminum and alumina represent approx-
imately three-fourths of Alcoa’s revenues, and the price of
aluminum influences the operating results of Alcoa. Nonaluminum
produets include precision castings, industrial fasteners, consumer
products, food service and flexible packaging products, plastic
closures, and electrical distribution systems for cars and trucks.
Alcoa’s products are used worldwide in aireraft, automobiles,
commercial transportation, packaging, consumer products,
building and construction, and industrial applications,

Alcoa is a global company operating in 44 countries. Based
upon the country where the point of sale occurred, North America
and Europe generated 57% and 25%, respectively, of Alcoa’s
sales. In addition, Alcoa has investments and activities in
Australia, Brazil, China, lceland, Jamaica, Guinea, and Russia, all
of which present opportunities for substantial growth. Gov-
ernmental policies and other economic factors, including inflation
and fluctuations in foreign currency exchange rates and interest
rates, affect the results of operations in these countries.

Management Review of 2007

and Outlook for the Future

In 2007, Alcoa continued to focus on creating long-term value

through living our values, serving our customers, delivering on

shareholder value, pushing forward on profitable growth projects,
and exccuting ideas and innovative solutions faster. These actions
contributed to the following financial achievements:

# Highest sales in company history of $30,748, despite the
absence of seven months of revenue from the soft alloy extrusion
business;

® Income from continuing operations of §2,571, or $2.95 per
diluted share, the highest in company history:

® Highest cash from operations in company history of $3,111,
which includes pension contributions of $322, and is essentially
equal to capital expenditures net of minority interest con-
tributions;

® Significant investments in refinery expansions, bauxite mine
development, and expansion projects in China and Russia, and
the start-up of the [celand smelter and Mosjgen, Norway anode
facility; and

# Debi-to-capital ratio of 30.2%, even while making aggressive
capital investments and substantial share repurchases, which
represented approximately 8% of outstanding shares.

In 2007, the company’s results were positively impacted by the
following: higher realized prices for alumina and aluminum; strong
demand in the aerospace and packaging markets; and the mone-
tization of an investment in the Aluminum Corporation of China
Limited (Chalco). Alcoa’s revenues climbed, once again, to the
highest level in company history in 2007, as the company con-
tinued o capilalize on strong markets and opportunistic
investments. During 2007, the company was also faced with
numerous challenges, including significantly higher costs for
energy and input costs, such as freight and carbon; considerable
depreciation of the U.S. dollar against the Australian dollar, the
Euro, the Brazilian real, and the Canadian dollar; production
upsets in Guinea, Jamaica, Rockdale, TX and Tennessee; start-up
costs at the Iceland smelter; asset impairments and restructuring
charges associated with a strategic business review; and trans-
action costs and interest charges associated with the offer for
Alcan [nc. {Alcan).

As management looks to 2008 and beyond, management will
work toward the following goals:
® Conlinuing to improve margins through productivity and value-

added products in order to help offset the significant increases in
energy, raw materials, and other input costs;

® Investing in strategic growth projects, such as: manufacturing
facilities in China and other parts of Asia; bauxite reserves and
hydroelectric projects in Brazil; and potential smelter develop-
ment in Greenland and Iceland, as well as smelter positions in
China and the Middle East, most likely through joint ventures;
and

® Delivering new products and applications lo new markets, as
well as existing markets, including the aerospace, commercial
transportation, defense, and oil and gas markets, through
innovative technology solutions.



Results of Operations

Earnings Summary

Alcoa’s income from continuing operations for 2007 was $2,571,
or $2.95 per diluted share, compared with $2,161, or $2.47 per
share, in 2006. The increase in income from conlinuing operations
was primarily due to the following: higher realized prices for
alumina and aluminum; strong demand in the downstream busi-
nesses serving the aerospace and packaging markets; a gain on the
sale of the investment in Chaleo; a faverable adjusiment related to
the estimated fair value of the soft alloy extrusion business; a
decrease in the charge recorded for last-in, first-out (LIFQ)
inventory reserves; a non-recurring foreign currency gain in Rus-
sia; and the absence of lahor contract and strike preparation costs
recognized in 2006,

These positive impacts were mosily offset by the following
items: significant increases in energy, raw materials, and other
inpul costs; net unfavorable foreign currency movements due to a
significantly weaker U.S, dollar; asset impairments and
restructuring charges associated with the Packaging and Consumer
businesses, the Electrical and Electronic Solutions business, and
the Automotive Castings business, as well as a discrete income lax
charge related to the Packaging and Consumer businesses; smelter
curtailment costs associated with the power outage in Tennessee
and the shutdown of one of the potlines in Rockdale; startup costs
at the Iceland smelter; costs associated with the national labor
strike in Guinea, the repairs of the refinery in Jamaica, and the
restarl of one of [ntalco’s smelter lines: transaction costs and
interest charges associated with the offer for Alean; stock-based
compensation expense for reloaded options; and the absence of a
favorable legal settlement that occurred in 2006 related 1o a former
Reynolds distribution business.

Net income for 2007 was $2,564, or $2.95 per diluted share,
compared with $2.243, or $2.57 per share, in 2006. Net income of
$2,564 in 2007 included a loss from discontinued operations of
£7, comprised of an $11 luss, primarily related 1o working capital
and other adjustments associated with the 2006 sale of the home
exteriors business, partially offset by net operating income of $4 of
discontinued businesses.

Alcoa’s income from continuing operations for 2006 was
$2,161, or $2.47 per diluted share, compared with $1,257, or
$1.43 per share, in 2005. The increase in income from continuing
operations was primarily due to the following: higher realized
prices for alumina and aluminum as LME prices increased by 37%
over 2005 levels; strong demand in the downstream businesses
serving the aerospace, building and construction, commercial
transportation and distribution markets; the absence of a §58
charge for the closure of the Hamburger Aluminium-Werk facility
in Germany in 2005; a $26 favoerable legal settlement related to a
former Reynolds distribution business; and higher dividend and
interest income.

Pantially offsetting these increases were the following items:
continued cost increases for energy and raw materials; increase in
stock-based compensation expense due to the adoption of a new
accounting standard; labor contract and strike-related costs;
restructuring charges of $379 associated with the re-positioning of
downstream operations and the formation of a joinl venture related
to the soft alloy extrusion business and other assets to be disposed
of; the absence of the $180 gain related to the 2005 sale of Alcoa’s
stake in Elkem ASA (Elkem); and the absence of a $37 gain on the
sale of Alcoa’s railroad assets recognized in 2005.
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Net income for 2006 was $2,248, or $2.57 per diluted share,
compared with $1,233, or $1.40 per share, in 2005. Nel income of
$2,248 in 2006 included income from discontinued operations of
$87, comprised of $110 for the gain on the sale of the home
exteriors business, offset by $23 primarily related to net operating

losses of discontinued businesses.

Net Income
millions of dollars

1,310 1,233

2,564
2,248

2003 2004 2005 2006 2007

Sales —Sales for 2007 were $30,748 compared with sales of
£30,379 in 2006, an increase of $369 or 1%. The increase was
primarily due to higher realized prices for alumina and aluminum of
7% and 4%, respectively; an increase in primary aluminum volume;
higher demand in the aerospace and packaging markets; and favor-
able foreign currency movements due to a stronger Euro. These
positive contributions were mostly offset by the ahsence of seven
months of sales associated with the soft alloy extrusion husiness.

Sales for 2006 were $30,379 compared with sales of $25,568 in
2005, an increase of $4,811, or 19%. Almost one-half of this
increase was the result of a 319 increase in the realized price of
ahrmina and a 30% increase in the realized price of aluminum.
Volumes also increased as demand remained strong primarily in
the downstream businesses serving the aerospace, building and
construction, commercial transporiation and distribution markets.
Partially offsetting these positive contributions were unfavorable
foreign currency exchange movemenis.

Cost of Goods Sold—COGS as a percentage of sales was 78.9%
in 2007 compared with 76.8% in 2006. The percentage increase
was negatively impacted by significant increases in energy, raw
materials, and other input costs, as a result of global inflation, and
unfavorable foreign currency movements due to o weaker U.S. dol-
lar. Other items that contributed to the higher percentage include
smelter curtailment costs associated with the power outage in
Tennessee and the shutdown of one of the potlines in Rockdale;
repair cosls at the Jamaica refinery due to the damage caused by
Hurricane Dean; startup costs at the Iceland smelter; costs asso-
ciated with the national labor strike in Guinea; restart costs for one
of Intalco’s smelter lines; and the absence of a 2006 favorable legal
selilement related to a former Reynolds distribution husiness, All of
these items were partially offset by the absence of the sofi alloy
extrusion business; the increase in sales; a decrease in the charge
recorded for LIFO inventory reserves; and the absence of labor
contract and strike preparation costs that occurred in 2006. [n
2008, the receipt of insurance proceeds related to production upsets
that occurred at various facilities during 2007, including Tennessee
and Jamalco, is anticipated.

COGS as a percentage of sales was 76.8% in 2006 compared
with 81.0% in 2005. Higher realized prices for alumina and
aluminum and strong volumes mare than offset global cost
inflation, primarily related to energy, raw materials, labor and
transportation, and increases in LIFO inventory reserves. A $36




favorable legal settlement related to a former Reynolds distribution
husiness also contributed to the percentage improvement.

Cost of Goods Sold 81.0

as a percent of sales

2003 2004 2005 2006 2007

Selling, General Administrative, and Other
Expenses—SG&A expenses were $1,472, or 4.8% of sales, in
2007 compared with $1,402, or 4.6% of sales, in 2006. Expenses
increased by $70 primarily due to 346 in transaction costs
{investment banking, legal, audit-related, and other third-party
expenses) related to the offer for Alcan, an increase in stock-based
compensation expense as a result of reload features of exercised
stock options, and unfavorable foreign currency movements due to
a weaker U.S. dollar. Partially offsetting these increases was the
absence of seven months of expenses reluted to the soft alloy
extrusion husiness.

SG&A expenses were $1,402, or 4.6% of sales, in 2006 compared
with 81,295, or 5.1% of sales, in 2005. Expenses increased by $§107
primarily due to increases in stock-bhased compensation resulting
from the adoption of a new accounting standard, deferred compensa-
tion, and marketing costs assouiated with consumer products.

5.8
5.3
II 31 & 48

2003 2004 2005 2006 2007

Selling, General
Administrative,

and Other Expenses
as a percent of sales

Research and Development Expenses—R&[) expenses
were $249 in 2007 compared with $213 in 2006 and §192 in
2005. The increase in 2007 as compared to 2006 was primarily
due to expenditures related to various projects for the businesses
within the Flat-Rolled Products segment and the Primary Metals
segment. The increase in 2006 as compared to 2005 was primarily
due to additional spending related to inert anode technology within
the Primary Metals segment and small increases across various
other projects.

Provision for Depreciation, Depletion, and Amor-
tization —The provision for DD&A was 81,268 in 2007
compared with $1,280 in 2006, The decrease of $12, or 1%, was
primarily due to the cessation of depreciation beginning in
November 2006 related to the soft alloy extrusion business and
beginning in October 2007 associated with the businesses in the
Packaging and Consumer segment, all of which was the result of

the classification of these businesses as held for sale. These
decreases were mostly offset by an increase in depreciation related
to placing growth projects inlo service, such as the Pinjarra.
Australia refinery expansion and the Jamaica Early Works Pro-
gram that were both placed in service during 2006, and the
start-up of operations related to the Iceland smelter and the
Mosjgen anode facility during 2007.

The provision for depreciation, depletion, and amortization was
21,280 in 2006 compared with $1,256 in 2005, The increase of
$24. or 2%, was primarily due to the start-up of operations related
1o the Alumar, Brazil smelier expansion and the Pinjarra refinery
expansion,

Goodwill Impairment Charge —In 2007, Al:os recorded an
impairment charge of $133 (893 after-tax) for goodwill related 1o
its Electrical and Electronic Solutions business (EES) (formerly
the Alcoa Fujikura Limited (AFL) wire harness business). See
Restructuring and Other Charges below for additional information.

Restructuring and Other Charges— Restructuring and other
charges for each of the three years in the period ended
December 31, 2007 were comprised of the following:

2007 2006 2005

Asset impairments 2286 §442 g 86
Layoff costs 90 167 238
Other exit costs 55 37 16
Reversals of previously recorded

layoff and other exit costs* (32) {43) (48)
Restructuring and other charges $399 $543 $292

* Reversals of previously recorded layoff and other exit costs resulted
from changes in facts and circumstances that led to changes in
estimated costs,

Employee termination and severance costs were recorded based
on approved detailed action plans submitted by the operating loca-
tions that specified positions 10 be eliminated, benefits 1o be paid
under existing severance plans, unien contracts or statutory require-
ments, and the expected timetable for completion of the plans.

2007 Restructuring Program - In 2007, Alcoa recorded
restructuring and other charges of $399 ($307 after-tax and
minority interests), which were comprised of the following compo-
nents: $331 (§234 afler-tax) in assel impairments and $53 (836
after-tax) in severance charges associated with a strategic review of
certain businesses; a $62 (823 afler-tax) reduction to the original
impairment charge recorded in 2006 related to the estimated fair
value of the soft alloy extrusion business, which was contributed to
a joint venlure effective June 1, 2007 (see the 2006 Restructuring
Program for additional information); and $77 ($60 after-tax and
minority interests) in net charges comprised of severance charges
of $37 ($34 after-1ax and minority interests) related to the elimi-
nation of approximately 400 positions and asset impairments of
$17 (811 after-tax) of various other businesses and facilities, other
exit costs of $55 ($37 after-tax and minority interests), primarily
for accelerated depreciation associated with the shutdown of cer-
1ain facilities in 2007 related 1o the 2006 Restructuring Program
and reversals of previously recorded layoff and other exit costs of
$32 (822 after-tax and minority interests) due to normal attrition
and changes in facts and circumstances.

In April 2007, Alcoa announced it was exploring strategic
alternatives for the potential disposition of the businesses within
the: Packaging and Consumer segment, the Automotive Castings
business, and EES. In September 2007, management completed

27




its review of strategic alternatives and determined that the best
course of action was to sell the Packaging and Consumer and
Automotive Castings businesses, and to significantly restructure
the EES business in order to improve its returns and profitability.

As a result of this decision, the assets and related liabilities of
the Packaging and Consumer and Automotive Castings businesses
were classified as held for sale. In the third quarter of 2007, Alcoa
recorded impairment charges of 215 ($140 after-tax) related to
the Packaging and Consumer businesses and 868 (85! after-tax)
for the Automotive Castings husiness to reflect the write-down of
the carrying value of the assets of these businesses to their
respective estimated fair values. In addition, Alcoa recorded a
$464 discrete income: tax charge related to goodwill associated
with the planned sale of the Packaging and Consumer businesses
that would have been non-deductible for tax purposes under the
transaction structure comtemplated at the time. In November 2007,
Alcoa completed the sale of the Automotive Castings business and
recogmized a loss of $4 (82 after-tax) in Restructuring and other
charges on the Statement of Consolidated Income. In December
2007, Alcoa agreed to sell the Packaging and Consumer bust-
nesses for $2,700 in cash, and reduced the impairment charge by
$26 (817 afier-tax) and the discrete income tax charge by $322 as
a result of the structure of the agreed upon sale. Severance and
other exit costs may be incurred subsequent to 2007 as Alcoa
finalizes negotiations with the buyer of the Packaging and
Consumer businesses.

The EES husiness designs and manufactures electrical and
electronic systems, wire harnesses and components for the ground
transportation industry worldwide. In the third quarter of 2007,
Alcoa recorded severance charges of $53 (836 after-1ax) for the
elimination of approximately 5.900 positions related to restructur-
ings at various EES facilities in North America and Europe. This
restructuring includes the closure of two facilities, one in the U.S,
and the other in Europe, which are expected o close in the third
quarter of 2008 and the first half of 2009, respectively. Aleoa
anticipates recognizing an additional $5 or less ($4 after-tax) of
costs, such as conlract termination costs, retention payments, legal
fees and other exit costs, associated with these restructuring
actions in future periods. The majority of the severance associated
with the North American and European facilities is anticipated to
be complete by the end of 2008, and the remaining portions of the
plan are expected to be complete no later than the first half of
2009. Also in the third quarter of 2007, Alcoa recorded impair-
ment charges of $133 ($93 after-tax) for goodwill and 874 (860
after-tax) for various fixedl assets, as the forecasted future eamings
and cash flows of the EES business no longer supported the
carrying values of such assets.

As of December 31, 2007, approximately 1.400 of the 6,300
employees were terminated. Cash payments of $28 were made
against the 2007 program reserves in 2007. As a result of the
implementation of this restructuring plan, Alecoa expects to elimi-
nate approximately $80 (pretax) on an annual basis from its cost
base once the program has heen completed.

2006 Restructuring Program ~ In November 2006, Alcoa
executed a plan to re-position several of its downstream operations
in order to further improve returns and profitability. and to
enhance productivity and efficiencies through a targeted
restructuring of operations, and the creation of a soft alloy
extrusion joint venture. The restructuring program encompassed
identifying assets to be disposed of, plant closings and con-
solidations, and will lead to the elimination of approximately 6,700
positions across the company’s global businesses. Restructuring
charges of $543 (3379 after-tax and minority interests) were
recorded in 2006 and were comprised of the following components:
8107 of charges for employee termination and severance costs
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spread globally across the company; §442 related to asset impair-
ments for structures, machinery, equipment, and goodwill, mere
than half of which relates o the soft alloy extrusion business; and
$37 for other exit costs, consisting primarily of accelerated
tlepreciation associated with assets for which the useful life has
been changed due 1o plans to close certain facilities in the near
term and environmental clean-up costs. Partially offsetting these
charges was $43 of income related to the reversal of previously
recorded layoff and other exit costs resulting from new facts and
circumstances that arose subsequent to the original estimates. As a
result of the implementation of this restructuring plan, Alcoa
expects to eliminate approximately $130 (pretax) on an annual
basis from its cost base once the program has been completed. In
2007, Alcoa has realized suvings of approximately $50 associated
with the actions taken under this program.
The significant components of the 2006 resiructuring program
were as follows:
= The hard and soft alloy extrusion businesses, included within
the Extruded and End Products segment, were restructured
through the following actions:
® Alcoa signed a letter of intent with Orkla ASA’s SAPA Group
{Sapa} to create a joint venture that would combine its soft alloy
extrusion business with Sapa’s Profiles extruded aluminum
business. Effective June 1, 2007, the joint venture was com-
pleted. The new venture is majority-owned by Orkla ASA and
operated by Sapa. In 2006. Alcoa recorded an impairment
charge of $301 to reduce the carrying value of the soft alloy
extrusion business’ assets to their estimated fair value. In con-
junction with the contribution of the soft alloy extrusion business
1o the joint venture, Alcoa recorded a $62 (823 after-tax) reduc-
tion to the original impairment charge recorded in 2006.

® Consolidation of selected operations within the global hard alloy
extrusion production operations serving the aerospace, automo-
tive and industrial products markets, resulting in charges of $7
for severance costs associated with the elimination of approx-
imately 325 positions, primarily in the U.S. and Europe.
— Operations within the Flat-Rolled Products segment were
affected by the following actions:
® Restructuring of the can sheet operations resulting in the elimi-
nation of approximately 320 posttions, including the closure of
the Swansea facility in the UK. in the first quarter of 2007,
resulting in charges of $33, comprised of 216 for severance costs
and $17 for other exit coslts, including accelerated depreciation.

® Conversion of the temporarily-idled San Antonio, TX rolling mill
into a temporary research and development facility serving
Alcoa’s global flat-rolled products business, resulting in a 853
asset impairment charge as these assets have no alternative
future uses.

® Charges for asset impairments of $47 related to a global flat-
rolled product asset portfolio review and rationalization.

- Restrueturing and consolidation of the Engineered Solutions
segment’s automotive and light vehicle wire harness and compo-
nent operations, including the closure of the manufacturing
operations of the AFL Seixal plant in Portugal and restrucluring of
the AFL light vehicle and component operations in the U.S. and
Mexico, resulting in charges of 838, primarily related 1o severance
charges for the elimination of approximately 4,800 positions.

— Reduction within the Primary Metals and Alumina segments’
operations by approximately 330 positions to further strengthen
the company’s position on the global cost curve. This action
resulted in charges of $44, consisting of $24 for asser impair-
ments, $14 for severance costs and 86 for other exit costs.

— Consolidation of selected operations within the Packaging
and Consumer segment, resulting in the eliminalion of approx-




imately 440 positions and charges of $19, consisting of $10 related
to severance costs and $9 for other exit costs, consisting primarily
of accelerated depreciation,
~ Restructuring at various other locations accounted for the
remaining charges of $35, more than half of which are for sev-
erance costs related to approximately 400 layoffs and the
remainder for asset impairments and other exit costs.
As of December 31, 2007, 3,700 of the approximately 6,200
employees (excludes terminations associaled with the Packaging
and Consumer segment referenced above) had been terminated.
Cash payments of $63 and $2 were made against the 2006 pro-
gram reserves in 2007 and 2000, respectively.
2005 Restructuring Program — As a result of the global
realignment of Alcoa’s organization structure, designed to optimize
operations in order to better serve customers, a restructuring plan
was developed to identify opportunities to streamline operations on
a global basis. The restructuring program consisted of the elimi-
nation of jobs across all segments of the company, various plant
closings and consolidations, and asset disposals. Restructuring
charges of $292 ($190 after-tax and minority interests) were
recorded in 2005 and were comprised of the following components:
$238 of charges for employee termination and severance costs
associated with approximalely 8,450 salaried and hourly employ-
ees, spread globally across the company; $86 related to asset
impairments for structures, machinery, and equipment; and $16
for exit cosls, consisting primarily of accelerated depreciation
associated with assets for which the useful life has been changed
due to plans te close certain facilities in the near term, Reversals
of previously recorded layoff and other costs were primarily due to
Alcoa’s decision to sell certain locations that it previously planned
to shut down in 2005. In 2007, Alcea realized the $180 (pretax) in
annual savings that was anticipated under this program.,
The significant components of the 2005 restructuring program
were as follows:
— In December 2005, the company temporarily curtailed
preduction at its Eastalco, MD smelter because it was not able to
secure a new, competitive power supply for the facility. A charge
of $14 was recorded for the termination of approximately 550
people.
— The automotive operations, included in the Engineered Sol-
utions segment, were restructured to improve efficiencies and
included the following actions:
® A restructuring of the cast auto wheels business occurred, which
ultimately included the sale of the wheels facility in Italy. Total
charges recorded in 2005 were $71, consisting of $15 for sev-
erance costs associated with approximately 450 employees, $46
for asset impairments, and $10 loss on sale of the facility in Italy.

® Headcount reductions in the AFL automotive business resulted
in a charge of $27 for the termination of approximately 3,900
employees, primarily in Mexico.
— The global extruded and end products businesses were
restructured to optimize operations and increase productivity and
included the following actions:
® Headcount reductions across various businesses resulted in a
charge of $50 for the termination of 1,050 employees in the U.5.,
Europe, and Latin America.

® Charges of $15 were recorded for asset disposals at various U.S.
and European extrusion plants related to certain assets which
the businesses have ceased to operate.

— The restructuring associated with the packaging and consumer
husinesses consisted of plant consolidations and closures designed
to strengthen the operations, resulting in charges of $39, comprised
of $23 for the termination of 1,620 employees primarily in the U.S.,
$8 for asset disposals, and $8 for other exit costs. Other exit costs
primarily consisted of acceleraled depreciation.

As of December 31, 2007, the terminations associated with the
2005 restructuring program are essentially complete. Cash pay-
ments of $21 and $45 were made against the 2005 program
reserves in 2007 and 2006, respectively.

Alcoa does not include restructuring and other charges in the
segment results. The pretax impact of allocating restructuring and
other charges to the segment results would have been as follows:

2007 2006 2005

Alumina $ — $ 4 % 6
Primary metals 2) 26 36
Flat-rolled products 56 134 15
Extruded and end preducts {55) 318 70
Engineered solutions 198 37 109
Packaging and consumer 189 15 39

Segment total 386 534 275
Carporate 13 9 17

Total restructuring and other charges $399 $543 $292

Interest Expense — Interest expense was $401 in 2007 com-
pared with $384 in 2006, resulting in an increase of $17, or 4%.
The increase was primarily due to the amortization of $30 in
corumitment fees paid and capitalized in June 2007 and an
expense of $37 for additional commitment fees paid in July 2007,
both of which were paid 10 secure an 18-month $30,000 senior
unsecured credit facility associated with the offer for Alcan, and a
higher average debt level, partially offset by an increase in the
amount of interest capitalized related to construction projects,
including the Iceland smelier, the Juruti bauxite mine and Sao
Luis refinery expansion in Brazil, and the Mosjgen anode facility.

Interest expense was $384 in 2006 compared with $339 in
2003, resulting in an increase of $45, or 13%. The increase was
principally caused by higher average effective interest rates and
increased horrowings, somewhat offset by an increase in interest
capitalized.

Other Income, net— Other income, net, was $1,913 in 2007
compared with $193 in 2006. The increase of $1,720 was
primarily due to the sale of Alcoa’s investment in Chalco, which
resulted in a gain of $1,754, net of transaction fees and other
expenses, and a non-recurring foreign currency gain in Russia,
slightly offset by a decrease in the amount of dividends received
from Chalco between periods, and the absence of interest related
to a Brazilian court setilement in 2006,

Other income, net, was $193 in 2006 compared with $480 in
2005. The decrease of 3287, or 609%, was primarily due to the
absence of the $345 gain on the sale of Alcoa’s stake in Elkem and
the absence of the $67 gain on the sale of railroad assets, both of
which occurred in 2005, partially offset by the absence of a $90
charge recognized in 2005 for impairment, layoff, and other costs
related to the closure of the Hamburger Aluminium-Werk facility
in Germany, an increase in dividend income of $26 related to
Alcoa’s stake in Chaleo, and higher interest income primarily due
to 815 of interest eamed related to a Brazilian court settlement.

Income Taxes— Alcoa’s effective tax rate was 34.6% in 2007
compared with the U.S. federal statutory rate of 35% and Alcoa’s
effective tax rate of 24.3% in 2006. The effective tax rate in 2007
differs from the U.S. federal statutory rate of 35% primarily due to
lower taxes on foreign income, mostly offset by a discrete income
tax charge of $142 related to goodwill that is non-deductible for
tax purposes associated with the planned sale of the Packaging
and Consumer businesses.
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Alcoa’s effective tax rate was 24.3% in 2006 compared with the
1.8 federal statutory rate of 35% and Alcoa’s effective tax rate of
23.0% in 2005. The effective tax rate in 2006 differs from the U.S.
federal statutory rate of 35% primarily due to lower taxes on for-
eign income, a $60 discrete income tax benefit from the
finalization of certain tax reviews and audits, and a $23 discrete
income tax benefit attributable to the reversal of valuation allow-
ances related to international net operating losses.

Management anticipates that the effective tax rate in 2008 will
be similar to the effective tax rates for 2007 and 2006 excluding
the impucts of discrete tax items.

Minority Interests — Minority interests’ share of income {rom
operations was $365 in 2007 compared with $436 in 2006. The
$71 decrease was principally due te lower eamings at Alcoa World
Alumina and Chemicals (AWAC) driven mainly by unfavorable
foreign currency movemenis due to a weaker U.S. dollar and a
significant increase in energy costs.

Minority interests’ share of income from operations was $436 in
2006 compared with $259 in 2005. The $177 increase was
primarily due to higher earnings at AWAC attributed primarily to
higher realized prices and increased volumes.

(Loss) Income From Discontinued Operations —Loss
from discontinued operations was $7 in 2007 compared with
income of $87 in 2006 and a loss of $22 in 2005. The loss of $7
was comprised of an $11 loss, primarily related to working capital
and other adjustments associated with the 2006 sale of the home
exteriors business, partially offset by net operating income of $4 of
discontinued businesses. The income of $87 in 2006 was com-
prised of a $110 after-tax gain related to the sale of the home
exleriors business, offset by $20 of net operating losses and a loss
of $3 related to the 2005 sale of the imaging and graphics commu-
nications business. The loss of $22 in 2005 was comprised of $43
of net losses associated with businesses impaired or sold in 2005,
including a $28 loss for asset impairments associated with the
closure of Hawesville, KY automotive casting facility, partially
offset by $21 in net operating income. See Note B to the Con-
solidated Financial Statements for additional information.

In the third quanter of 2006, Alcoa reclassified its home
exteriors business to discontinued operations upon the signing of a
definitive sale agreement with Ply Gem Industries, Inc. In the first
quarter of 2006, Alcoa reclassified the Hawesville automotive
casting facility to discontinued operations upon closure of the
facility. The results of the Extruded and End Products segment
and the Engineered Solutions segment have been reclassified to
reflect the movement of the home exteriors business and the
automotive casting facility, respectively, into discontinued oper-
ations. In Octeber 2006, Alcoa completed the sale of the home
exteriors business to Ply Gem Industries, Inc. for $305 in cash and
recognized an after-tax gain of $110.

In the third quarter of 2005, Alcoa reclassified the imaging and
graphics communications business of Southern Graphic Systems,
Inc. (SGS) to discontinued operations based on the decision to sell
the business. The results of the Packaging and Consumer segment
were reclassified to reflect the movement of this business into
discontinued operations. In December 2005, Alcoa completed the
sale of SGS to Citigroup Venture Capital Equity Partners, LP for
$408 in cash and recognized an after-tax gain of $9.

Cumulative Effect of Accounting Change —Effective
December 31, 2005, Alcoa adopied Financial Accounting Stan-
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dards Board (FASB) Interpretation No. 47, “Accounting for Condi-
tional Asset Retirement Obligations™ (FIN 47) and recorded a
cumulative effect adjustment of $2, consisting primartly of costs
for regulated waste materials relaled to the demolition of certain
power facilities. See Note C to the Consolidated Financial Stale-
ments for additional information.

Segment Information

Alcoa’s operations consist of six worldwide segments: Alumina,
Primary Metals, Flat-Rolled Products, Extruded and End Prod-
ucts, Engineered Solutions, and Packaging and Consumer. Alcoa’s
managemenl reporting system measures the after-tax operating
mcome {ATOI of each segment. Certain items, such as interest
income, inierest expense, foreign currency translatton gains/losses,
certain effects of LIFO inventory accounting, minority interests,
restructuring and other charges, discontinued operations, and
aceounting changes are excluded from segment ATOL. Tn addition,
certain expenses, such as corporate general administrative and
selling expenses and depreciation and amortization on ¢corporate
assets, are not included in segment ATOL. Segment assets exclude
cash, cash equivalents, short-lerm investments, and deferred
taxes. Segment assets also exclude items such as corporate fixed
assets, LIFO reserves, goodwill aliocated to corporate, assets held
for sale, and other amounts.

ATOI for all segments totaled $3,174 in 2007, $3,551 in 2006,
and $2,139 in 2005. See Note Q to the Consolidated Financial
Statements for additional information. The following discussion
provides shipments, sales, and ATOI data of each segment, and
production data for the Alumina and Primary Metals segments for
each of the three years in the period ended December 31, 2007.

Alumina
2007 2006 2005
Alumina production (kmt) 15.084 15,128 14,398
Third-party alumina
shipments (kmt) 7.834 8,420 7,857
Third-party sales $ 2.709 $ 2,785 $ 2,130
[ntersegment sales 2,448 2,144 1,707
Total sales $ 5,157 $ 4,929 $ 3,837
ATOI $ 956 $1050 § 682

This segment consists of Alcoa’s worldwide alumina system that
includes the mining of bauxite, which is then refined into alumina.
Alumina is sold directly to internal and external smelter customers
worldwide or is processed into industrial chemical products,
Slightly more than half of Alcoa’s alumina production is sold
under supply contracts to third parties worldwide, while the
remainder is used internally.

In 2007, alumina production decreased by 44 kmt compared to
2006. Impacts from the national labor strike in Guinea and Hurri-
cane Dean weighed on production with 8% and 149 decreases at
Point Comfort, TX and Jamaiea, respectively, offsetting a 4%
increase al Pinjarra. Paranam (Suriname), Séio Lufs, Wagerup
{Australia), and Pinjarra set production records in 2007. In 2006,
alumina production increased by 530 kmt compared to 2005. Eight of
Aleoa’s nine refineries achieved production records in 2006 with the
largest percentage increases coming from the Paranam refinery (11%
increase in production) and the efficiency upgrade expansion at the
Pinjarra refinery (8% increase in production).




Alumina
Production
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Third-party sales for the Alumina segment decreased 3% in
2007 compared with 2006, primarily due to a 7% reduction in
third-party shipments more than offsetting an LME-driven
increase in realized prices. Third-party sales for this segment
increased 319% in 2006 compared with 2005, largely due to a 31%
increase in realized price driven by higher LME prices and a 7%
increase in third-party volumes.

ATOI for the Alumina segment declined 9% in 2007 compared
with 2006, principally due to unfavorable foreign currency
movements due lo a weaker U.S. dollar, significantly higher energy
costs, and rising freight cost, all of which more than offset
increases in realized prices. ATOI for this segment rose 54% in
2006 compared with 2005, primarily due to higher realized prices
and increased total volumes. These positive contributions were
somewhat offset by higher raw materials, energy, and maintenanee
cosls.

In 2008, Alcoa will focus on expansion of the 83o Luis refinery
(total additional alumina production of 2,100 kmt; Alcoa’s share is
1,134 kmt; to begin production in 2009) and the development of
the Juruti bauxite mine (total additional 2,600 kmt of bauxite,
Alcoa’s share is 1,560 kmt; to begin production late in 2008).
Increased volumes are anticipated along with continued higher
energy and freight costs.

Primary Metals
2007 2006 2005

Aluminum production (kmt) 3.693 3,552 3,554
Third-party aluminum

shipments {(kmt) 2,291 2,087 2,154
Alcoa’s average realized price

per metric ton of

aluminum § 2,784 $ 2.665 $2.044
Third-party sales £ 6.576 $ 6.171 £4,698
Intersegment sales 4.994 6,208 4,808
Total sales $11,570 812,379 29,506
ATOI § 1445 $ 1,760 $§ 822

This segment consists of Alcoa’s worldwide smelter system. Pri-
mary Melals receives alumina, primarily from the Alumina
segment, and produces primary aluminum to be used by Alcoa’s
fabricating businesses, as well as sold 10 external customers,
aluminum traders, and commodity markets. Results from the sale
of aluminum powder, scrap, and excess power are also included in
this segmment, as well as the results of aluminum derivative con-
tracts, Primary aluminum produced by Alcoa and used internally
is transferred to other segments at prevailing market prices. The
sale of primary aluminum represents at least 9% of this segment’s
third-party sales.

In 2007, aluminum production rose 141 kmt due to the Intalco,
WA smelter’s completed restart of one potline in the second
quarter of 2007, the acquisition of the minority interests in the
Intalco smelter in June 2006, and the lceland smelter’s start-up in
the second quarter of 2007. In 2006, aluminum production
decreased by 2 kmt due to the decline in production associated
with the temporary curtailment of the Eastalco smelter, pantially
offset by the first quarter 2006 completion of the Alumar smelter
expansion and the second quarter 2006 acquisition of the minority
interests in the Intalco smeller.

Aluminum 3,693
3,554 3,562 T

Production 3,508
thousands of metric tons

2004 2005 2006 2007

Third-party sales for the Primary Metals segment increased 7%
in 2007 compared with 2006, primarily due to an increase in
realized prices of 4% and improved volumes, mainly due to
shipments made in 2007 to the newly-formed soft alloy extrusion
joint venture, which is majority-owned and operated by a third-
party; prior to June 2007, shipments to the Extruded and End
Products segment’s soft alloy extrusion business were included in
intersegment sales. Third-party sales for this segment increased
31% in 2006 compared with 2005, primarily due to an increase in
realized prices of 309%. In 2007, intersegment sales decreased
20% compared with 2006 due to the absence of shipments to the
soft alloy extrusion business that occurred in 2006 and production
curtailments associated with the Tennessee and Rockdale smelters
that occurred in 2007. Intersegment sales increased 29% in 2006
compared with 2005 due to higher realized prices and higher
internal demand.

ATOI for the Primary Metals segment declined 18% in 2007
compared with 2006 as unfavorable foreign currency movements
related to a weaker U.S. dollar; cosls associated with the Rockdale
and Tennessee smelter curtailments; continued increases in raw
material, freight, and energy costs; and Iceland smelter start-up
costs were partially offset by higher realized prices. ATOI for this
segment increased 114% in 2006 compared with 2005 as higher
realized prices were partially offset by higher income taxes related
1o effective tax rate changes in Canada, Brazil and Europe;
increased raw materials and energy costs; unfavorable foreign
currency exchange movements; and the Iceland smelter start-up
costs,

Alcoa currently has 452,000 metric tons per year (mtpy) of idle
capacily on a base capacity of 4,573,000 mipy. In 2007, idle
capacity decreased by 93,000 mtpy as compared to 2006 due to
the completed restart of one of Intalco’s smelter lines. Base
capacity increased by 364,000 mtpy in 2007 due primarily to the
completion of the 344,000 mipy lceland smelter. Base capacity
increased by 205,000 mtpy in 2006 as compared to 2005 primarily
due 1o the completion of the Alumar smelter expansion and the
acquisition of the minority interests in its Intalco and Eastaleo
smelters.
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In 2008, the Iceland smelter is expected to yield production of
approximalely 300 kmt. The restan of the Intalco smelter's second
potline that occurred in the second quarter of 2007 is expected to
add an additional 25 kmt of production. In addition, the recovery
from the Rockdale and Tennessee smelters’ 2007 curtailments is
anticipated to increase production by approximately 70 kmt.

Flat-Rolled Products

2007 2006 2005

Third-party aluminum
shipments (kmi) 2,327 2,273 2,156
Third-party sales $9.171 $8,297 £6.836
Intersegment sales 241 246 128
Total sales 80,412 £8,543 26,964
ATOI $ 200 ¢ 255 3 288

This segment’s principal business is the production and sale of
aluminum plate, sheet, and foil. This segment includes rigid con-
tainer sheet (RCS), which is sold directly to customers in the
packaging and consumer market and is used 1o produce aluminum
beverage cans. Seasonal increases in RCS sales are generally
experienced in the second and third quarters of the year. This
segment also includes sheet and plate used in the transportation,
building and construction, and distribution markets (mainly used
in the production of machinery and equipment and consumer
durables), which is sold directly te customers and through distrib-
uters. Approximately two-thirds of the third-party sales in this
segment are derived from sheet and plate, and foil used in
industrial markets, while the remaining one-third of third-party
sales consists of RCS. While the customer base for flai-rolled
products is large, a significant amount of sales of RCS, sheet, and
plate is to a relatively small number of customers.

Third-party sales for the Flat-Rolled Products segment climbed
11% in 2007 compared with 2006. The increase was primarily due
to passing through material price increases, favorable product mix
associated with aerospace, higher volumes in the aerospace and
packaging markets, and favorable foreign currency movements due
to a stronger Euro. These increases were somewhat offset by the
absence of sales associated with the shutdown of the Swansea,
U.K. can sheet facility in the first quarter of 2007, as well as lower
volumes in the distribution, automotive and commercial trans-
portation markets. Third-party sales for this segment increased
21% in 2006 compared with 2005. The increase was primarily due
to passing through material price increases, favorable product mix
associated with aerospace, and higher volumes in the aerospace,
commercial transportation, packaging, and distribution markets.

ATOI for the Flat-Rolled Products segment declined 22% in
2007 compared with 2006, primarily due to cost increases for
direct materials and energy; higher ramp-up costs at facilities in
both Russia and China; and the impact of distributor de-stocking in
the second half of 2007; somewhat offset by favorable pricing and
product mix, and higher volumes in the markets noted previously.
ATOI for this segment decreased 11% in 2006 compared with
2005, primarily due ta higher direct material, energy and other cost
inflation, which more than offset favorable product mix and higher
volumes in the markets noted previously, Recent acquisitions in
China also contributed to the decline in resuits in 2006.

In 2008, much of the distributor de-stocking experienced in the
second half of 2007 is expected to ease early in the year. Improved
petformance in Russia is anticipated, as equipment installations
are completed and production stability improves, Continued
start-up costs are expected in China as the Bohai hot mill con-
struction project is completed.
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Aluminum
Product Shipments

thousands of metric tons

B Primary*
B Fabricated and
Finished Products

2003 2004 2005 2006 2007

* Primary aluminum product shipments are not synonymous with
aluminum shipments of the Primary Metals segment as a portion of
this segment’s aluminum shipments relate to fabricated products.

Extruded and End Products

2007 2006 2005

Third-party aluminum
shipments (kmt) 506 877 853
Third-party sales $3.246 $4,419 $3,729
Intersegment sales a8 99 64
Total sales $3,334 $4,518 $3,793
ATOI $ 109 $ 60 §& 39

This segment consists of extruded products, some of which are
further fabricated into a variety of end products, and includes hard
alloy extrusions and architectural extrusions. These products
primarily serve the building and construction, distribution, aero-
space, aulomotive, and commercial transponiation markets. These
products are sold directly to customers and through distributors.
Prior 1o June 2007, this segment included a soft alloy extrusion
business. In June 2007, Alcoa contributed its soft alloy extrusion
business o a newly-formed joint venture in exchange for an equity
investment in the joint venture. As such, this segment’s results
now include equity income of the joint venture instead of separate
revenues and costs of its former soft alloy extrusion business.

Third-party sales for the Extruded and End Products segment
decreased 27% in 2007 compared with 2006, mostly due 1o the
absence of seven months of revenues associated with the con-
tribution of the soft alloy extrusion business to a joint venture
somewhat offset by higher volumes and prices, and favorable for-
eign currency exchange movements in the building and
construction business due to a stronger Euro. Third-party sales for
this segment increased 19% in 2006 compared with 2005, princi-
pally due to higher prices, stronger volumes and improved mix in
the industrial, distribution, and building and construction markets.

ATOI for the Extruded and End Products segment increased
82% in 2007 compared with 2006, primarily due to the absence of
depreciation related to the assets of the soft alloy extrusion busi-
ness that were classified as held for sale prior to the formation of
the joint venture, favorable product mix and prices in hard alloy
extrusions, and favorable prices and higher volumes in the
building and construction business. These increases were some-
what offset by weaker markets for solt alloy extrusion in Europe
and the U.S. ATOI for this segment increased 549 in 2006
compared with 2005, primarily as a result of volume gains,
improved pricing and mix in the aerospace and building and
construction markets, somewhal offset by unfavorable conversion
costs and decreased productivity in the soft alloy business.

In 2008, this segment will reflect equity income from the soft
alloy extrusion joint venture for the entire year.




Engineered Solutions

2000 2006 2005

Third-party aluminum
shipments (kmt) 112 139 145
Third-party sales $5.725 $5.456 $5,032
ATO! $ 316 $ 331 $ 203

This segment includes titaninm, aluminum, and super afloy invest-
ment caslings; forgings and fasteners; electrical distribution
systems; aluminum wheels; and integrated aluminum structural
systems used in the aerospace, automotive, commercial trans-
portation, and power generation markets. These products are seld
directly to customers and through distributors.

Third-party sales for the Engineered Solutions segment
increased 5% in 2007 compared with 2006, The increase was
principally due to aerospace and power generation increases more
than offsetting the decline in commercial transportation and North
American automotive, Third-party sales for this segment increased
8% in 2006 compared with 2005. The increase was primarily due
to continued strong demand in the commercial transportation and
aerospace markets, market share gains in fasteners, wheels and
heavy truck, as well as capturing raw material increases in prices.
These positive contributions were somewhat offset by volume
declines in the automotive market.

ATOI for the Engineered Solutions segment declined 5% in
2007 compared with 2006, largely due to declines in the automo-
tive segmenl associated with volume reductions, expenses
associated with significant consolidation and repositioning of
automotive operations, and demand decline in the North America
heavy truck market. These negative impacis were substantially
offset by continued strong demand and operational performance in
the aerospace and industrial gas turbine markets and productivity
improvements. ATOI for this segment increased 63% in 2006
compared with 2005, primarily due to increased volumes, favor-
able pricing and mix in the businesses serving the aerospace and
commercial vehicle markets and strong productivity improvements
across all of the businesses.

In 2008, continued strength in the aerospace and industrial gas
turbine markets and benefits from the 2007 restructuring in the
automotive operations are anticipated. Market conditions in the
North American commercial transportation market, the titanium
ingot markel and North American automotive demand will con-
tinue to be soft. Productivity improvements are expected to
continue across all businesses.

Packaging and Consumer

2007 2006 2005

Third-parnty aluminum
shipments (kmt) 157 169 151
Third-party sales $3.284 83,235 $3,139
ATOI $ 148 $ 95 & 105

This segment includes consumer, foodservice, and flexible packaging
products; food and beverage closures; and plastic sheet and film for
the packaging industry. The principal products in this segment
include aluminum foil; plastic wraps and bags; plastic beverage and
food closures; flexible packaging products; thermoformed plastic
containers; and extruded plastic sheet and film. Consumer products
are marketed under brands including Reynolds Wrap®, Diamond®,
Baco®, and Cut-Rite®. Seasonal increases generally occur in the
second and fourth quarters of the year for such products as eonsumer
foil and plastic wraps and bags, while seasonal slowdowns for clo-

sures generally occur in the fourth quarter of the year. Products are
generally sold directly to customers, consisting of supermarkets,
beverage companies, food processors, retail chains, and commercial
foodservice distributors. [n December 2007, Alcoa announced it has
agreed to sell the businesses within this segment to Rank Group
Limited for §2,700 in cash.

Third-party sales for the Packaging and Consumer segment
increased 2% in 2007 compared with 2006, primarily due to
higher volume and favorable pricing and mix across all businesses.
Third-party sales for this segment increased 3% in 2006 compared
with 2005, principally due 1o higher volumes in the consumer
products and closures businesses, somewhat offset by a decrease
in volume in the foodservice packaging business.

ATOI for the Packaging and Consumer segment climbed 56%
in 2007 compared with 2006, primarily due to productivity
improvements across all businesses and the cessation of deprecia-
tion beginning in October 2007, as the assets of this segment were
classified as held for sale due to management’s announced intent
to actively pursue the sale of these businesses, ATOI for this
segmenl decreased 10% in 2006 compared with 2003 as increases
in volumes and productivity gains were more than offset by higher
raw materials costs, unfavorable mix and reduced pricing in the
foodservice packaging business.

In 2008, the sale of the businesses within this segment is
expected to be complete by the end of the first quarter. This
segment will continue to be classified as held for sale while the
results of operations will be included in continuing operations
until the sale closes.

Reconciliation of ATO! to Consolidated Net Income—
The following table reconciles total segment ATOI to consolidated
net income:

2007 2006 2005
Total segment ATOI $3.174 $3.551 £2,139
Unallocated amounis
{net of 1ax):
Impact of LIFO (24) (170) (99)
Interest income 40 S8 42
Interest expense (261) (250) (220)
Minority interests (365) (436) (259)
Corporate expense (388) (317) 312)
Restructuring and other
charges (307) 379) (197)
Discontinued operations (%) 87 (22)
Accounting change — — 2
Other 702 104 163
Consolidated net income 82,564 $2.248 £1,233

[tems required to reconcile segment ATOI to consolidated net

income include:

® The impact of LIFO inventory accounting;

® The after-tax impact of interest income and expense;

® Minority interests;

® Corporate expense comprised of general administrative and
selling expenses of operating the corporate headquarters and
other global administrative facilities, along with depreciation
and amortization on corporate-owned assels;

® Restructuring and other charges (excluding minority interests);

¢ Discontinued operations;

® Accounting changes for conditional asset retirement obligations
in 2005; and

® Other, which includes intersegment profit and other metal adjust-
ments, differences between estimated tax rates used in the
segments and the corporate effective tax rate, and other non-
operaling items such as foreign currency translation gains/losses.
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The significant changes in the reconciling items between ATOL
and consolidated net income for 2007 compared with 2006 con-
sisted of:
® A $146 decrease in the Impact of LIFO, primarily due to a sig-

nificanly lower increase in metal prices in 2007 as compared to
2006,

® An $18 decrease in Interest income, mainly due 1o the absence
of $11 in interest earned on a 2006 Brazilian court settlement;

® An $11 increase in Interest expense, primarily due to $43 in
credit facility commitment fees related to the offer for Alcan,
partially offset by an increase in capitalized interest related 10
construction projects, including the lceland smelter, the Juruti
bauxite mine, the S3o Lufs refinery expansion, and the Mosjgen
anode facility;

® A 871 decrease in Minority interests principally due to lower
earnings at AWAC driven mainly by unfavorable foreign cur-
rency movements due to a weaker U.S. dollar and a significant
increase in energy costs;

® A $71 increase in Corporate expense, mostly due to $30 in
transaction costs related to the offer for Alcan and an increase in
stock-based compensation expense as a result of reload features
of exercised stock aptions;

® A $72 decrease in Restructuring and other charges, dueto a
slightly smaller restructuring program in 2007 as compared to
2006;

* A change of $94 in Discontinued operations, primarily due 1o the
absence of a $110 gain recognized on the sale of the home
exteriors business in 2006; and

® A $598 increase in Other, principally due to a $1,140 gain on
the sale of the Chalco investment, partially offset by a $142
discrete income lax charge related Lo goodwill that is
non-deductible for tax purposes associated with the planned sale
of the Packaging and Consumer businesses, a $93 goodwill
impairment charge related to the restructuring actions of the
EES business; the absence of $83 in discrete income 1ax henefits
in 2006 related to the finalization of certain tax reviews and
audits and the reversal of valuation allowances related to
international net operating losses; the absence of a $26 favorable
legal settlement in 2006 related to a former Reynolds dis-
tribution business; and an increase in income taxes in order o
reconcile the estimaled tax rates used in the segments with
Alcoa’s effective tax rate.

The significant changes in the reconciling items between ATOI
and consolidated net income for 2006 compared with 2005 con-
sisted of:
® A $71 increase related to the Impact of LIFO, primarily due to

cost inflation factors that increased the LIFQ inventory reserves; |

® A $177 increase in Minority interests, primarily due to higher
earnings at AWAC, attributed to higher realized prices and
increased volumes;

® An increase in Restructuring and other charges, due to the
company’s 2000 global restructuring program, including an
after-lax impairment charge of $211 associated with the
expecled contribution of assets to the previously mentioned soft
alloy joint venture and other assets to be disposed of;

¢ A change of $109 in Discontinued operations, primarily due to
the 8110 gain recognized on the sale of the home exteriors
business; and

® A decrease in Other of $59, primarily due to the absence of a
$180 gain on the 2005 sale of Alcoa’s stake in Elkem, partially
offset by the absence of a $58 charge related to the 2005 closure
of the Hamburger Aluminium-Werk facility in Germany; a $26
favorable legal settlement related to a former Reynolds dis-
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tribution business; and a $17 increase in dividend income
related te Alcoa’s stake in Chalco.

Market Risks and Derivative Activities

[n addition to the risks inherent in its operations, Alcoa is exposed
to financial, market, political, and economic risks. The following
discussion provides information regarding Alcoa’s exposure to the
risks of changing commodity prices, inlerest rates, and foreign
currency exchange rates.

Aleoa’s commodity and derivative activities are subject 1o the
management, direction, and control of the Strategic Risk Manage-
ment Committee (SRMC). The SRMC is composed of the chief
executive officer, the chief financial officer, and other officers and
employees that the chief executive officer selects. The SRMC
reports to the Board of Directors on the scope of its activities.

The interest rate, foreign currency, aluminum, and other
commodity contracts are held for purposes other than trading.
They are used primarily to mitigate uncerlainty and volatility, and
to cover underlying exposures. The company is not involved in
energy-trading activilies, weather derivatives, or other non-
exchange commodity trading activities.

Commodity Price Risks— Alcoa is a leading global producer
of primary aluminum and aluminum fabricated products. As a
condition of sale, customers often require Alcoa 10 enter into long-
term, fixed-price commitments. These commitments expose Alcoa
Lo the risk of higher aluminum prices between the time the order is
committed and the time that the order is shipped. Alcoa also sells
aluminum products to third parties at then-current market prices
and is exposed o the risk of lower market prices at the time of
shipment. Alcoa uses futures contracts, totaling 773 kmt at
December 31, 2007, to reduce the aluminum price risk associated
with a portion of these fixed-price firm commitments. The effects
of this hedging activity will be recognized in earnings over the
designated hedge periods in 2008 to 2010,

Alcoa has also entered into futures and options contracts,
totaling 588 kmt at December 31, 2007, to hedge a portion of
future production. The effects of this hedging activity will be
recognized in earnings over the designated hedge periods in 2008
10 2011.

Alcoa has also entered into futures and option contracts to
minimize its price risk related to other customer sales and pricing
arrangements. Alcoa has not qualified these contracts for hedge
accounting treatment, and therefore, the fair value gains and losses
on these conlracts are recorded in earnings. These contracts
totaled 183 kmt at December 31, 2007. In addition, Alcoa has
power supply and other contracts that contain pricing provisions
related to the LME aluminum price. The LME-linked pricing
features are considered embedded derivatives. A majority of these
embedded derivatives have been designated as hedges of future
sales of aluminum. Gains and losses on the remainder of these
embedded derivatives are recognized in earnings.

The net mark-to-market pretax earnings impact from aluminum
derivative and hedging activities was a loss of $33 in 2007.

Alcoa purchases natural gas, fuel oil, and electricity to meet its
production requirements and believes it is highly likely that such
purchases will continue in the future. These purchases expose the
company to the risk of higher prices. To hedge a portion of these
risks, Alcoa uses futures and forward contracts. The effects of this
hedging activity will be recognized in earnings over the designated
hedge periods in 2008 t0 2011.




Financial Risk

Interest Rates—Alcoa uses interest rate swaps to help maintain a
strategic balance between fixed- and floating-rate debt and to manage
overall financing costs, For a portion of its fixed-rate debt, the com-
pany has entered into pay floating, receive fixed interest rate swaps to
effectively change the fixed interest rates to floating interest rates.

Currencies — Alcoa is subject to exposure from fluctuations in
foreign currency exchange rates. Foreign eurrency exchange
contracts may be used from time to time to hedge the variability in
cash flows from the forecasted payment or receipt of currencies
other than the functional currency. These contracts cover periods
consistent with known or expected exposures through 2008.

Fair Values and Sensitivity Analysis —The following table
shows the fair values of outstanding derivative contracts at
December 31, 2007 and the effect on fair values of a hypothetical
change (increase or decrease of 10%) in the market prices or rates
that existed at December 31, 2007:

Fair value Index change
(loss)/gain of +/-10%
Aluminum $(896) $199
Interest rates 5 33
Other commeodities, principally energy
related (30) 36
Currencies 65 —

Aluminum consists primarily of losses on hedge contracts,
embedded derivatives in power contracts in Iceland and Brazil,
and Alcoa’s share of losses on hedge contracts of Norwegian
smelters that are accounted for under the equity method.

Material Limitations—The disclosures with respect to
commodity prices, interest rates, and foreign currency exchange
risk do not take into account the underlying commitments or
anticipated transactions. If the underlying items were included in
the analysis, the gains or losses on the futures contracts may be
offset. Actual results will be determined by a number of factors
that are not under Alcoa’s control and could vary significantly from
those factors disclosed.

Alcou is exposed to credit loss in the event of nonperformance
by counterparties on the above instruments, as well as credit or
performance risk with respect to its hedged customers’ commit-
ments. Although nonperformance is possible, Alcoa does not
anticipate nonperformance by any of these parties. Conltracts are
with creditworthy counterparties and are further supported by
cash, treasury bills, or irrevocable letters of credit issued by care-
fully chosen banks. In addition, various master netting
arrangements are in place with counterparties to facilitate settle-
ment of gains and losses on these contraets.

See Notes A, K, and X to the Consoclidaled Financial State-
ments for additional information on derivative instruments.

Environmental Matters

Alecoa continues to participate in environmental assessments and
cleanups at a number of locations. These include 32 owned or
operating facilities and adjoining properties, 32 previously owned
or operating facilities and adjoining properties, and 66 waste sites,
including Superfund sites. A liability is recorded for environ-
mental remediation costs or damages when a cleanup program
becomes probable and the costs or damages can be reasonably
estimated. See Note A to the Consolidated Financial Statements
for additienal information.

As assessments and cleanups proceed, the Hability is adjusted
based on progress made in determining the exient of remedial

actions and related costs and damages. The liability can change
substantially due to factors such as the nature and extent of
contamination, changes in remedial requirements. and techno-
logical changes. Therefore, it is not possible to determine the
outcomes or to estimate with any degree of accuracy the potential
costs for certain of these matters.

The following discussion provides additional details regarding
the current status of Alcoa’s significant sites where the final
outcome cannot be determined or the potential costs in the future
cannot be estimated.

Massena, NY — Alcoa has been conducting investigations and
studies of the Grasse River, adjacent to Alcoa’s Massena plant
site, under order from the U.S. Environmental Protection Agency
(EPA) issued under the Comprehensive Environmental Response,
Compensation and Liability Act, also known as Superfund. Sedi-
ments and fish in the river contain varying levels of
polychlorinated biphenyls (PCBs).

In 2002, Alcoa submitted an Analysis of Alternatives Report
that detailed a variety of remedial alternatives with estimated costs
ranging from $2 to $525. Because the selection of the $2 alter-
native (natural recovery) was considered remote, Alcoa adjusted
the reserve for the Grasse River in 2002 to $30 representing the
low end of the range of possible alternatives, as no single alter-
native could be identified as more probable than the others.

In June of 20003, based on river observations during the spring of
2003, the EPA requested that Alcoa gather additional field data to
assess the potential for sediment erosion from winter river ice
formation and breakup. The results of these additional studies,
submitied in a report to the EPA in April of 2004, suggest that this
phenomenon has the potential to occur approximately every 10
vears and may impact sediments in certain portions of the river
under all remedial scenarios. The EPA informed Alcoa that a final
remedial decision for the river could not be made without sub-
stantially more information, including river pilot studies on the
effects of ice formation and breakup on each of the remedial tech-
niques. Alcoa submitted to the EPA, and the EPA approved, a
Remedial Options Pilot Study (ROPS) to gather this information.
The scope of this study includes sediment removal and capping, the
installation of an ice control structure, and significant monitoring.

In May of 2004, Alcoa agreed to perform the study at an estimated
cost of $35. Most of the construction work was completed in 2005
with monitoring work proposed through 2008. The findings will be
incorporated into a revised Analysis of Aliernatives Report, which is
expected to be submitted in 2008. This information will be used by
the EPA to propose a remedy for the entire river. Alcoa adjusted the
reserves in the second quarter of 2004 to include the $35 for the
ROPS. This was in addition to the $30 previously reserved.

The reserves for the Grasse River were re-evaluated in the
fourth quarter of 2006 and an adjustment of $4 was made. This
adjusiment covers commitments made to the EPA for additional
investigation work, for the on-going monitoring program, including
that associated with the ROPS program, to prepare a revised
Analysis of Aliernatives Repori, and for an interim measure that
involves, annually, the mechanical ice breaking of the river 1o
prevent the formation of ice jams until a permanent remedy is
selected. This reserve adjustment is intended to cover these
commitments through 2008 when the revised Analysis of Alter-
natives report will be submitted.

With the exception of the natural recovery remedy, none of the
existing alternatives in the 2002 Analysis of Alternatives Report is
more probable than the others and the results of the ROPS are
necessary to revise the scope and estimated cost of many of the
current alternatives.



The EPA’s ultimate selection of a remedy could result in addi-
tional hiability. Alcoa may be required to record a subsequent
reserve adjustment at the time the EPA’s Record of Decision is
issued, which is expecied in 2009 or later.

Sherwin, TX —In connection with the sale of the Sherwin
alumina refinery, which was required to be divested as part of the
Reynolds merger in 2000, Alcoa has agreed to retain responsibility
for the remediation of the then existing environmental conditions,
as well as a pro rata share of the final closure of the active waste
disposal areas, which remain in use. Alcoa’s share of the closure
costs is proportional to the total period of operation of the active
waste disposal areas. Alcoa estimated its liability for the active
disposal areas by making certain assumptions about the period of
aperation, the amount of material placed in the area prior to clo-
sure, and the appropriate technology, engineering, and regulatory
status applicable to final closure. The most probable cost for
remediation has been reserved. [t is reasonably possible that an
additional liability, not expected to exceed $75, may be incurred if
actual experience varies from the original assumptions used.

East St. Louis, IL —In response to questions regarding
environmental conditions at the former Fast St. Louis, operations,
Alcoa entered into an administrative order with the EPA in
December 2002 to perform a remedial investigation and feasibility
study of an area used for the disposal of bauxite residue from
historic alumina refining operations. A draft feasibility study was
submitted to the EPA in April 2005, The feasibility study includes
remedial alternatives that range from no further action at $0 to
significant grading, stabilization, and water management of the
bauxite residue disposal areas at $75. Because the selection of the
20 alternative was considered remote, Alcoa increased the
environmental reserve for this location by $15 in the second
quarter of 2005, representing the low end of the range of possible
alternatives, which met the remedy selection criteria, as no alter-
native could be identified as more probable than the others. In
2007, the EPA temporarily suspended their final review of the
feasibility study based on Alcoa’s request for additional time to
fully explore site redevelopment and material use options. Ulhi-
mately, the EPA’s selection of a remedy could result in additional
liability, and Alcoa may be required to record a subsequent
reserve adjustment at the time the EPA’s Record of Decision is
issued, which is expected in 2008 or later.

Based on the foregoing, it is possible that Alcoa's financial
position, liquidity, or results of operations, in a particular period,
could be malerially affected by malters relating to these sites.
However, based on facts currently available, management believes
that adequate reserves have been provided and that the disposition
of these matters will not have a materially adverse effect on the
financial position, liquidity, or the results of operations of the
company.

Alcoa’s remediation reserve balance was $279 and $319 at
December 31, 2007 and 2006 (of which $51 and $49 was classi-
fied as a current liability), respectively, and reflects the most
probable costs to remediate identified environmental conditions
for which costs can be reasonably estimated. In 2007, the
remediation reserve was decreased by $10 consisting of a §15
adjustment for the liabilities associated with a previously owned
smelter site and a $5 adjustment for liabilities at the Russian
rolling mills and extrusion plants, both of which were partially
offset by a net increase of $10 in liabilities associated with various
locations, The $15 and $5 adjustments, which were recorded as a
credit to Cost of goods sold on the Statement of Consolidaied
Income, were made after further investigalions were completed
and Alcoa was able to obtain additional information about the
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environmental condition and the associated liabilities related to
these sites. Payments related to remediation expenses applied
against the reserve were $30 in 2007. These amounts include
expenditures currently mandated, as well as those not required by
any regulatory authority or third-party.

Included in annual operating expenses are the recurring costs
of managing hazardous substances and environmental programs.
These costs are estimated to be approximately 2% of cost of goods
sold.

Liquidity and Capital Resources

Alcoa’s approach to cash management and the strengthening of its
balance sheet is a disciplined one. In 2007, this approach
included a continued concentration on working capilal manage-
ment, the extension of debt maturities in order 1o strengthen the
company’s capital structure, and a continued focus on divestitures
of various investments, assets and businesses no longer considered
part of management’s vision for Alcoa’s future. Capital spending
increased 14%, as Alcoa made continued progress on brownfield
expansions in refining and on the development of a bauxite mine,
and completed construction of the greenfield smelter project in
Iceland and the anode facility in Mosjgen.

Cash from 3411
Operations

- 2,434
millions of dollars 2,199

2,567

1,676

2003 2004 2005 2006 2007

Cash provided from operations and from financing activities is
anticipated to be adequate to cover dividends, debt repayments,
capital expenditures, and other business needs over the next 12
months.

Cash from Operations
Cash from operations in 2007 was $3,111 compared with $2,567
in 2006, resulting in an increase of $544, or 21%. The improve-
ment of $544 is principally related to a $1,532 positive change
associated with working capital, primarily due to improvemenits in
receivables, inventories, and accounts payable and accrued
expenses; higher net income of $316; and a cash inflow of $93
related to a long-term aluminum supply contract. These positive
impacts were partially offset by a significant increase in non-cash
adjustments, mostly related to the sale of the Chalco investment.
Cash from operations in 2006 was $2,567 compared with
$1,676 in 2005, resulting in an increase of $891, or 53%. Cash
mflows were principally due to a significant increase in earnings
in 2006, partially offset by a $593 increase in receivables and
inventories, primarily due to increased prices; $397 in pension
contributions; and a $294 decrease in accounts payable and
aCCrued eXpenses.

Financing Activities
Cash used for financing activities was $1,538 in 2007 compared
with $20 in 2006. The change of $1,518 was primarily due to a




$2.206 increase in the repurchase of common stock due to a sig-
nificant increase in the number of shares repurchased as a result
of the January 2007 and October 2007 authorized programs; a
$1,177 change in the net change in commercial paper, mostly due
10 the repayment of commercial paper with the majority of the
proceeds from the issuance of new long-term debt in 2007; an
8837 increase in payments on long-term debt, primarily related to
the January 2007 purchase of $333 of outstanding 4.25% Notes
due August 2007 and the repayment of the remaining $459 of
outstanding 4.25% Notes in August 2007; 8126 in payments for
debi issuance costs, including a commitment fee of $30 paid to
secure a credit facility related to the offer for Alcan; and a 366
increase in dividends paid to shareholders as a result of the eight
cents per share annual increase approved in January 2007, Panti-
ally offsetting these cash inflows was a $2,021 increase in
additions to long-term debt, principally due to proceeds received
of $1,994 (net of $6 in original issue discounts) from the issuance
of new 5.55% Notes due 2017, 5.9% Notes due 2027, and 5.95%
Notes due 2037; a $672 increase in common stock issued for stock
compensation plans related to cash received for the exercise of
stock options; and a $132 increase in minority interest con-
tributions, primarily from an increase in contributions received
from Alumina Limited, related to their share of capital spending at
the Sio Luis and Juruti facilities.

Cash used for financing activilies was $20 in 2006 compared
with $324 in 2005. The change of $304 was primarily due to an
increase in net borrowings of $368 in 2006 as compared 1o 2005,
and an $84 increase in common stock issued for stock compensa-
tion plans. Partially offsetiing these cash inflows was an increase
of $182 in cash paid for the repurchase of approximately
nine million shares of common stock related to Aleoa’s share
repurchase program.

In October 2007, Alcoa entered into a Five-Year Revolving
Credit Agreement, dated as of October 2, 2007 (the “Credit
Agreement™), with a syndicate of lenders and issuers named
therein. The Credit Agreement provides a 3,250 senior unsecured
revolving credit facility {(the “Credit Facility™), the proceeds of
which are 1o be used to provide working capital or for other general
corporate purposes of Alcoa, including support of Alcoa’s
commercial paper program. Subject to the terms and conditions of
the Credit Agreement, Alcoa may from time to lime request
increases in lender commitments under the Credit Facility, nol to
exceed 8500 in aggregale principal amount, and may also request
the issuance of letters of credit, subject 1o a letter of credit
sub-limit of §500 under the Credit Facility.

The Credit Facility matures on October 2, 2012, unless
extended or earlier terminated in accordance with the provisions of
the Credit Agreement. Alcoa may make two one-year extension
requests during the term of the Credit Facility, with any extension
being subject to the lender consent requirements set forth in the
Credit Agreement.

The Credit Facility is unsecured and amounts payable under it
will rank pari passu with all other unsecured, unsubordinated
indebtedness of Alcoa. Borrowings under the Credit Facility may
be denominated in U.S. dollars or Euros. Loans will bear interest
at {i} a base rate or (ii) a rate equal to LIBOR plus an applicable
margin based on the credit ratings of Alcoa’s oulstanding senior
unsecured long-term debt. Based on Alcoa’s current long-term
debt ratings, the applicable margin on LIBOR loans will be
0.33% per annum. Loans may be prepaid without premium or
penalty, subject to customary breakage costs.

The Credit Facility replaces $3,000 in aggregate principal
amount of revolving credit [acilities maintained by Alcoa under the
following credit agreements, which were terminated effective

October 2, 2007: (i) 1,000 Five-Year Revolving Credit Agreement

dated as of April 22, 2005, (ii) $1,000 Five-Year Revolving Credit
Agreement dated as of April 23, 2004, as amended, and (iii) $1,000
Five-Year Revolving Credit Agreement dated as of April 25, 2003,
as amended (collectively, the “Former Credit Agresments”).

The Credit Agreement includes covenants substantially similar
to those in the Former Credit Agreements, including, among oth-
ers, (a) a leverage ratio, (b) limitations on Alcoa’s ability to incur
liens securing indebtedness for borrowed money, (c} limitations on
Alcoa’s ability 10 consummate a merger, consolidation or sale of all
or substantially all of its assets and (d) limitations on Alcoa’s
ahility to change the nature of its business.

The: obligation of Alcoa to pay amounts sutstanding under the
Credit Facility may be accelerated upon the occurrence of an
“Event of Default™ as defined in the Credit Agreement. Such
Events of Default include, among others, (a) Alcoa’s failure to pay
the principal of, or interest on, borrowings under the Credit
Facility, () any representation or warranty of Alcoa in the Credit
Agreement proving to be materially false or misleading, (¢} Alcoa's
breach of any of its covenants contained in the Credit Agreement,
und (d} the bankruptey or insolvency of Alcoa.

There were no amounts outstanding under the Credit Agree-
ment at December 31, 2007 and the Former Credit Agreemenis at
December 31, 2006.

Standard and Poor’s Ratings Services’ (S&P) long-term debt
rating of Aleoa is BBB+ and its shont-term debt rating is A-2. The
current outlook, which was revised in July 2007, is stable, as S&P
cited Alcoa’s implementation of necessary stralegic initiatives at
ils upstream operations to maintain its long-term competitive
husiness position as a result of inflationary pressures and growth
prospects in the alumina markets. Moody’s Investors Service’s
{Moody’s) long-term debt rating of Alcoa is Baal and its short-term
debi rating of Alcoa is Prime-2. The current outlook, which was
revised in November 2007, is stable, as Moody's cited the divest-
iture or closure of underperforming husinesses and solid cash flow
management. Fitech Ratings’ (Fitch) long-term debt rating of Alcoa
is A- and its shart-term debt rating is F2. The current outlock,
which was revised in July 2007, is negative, as Fitch cited the
potential for additional leverage over the next 18 months.
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Debt as a Percent
of Invested Capital

Investing Activities

Cash used for investing activities was §1,625 in 2007 compared
with $2,841 in 2006. The decrease in cash used of $1,216 was
primarily due to a $1,976 increase in sales of investments, mostly
related to the 81,942 in proceeds received from the sale of the
Chalco investment. This cash inflow was partially offset by a §431
increase in capital expenditures, principally related to higher
spending on certain growth projects, including the Sio Lufs
reflinery expansion; the development of the Juruti bauxite mine;
and projects at various facilities in Russia, Hungary, and China;
all of which were partially offset by a decrease in capital
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expenditures related to the lceland smelter and the Mosjpen anode
facility, as these two projects were placed in service during 2007,
and the Early Works Program in Jamaica, as this project was
completed near the end of 2006; and a decrease of $189 in pro-
ceeds from the sales of assets and businesses, principally due to
the $305 in cash received for the sale of the home exteriors busi-
ness in 2006 as compared to the $70 and $33 in cash received
from the sales of a mine in Texas and the Automotive Castings
business, respectively, in 2007.

Cash used for investing activities was $2,841 in 2006 com-
pared with $1,035 in 2005. The increase of §1,806 was primarily
due 1o an increase in capital expenditures of $1,067 as Alcoa
conlinues to invest in growth projects, including refining
expansions, bauxite mine development and the construction of the
greenfield smelter in Iceland; a decrease of $1,046 in proceeds
from the sale of investments due 1o the 2005 sales of Alcoa’s
interests in Elkem and Integris Metals; and a decrease of $133 in
proceeds from the sale of assets, primarily due to the $305 in cash
proceeds received in 2000 for the sale of the home exteriors
business as compared to the $408 in cash proceeds received from
the sale of the SGS business in 2005. These changes were partially
offset by a decrease of $468 in acquisitions, including minority
interests, due to the 2005 acquisitions of two Russian facilities
and the minonity interest in AFL.

Capital expenditures were $3,636 in 2007 compared with
£3,205 and $2,138 in 2006 and 2005, respectively. Of the total
capital expenditures in 2007, approximately 645 relaled to growth
projects, including the construction of the Iceland smelter, the
Mosjpen anode facilily, the refinery expansion in Sdo Lufs, the
development of the Juruti bauxite mine, and projects at various
facilities in Russia, Hungary, and China. Also included are costs
related to environmental control in new and expanded facilities
totaling $274 in 2007, 182 in 2006, and $95 in 2005. Total
capital expenditures are anticipated to be in the range of $2,900 10
$3,100 in 2008.

Alcoa added $131, $58, and $30, to its investments in 2007,
20006, and 2005, respectively. In 2007, 2006, and 2005, Alcoa
invested an additional 331, $26, and $19, respectively, in the
Dampier to Bunbury Natural Gas Pipeline in Western Australia.
Also in 2007, Alcoa made additional investments related to its
various hydroeleciric facilities in Brazil.

For a discussion of long-term liquidity, see the disclosures
included in Contractual Obligations and Off-Balance Sheet
Arrangements that follows.

Capital Expenditures
and Depreciation
millions of dollars

Capital Expenditures
M Depreciation

2003 2004 2005 2006 2007

Critical Accounting Policies and Estimates

The: preparation of the linancial statements in accordance with
generally accepted accounting principles requires management to
make judgments, estimates, and assumptions regarding
uncertainties that affect the reported amounts of assets and
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liahilities, disclosure of contingent assets and liabilities, and the
reported amounts of revenues and expenses. Areas that require
significant judgments, estimales, and assumptions include the
accounting for derivatives and hedging activities; environmental
matters; assel retirement ohligations; the testing of goodwill and
other intangible assets for impairment; the impairment of proper-
ties, plants, and equipment; estimated proceeds on businesses to
be divested; pension plans and other postretirement benefits;
stock-based compensation; and income taxes.

Management uses historical experience and all available
information to make these judgments and estimates, and actual
resulis will inevitably differ from those estimates and assumptions
that are used to prepare the company’s Censolidated Financial
Stalements at any given lime. Despite these inherent limitations,
management believes that Management’s Discussion and Analysis
of Financial Condition and Results of Operations and the Con-
solidated Financial Statements and related Noles provide a
meaningful and fair perspective of the company. A discussion of
the judgments and uncertainties associated with accounting for
derivatives and hedging activities and environmental matters can
be found in the Market Risks and Derivative Activities and the
Environmental Matters sections, respectively.

A summary of the company’s significant accounting policies is
included in Note A to the Consolidated Financial Statements.
Management believes that the application of these paolicies on a
consistent basis enables the company to provide the users of the
Consolidated Financial Statements with useful and reliable
information about the company’s operating results and financial
condition.

Asset Retirement Obligations. Alcoa recognizes asset
retirement obligations (AROs) related to legal obligations asso-
ciated with the normal operation of Alcoa’s bauxite mining,
alumina refining, and aluminum smelting facilities. These AROs
consist primarily of cosls associated with spent pot lining disposal,
closure of bauxite residue areas, mine reclamation, and landfill
closure. Alcoa alse recognizes AROs for any significant lease
restoration obligation, il required by a lease agreement, and for the
disposal of regulated waste materials related to the demolition of
certain power facilities. The fair values of these AROs are
recorded on a discounted basis, at the time the obligation is
incurred, and accreted over time for the change in present value.
Additionally, Alcoa capitalizes asset retirement costs by
increasing the carrying amount of the related long-lived assets and
depreciating these assels over their remaining useful life.

Certain conditional asset retirement obligations (CAROs)
related to alumina refineries, aluminum smelters, and fabrication
facilities have not been recorded in the Consolidated Financial
Statements due to uncertainties surrounding the ultimate settle-
ment date. A CARO is a legal obligation te perform an asset
retirement activity in which the timing and (or} method of settle-
ment are conditional on a future event that may or may not be
within Alcoa’s control. Such uncertainties exist as a result of the
perpetual nature of the structures, maintenance and upgrade
programs, and other factors. At the date a reasonable estimate of
the ultimate settlement date can be made, Alcon would record a
relirement obligation for the removal, treatment, transportation,
storage and (or) disposal of various regulated assets and hazardous
materials such as asbestos, underground and aboveground storage
tanks, PCBs, various process residuals, solid wastes, electronic
equipment waste and various other materials. Such amounts may
be material to the Consolidated Financial Statements in the period
in which they are recorded. If Alcoa was required to demolish all
such structures immediately, the estimated CARO as of
December 31, 2007 ranges from less than 81 to §52 per structure
in today’s dollars.




Goodwill and Other Intangible Assets. Goodwill and
indefinite-lived intangible assels are tested annually for impair-
ment and whenever events or circumstances change, such as a
significant adverse change in business climate or the decision to
sell a business, that would make it more likely than not that an
impairment may have occurred. The evaluation of impairment
involves comparing the current fair value of each reporting unit to
the recorded value, including goodwill. Alcoa uses a discounted
cash flow model {DCF model) to determine the current fair value of
its reporting units. A number of significant assumptions and
estimates are involved in the application of the DCF model to
forecast operating cash flows, including markets and market share,
sales volumes and prices, costs to produce, discount rate, and
working capilal changes. Management considers historical experi-
ence and all available information at the time the fair values of its
reporling units are estimated, However, fair values that could be
realized in an actual transaction may differ from those used to
evaluate the impairment of goodwill.

Properties, Plants, and Equipment. Properties, plants,
and equipment are reviewed for impairment whenever evenis or
changes in circumstances indicate that the carrying amouni of
such assets (assel group) may not be recoverable. Recoverability of
assets is determined by comparing the estimated undiscounted net
cash flows of the eperations related to the assets (assel group) to
their carrying amount. An impairment loss would be recognized
when the carrying amount of the assels (asset group) exceeds the
estimated undiscounted net cash flows, The amount of the
impairment loss to be recorded is caleulated as the excess of the
carrying value of the assets (asset group) over their fair value, with
fair value determined using the best information available, which
generally is a discounted cash flow analysis.

Discontinued Operations and Assets Held For Sale.
The fair values of all businesses to be divested are estimated using
accepted valuation lechniques such as a DCF maodel, valuations
performed by third parties, earnings multiples, or indicative bids,
when available. A number of significant estimates and assump-
Lions are involved in the application of these techniques, including
the forecasting of markets and market share, sales volumes and
prices, costs and expenses, and multiple other factors. Manage-
ment considers historical experience and all available information
at the time the estimates are mace; however, the fair values that
are ultimately realized upon the sale of the businesses 1o he
divested may differ from the estimated fair values reflected in the
Consolidated Financial Statements.

Pension Plans and Other Postretirement Benefits.
Liabilities and expenses for pension plans and other postretire-
ment benefits are determined using actuarial methodologies and
incorporale sighificant assumptions, including the rate used to
discount the future estimated liability, the long-term rate of return
on plan assets, and several assumptions relating to the employee
workforce (salary increases, medical costs, retirement age, and
mortality). The rate used to discount future estimated liabilities is
determined considering the rales available at year-end on debt
instruments that could be used to settle the obligations of the plan.
The impact on the liabilities of a change in the discount rate of 1/4
of 19 is approximately $400 and either a charge or credit of $22
to after-tax earnings in the following year. The long-term rate of
return on plan assets is estimated by considering historical returns
and expected returns on current and projected asset allocations
and is generally applied to a five-year average market value of
assets. A change in the assumption for the long-term rate of return
on plan assets of 1/4 of 1% would impact after-tax earnings by
approximately $16 for 2008. The 10-year moving average of actual
performance has consistently met or exceeded 9% over the past 20
years.

In 2007, a credit of $659 ($426 after-1ax) was recorded in other
comprehensive loss due to 2 net decrease in the accumulated
benefit obligations as a result of a 25 basis point increase in the
discount rate, which was partially offset by plan amendments, and
the recognition of actuarial losses and prior service costs in
accordance with Statement of Financial Accounting Standards
(SFAS) No. 158, “Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans-an amendment of FASB
Statements No. 87, 88, 106 and 132(R),” (SFAS 158). In addition,
a credit of $80 was recorded in other comprehensive loss due to
the reclassification of deferred taxes related to the Medicare Part
D) preseription drug subsidy. In 2006, a net charge of 1,063
{2693 afier-tax) was recorded in other comprehensive loss com-
prised of a charge of $1,353 ($877 after-tax) related to the
adoption of SFAS 158, partially offset by a credit of $288 ($184
after-tax) due to the reduction in the minimum pension liability, as
a result of asset returns of 11% and a decrease to the accumulated
benefit obligations resulting from a 25 basis point increase in the
discount rate.

Stock-based Compensation. Alcoa recognizes
compensation expense for employee equity grants using the
non-substantive vesting period approach, in which the expense
{net of estimated forfeitures) is recognized ratably over the requi-
site service period hased on the gram date fair value. Determining
the fair value of stock options at the grant date requires judgment
including estimates for the average risk-free interest rute, expected
volatility, expected exercise behavior, expected dividend yield,
and expected forfeitures. If any of these assumptions differ sig-
nificantly from actual. stock-based compensation expense could be
impacted.

Priar to 2006, Alcoa used the nominal vesting approach related
to retirement-eligible employees, in which the compensation
expense is recognized ratably over the original vesting perind. As
part of Alcoa’s stock-based compensation plan design, individuals
that are retirement-eligible have a six-month requisite service
period in the year of grant. Equity grants are issued in January
each year. As a result, a larger portion of expense will be recog-
nized in the first and second quarters of each year for these
retirement-eligible employees. Compensation expense recorded in
2007 and 2006 was $97 (863 after-1ax) and $72 (848 alter-tax),
respectively. Of this amount, $19 and $20 in 2007 and 2006,
respectively, pertains to the acceleration of expense related to
retirement-eligible employees.

As of January 1, 2005, Alcoa swilched from the Black-Scholes
pricing model to a lattice model to estimate fair value at the grant
date for future option grants. On December 31, 2005, Alcoa aceel-
erated the vesting of 11 million unvested slock options granted to
employees in 2004 and on January 13, 2005. The 2004 and 2005
accelerated options had weighted average exercise prices of $35.60
and $29.54, respectively, and in the aggregate represented approx-
imately 129 of Alcoa’s total outstanding options. The decision to
accelerate the vesting of the 2004 and 2005 options was made
primarily to avoid recognizing the related compensation expense in
future Consolidated Financial Statements upon the adoption of a
new accounting standard, The accelerated vesting of the 2004 and
2005 stock options reduced Alcoa’s after-tax stock option compen-
sation expense in 2007 and 2006 by $7 and 821, respectively.

An additional change was made 1o the stock-based compensa-
tion program for 2006 grants. Plan participants can choose
whether to receive their award in the form of stock options,
restrieted stock units (stock awards), or a combinatian of bhoth.
This choice is made before the grant is issued and is irrevocable.
This choice resulted in an increased stock award expense in both
2007 and 2006 in comparison to 2005,
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Income Taxes. The provision for income laxes is determined
using the asset and liability approach of accounting for income
taxes. Under this approach, the provision for income taxes repre-
sents income taxes paid or payable for the current year plus the
change in deferred taxes during the year. Deferred taxes represent
the future tax consequences expected 1o oceur when the reported
amounts of assets and liabilities are recovered or paid, and resuli
from differences between the financial and tax bases of Alcoa’s
assets and liabilities and are adjusted for changes in tax rates and
tax laws when enacted. Valuation allowances are recorded to
reduce deferred tax assets when it is more likely than not that a tax
henefit will not be realized. Deferred tax assets for which no valu-
ation allowance is recorded may not be realized upon changes in
{acts and circumstances. Tax benefits related 1o uncertain tax
positions taken or expected to be taken on a tax return are
recorded when such benefits meet a more likely than not thresh-
old. Otherwise, these tax benefits are recorded when a tax position
has been effectively settled, which means that the appropriate
tuxing authority has completed their examination even though the
statute of limitations remains open, or the statute of limitation
expires. Interest and penalties related to uncertain tax positions
are recognized as part of the provision for income taxes and are
accrued beginning in the period that such interest and penalties
would be applicable under relevant tax law until such time that the
related tax benefils are recognized. Alcoa also has unamortized
tax-deductible gnodwill of $311 resulting from intercompany stock
sales and reorganizations (generally at a 30% to 3¢% rate). Alcoa
recognizes the 1ax benefits associated with this tax-deductible
goodwill as it is being amortized for local income tax purposes
rather than in the period in which the transaction is consummated.

Related Party Transactions

Alcoa buys praducts from and sells products to various related
companies, congisting of entities in which Alcoa retains a 50% or
less equity interest, at negotiated arms-length prices between the
two pariies. These transactions were not material to the financial
pasition or results of operalions of Alcoa for all periods presented.

Recently Adopted Accounting Standards

On January 1, 2007, Alcoa adopted FASB Interpretation (FIN)
No. 48, “Accounting for Uncertainty in Income Taxes—an inter-
pretation of FASB Statement No. 109,” (FIN 48). FIN 48
prescribes a comprehensive model for how a company should
recognize, measure, present, and disclose in its financial state-
ments, uncertain tax positions that it has taken or expects to take
on a tax return. This Interpretation requires that a company recog-
nize in its financial statements the impact of tax positions that
meet a "more likely than not" threshold, based on the technical
merits of the position. The tax benefits recognized in the financial
statements from such a position should be measured based on the
largest benefit that has a greater than fifty percent likelihood of
being realized upon ultimate settlement.

Effective January 1, 2007, Alcoa adopted FASB Staff Position
(FSP) No. FIN 48-1, “Definition of Settlement in FASB Inter-
pretation No. 48,” (FSP FIN 48-1), which was issued on May 2,
2007. FSP FIN 48-1 amends FIN 48 1o provide guidance on how
an entity should determine whether a tax position is effectively
settled for the purpose of recognizing previously unrecognized tax
benefits, The term “effectively settled” replaces the term
“ultimately setiled” when used to describe recognition, and the
terms “settlement” or “settled” replace the terms “ultimate
settlement” or “ultimately settled” when used to describe
measurement of a tax position under FIN 48. FSP FIN 48-1 clari-
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fies that a tax position can be effectively setiled upon the com-
pletion of an examination by a taxing authority without being
legally extinguished. For tax positions considered effectively sel-
tled, an entity would recognize the full amount of tax benefit, even
if the tax position is not considered more likely than not to be
sustained based solely on the basis of its technical merits and the
statute of limitations remains open.

The adoption of FIN 48 and FSP FIN 48-1 did not have an
impact on the Consolidated Financial Statements. See Note T 10
the Consolidated Financial Statements for the required disclosures
in accordance with the provisions of FIN 48.

Alcoa adopied SFAS 158 effective December 31, 2006. SFAS
158 requires an employer to recognize the funded status of each of
its defined pension and postretirement henefit plans as a net asset
or liability in its slatement of financial position with an offsetting
amount in accumulaled other comprehensive income, and to
recognize changes in that funded status in the year in which
changes occur through comprehensive income. Following the
adoption of SFAS 158, additional minimum pension liabilities and
related intangible assels are no longer recognized. The adoption of
SFAS 158 resuited in the following impacts: a reduction of $119 in
existing prepaid pension costs and intangible assets, the recog-
nition of $1,234 in accrued pension and postretirement liabilities,
and a charge of $1,353 ($877 afier-tax) to accumulated other
comprehensive loss. See Nole W to the Consolidated Financial
Statements for additional information.

Additionally, SFAS 158 requires an employer to measure the
funded status of each of its plans as of the date of its vear-end
statement of financial position. This provision becomes effective
for Alcoa for its December 31, 2008 year-end. The funded status
of the majority of Alcoa’s pension and other posiretirement benefit
plans are currently measured as of December 31.

In September 2006, the Securities and Exchange Commission
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 was
issued to provide interpretive guidance on how the effects of the
carryover or reversal of prior year misstatements should be
considered in quaniifying a current year misstatement. The provi-
sions of SAB 108 were effective for Alcoa for its December 31,
2006 year-end. The adoption of SAB 108 did not have a material
impact on Alcoa’s Consolidated Financial Statements.

On January 1, 2006, Alcoa adopted SFAS No. 123 (revised
2004), “Share-Based Payment”, (SFAS 123(R)), which requires
the company lo recognize compensation expense for stock-based
compensation based on the grant date fair value, SFAS 123(R)
revises SFAS No. 123, “Accounting for Stock-Based
Compensation,” and supersedes Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees,” and
related interpretations. Alcoa elected the modified prospective
application method for adeption, and prior period financial state-
ments have not been restated. As a result of the implementation of
SFAS 123(R), Alcoa recognized additional compensation expense
of $29 ($19 after-tax) in 2006 comprised of 811 ($7 afier-tax) and
818 ($12 after-tax} related to stock options and stock awards,
respectively. See Note R to the Consolidated Financial Statements
for additional information.

Effective January 1, 2006, Alcoa adopted Emerging Issues
Task Force (EITF) Issue No. 04-6, “Accounting for Stripping Costs
Incurred During Production in the Mining Industry,” (EITF 04-6).
EITF 04-6 requires that stripping costs incurred during the pro-
duction phase of a mine are 1o be accounted for as variable
production costs that should be included in the costs of the
inventory produced (that is, extracted) during the period that the
stripping costs are incurred. Upon adoption, Alcoa recognized a




cumulative effect adjustment in the opening balance of retained
earnings of $3, representing the reduction in the net book value of
post-production stripping costs of $8, offset by a related deferred
tax liability of $3 and minority interests of $2.

Recently Issued Accounting Standards

In December 2007, the FASB issued SFAS No. 160,
“Noncontrolling Interests in Consolidated Financial Statements—
an amendment of ARB No. 51,” (SFAS 160). SFAS 160 amends
Accounting Research Bulletin No. 51, “Consolidated Financial
Statements,” to establish accounting and reporting standards for the
nonecontrolling interest in a subsidiary and for the deconsolidation
of a subsidiary. This standard defines a noncontrolling interest,
sometimes called a minority interest, as the portion of equity in a
subsidiary not atiributable, directly or indirectly, to a parent. SFAS
160 requires, among other items, that a noncontrolling interest be
included in the consolidated statement of financial position within
equity separate from the parent’s equity; consolidated net income to
be reported at amounits inclusive of both the parent’s and non-
controlling interest’s shares and, separately, the amounts of
consolidated net income attributable to the parent and non-
controlling interest all on the consolidated statement of income; and
if a subsidiary is deconsolidated, any retained noncontrolling equity
investment in the former subsidiary be measured at fair value and a
gain or loss be recognized in net income based on such fair value.
SFAS 160 becomes effective for Alcoa on January 1, 2009.
Management is currently evaluating the potential impact of SFAS
160 on the Consolidated Financial Statements.

In December 2007, the FASB issued SFAS No. 141(R),
“Business Combinations,” (SFAS 141(R)). SFAS 141(R) replaces
SFAS No. 141, “Business Combinations,” (3FAS 141) and retains
the fundamental requirements in SFAS 141, including that the
purchase method be used for all business combinations and fer an
acquirer to be identified for each business combination. This
standard defines the acquirer as the entity that obtains control of
ane or more businesses in the business combination and estah-
lishes the acquisition date as the date that the acquirer achieves
control instead of the date thal the consideration is transferred.
SFAS 141(R) requires an acquirer in a business combination,
including business combinations achieved in stages (step
acquisition), to recognize the assets acquired, liabilities assumed,
and any noncontrolling interesl in the acquiree at the acquisition
date, measured at their fair values of that date, with limited
exceplions, [t also requires the recognition of assets acquired and
liabilities assumed arising from certain contractual contingencies
as of the acquisition date, measured at their acquisition-date fair
values. SFAS 141(R) becomes effective for Alcoa for any business
combination with an acquisition date on or afier January 1, 2009,
Management is currently evaluating the potential impact of SFAS
141(R) on the Consolidated Financial Statements.

In February 2007, the FASB issued SFAS 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 chovse to measure many financial
instruments and certain other assets and liabilities at fair value on
an instrument-by-instrument basis (the fair value option). SFAS
159 becomes effective for Alcoa on January 1, 2008. Management
has determined that the adoption of SFAS 159 will not have a
material impact on the Consolidated Financial Statements.

In September 2006, the FASB issued SFAS No. 157, “Fair
Value Measurements,” (SFAS 157). SFAS 157 defines fair value,
eslablishes a framework for measuring fair value in generally
accepted accounting principles, and expands disclosures about
fair value measurements. The provisions of this standard apply to

other accounting pronouncements that require or permit fair value
measurements. SFAS 157, as it relates to financial assets and
financial liabilities, becomes effective for Alcoa on January 1,
2008. On February 12, 2008, the FASB issued FSP No. FAS 157-
2, “Effective Date of FASB Statement No. 157,” which delays the
effective date of SFAS 157 for all nonfinancial assets and non-
financial liabilities, except those that are recognized or disclosed
at fair value in the financial slalements on at least an annual basis,
until January 1, 2009 for calendar year-end entities. Upon adop-
tion, the provisions of SFAS 157 are to be applied prospectively
with limited exceptions. Management has determined that the
adoption of SFAS 157, as it relates to financial assets and finan-
cial liahilities, except for pension plan assets in regards 1o the
funded status recorded on the Consolidated Balance Sheet, will not
have a material impact on the Consolidated Financial Statements.
Management is currently evaluating the potential impact of SFAS
157, as it relates 1o pension plan assets, nonfinancial assets and
nonfinancial liabilities, on the Consolidated Financial Statements,

In April 2007, the FASB issued FSP No. FIN 39-1,
“Amendment of FASB Interpretation No. 39,” (FSP FIN 39-1).
FSP FIN 39-1 amends FIN No. 39, “Offsetting of Amounts
Related to Certain Contracts,” by permitting entities that enter
into master netting arrangements as part of their derivative trans-
actions to offset in their financial statements net derivative
positions against the fair value of amounts (or amounts that
approximate fair value) recognized for the right to reclaim cash
collateral or the obligation to return cash collateral under those
arrangements. FSP FIN 39-1 becomes effective for Alcoa on
January 1, 2008. Management has determined that the adoption of
FSP FIN 39-1 will not have a material impact on the Consolidated
Financial Siatements.

In March 2007, the EITF issued EITF Issue No. 06-10,
“Accounting for Collateral Assignment Split-Dollar Life Insurance
Arrangements,” (EITF 06-10). Under the provisions of EITF
06-10, an employer is required to recognize a liability for the
postretirement benefit related to a collateral assignment split-
dollar life insurance arrangement in accordance with either SFAS
No. 106, “Employers’ Accounting for Postretirement Benefits
Other Than Pensions,” or Aecounting Principles Board Opinion
No. 12, “Omnibus Opinion—1967." if the employer has agreed to
maintain a life insurance policy during the employee’s retirement
or provide the employee with a death benefit based on the sub-
stantive arrangement with the employee. The provisions of EITF
06-10 also require an employer to recognize and measure the asset
in a collateral assignment split-dollar life insurance arrangement
based on the nature and substance of the arrangement. EITF
06-10 becomes effective for Alcoa on January 1, 2008. Manage-
ment has determined that the adoption of EITF 06-10 will not have
a material impact on the Consolidated Financial Statements.

In January 2008, the FASB issued Statement 133
tmplementation lssue No, E23, “Hedging—General: Issues
Involving the Application of the Shortcut Method under Paragraph
68" (Issue E23). Issue E23 provides guidance on certain practice
issues related to the application of the shortcut method by
amending paragraph 68 of SFAS No. 133, “Accountinyg for
Derivative Instruments and Hedging Activities,” with respect to
the conditions that must be met in order to apply the shortcut
method for assessing hedge effectiveness of interest rate swaps.

The provisions of Issue E23 become effective for Alcoa for hedging

arrangements designated on or afler January 1, 2008. Additionally,
preexisting hedging arrangements must be assessed on January 1,
2008 to determine whether the provisions of Issue E23 were met
as of the inception of the hedging arrangement. Management has
determined that Issue E23 will not have any impact on its
preexisting hedging arrangements.

41




Contractual Obligations and Off-Balance Sheet Arrangements

Contractual Obligations. The company is required 1o make future payments under various contracts, including long-term purchase
ohligations, debt agreements, and lease agreements. Alcoa also has commitments to fund its pension plans, provide payments for post-
retirement benefit plans and finance capital projects. The company has grouped these contractual obligations in the same manner as they
are classified in the Statement of Consolidated Cash Flows in order to provide a better understanding of the nature of the obligations and
to provide a basis for comparison to historical information. As of December 31, 2007, a summary of Alcoa’s outstanding contractual
obligations is as follows {amounts do not reflect any changes for subsequent events):

Total 2008  2009-2010  2011-2012  Thereafter

Operating activities:

Energy-related purchase obligations 17472 81,557 $2,020 $2,013 $11,882
Raw material purchase obligations 3,753 1,578 1,609 434 132
Other purchase obligations 413 334 33 20 6
Interest related to total debt 4,500 416 763 610 2,711
Operating leases 1,260 304 462 254 240
Estimated minimum required pension funding 1,390 80 520 790 —_
Postretirement benefit payments 2,890 295 600 595 1,400
Layoff and other restructuring payments 157 117 40 — —
Deferred revenue arrangements 269 82 55 16 116
Uncertain tax contingencies 42 — — — 42
Financing activities:
Total debt 7,998 1,627 586 1,160 4,625
Dividends to shareholders
Investing activities:
Capital projects 3,144 2,244 773 125 —
Payments related to acquisitions 75 75 — — —
Totals $43,363  $8,709 $7.483 86,017 $21,154

Obligations for Operating Activities

Energy-related purchase obligations consist primarily of electricity
and natural gas contracts with expiration dates ranging from less
than 1 year to 40 years. The majority of raw material and other
purchase obligations have expiration dates of 24 months or less.
Certain purchase obligations contain variable pricing components,
and, as a result, actual cash payments may differ from the esti-
mates provided in the preceding table. Operating leases represent
multi-year obligations for certain computer equipment, plant
equipment, vehicles, and buildings.

Interest related 1o total debt is based on interest rates in effect as
of December 31, 2007 and is calculated on debt with maturities that
extend to 2037. The effect of outstanding interest rate swaps, which
are accounted for as fair value hedges, are included in interest
related to total debt. As of December 31, 2007, these hedges effec-
tively convert the interest rate from fixed to floating on $1,890 of debt
through 2018. As the contractual interest rates for certain debt and
interest rate swaps are variable, actual cash payments may differ from
the estimates provided in the preceding table.

Estimated minimum required pension funding and postretirement
lenefit payments are based on actuarial estimates using current
assumptions for discount rates, expected return on long-term assets,
rate of compensation increases, and health care cost trend rates. The
minimum required cash outlays for pension funding are estimated to
bhe 80 for 2008 and $150 for 2009. The increase in the projected
funding is the result of the reduction of available pension funding
credits from 2008 to 2009. The funding estimate is $370 for 2010,
$410 for 2011 and $380 for 2012. The expected pension con-
tributions in 2009 and later also reflect the impacts of the Pension
Protection Act of 2006 that was signed into law on August 17, 2006,
Pension contributions are expected to decline beginning in 2012 if
all actuarial assumptions are realized and remain the same in the
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future. Postretirement benefit payments are expecled 1o approximate
$300 annually, net of the estimated subsidy receipts related to
Medicare Part D, and are reflected in the preceding table through
2017. Alcoa has determined that it is not practicable to present
pension funding and posiretirement benefit payments beyond 2012
and 2017, respectively.

Layoff and other restructuring payments primarily relate to sev-
erance cosls and are expected to be paid within one year. Amounts
scheduled to be paid greater than one year are related to ongoing sile
remediation work and special termination benefit payments.

Deferred revenue arrangements require Alcoa to deliver
aluminum and alumina over the specified contract period. While
these obligations are not expected to result in cash payments, they
represent contractual obligations for which the company would be
obligated if the specified product deliveries could not be made.
The longest such contract expires in 2037,

Uncentain tax contingencies are positions taken or expected lo
he taken on an income tax retumn that may result in additional
payments o tax authorities. The amount in the preceding table
includes interest and penalties accrued related to such positions
as of December 31, 2007. The total amount of uncertain tax con-
tingencies is included in the “Thereafter” column as the company
is not able 1o reasonahly estimate the timing of potential future
payments, If a tax authority agrees with the tax position taken or
expected to be taken or the applicable statute of limitations
expires, then additional payments will not be necessary.

Obligations for Financing Activities
Total debt amounts in the preceding table represent the principal
amounts of ali outstanding debt, including short-term berrowings,

commercial paper and long-term debt. Maturities for long-term
debt extend to 2037.




The company has historically paid quarterly dividends on its
preferred and common stock. Including dividends on preferred
stock, Alcoa paid $590 in dividends to shareholders during 2007.
Amounts are not included in the preceding table because all
dividends are subject to approval by the company’s Board of
Directors. In January 2007, Alcoa announced an increase in its
annual common stock dividend from $0.60 per share to $0.68 per
share. As of December 31, 2007, there were 827,401,800 shares of
common stock outstanding. It is expected that the increase in the
annual common stock dividend will be offset over time due to the
repurchase of common stock. In October 2007, Alcoa’s Board of
Direclors approved a new share repurchase program. The new
program authorizes the purchase of up o 25% (or approximately
217 million shares) of the outstanding common stock of Alcoa at
December 31, 2006, in the open market or though privately nego-
tiated transactions, directly or through brokers or agents, and
expires on December 31, 2010. This new program superseded the
share repurchase program that was approved by Alcoa’s Board of
Directors in January 2007, which authorized the repurchase of up
to 87 million shares of Alcoa common stock. The shares
repurchased under the January 2007 program count against the
shares authorized for repurchase under the new program. During
2007, Alcoa repurchased 68 million shares, including 43 million
shares under the January 2007 program.

Obligations for Investing Activities

Alcoa has made announcements indicating its participation in
several significant expansion projects. These projects include the
expansion of an alumina refinery in Sao Luis; the development of a
bauxite mine in Juruti; global rolled products expansion projects
in Russia, Hungary and China; and the continued investment in
several hydroelectric power projects in Brazil. These projects are
in various stages of development and, depending on business and
{or} regulatory circumstances, may not be completed. The amounts
included in the preceding table for capital projects represent the
amounts that have been approved by management for these and
other projects as of December 31, 2007, Funding levels may vary

in future years based on anticipated construction schedules of the
projects. It is anticipated that significant expansion projects will
be funded through various sources, including cash provided from
operations. Alcoa anticipates that financing required to execute all
of these investments will be readily available over the time frame
requiretl.

Payments related to acquisitions are based on provisions in
certain acquisition agreements that state additional funds are due
to the seller from Alcoa if the businesses acquired achieve staled
financial and operational thresholds. Amounts are only presented
in the preceding table if it is has been determined that payment is
more likely than not to occur. Certain additional contingent
payments related to prior acquisitions are not included in the
preceding table as they have not met such standard.

Off-Balance Sheet Arrangements. As of December 31,
2007, Alcou has maximum potential future payments for guaran-
tees issued on behall of certain third parties of $513. These
guarantees expire at various dates in 2008 through 2018 and relate
primarily 1o project financing for hydroelectric power projects in
Brazil. Alcoa also has standby letters of credit in the amount of
$485 issued as of December 31, 2007. These letters of credit
relate to environmental, insurance and other activities, and expire
at various dates in 2008 through 2014,

In November 2007, Alcoa entered into a program to sell a
senior undivided interest in certain customer receivables, without
recourse, on a conlinuous basis to a third-party for cash. As of
December 31, 2007, Alcoa received $100 in cash proceeds, which
reduced Receivables from customers on the Consolidated Balance
Sheet. Alcoa services the customer receivables for the third-party
al markel rates; therefore, no servicing asset or liability was
recorded.

Alcoa also has an existing program with a different third-party
to sell certain customer receivables. The sale of receivables under
this program was conducted through a qualifying special purpose
entity (QSPE) that is bankruptcy remote, and, therefore, is not
consolidated by Alcoa. As of December 31, 2007 and 2006, Alcoa
sold trade receivables of $139 and $84 to the QSPE.
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Management’s Reports
to Alcoa Shareholders

Management’s Report on

Financial Statements and Practices

The accompanying Consolidated Financial Statements of Alcoa
Inc. and its subsidiaries (the “Company”) were prepared by
management, which is responsible for their integrity and
objectivity. The statements were prepared in accordance with
generally accepted accounting principles and include amounts
that are based on management’s best judgments and estimates.
The other financial information included in the annual report is
consistent with that in the financial statements.

Management also recognizes its responsibility for conducting
the Company’s affairs according to the highest standards of
personal and corporate conduct. This responsibility is charac-
terized and reflected in key policy statements issued from time to
time regarding, among other things, conduct of its business activ-
ities within the laws of the host countries in which the Company
operates and potentially conflicting outside business interests of
its emplovees. The Company maintains a syslematic program to
assess compliance with these policies.

Management’s Report on
Internal Control over Financial Reporting
Management is responsible for establishing and maintaining

adequate internal control over financial reporting for the Company.

In order to evaluate the effectiveness of internal control over
financial repurting, as required by Section 404 of the Sarbanes-
Oxley Act, management has conducted an assessment, including
testing, using the crileria in Internal Control—Integrated Frame-
work, issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSQ). The Company’s system of internal
control over financial reporting is designed to provide reasonable
assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in
aceordance with generally accepted accounting principles. The
Company’s internal control over financial reporting includes those
policies and procedures that (i) pertain to the maintenance of
records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the Company;

(i1} provide reasonable assurance that transactions are recorded as

necessary to permit preparation of financial statements in accord-
ance with generally accepled accounting principles, and that
receipts and expenditures of the Company are being made only in
accordance with authorizations of management and directors of the
Company; and (iii) provide reasonable assurance regarding pre-
vention or timely detection of unauthorized acquisition, use, or
dispositien of the Company’s assels that could have a material
effect on the financial statements.

Because of its inherent limitations, internal control over finan-
cial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are
subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the
policies or procedures may detertorate,

Based on the assessment, management has concluded that the
Company maintained effective internal control over financial
reporiing as of December 31, 2007, based on criteria in Internal
Control—Integrated Framework issued by the COS0.

The effectiveness of the Company’s internal control over finan-
cial reporting as of December 31, 2007 has been audited by
PricewaterhouseCoopers LLP, an independent registered public
accounting firm, as stated in their report, which is included herein.

Management’s Certifications

The certifications of the Company’s Chief Executive Officer and
Chief Financial Officer required by the Sarbanes-Oxley Act have
been included as Exhibits 31 and 32 in the Company’s Form
10-K. In addition, in 2007, the Company’s Chief Executive Officer
provided to the New York Stock Exchange the annual CEO certifi-
cation regarding the Company’s compliance with the New York
Stock Exchange’s corporate governance listing standards.

L.

Alain J. P. Belda
Chairman and
Chief Execuotive Officer

g

Charles D. McLane, Jr.
Executive Vice President and
Chief Financial Officer




Report of Independent Registered
Public Accounting Firm

To the Shareholders and Board of Directors of Alcoa Inc.:

In our opinion, the accompanying consolidated balance sheets
and the related statements of consolidated income, shareholders'
equity and consolidated cash {lows present fairly, in all material
respects, the financial position of Alcoa Inc. and its subsidiaries
{(Alcoa) at December 31, 2007 and 2006, and the resulis of their
operations and their cash flows for each of the three years in the
period ended December 31, 2007 in conformity with accounting
principles generally accepted in the United States of America.
Also in our opinion, Alcoa maintained, in all material respects,
effective internal control over financial reporting as of
December 31, 2007, based on critena established in Internal
Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission {COS0).
Alcoa's management is responsible for these financial statements,
for maintaining effective inlernal control over financial reporting
and for its assessment of the effectiveness of intemal control over
financial reporting, included in the accompanying Management's
Report on Internal Control over Financial Reporting. Our
responsibility is to express opinions on these financial statements
and on Alcea's internal control over financial reporting hased on
our integrated 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 audits to obtain reasonable assurance about whether the finan-
cial statements are {ree of material misstatement and whether
effective internal control over financial reponting was maintained
in all material respects. Qur audits of the financial statements
included examining, on a test basis, evidence supporting the
amounis and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by
management, and evaluating the overall financial statement pre-
sentation. OQur audit of internal control over financial reporting
included obtaining an understanding of internal control over
financial reporting, assessing the risk that a material weakness
exists, and testing and evaluating the design and operating effec-
tiveness of internal conirol based on the assessed risk. Our audits

also included performing such other procedures as we considered
necessary in the circumstances. We believe that our audits provide
a reasonable basis for our opinions,

As discussed in Note A to the consolidated financial state-
ments, Alcoa changed its method of accounting for benefit plans.
stock-based compensation and mine stripping costs in 2006,

As discussed in Note C to the consolidated financial state-
ments, Alcoa changed its method of accounting for conditional
asset retirement obligattons in 2005.

A company’s internal control over financial reporting is a
process designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with generally
accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures that
(i) pertain 10 the mainienance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of
the assets of the company; (i) provide reasonable assurance that
transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted
accounting principles, and that receipts and expenditures of the
company are being made only in accordance with authorizations of
management and directors of the company; and (ili) provide
reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the company’s
assets that could have a material effect on the financial statements,

Because of its inherent limitattons, internal control over finan-
cial reporting may not prevent or detect misstatements, Also,
projections of any evaluation of effectiveness to future periods are
subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate,

/. % ; 7

Pittsburgh, Pennsylvania
February 15, 2008
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Statement of Consolidated Income

(in millions, except per-share amounts)

Alcoa and subsidiaries

'or the year ended December 31, 2007 2006 2005
Sales (Q) $30,748 $30,379 $25,568
Cost of goods sold (exclusive of expenses below) 24,248 23,318 20,704
Selling, general adminstrative, and other expenses 1,472 1,402 1,295
Research and development expenses 249 213 192
Provision for depreciation, depletion, and amortization 1,268 1,280 1,256
Goodwill impairment charge (E) 133 — —
Restructuring and other charges (D) 399 543 292
Interest expense (V) 401 384 339
Other income, net (O) (1,913) (193) (480
Total costs and expenses 26,257 26,947 23,598
[ncome from continuing operations before taxes on income 4,491 3,432 1,970
Provision for taxes on income (T) 1,555 835 454
Income from continuing operations before minority interests’ share 2,936 2,597 1,516
Less: Minarity interests’ share 365 436 259
Income from continuing operations 2,571 2,161 1,257
(Loss) income from discontinued operations (B) (7 87 {22)
Cumulative effect of accounting change (C) — — 2
Net Income $ 2,564 $ 2,248 $ 1,233
Earnings (loss} per Common Share (5)
Basic:
Income from continuing operations $ 298 $ 249 $ 144
Income (loss} from discontinued operations — 10 (.03)
Cumulative effect of accounting change — — —
Net income § 298 $ 259 $ 141
Diluted:
Income frem continuing operations $ 295 8§ 247 § 143
Income (loss) from discontinued operations — 10 {.03)
Cumulative effect of accounting change -~ — —
Net income $ 295 § 257 $ 140

‘The accompanying notes are an integral part of the consolidated financial statements,




Consolidated Balance Sheet

(in millions)

Alcon and subsidianes

December 31, 2007 2006
Assets
Current assets:
Cash and cash equivalents {X) $ 483 & 506
Receivables from customers, less allowances of $72 in 2007 and $68 in 2006 2,602 2,788
Other receivables 451 301
Inventories (G) 3,326 3,380
Prepaid expenses and other current assets 1,224 1,378
Total current assets 8,086 8,353
Properties, plants, and equipment, net (H) 16,879 14,007
Goodwill (E) 4,806 4,885
Investments {I) 2,038 1,718
Other assets (J) 4,046 3,939
Assets held for sale (B) 2,948 4,281
Total Assets $38,803 837,183
Liabilities
Current liabilities:
Short-term borrowings (K and X) $ 509 § 462
Commercial paper (K and X) 856 340
Accounts payable, trade 2,787 2,407
Accrued compensation and retirement costs 943 949
Taxes, including taxes on income 644 851
Other current lLiabilities 1,165 1,360
Long-term debt due within one year (K and X) 202 510
Total current liabilities 7.166 6,879
Commercial paper (K and X) — 1,132
Long-term debt, less amount due within one year (K and X) 6,371 4,777
Accrued pension benefits (W) 1,008 1,540
Accrued postretirement benefits (W) 2,753 2,956
Other noncurrent liabilities and deferred credits (L) 1,943 2,002
Deferred income taxes (1) 545 762
Liabilities of operations held for sale (B) 451 704
Total liabilities 20,327 20,752
Minority interesis (M) 2,460 1,800
Commitments and contingencies {N)
Shareholders’ Equity
Preferred stock (R} 95 55
Common stock (R) 925 925
Additional capital 5,774 5,817
Retained earnings 13,039 11,066
Treasury stock, at cost {3,440) (1,999)
Accumulated other comprehensive loss (337) (1,233)
Total shareholders’ equity 16,016 14,631
Total Liabilities and Equity $38,803 $37,183

The accompanying notes are an integral part of the consolidated financial statements.
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Statement of Consolidated Cash Flows

{in millions)

Aleoa and subsidiaries

For the vear ended December 31, 2007 2000 2005
Cash from Operations
Net income § 2.564 £2248 $1.233
Adjustments to reconcile net income to cash from operations:
Depreciation, depletion, and amortization 1,269 1,280 1,258
Deferred income taxes 248 (68) (16)
Equity (income) loss, net of dividends (116) (89) 35
Goodwill impairment charge (E) 133 — —
Restructuring and other charges (D} 399 543 292
Gains from investing activities—asset sales (0) (1,800) (25) {406)
Provision for doubtful accounts 15 22 19
Loss (income) from discontinued operations (B} 7 {87} 22
Minority interests 365 436 259
Cumulative effeet of accounting change (C) — — 2
Stock-based compensation (R) 97 72 25
Excess tax benefits from stock-based payment arrangements (79 {17} —
Other @81) 222) 12
Chunges in assets and liabilities, excluding effects of acquisitions, divestitures, and foreign
currency translation adjustments:
Decrease (increase) in receivables 517 (109} (465)
Decrease (increase) in inventories 186 {509} (403)
(Increase) in prepaid expenses and other current assets (129) {175 27)
Increase (decrease) in accounts payable and accrued expenses 79 (285) 656
{Decrease) increase in taxes, including taxes on income (169} 30 (124)
Cash received {paid}) on long-term aluminum supply contract 93 — {(93)
Pension contributions (322) (397) (383)
Net change in other noncurrent assets and liabilities (172) 1) {208)
Decrease (increase) in net assets held for sale 8 (44) (44)
Cash provided from continuing operations 3.112 2,563 1,644
Cash (used for) provided from discontinued operations 1) 4 32
Cash provided from operations 3,111 2,567 1,676
Financing Activities
Net change in short-term borrowings 94 126 5
Net change in commercial paper (617) 560 282
Additions to long-term debt (K) 2,050 20 278
Debt issuance costs (K) (126) — —
Payments on long-term debt (K) (873) (36) (254)
Common stock issued for stock compensation plans 835 156 72
Excess tax benefits from stock-based payment arrangements 79 17 —
Repurchase of common stock (2,4906) (290) (108}
Dividends paid to shareholders (590) (524) (524)
Dividends paid to minority interests (368) (400) (75)
Contributions from minonty interests 474 342 —
Cash used for financing activities (1,538) {20 (324)
Investing Activities
Capital expenditures (3,636) (3,201) (2,116)
Capital expenditures of discontinued operations — (G} (22)
Acquisitions of minority interests (F and P) (3) (1) (199)
Acquisitions, net of cash acquired (F and P) {15) 8 (262)
Proceeds from the sale of assets and businesses 183 372 505
Additions to investments (131 (58) (30)
Sales of investments (1) 2,011 35 1,081
Net change in short-term investments and restricted cash 3 1) 8
Other (37 12 16
Cash used for investing activities {1,625) (2,841) (1,035}
Effect of exchange rate changes on cash and cash equivalents 29 38 (12)
Net change in cash and cash equivalents {23) (256) 305
Cash and cash equivalents at beginning of year 506 762 457
Cash and cash equivalents at end of year $ 483 § 506 § 762

The accompunying notes are an integral part of the consolidated financial statements.
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Statement of Shareholders’ Equity

{in millions, except per-share amounts)

Comprehensive

Accumulated
Preferred Common Additional Retained Tressury other compre- shareholders’

Alcou and subsidiaries

Total

December 31, income stock  stock capital eamings  stock  hensive loss equily
Balance at end of 2004 $55 $025  $5,775 § B.636 $(1,926) § (165} $13,300
Comprehensive income:
Net income $1,233 1,233 1,233
Other comprehensive (loss) income:
Change in minimum pension liability, net of tax benefit and
minerity interests of $80 {148) '
Foreign currency translation adjustments (542)
Unrealized gains on available-for-sale securities, net of tax
expense of $52 96
Unrecognized gains (losses} on derivatives, net of tax henefit and
minority inferests of $87 (X):
Net change from periodic revaluations 123
Net amount reclassified to income 137
Net unrecognized losses on derivatives (14)
Comprehensive income § 625 (608} (608)
Cash dividends: Preferred @ $3.75 per share (2) )
Common @ $.60 per share (522) {522)
Common stock issued: compensation plans {55) 135 80
Repurchase of common stock (108} (108}
Balance at end of 2005 55 925 5,720 9,345 (1,899} (773) 13,373
Comprehensive income:
Net income $2.248 2,248 2,248
Other comprehensive income (loss):
Change in minimum pension liability, net of tax expense and
minority interests of $104 184
Foreign curreney translation adjustments 659
Unrealized gains on available-for-sale securities, net of tax
expense of $53 98
Unrecognized losses an denivatives, net of tax benelit and
minority interests of $152 (X):
Net chunge from periodie revaluations (473)
Net emount reclassified to income {51)
Net unrecognized losses on derivatives {(524)
Comprehensive income $ 2,665 417 417
Cash dividends: Preferred @ $3.75 per share {2) 2)
Common @ $.60 per share (522) (522)
Stock-based compensation 72 72
Common stock issued: compensation plans (13) 190 177
Repurchase of common stock (290) (290)
Cumulative effect adjustment due to the adoption of SFAS 158, net of tax
and minority interests (877} B877)
Cumulative effect adjustment due to the adoption of EITF 04-6, net of tax
and minority interests [B)] (3)
Gther 38 38
Balance at end of 2008 55 925 5817 11,066 (1,999) (1,233) 14,631
Comprehensive income:
Net income $ 2,564 2,564 2,564
Other comprehensive income (loss):
Change in unrecognized losses und prior service cost related to
pension und postretirement benefit plans, net of 1ax expense
and minority interests of $153 506
Foreign currency translation adjusiments 880
Unrealized gains on available-for-sale securities, net of tax
henefit of $222:
Unrealized holding gains 747
Net amount reclassified to income (1,159}
Net change in unrealized gains on available-for-sale
securities {412y
Unrecognized losses on derivatives, net of tax benefit and
minority interests of $30 (X):
Net change from periodic revaluations 69
Net amount reclassified to income {9
Net unrecognized losses on derivatives (78)
Comprehensive income § 3,460 8Y6 896
Cash dividends: Preferred @ $3.75 per share 2) (2)
Common @ $.68 per share (589 (589)
Stock-based compensation 97 97
Common stock issued: compensation plans (140) 1,055 915
Repurchase of common stack (2,496) (2,496}
Balance at end of 2007 $55 $025  $5,774 §13,039 §(3,440)0 8 {(337)* 816,016

* Comprised of unrealized foreign currency translation adjustments of $1,532, unrecognized losses and prior service cost, net, related to pension and postretirement
benefit plans of ${1,307), unrealized gains on available-for-sale securities of $3, and unrecognized net lusses on derivatives of $(565), all net of 1ax and applicable

minority interests.

The accompanying notes are an integral part of the consolidated financial statements.
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Notes to the Consolidated Financial
Statements

(dollars in millions, except per-share amounts)

A. Summary of Significant Accounting Policies
Basis of Presentation. The Consolidated Financial Statements
of Alcoa Inc. and its subsidiaries {“Alcoa” or the “company™) are
prepared in conformity with accounting principles generally
accepted in the United States of America and require management
to make certain estimates and assumptions. These may affect the
reported amounts of assets and liabilities and the disclosure of
contingent assets and liabilities at the date of the financial state-
ments. They also may affect the reported amounts of revenues and
expenses during the reporting period. Actual results could differ
from those estimates upon subsequent resolution of identified
matters,

Principles of Consolidation. The Consolidated Financial
Statements include the accounts of Alcoa and companies in which
Alcoa has a controlling interest. Intercompany transactions have
been eliminated. The equity method of accounting is used for
investmenits in affiliates and other joint ventures over which Alcoa
has significant influence {ownership between twenty and fifty
percent) but does not have effective control. Investments in affili-
ates in which Alcoa cannot exercise significant influence
{ownership interest less than twenty percent) are accounted for on
the cost method.

Alcoa also evaluates consolidation of entities under Financial
Accounting Standards Board (FASB) Interpretation No. 46,
“Consolidation of Variable Interest Entities” (FIN 46), FIN 46
requires management to evaluate whether an entity or interest is a
variable interest entity and whether Alcoa is the primary benefi-
ciary. Consolidation is required if both of these criteria are met.
Alcoa does not have any variable interest entities requiring con-
solidation.

Cash Equivalents. Cash equivalents are highly liquid
investments purchased with an original maturity of three months or
less.

Inventory Valuation. Inventories are carried at the lower of
cost or market, with cost for a substantial portion of U.S. and
Canadian inventories determined under the last-in, first-out
{LIFO) method. The cost of other inventories is principally
determined under the average-cost method. See Note G for addi-
tional information.

Properties, Plants, and Equipment. Properties, plants,
and equipment are recorded at cost. Depreciation is recorded
principally on the straight-line method at rates based on the esti-
mated useful lives of the assets, averaging 33 years for structures
and approximately 16 years for machinery and equipment, as
useful lives range batween 5 and 25 years. For greenfield smelters,
the units of production method is used to record depreciation.
Gains or losses from the sale of assets are generally recorded in
other income (see policy that follows for assets classified as held
for sale and discontinued operations). Repairs and maintenance
are charged to expense as incurred. Interest related to the con-
struction of qualifying assets is capitalized as part of the
construction costs. Depletion related to mineral reserves is
recorded using the units of production method. See Notes H and V
for additional information.

Properties, plants, and equipment are reviewed for impairment
whenever events or changes in circumstances indicate that the
carrying amount of such assets (asset group) may not be recover-
able. Recoverability of assets is determined by comparing the
estimated undiscounted net cash flows of the operations related to
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the assets (asset group) to their carrying amount. An impairment
loss would be recognized when the carrying amount of the assets
{asset group) exceeds the estimated undiscounted net cash flows.
The amount of the impairment loss to be recorded is calculated as
the excess of the carrying value of the assets (assel group) over
their fair value, with fair value determined using the best
information available, which generally is a discounted cash flow
analysis.

Goodwill and Other Intangible Assets. Goodwill and
intangible assets with indefinite useful lives are not amortized.
Intangible assets with finite useful lives are amortized generally on
a straight-line basis over the periods benefited, with a weighted
average useful life of 13 years.

Goodwill and indefinite-lived intangible assets are tested
annually for impairment and whenever events or circumstances
change, such as a significant adverse change in business climate
or the decision to sell a business, that would make it more likely
than not that an impairment may have occurred. If the carrying
value of goodwill or an indefinite-lived intangible asset exceeds its
fair value, an impairment loss is recognized. The evaluation of
impairment involves comparing the current fair value of each of
Alcoa’s reporting units to their recorded value, including goodwill.
Alcoa uses a discounted cash flow model (DCF model) to
determine the current fair value of its reporting units. A number of
significant assumptions and estimates are involved in the applica-
tion of the DCF model to forecast operating cash flows, including
markets and market share, sales volumes and prices, costs to
produce, discount rate, and working capital changes. Management
considers historical experience and all available information at the
time: the fair values of its reporting units are estimated. However,
fair values that could be realized in an actual transaction may
differ from those used to evaluate the impairment of goodwill. See
Note E for additional information.

Accounts Payable Arrangements. Alcoa participates in
computerized payable settlement arrangements with certain ven-
dors and third-party intermediaries. The arrangements provide
that, at the vendor’s request, the third-party intermediary advances
the amount of the scheduled payment to the vendor, less an
appropriate discount, before the scheduled payment date. Alcoa
makes payment to the third-party intermediary on the date stipu-
lated in accordance with the commercial terms negotiated with its
vendors. The amounts outstanding under these arrangements that
will be paid through the third-party intermediaries are classified
as short-term borrowings in the Consolidated Balance Sheet and as
cash provided from financing activities in the Statement of Con-
solidated Cash Flows. Alcoa records imputed interest related to
these arrangements as interest expense in the Statement of Con-
solidated Income. See Note K for additional information.

Revenue Recognition. Alcoa recognizes revenue when
title, ownership, and risk of loss pass to the customer.

Alcoa periodically enters into long-term supply contracts with
alumina and aluminum customers and receives advance payments
for product to be delivered in future periods. These advance
payments are recorded as deferred revenue, and revenue is recog-
nized as shipments are made and title, ownership, and risk of loss
pass to the customer during the term of the contracts.

Environmental Expenditures. Expenditures for current oper-
ations are expensed or capitalized, as appropriate. Expenditures
relating to existing conditions caused by past operations, and which do
not contribute to future revenues, are expensed. Liabilities are
recorded when remediation efforts are probable and the costs can be
reasonably estimated. The liability may include costs such as site
investigations, consultant fees, feasibility studies, outside contracter,
and monitoring expenses. Estimates are generally not discounted or
reduced by potential claims for recovery. Claims for recovery are




recognized as agreements are reached with third parties. The estimates
also include costs related to other potentially responsible parties to the
extent that Alcoa has reason to believe such parties will not fully pay
their proportionate share. The liability is periodically reviewed and
adjusted to reflect current remediation progress, prospective estimates
of required activity, and other factors that may be relevant, including
changes in technology or regulations. See Note N for additional
information.

Asset Retirement Obligations. Alcoa recognizes asset
retirement obligations (AROs) related to legal obligations asso-
ciated with the normal operation of Alcoa’s bauxite mining,
alumina refining, and aluminum smelting facilities. These AROs
consist primarily of costs associated with spent pot lining disposal,
closure of bauxite residue areas, mine reclamation, and landfill
closure. Alcoa also recognizes AROs for any significant lease
restoration obligation, if required by a lease agreement, and for the
disposal of regulated waste materials related to the demolition of
certain power facilities. The fair values of these AROs are
recorded on a discounted basis, at the time the obligation is
incurred, and accreted over Uime for the change in present value.
Additionally, Alcoa capitalizes asset retirement costs by
increasing the carrying amount of the related long-lived assets and
depreciating these assets over their remaining useful life.

Certain conditional asset retirement obligations (CAROs)
related to alumina refineries, aluminum smelters, and fabrication
facilities have not been recorded in the Consolidated Financial
Statements due to uncertainties surrounding the ultimate settle-
ment date, A CAROQ is a legal obligation to perform an asset
retirement activity in which the timing and {or) method of settle-
ment are conditional on a future event that may or may not be
within Alcoa’s control. Such uncertainties exist as a result of the
perpetual nature of the structures, maintenance and upgrade
programs, and other factors. At the date a reasonable estimate of
the ultimate settlement date can be made, Aleoa would record a
retirement obligation for the removal, treatment, transportation,
storage and (or} disposal of various regulated assets and hazardous
materials such as asbestos, underground and aboveground storage
tanks, polychlorinated biphenyls (PCBs), various process
residuals, solid wastes, electronic equipment waste and various
other materials. Such amounts may be material to the Consolidated
Financial Statements in the period in which they are recorded.

Income Taxes. The provision for income taxes is determined
using the asset and liability approach of accounting for income
taxes. Under this approach, the provision for income taxes repre-
sents income taxes paid or payable for the current year plus the
change in deferred taxes during the year. Delerred taxes represent
the future tax consequences expected to occur when the reported
amounts of assets and liabilities are recovered or paid, and result
from differences hetween the financial and tax bases of Alcoa’s
assets and liabilities and are adjusted for changes in tax rates and
tax laws when enacted. Valuation allowances are recorded to
reduce deferred tax assets when it is more likely than not that a tax
benefit will not be realized. Deferred tax assets for which no valu-
ation allowance is recorded may not be realized upon changes in
facts and circumstances. Tax benefits related 10 uncertain tax
positions taken or expected to be taken on a tax return are
recorded when such benefits meet a more likely than not thresh-
ald. Otherwise, these tax benefits are recorded when a 1ax position
has been effectively settled, which means that the appropriate
taxing authority has completed their examination even though the
statute of limitations remains open, or the statute of limitation
expires. Interest and penalties related to uncertain tax positions
are recognized as part of the provision for income taxes and are
accrued beginning in the period that such interest and penalties
would be applicable under relevant tax law until such time that the

related tax benefits are recognized. Alcoa also has unamortized
tax-deductible goodwill of $311 resulting from intercompany stock
sales and reorganizations {generally at a 30% to 34% rate), Alcoa
recognizes the tax benefits associated with this tax-deductible
goodwill as it is being amortized for local income tax purposes
rather than in the period in which the transaction is consummated.

Stock-Based Compensation. Alcoa recognizes compensa-
tion expense for employee equity grants using the non-substantive
vesting period approach, in which the expense (net of estimated
forfeitures) 1s recognized ratably over the requisile service period
based on the grant date fair value. Determining the fair value of
stock options at the grant date requires judgment including esti-
mates for the average risk-free interest rate, expected volatility,
expected exercise behaviar, expected dividend yield, and expected
forfeitures. If any of these assumptions differ significantly from
actual, stock-based compensation expense could be impacted.

Prior to 2006, Alcoa used the nominal vesting approach related
to retirement-eligible employees, in which the compensation
expense is recognized ratably over the original vesting period. As
part of Alcoa’s stock-based compensation plan design, individuals
that are retirement-eligible have a six-month requisite service
period in the year of grant. Equity grants are issued in January
each year. As a resull, a larger portion of expense will be recog-
nized in the first and second quarters of each year for these
retirement-eligible employees. Compensation expense recorded in
2007 and 2006 was $97 ($63 after-tax} and $72 (348 after-tax),
respectively. Of this amount, $19 and $20 in 2007 and 2006,
respectively, pertains to the acceleration of expense related to
retirement-eligible employees.

As of January 1, 2005, Alcoa switched from the Black-Scholes
pricing model 1o a lattice model to estimate fair value at the grant
date for future option grants. On December 31, 2005, Alcoa accel-
erated the vesting of 11 million unvested stock options granted to
employees in 2004 and on January 13, 2005. The 2004 and 2005
accelerated options had weighted average exercise prices of
$35.60 and $29.54, respectively, and in the aggregate represented
approximately 12% of Alcoa’s total outstanding options. The deci-
sion to accelerate the vesting of the 2004 and 2005 options was
made primarily to avoid recognizing the related compensation
expense in future Consolidated Financial Statements upon the
adoption of a new accounting standard. The accelerated vesting of
the 2004 and 2005 stock options reduced Alcoa’s after-tax stock
option compensation expense in 2007 and 2006 by $7 and $21,
respectively.

An additional change was made io the stock-based compensa-
tion program for 2006 grants. Plan participants can choose
whether to receive their award in the form of stock options,
restricted stock units (stock awards), or a combination of both.
This choice is made before the grant is issued and is irrevocable.
This choice resulted in increased stock award expense in both
2007 and 2006 in comparison to 2005,

Derivatives and Hedging. Derivatives are held as part of a
formally documented risk management program, The derivatives
are straightforward and are held for purposes other than trading.
For derivatives designated as fair value hedges, Alcoa measures
hedge effectiveness by formally assessing, al least quarterly, the
historical high correlation of changes in the fair value of the
hedged item and the derivative hedging instrument. For
derivatives designated as cash flow hedges, Alcoa measures hedge
effectiveness by formally assessing, at least quarterly, the probable
high correlation of the expected future cash flows of the hedged
item and the derivative hedging instrument. The ineffective por-
tions of both types of hedges are recorded in revenues or other
income or expense in the current period. A gain of 34 was
recorded in 2007 (gains of $10 and $11 in 2006 and 2005,
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respectively) for the ineffective portion of aluminum hedges. If the
hedging relationship ceases 10 be highly effective or it becomes
probable that an expected transaction will no longer oceur, future
gains or losses on the derivative are recorded in other income or
expense. No hedging transactions ceased to qualify as hedges in
2007, 2006 or 2005.

Alcoa accounts for interest rate swaps related Lo its existing
long-term debt and hedges of firm customer commitments for
aluminum as fair value hedges. As a result, the fair values of the
derivatives and changes in the fair values of the underlying hedged
items are reported in other current and noncurrent asseis and
liabilities in the Consolidated Balance Sheet. Changes in the fair
values of these derivatives and underlying hedged items generally
offset and are recorded each period in sales or interest expense,
consistent with the underlying hedged item.

Alcoa accounts for hedges of foreign currency exposures and
certain forecasted transactions as cash flow hedges. The fair values
of the derivatives are recorded in other current and noncurrent
assets and liabilities in the Consolidated Balance Sheet. The effec-
tive portions of the changes in the fair values of these derivatives
are recorded in other comprehensive loss (losses of $565 and $487
at December 31, 2007 and 2006, respectively) and are reclassified
to sales, cost of goods sold, or other income in the period in which
earnings are impacled by the hedged items or in the period that
the transaction no longer qualifies as a cash flow hedge. These
contracts cover the same periods as known or expected exposures,
generally not exceeding five years. Assuming market rates remain
constant with the rates at December 31, 2007, a loss of $101 is
expected to be recognized in earnings over the next 12 months.

If no hedging relationship is designated, the derivative is
marked to market through earnings.

Cash flows from financial instruments are recognized in the
Statement of Consolidated Cash Flows in a manner consistent with
the underlying transactions. See Notes K and X for additional
information.

Foreign Currency. The local currency is the functional
currency for Alcoa’s significant operations outside the U.S., except
cerlain operations in Canada, Brazil, Russia and Iceland, where
the U.S. dollar is used as the functional currency. The determi-
nation of the functional currency for Alcoa’s operations is made
based on the appropriate economic and management indicators.

Acquisitions. Alcoa’s acquisitions are accounted for using
the purchase method. The purchase price is allocated o the assels
acquired and liabilities assumed based on their estimated fair
market values. Any excess purchase price over the fair market
value of the net assets acquired is recorded as goodwill. For all
acquisitions, operating results are included in the Statement of
Consolidated Income since the dates of the acquisitions. See Nole
F for additional information.

Discontinued Operations and Assets Held For Sale.
For those businesses where management has committed to a plan to
divest, each business is valued at the lower of its carrying amount
or estimated fair value less cost to sell. If the carrying amount of
the business exceeds its estimated fair value, a loss is recognized.
The fair values are estimated using accepted valuation techniques
such as a DCF model, valuations performed by third parties, earn-
ings multiples, or indicative bids, when available. A number of
significant estimates and assumptions are involved in the applica-
tion of these techniques, mcluding the forecasting of markets and
market share, sales volumes and prices, costs and expenses, and
multiple other factors. Management considers historical experience
and all available information at the time the estimates are made;
however, the fair values that are ultimately realized upon the sale
of the businesses to be divested may differ from the estimated fair
values reflected in the Consolidated Financial Statements.
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Depreciation is no longer recorded on assets of businesses to be
divested once they are classified as held for sale.

Businesses to be divested are classified in the Consolidated
Financial Statements as either discontinued operations or assets
held for sale. For businesses classified as discontinued operations,
the balance sheet amounts and income statement results are
reclassified from their historical presentation to assets and
liabilities of operations held for sale on the Consolidated Balance
Sheet and 1o discontinued operations in the Statement of Con-
solidated Income, respectively, for all periods presented. The
gains or losses associated with these divested businesses are
recorded in income (loss) from discontinued operations in the
Statement of Consolidated Income. The Statement of Consolidated
Cash Flows is also reclassified for assets held for sale and dis-
continued operations for all periods presented. Additionally,
segment information does not include the operating results of
businesses classified as discontinued operations. Management
does not expect any continuing involvement with these businesses
following the sales, and these businesses are expected to be dis-
posed of within one year.

For businesses classified as assets held for sale that do not
qualify for discontinued operations treatment, the balance sheet
and cash flow amounts are reclassified from their historical pre-
senlation to assels and liabilities of operations held for sale. The
income statement results continue 1o be reported in the historical
income statement categories as income from continuing operations.
The gains or losses associated with these divested businesses are
generally recorded in restructuring and other charges in the
Statement of Consolidated Income. The segment information
includes the operating results of businesses classified as assets
held for sale for all periods presented. Management expects that
Alcoa will have continuing involvement with these businesses
following the sale, primarily in the form of equity participation, or
ongoing aluminum or other significanit supply contracts.

Recently Adopted Accounting Standards. On Jan-
uary 1, 2007, Alcoa adopted FASB Interpretation (FIN} No. 48,
“Accounting for Uncentainty in Income Taxes—an interpretation
of FASB Statement No. 109,” (FIN 48). FIN 48 prescribes a
comprehensive model for how a company should recognize, meas-
ure, present, and disclose in its financial statements, uncertain lax
positions that it has taken or expects to take on a tax return. This
Interpretation requires that a company recognize in its financial
statements the impact of tax positions that meet a "more likely
than not" threshold, based on the technical merits of the position.
The tax benefits recognized in the financial statements from such a
position should be measured based on the largest benefit that has
a greater than fifty percent likelihood of being realized upen
ultimate setilement.

Effective January 1, 2007, Alcoa adopted FASB Staff Position
(FSP) No. FIN 48-1, “Definition of Settlement in FASB Inter-
pretation No. 48,” (FSP FIN 48-1}, which was issued on May 2,
2007. FSP FIN 48-1 amends FIN 48 to provide guidance on how
an entity should determine whether a tax position is effectively
settied for the purpose of recognizing previously unrecognized tax
benefits. The term “effectively settled” replaces the term
“ultimately settled” when used to describe recognition, and the
terms “settlement” or “settled” replace the terms “ultimate
settlement” or “ultimately settled” when used to describe
measurement of a tax position under FIN 48. FSP FIN 48-1 clan-
fies that a tax position can be effectively settled upon the
completion of an examination by a taxing autherity without being
legally extinguished. For tax positions considered effectively set-
tled, an entity would recognize the full amount of tax benelfit, even
if the tax position is not considered more likely than not to be




sustained based solely on the basis of its technical merits and the
statute of limitalions remains open.

The adoption of FIN 48 and FSP FIN 48-1 did not have an
impact on the accompanying Consolidated Financial Statements.
See Note T for the required disclosures in accordance with the
provisions of FIN 48.

Alcoa adopted Statement of Financial Accounting Standards
{SFAS) No. 158, “Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans—an amendment of FASB
Statements No. 87, 88, 106 and 132(R},” (SFAS 158), effective
December 31, 2006. The adoption of SFAS 158 resulted in the
following impacts: a reduction of $119 in existing prepaid pension
costs and intangible assets, the recognition of $1,234 in accrued
pension and postretirement liabilities, and a charge of $1,353
{$877 after-tax) to accumulated other comprehensive loss. See
Note W for additional information.

In September 2006, the Securities and Exchange Commisston
issued Stalf Accounting Bultetin No. 108, “Considering the Effects
of Prior Year Misslatements when Quantifying Misstatements in
Current Year Financial Statements,” (SAB 108). SAB 108 was
issued to provide interpretive guidance on how the effects of the
carryover or reversal of prior year misstatements should be
considered in quantifying a current year misstatement. The provi-
sions of SAB 108 were effective for Alcoa for its December 31,
2006 year-end. The adoption of SAB 108 did not have a material
impact on Alcoa’s Consolidated Financial Statements.

On January 1, 2006, Alcoa adopted SFAS No. 123 (revised
2004), “Share-Based Payment,” (SFAS 123(R)), which requires
the company 1o recognize compensation expense for stock-based
compensation based on the grant date fair value. SFAS 123(R)
revises SFAS No. 123, “Accounting for Stock-Based
Compensation,” and supersedes Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees,” and
related interpretations. Alcoa elected the modified prospective
application method for adoption, and prior period financial state-
ments have not been restated. As a result of the implementation of
SFAS 123(R), Alcoa recognized additional compensation expense
of $29 (819 after-tax) in 2006 comprised of $11 ($7 after-tax) and
$18 (812 after-tax) related to stock options and stock awards,
respectively. See Note R for additional information,

Effective January 1, 2006, Alcoa adopted Emerging Issues
Task Force (EITF) Issue No. 04-6, “Accounting for Stripping Costs
Incurred During Production in the Mining Industry,” (EITF 04-6).
EITF 04-6 requires that stripping costs incurred during the pro-
duction phase of a mine are to be accounted for as variable
production costs that should be included in the costs of the
inventory produced {that is, extracted) during the period that the
stripping costs are incurred. Upon adoption, Alcoa recognized a
cumulative effect adjustment in the opening balance of retained
earnings of $3, representing the reduction in the net book value of
post-production stripping costs of $8, offset by a related deferred
tax liability of 83 and minorily interests of $2.

Recently Issued Accounting Standards. In December
2007, the FASB issued SFAS No. 160, “Noncontrolling Interests
in Consolidated Financial Statements—an amendment of ARB
No. 51,” (SFAS 160). SFAS 160 amends Accounting Research
Bulletin No. 51, “Consolidated Financial Statements,” to establish
accounting and reporting standards for the noncontrolling interest
in a subsidiary and for the deconsolidation of a subsidiary. This
standard defines a noncontrolling interest, sometimes called a
minority interest, as the poniion of equity in a subsidiary not
attributable, directly or indirectly, to a parent. SFAS 160 requires,
among other items, that a noncontrolling interest be included in
the consolidated statement of financial position within equity
separate from the parent’s equity; consolidated net income to be
reported at amounts inclusive of both the parent’s and non-
controlling interest’s shares and, separately, the amounts of

consolidated net income attributable to the parent and non-
controlling interest all on the consolidated statement of income;
and if a subsidiary is deconsolidated, any retained noncontrolling
equity investment in the former subsidiary be measured at fair
value and a gain or loss be recognized in net income based on
such fair value. SFAS 160 becomes effective for Alcoa on Jan-
uary 1, 2009. Management is currently evaluating the potential
impact of SFAS 160 on the Consolidated Financial Statements.

In December 2007, the FASB issued SFAS No. 141(R),
“Business Combinations,” (SFAS 141(R)). SFAS 141(R) replaces
SFAS No. 141, “Business Combinations,” (SFAS 141) and retains
the fundamental requirements in SFAS 141, including that the
purchase method be used for all business combinations and for an
acquirer to be identified for each business combination. This
standard defines the acquirer as the entity that obtains contrel of
one or more businesses in the business combination and estab-
lishes the acquisition date as the date that the acquirer achieves
control instead of the date that the consideration is transferred.
SFAS 141{R) requires an acquirer in a business combination,
including business combinations achieved in stages (step
acquisition), to recognize the assets acquired, liabilities assumed,
and any noncontrolling interest in the acquiree at the acquisition
date, measured at their fair values of that date, with limited
exceptions. It also requires the recognition of assets acquired and
liahilities assumed arising from certain contractual contingencies
as of the acquisition dale, measured at their acquisition-date fair
values. SFAS 141(R) becomes effective for Alcoa for any business
combination with an acquisition date on or after January 1, 2009.
Management is currently evaluating the potential impact of SFAS
141(R) on the Consolidated Financial Statements.

In February 2007, the FASB issued SFAS 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 measure many finan-
cial instruments and certain other assets and liabilities &t fair
value on an instrument-by-instrument basis (the fair value option).
SFAS 159 hecomes effective for Alcoa on January 1, 2008.
Management has determined that the adoption of SFAS 159 will
not have a material impact on the Consolidated Financial State-
ments.

In September 2006, the FASB issued SFAS No. 157, “Fair
Value Measurements,” (SFAS 157). SFAS 157 defines fair value,
establishes a framework for measuring fair value in generally
accepted accounting principles, and expands disclosures about
fair value measurements. The provisions of this standard apply to
other accounting pronouncements that require or permil fair value
measurements. SFAS 157, as it relates to financial assets and
financial liabilities, becomes effective for Alcoa on January 1,
2008. On February 12, 2008, the FASB issued FSP No. FAS 157-
2, “Effective Date of FASB Statement No. 157, which delays the
effective date of SFAS 157 for all nonfinancial assets and non-
financial liabilities, except those that are recognized or disclosed
at fair value in the financial statements on at least an annual basis,
until January 1, 2009 for calendar year-end entities. Upon adop-
tion, the provisions of SFAS 157 are to be applied prospectively
with limited exceptions. Management has determined that the
adoption of SFAS 157, as it relates to financial assets and finan-
cial liabilities, except for pension plan assets in regards o the
funded status recorded on the Consolidated Balance Sheet, will not
have a material impact on the Consolidated Financial Statements.
Management is currently evaluating the potential impact of SFAS
157, as it relates to pension plan assets, nonfinancial assets and
nonfinancial liabilities, on the Consclidated Financial Statements.

In April 2007, the FASB issued FSP No. FIN 39-1,
“Amendment of FASB Interpretation No. 39,” (FSP FIN 39-1).
FSP FIN 39-1 amends FIN No. 39, “Offsetting of Amounts
Related to Certain Contracts,” by permitling entities that enter

33




into master netling arrangements as part of their derivative trans-
actions to offset in their financial statements net derivative
positions against the fair value of amounts {or amounts that
approximate fair value) recognized for the right to reclaim cash
collateral or the obligation to return cash collateral under those
arrangements. FSP FIN 39-1 becomes effective for Alcoa on
January 1. 2008. Management has determined that the adoption of
FSP FIN 39-1 will not have a material impact on the Consolidated
Financial Statements,

In March 2007, the EITF issued EITF Issue No. 06-10,
“Accounting for Collateral Assignment Split-Dollar Life Insurance
Arrangements,” (EITF 06-10). Under the provisions of EITF
06-10, an employer is required to recognize a liability for the
postretirement benefit related to a collateral assignment split-
dollar life insurance arrangement in accordance with either SFAS
No. 106, “Employers’ Accounting for Postretirement Benefits
Other Than Pensions,” or Accounting Principles Board Opinion
No. 12, “Omnibus Opinion—1967,” if the employer has agreed to
maintain a life insurance policy during the employee’s retirement
or provide the emplovee with a «eath benefit based on the sub-
stantive arrangement with the employee. The provisions of EITF
06-10 also require an employer to recognize and measure the asset
in a collateral assignment split-doflar life insurance arrangement
based on the nature and substance of the arrangement. EITF
06-10 becomes effective for Alcoa on January 1, 2008. Manage-
ment has determined that the adoption of EITF 06-10 will not have
a material impact on the Consolidated Financial Stalements.

In January 2008, the FASB issued Statement 133
Implementation Issue No. E23, “Hedging—General: Issues
Involving the Application of the Shortcut Method under Paragraph
68" (Issue E23). Issue E23 provides guidance on certain practice
issues related to the application of the shortcut method by
amending paragraph 68 of SFAS No. 133. “Accounting for
Derivative Instruments and Hedging Activities,” with respect to
the conditions that must be met in order to apply the shortcut
method for assessing hedge effectiveness of interest rate swaps.
The provisions of Issue E23 become effective for Alcoa for hedging
arrangements designated on or after January 1, 2008, Additionally,
preexisting hedging arrangements must be assessed on January 1,
2008 to determine whether the provisions of Issue E23 were met
as of the inception of the hedging arrangement. Management has
determined that lssue E23 will not have any impact on its
preexisting hedging arrangements.

Reclassification. Cenain amounts in previously issued
financial statements were reclassified to conform to 2007 pre-
sentations. See Note B for additional information.

B. Discontinued Operations and Assets Held for
Sale

For all periods presented in the accompanying Statement of Con-
solidated Income, businesses classified as discontinued operations
include the Hawesviile, KY automotive casting facility, the wire-
less compenent of the telecommunications business, and a small
automotive casting business in the U.K. The home exteriors busi-
ness was also included in discontinued operations in 2006 and
2005, and the telecommunications, protective packaging and the
imaging and graphic communications businesses were also
included in discontinued operations in 2005,

In the third quarter of 2006, Alcoa reclassified its home
exteriors husiness to discontinued operations upon the signing of a
definitive sale agreement with Ply Gem Industries, Inc. The sale of
the home exteriors husiness was completed in the fourth quarter of
2006 (see Note F for additional information). In the first quarter of
2006, Alcoa reclassified the Hawesville automotive casting facility
1o discontinued oparations upon closure of the facility. The results
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of the Extruded and End Products segment and the Engineered
Soluiions segment were reclassified to reflect the movement of the
home exteriors business and the automotive casting facility,
respectively, into discontinued operations. The Consolidated
Financial Statements for all prior periods presented were
reclassified to reflect these businesses in discontinued operations.

In the third quarier of 2005, Alcoa reclassified the imaging and
graphics communications business of Southern Graphic Systems,
Ine. {SGS) to discontinued operations based on the decision to sell
the business. The results of the Packaging and Consumer segment
were reclassified to reflect the movement of this business into
discontinued operations. The sale was completed in the fourth
quarter of 2005. The divestitures of the following businesses were
completed in 2005: the telecommunications business, the pro-
tective packaging business. and the imaging and graphics
communications business. See Note F for additional information.

The following table details selected financial information for
the businesses included within discontinued operations:

2007 2006 2005
Sales $— $517 $1.033
(Loss) income from operations $3) $(26) § 38
(Loss) gain on sale of businesses (16) 176 S0
Loss from impairment (3} (h (55)
Pretax (loss) income (22) 149 33
Benefit (provision) for income
laxes 15 (62) (57)
Minority interests — — 2
{Loss) income from discontinued
operalions 8 (M $ 87 § (22)

In 2007, the lass from discontinued operations of $7 was com-
prised of an §11 loss, primarily related to working capital and other
adjustments associated with the 2006 sale of the home exteriors
business, panially offset by net operating income of $4 of dis-
continued businesses. In 2006, the income from discontinued
operations of $87 was comprised of a $110 gain related 10 the sale of
the home exteriors business, offset by $20 of net operating losses and
a loss of $3 related 10 the 2005 sale of the imaging and graphics
communications business, In 2005, the loss from discontinued oper-
ations of $22 was comprised of $43 of net losses associated with
husinesses impaired or sold in 2005, including a $28 loss for asset
impairments associated with the Hawesville automotive casting
facility, partially offset by $21 in net operating income.

For both periods presented in the accompanying Coensolidated
Balance Sheet, the assets and liabilities of operations classified as
held for sale include the businesses within the Packaging and
Consumer segment, the Hawesville automotive casting facility, the
wireless component of the telecommunications business, a small
automotive casting business in the UK. and the net assets of one
of the three soft atloy extrusion facilities in the U.S. that were not
contributed to the newly-formed soft alloy extrusion joint venture.
The assets and related liabilities of the remaining Automotive
Castings business, the net assets of the soft alloy extrusion busi-
ness that were contributed to the joint venture in June 2007, and
the net assets of two of the three soft alloy extrusion facilities in
the U.S. that were nol contributed to the newly-formed soft alloy
extrusion joint venture were also classified as held for sale in
2006.

In the third quarter of 2007, Alcoa classified the assets and
related liabilities of the remaining Automolive Castings business
and the businesses within the Packaging and Consumer segment
as held for sale based upon management’s decision to sell these
husinesses. See Notes D and F for additional information.




In the fourth quarter of 2006, Aleoa reclassified its soft alloy
extrusion business 1o assets held for sale upon the determination
that it would be disposed of. including the signing of a letier of
intent with Orkla ASA’s SAPA Group (Sapa) to creale a joint
venture that would combine the soft ailoy extrusion husiness with
Sapa’s Profiles extruded aluminum business. See Notes ) and F
for additional information.

The major classes of assets and liabilities of operations held for
sale: are as follows: :

December 31, 2007 2006
Assets:
Receivables. less allowances $ 308 8 672
Inventories 377 651
Properties, plams. and equipment, net 738 1.188
Goodwill 1.094 1,285
Intangibles 375 404
Other assets 26 81
Assets held for sale 32.948 $4.281
Liahilities:
Accounts payahle $ 304 $ 487
Accrued expenses 114 164
Other liabilities 33 53

Liabilities of operations held for sale $ 451 8 704

C. Asset Retirement Obligations

Alcoa has recorded AROs related to legal obligations associated
with the normal operations of bauxite mining, alumina refining,
and aluminum smelting facilities. These AROs consist primarily of
costs associaled with spent pol lining disposal. closure of hauxite
residue areas, mine reclamation, and landfill closure.

Effective December 31, 2005, Alcoa adopted FIN No. 47,
“Accounting for Conditional Asset Retirement Obligations,” (FIN
47). FIN 47 clarifies the accounting for conditional asset retirement
obligations (CAROs). as referenced in SFAS No. 143, “Accounting
for Asset Retirement Obligations.” A CARO is a legal oligation 1o
perform an assel retirement activity in which the obligation is
unconditicnal. but uncertainty exists about the timing and (or)
method of settlement, which may or may not he under the control of
Aleoca, and which prevents the reasonable estimation of the fair
value of the CARO. Upon adoption. Alcoa recognized a cumulative
effect adjustment of $2. consisting primarily of costs for regulated
waste: materials related to the demolition of certain power facilities.
Pro forma amounts related to prior periods are not presented. as
there is no impact on prior period financial statements.

In addition to the above CAROs, certain CAROs related to
alumina refineries. aluminum smelters, and fabrication facilities
have not been recorded in the Consolidated Financial Statements
due to uncertainties surrounding the ultimate settlement date.
Such uncertainties exist as a result of the perpetual nature of the
structures, maintenance and upgrade programs, and other factors.
At the date that a reasonable estimate of the ultimate settlement
date can be made, Alcoa would record a retirement obligation for
the removal, treatment, transportation, storage and (or) disposal of
various regulated assets and hazardous materials such as asbestos.
underground and ahoveground storage tanks. PCBs, various
process residuals, solid wastes, electronic equipment waste and
various other materials. If Alcoa was required to demeolish all such
stntctures immediately, the estimated CARO as of December 31,
2007 ranges from less than $1 to $52 per structure in today’s
dollars.

The following table details the changes in the carrying amount
of recorded AROs and CAROs:

December 31, 200¥7 2000
Ralance at beginning of vear $291 $258
Accretion expense 13 13
Payments 2 “2)
Liahilities incurred 34 5l
Transkation and other 15 11
Balance at end of year 8311 $291

D. Restructuring and Other Charges
Restructuring and other charges for cach of the three years in the
perind ended December 31, 2007 were comprised of the following:

2007 2006 2005

Asset impairments $286 442 £ 86

Layoff costs 90 107 238

Other exit costs 55 a7 16
Reversals of previously recorded

layoff and other exit costs* (32) {43} (48)

Restructuring and other charges $399 $h43 $292

* Reversals of previously recorded lavoff and other exit coste resulted
from changes in facts and circumstances that led 1o changes in
estimated costs.

Employee tennination and severance costs were recorded based
on approved detailed action plans submitted by the operating
locations that specified positions 1o be eliminated, benefits to be
paid under existing severance plans, union contracts or statutory
requirements. and the expected timetable for completion of the
plans.

2007 Restructuring Program. In 2007, Alcoa recorded
restructuring aml other charges of $399 (3307 after-tax and
minorily interests). which were comprised of the following compo-
nents: $331 (3234 after-tax) in asset impairments and 853 ($36
after-tax) in severance charges associated with a strategic review of
certain businesses: a $62 (323 after-tax) reduction 1o the original
impairment charge recorded in 2006 related to the estimated fair
value of the soft alloy extrusion business, which was contributed 1o
a joint venture effective June 1. 2007 (see the 2006 Restructuring
Program for additional information); and $77 (860 after-tax and
minority interests) in net charges comprised of severance charges
of $37 ($34 after-tax and minority interests) related 10 the elimi-
nation of approximately 400 positions and asset impairments of
£17 (811 after-tax) of various other businesses and facilities. other
exit costs of $55 ($37 afier-tax and minority interests), primarily
for accelerated depreciation associated with the shutdown of cer-
tain facilities in 2007 related to the 2006 Restructuring Program.
and reversals of previously recorded layoff and other exit costs of
832 (822 after-tax and minority interests) due to normal altrition
anil changes in facts and circumsiances.

In April 2007, Alcoa announced it was exploring strategic
alternatives for the potential dispusition of the businesses within
the Packaging and Consumer segmenl, the Automotive Castings
business, and the Electrical and Electronic Solutions business
(EES) {formerly the Alcoa Fujikura Limited {AFL) wire harness
business). In September 2007, management completed its review
of strategic alternatives and determined that the best course of
action was to sell the Packaging and Consumer and Automotive
Castings businesses, and to significantly restructure the EES
business in order 10 improve its returns and profitability.
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As a result of this decision, the assets and related liabilities of
the Packaging and Consumer and Automotive Castings husinesses
were classified as held for sale (see Note B for additional
information). In the third quarter of 2007, Alcoa recorded impair-
ment charges of $215 ($140 after-tax) related to the Packaging and
Consumer husinesses and $68 (851 after-tax) for the Automotive
Castings business to reflect the write-down of the carrying value of
the assels of these businesses to their respective estimated fair
values. In addition, Alcoa recorded a $464 discrete income tax
charge related to goodwill associated with the planned sale of the
Packaging and Consumer businesses that would have been
non-deductible for tax purposes under the transaction structure
contemplated at the time. In November 2007, Alcoa completed the
sale of the Autometive Castings business and recognized a loss of
$4 ($2 after-lax) in Restructuring and other charges on the accom-
panying Slatement of Consolidated Income (see Note F for
additional information). In December 2007, Alcoa agreed to sell
the Packaging and Consumer businesses for 32,700 in cash, and
reduced the impairment charge by $26 (817 after-tax) and the
discrete income tax charge by $322 as a result of the structure of
the agreed upon sale (see Note F for additional information).
Severance and other exit costs may be incurred subsequent to
2007 as Alcoa finalizes negotiations with the buyer of the Pack-
aging and Consumer bhusinesses.

The EES business designs and manufactures electrical and
electronic systems, wire harnesses and components {or the ground
transportation industry workdwide. In the third quarter of 2007,
Aleoa recorded severance charges of 853 (836 after-tax) for the
elimination of approximately 5,900 positions related to restructur-
ings at various EES facilities in North America and Europe. This
restructuring includes the closure of two facilities, one in the U.S.
and the other in Europe, which are expected 1o close in the third
quarter of 2008 and the first half of 2009, respectively. Alcoa
anticipates recognizing an additional $5 or less ($4 alier-tax) of
costs, such as contract termination costs, retention payments, legal
fees and other exit costs, associated with these restructuring
actions in future periods. The majority of the severance associated
with the North American and European facilities is anticipated to
be complete by the end of 2608, and the remaining portions of the
plan are expected to be complete no later than the first half of
2009. Also in the third quarter of 2007, Alcoa recorded impair-
ment charges of $133 ($93 after-tax) for goodwill (see Note E for
additional information) and $74 (360 after-1ax) for various fixed
assets, as the forecasted future earnings and cash flows of the EES
business no longer supported the carrying values of such assets.

As of December 31, 2007, approximately 1,400 of the 6,300
employees were terminated. Cash payments of $28 were made
against the 2007 program reserves in 2007.

2006 Restructuring Program. In November 2006, Alcoa
execuled a plan to re-position several of its downstream operations
in order to further improve returns and profitability. and to
enhance productivity and efficiencies through a targeted
restructuring of operations, and the creation of a soft alloy
extrusion joint venture. The restructuring program encompassed
identifying assets to he disposed of, plant closings and con-
solidations, and will lead to the elimination of approximately 6,700
positions across the company’s global businesses. Restructuring
charges of $543 (8379 after-tax and minority interests) were
recorded in 2006 and were comprised of the following components:
$107 of charges for employee termination and severance costs
spread globally across the company; $442 related to asset impair-
ments for structures, machinery, equipment, and goodwill, more
than half of which relates to the soft alloy extrusion business; and
$37 for other exit costs, consisting primarily of accelerated
deprectalion associated with assets for which the useful life has
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been changed due to plans to close certain facilities in the near
term and environmental clean-up costs. Partially offsetting these
charges was $43 of income related to the reversal of previously
recorded layoff and other exit costs resulting from new facts and
circumstances that arose subsequent to the original estimates.
The significant components of the 2006 restructuring program
were as follows:
— The hard and soft alloy extrusion businesses, included within
the Extruded and End Products segment, were restructured
through the following actions:
® Alcoa signed a letter of intent with Sapa to create a joint venture
that would combine its soft alloy extrusion business with Sapa’s
Profiles extruded aluminum business. Effective June 1, 2007,
the joint venture was completed. The new venture is majority-
owned by Orkia ASA and operated by Sapa. In 2006, Alcoa
recorded an impairment charge of $301 to reduce the carrying
value of the soft alloy extrusion business’ assets to their esti-
maied fair value. In conjunction with the contribution of the soft
alloy extrusion business to the joint venture, Alcoa recorded a
$62 ($23 after-tax) reduction to the original impairment charge
recorded in 2006. See Note 1 for additional information.

¢ Consolidation of selected operations within the global hard alloy
extrusion production operations serving the aerospace, automo-
tive and industnal products markets, resulting in charges of 87
for severance costs associated with the elimination of approx-
imately 325 positions, primarily in the U.S. and Europe.
~ Operations within the Flat-Rolled Products segment were
affected by the following actions:
® Restructuring of the can sheet operations resuliing in the elimi-
nation of approximately 320 positions, including the closure of
the Swansea facility in the UK. in the first quarter of 2007,
resulting in charges of $33, comprised of $16 for severance costs
and 8§17 for other exil costs, including accelerated depreciation.

® Conversion of the temporarily-idled San Antonio, TX rolling mill
inlo a temporary research and development facility serving
Alcoa’s global flat-rolled products business, resulting in a $53
asset impairment charge as these assets have no slternative
future uses.

® Charges for asset impairments of $47 related to a global flat-
rolled product asset portfolio review and rationalization.

— Restructuring and consolidation of the Engineered Solutions
segment’s aulomotive and light vehicle wire harness and compo-
nent operations, including the closure of the manufacturing
operations of the AFL Seixal plant in Portugal and restructuring of
the AFL light vehicle and component operations in the U.S. and
Mexico, resulting in charges of $38, primarily related to severance
charges for the elimination of approximately 4,800 positions.

— Reduction within the Primary Metals and Alumina segments’
operations by approximately 330 positions to further strengthen
the company’s position on the global cost curve. This action
resulted in charges of $44, consisting of $24 for assel impair-
ments, $14 for severance costs and $6 for other exit costs.

— Consolidation of selected operations within the Packaging
and Consumer segment, resulting in the elimination of approx-
imately 440 positicns and charges of $19, consisting of $10 related
to severance cosls and 89 for other exit costs, consisting primarily
of accelerated depreciation.

— Restructuring at various other locations accounted for the
remaining charges of $35, more than half of which are for sev-
erance costs related to appreximately 400 layoffs and the
remainder for asset impairments and other exit costs,

As of December 31, 2007, 3,700 of the approximately 6,200
employees (excludes terminations associated with the Packaging
and Consumer segment referenced above) had been terminated.




Cash payments of $63 and $2 were made against the 2006 pro-

gram reserves in 2007 and 2000, respectively.

2005 Restructuring Program. As a result of the global
realignment of Alcoa’s organization structure, designed to optimize
operalions in order 1o better serve customers, a restructuring plan
was developed to identify opportunities to streamline operations on
a global basis. The restructuring program consisted of the elimi-
nation of jobs across all segments of the company, various plant
closings and consolidations, and asset disposals. Restructuring
charges of $292 ($190 afier-tax and minority interests) were
tecorded in 2005 and were comprised of the following components:
$238 of charges for employee termination and severance costs
associated with approximately 8,450 salaried and hourly employ-
ees, spread globally across the company; $86 related to asset
impairments {or structures, machinery, and equipment; and $16
for exit costs, consisting primarily of accelerated depreciation
associated with assets for which the useful life has been changed
due to plans to close centain facilities in the near lerm. Reversals
of previously recorded layoff and other costs were primarily due to
Alcoa’s decision to sell certain locations that it previously planned
to shut down in 2005.

The significant components of the 2005 restructuring program
were as follows:

— In December 2005, the company lemporarily curtailed
production at its Eastalco, MD smelter because it was not able to
secure a new, competitive power supply for the facility. A charge
of $14 was recorded for the termination of approximately 550
people.

— The automotive operations, included in the Engineered Sol-
utions segment, were restructured to improve efficiencies and
included the following actions:

* A restructuring of the cast auto wheels business occurred, which
ultimately included the sale of the wheels facility in [taly. Total
charges recorded in 2005 were $71, consisting of $15 for sev-
erance costs associaled with approximately 450 employees, $46
for asset impairments, and §10 loss on sale of the facility in
Ttaly.

® Headcount reductions in the AFL automotive business resulted
in a charge of $27 for the termination of approximately 3,900
employees, primarily in Mexico.

— The global extruded and end products businesses were
restructured to optimize operations and increase productivity and
included the following actions:
® Headcount reductions across various businesses resulted in a

charge of $50 for the termination of 1,050 employees in the U.S.,
Europe, and Latin America.

® Charges of $15 were recorded for asset disposals at various U.S.
and European extrusion plants related to ceriain assets which
the businesses have ceased to operate.

— The restructuring associated with the packaging and
consumer businesses consisted of plant consolidations and clo-
sures designed io strengthen the operations, resulting in charges of
$39, comprised of $23 for the termination of 1,620 employees
primarily in the U.S., 88 for asset disposals, and 88 for other exit
costs. Other exit costs primarily consisted of accelerated deprecia-
tion.

As of December 31, 2007, the terminations associated with the
2005 restructuring program are essentially complete. Cash pay-
ments of $21 and $45 were made against the 2005 program
reserves in 2007 and 2006, respectively.

Alcoa does not include restructuring and other charges in the
segment tesults. The pretax impact of allocating restructuring and
other charges to the segment results would have been as follows:

2007 2006 2005
Alumina $ — $ 4 § 6
Primary metals (2) 26 36
Flat-rolled products 56 134 15
Extruded and end products (55) 318 70
Engineered solutions 198 37 109
Packaging and consumer 189 15 39
Segment total 386 534 275
Corporate 13 9 17
Total restructuring and other
charges $399 $543 $202

The remaining reserves are expected to be paid in cash in
2008, with the exception of approximately $40 to 845, which is
expected to be paid over the next several years for ongoing site
remediation work and special termination benefil payments.
Activity and reserve balances for restructuring charges are as
follows:

Employee
termination and Other
severance costs exit costs Total

Reserve balances at

December 31, 2004 $ 21 439 $ 60
2005;
Cash payments (76) (M (83)
Restructuring charges 216 6 222
Reversals of previously

recorded restructuring

charges {40) — (40)
Reserve halances at

December 31, 2005 121 38 159
2Q06:
Cash payments (39) (2) 41)
Restructuring charges 100 16 116
Reversals of previously

recorded restructuring

charges (29) (12) 45
Reserve balances at

December 31, 2006 153 40 193
2007:
Cash payments (101) (13) (114)
Restructuring charges 88 22 110

Reversals of previously
recorded restructuring

charges 25) 6] (32)

Reserve balances at
December 31, 2007

$115 $42 $ 157
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E. Goodwill and Other Intangible Assets

The following table details the changes in the carrying amount of

goodwill:

December 31, 2007 2006
Balance at beginning of vear $4.885 $4.832
Acquisition of businesses 8 16
Impairment charge (133) —
Translation and other adjustments 46 37
Balance at end of vear $4.806 $4.885

In 20047, Aleoa recorded an impairment charge of $133 (893
after-tax) based on a business review of EES performed by
management that determined that the forecasted future carnings
and cash flows of the EES business no longer supported the
carrying value of goodwill because of continued deterioration in
the automotive market (see Note I} for additional information).

Other intangible assets, which are recorded in Other assets on
the accompanying Consolidated Balance Sheet, are as follows:

Gross
carrying Accumulated
December 31, 2007 amouni amortization
Computer software $ 833 $(362)
Patents and licenses 139 (73)
Other intangibles 84 {38)
Total amortizable intangible assets 1,056 {(473)
Indefinite-lived trade names and
trademarks 26 —
Total other inlangible assets $1.082 $(473)
Gross
carrying Accumulated
December 31, 2006 amouit amortization
Compater software $ 750 $(290)
Patents and licenses 134 61)
Other intangibles 92 {29)
Total amortizable intangible assets 976 (380)
Indefinite-lived trade names and
trademarks 18 —
Total other intangible assets § 904 $(380)

Computer software consists primarily of software costs asso-
ciated with an enterprise husiness solution (EBS) within Alcea to
drive common systems among all businesses.

Amortization expense related 1o the intangible assets in the
tables above for the years ended December 31, 2007, 2000, and
2005 was $75, $70, and 859, respectively. Amortization expense
is expected to be in the range of approximately $80 to $90 annu-
ally from 2008 to 2012,

F. Acquisitions and Divestitures

2007 Acquisitions. In May 2007, Alcoa announced an offer to
purchase all of the outstanding common shares of Alcan Inc.
{Alcan), for a combination of cash and stock. In July 2(0)7, Alcan’s
board of directors agreed to recommend acceptance of a takeover
offer by Rio Tinto plc, and Alcoa effectively withdrew its offer for
Alean due to said agreement. In 2007, Alcoa recorded $46 ($30
after-tax) in transaction costs (investment banking, legal, audit-
related, and other third-party expenses) related to the offer for
Alcan in Selling, general administrative, and other expenses on
the accompanying Statement of Consolidated Income. In addition,
in July 2007, Alcoa fully amortized $30 ($19 after-tax) in

commitment fees that were paid and capitalized in June 2007 and
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expensed $37 ($24 afier-tax) in commitment fees that were paid in

July 2007. These commilment fees were paid to secure an

18-month $30,000 senior unsecured credit facility associated with

the offer for Alcan. The $67 in commitment fees was recorded in

Interest expense on the accompanying Statement of Consolidated

[ncome.

During 2007, Alcoa completed two acquisitions, including one
tor an outstanding minority interest in Russia, and made a final
contingent payvment related 1o its 2002 acquisition of Fairchild
Fasteners (Fairchild), all for a total cash cost of $18. None of these
transactinns had a material impact on Alcoa’s Consolidated
Financial Statements.

2007 Divestitures. In December 2007, Alcoa agreed to sell
the businesses included in the Packaging and Consumer segment
to New Zealand’s Rank Group Limited (Rank) for $2,700 in cash,
subject to certain post-closing adjustments. The transaction wili
consist of a combination of assets and shares of stock in certain
subsidiaries of the Packaging and Consumer businesses, and is
expected to be completed by the end of the first quarter of 2008.
In conjunction with the sale agreement, Alcoa entered into a metal
supply agreement with Rank. The results of operations of the
Packaging and Consumer husinesses will continue to be reflected
in the Packaging and Consumer segment until their eventual
disposition, unless facts and circumstances change. See Notes B
and D for additional information. The Packaging and Consumer
segment generated sales of $3.288 in 2007 and has approximalely
9.300 employees in 22 countries. The following is a description of
the four businesses within Packaging and Consumer:
® }lexible Packaging, manulacturers of laminated, printed. and

extruded non-rigid packaging materials such as pouch, blister
packaging, unitizing films, high quality shrink labels and foil
lidding for the pharmaceutical, food and beverage, tobacco and
industrial markets;

® Closure Systems International, a leading global manufacturer of
plastic and aluminum packaging closures and capping equip-
ment for beverage, food and personal care customers;

® Consumer Products. a leading manufacturer of branded and
private label foil, wraps and bags. and includes the Reynolds®
and Baco® branded products;

* Food Packaging, makers of stock and customer products for the
foodservice, supermarket, food processor and agricultural mar-
kets, including foil, film, and both plastic and {oil food containers.

In November 2007, Alcoa completed the sale of its Automotive
Castings business to Compass Automotive Group, LLC (Compass),
a portfolic company of Monomoy Capital Partners, L..P. for $33 in
cash, which is included in Proceeds from the sale of assets and
businesses on the accompanying Statement of Consolidated Cash
Flows. A loss of $72 ($53 after-tax) was recognized in
Restructuring and other charges on the accompanying Statement of
Consolidated Income, of which $68 ($51 after-tax) was recorded in
the third quarter of 2007 as an impairment charge to reflect the
write-down of the carrying value of the assets of the business to its
estimated fair value {see Note I} for additional information). This
husiness produced cast aluminum components, including steering
knuckles, swing arms and control arms through a Vacuum Riser-
less Casting/Pressure Riserless Casting (VRC/PRC) process. The
Automotive Castings business employed approximately 530
employees and consisted of two operating locations, one in Fruit-
port, MI (the Michigan Casling Center) and one in Farsund,
Norway (the Scandinavian Casting Center). This business gen-
erated approximately $15{() in sales in 2006. Separately from the
sale transaction, Alcoa entered into an agreement with Compass to
supply metal to the Michigan Casting Center.

In September 2007, Alcoa sold its investment in the Aluminum
Corporation of China Limited (Chaleo} for $1,942 in cash proceeds




and recognized a gain of $1.754 (§1.140 after-tax). See Note |or
additional information.

In September 2007, Alcos completed the sale of a lignite mine
in Texas to TXU Mining Company LP for $140, which consisted of
870 in cash and a $70 nute receivable due in 2009, No material
gain or loss was recognized on the transaction. The cash proceeds
are included in Procecds from the sale of assets and businesses on
the accompanying Statement of Consolidated Cash Flows and the
note receivable wus recorded in Other assets on the accompanying
Consolidated Balance Sheet. In conjunction with this iransaction,
Aleoa entered into a supply agreement with TXU Mining Company
LI* to supply lignite for use at Alcoa’s power plant in Rockdale,
TX.

In June 2007, Alcoa contributed virtually all of its soft alloy
extrusion business to a newly-forned joint venture in exchange for
a 46% equity investment in the joint venture. See Note | for addi-
tional information.

2006 Acquisitions. In September 2006, Alcoa completed
the acquisition of its 709 interest in the aluminum brazing sheet
venture in Kunshan City, China. Alcoa will be the managing
partner in the venture, with the remaining 30% shares held by
Shanxi Yuncheng Engraving Group. The total acquisition price
was approximately $01.

In June 2006, Alcoa completed the acquisition of the minority
interests (including the purchase of certain raw matenial
inventories) in its Intaleo and Eastalco aluminum smelters in
Ferndale, Washington, and Frederick, Muryland, respectively, in
exchange for the assumption of certain liabilities related to the
facilities and receipt of a net cash payment of $25.

2006 Divestitures. In October 2006, Alcoa completed the:
sale of the home exteriors business to Ply Gem Industries, Inc. for
£305 in cash and recognized a gain of $181 (3110 after-tux). In
2007, Alcoa adjusted the gain by $17 (811 after-1ax}), primarily
related to working capital and other post-closing adjustments. The
hume exteriors business was reflected in discontinued operations
in the Consolidated Financial Statements.

2005 Acquisitions. In December 2005, Alcoa purchased the
remaining 309 minority interest in the Alcoa Closure Systemns
International (Tianjin) Co., Ltd. joint venture owned by its partner,
China Suntrust Investment Group Co., Ltd., for §7 in cash. The
juint venture, established in 1994 to produce plastic closures for
heverages, is now a wholly-owned subsidiary.

In October 2005, Alcoa completed the formation of Alcoa
Bohai Aluminum Industries Company Limited, a consolidated
joint venture between Alcoa and the China Intemational Trust &
lavestment Corporation (CITIC). Alcoa holds a 73% interest and is
the managing partner in the new venture, which produces
aluminum rolled products at the Bohai plant in Qinghuangdao,
China. The transaction resulted in $2 of goodwill, Alcva con-
tributed an additional $37 and $118 in 2007 and 2000,
respectively, and has fulfilled its obligation for additivnal cash
contributions under the joint venture agreement.

In June 2005, Alcoa completed the purchase of the remaining
40% interest in the Alcoa (Shanghai) Aluminum Products Lid.
joint venture from its partner Shanghai Light Industrial Equipment
{Group) Company, Lid. for $16 in cash. Alcoa (Shanghai)
Aluminum Products Lid. is now a wholly-owned subsidiary and
will continue: to sell foil products to customers throughout Asia.
The transaction resulted in $2 of goodwill.

On March 31, 2005, Alcea finalized an agreement with Fuji-
kura Ltd. of Japan in which Alcoa obtained complete ownership of
the AFL automotive business and Fujikura obtained complete
ownership of the AFL telecommunications business through a
tax-free exchange. Fujikura exchanged all of its AFL shares for
shares of a new telecommunications entity and $176 in cash. The

transaction resulted in a reduction of goodwill for the AFL automo-
tive business of 844 based upon valuation and other studies. The
agreement provides for a contingenl payment 1o Fujikura in 2008
based upon the amount, if any, by which the average annual earn-
ings from 2005 through 2007 for the automotive business exceed a
targeted amount. Due to the losses in the automotive business
during the referenced period as well as the 2007 write-off of
goodwill and various lixed assets (see Note D for additional
information), no such contingent payment will be made.

On January 31, 2005, Alcoa acquired two fabricating facilities
located in the Russiun Federation. The facilities, located in Belaya
Kalitva and Samara, were purchased for $257 in cash. Goodwill of
$4 was recorded on this transaction. The final allocation of the
purchase price was based upon valuation and other studies,
including environmentalt and other contingent Labilities, which
were completed in 2006, In connection with this transaction,
Alcoa also made: a $93 payment related o a long-term aluminum
supply contract. which was recorded in other noncurrent assets in
the Consolidated Financial Statements. In January 2007, this 393
was repaid to Aleoa as provided for in the contract, and 13
reflected in the cash from operations section on the accompanying
Statement of Consolidated Cash Flows. The long-tenn aluminum
supply contraet is still in place and none of the provisions of the
contract changed due to the receipt of the 893, The purchase
agreement also provides for contingent payments between 2006
aml 2010, based on the perfurmance of the Russian facilities, with
a potential carryforward period of an additional five years. The
maximun amount of total contingent payments is $85, These
contingent payments, if paid, will be recorded as an adjustment to
the purchase price. No contingent payments were made during
2007 or 2006.

The results of these facilities are recorded in the Flai-Rolled
Products segent, the Extruded and End Products segment, and
the Engineered Solutions segment.

2005 Divestitures. In December 2005, Alcoa completed the
sale of its imaging and graphics communications business, SGS, to
Citigroup Venture Capital Equity Partners, LP for $408 in cash
and recognized a gain of $63 (89 after-tax). SGS was reflected in
discontinued operations in the Consolidated Financinl Statements.

In September 2005, Alcoa sold its railroad assets 10
Rail America Transportation Corp., a subsidiary of RuilAmenca
[ne., for §78 in cash, resulting in a gain of 367 ($37 after-tax).
Alcoa and RailAmerica have entered into long-term service
agreements under which RailAmerica will provide services o
Alcoa facilities that utilize the railroads.

In September 2005, Alcoa completed the sale of its protective
packaging business to Forest Resources LLC for §13 in cash and
tecorded a loss of $6 ($4 after-1ax). This business was reflected in
discontinued operations in the Consolidated Financial Statements,

In April 2005, Alcoa sold its stock in Elkem ASA (Elkem) to
Orkla ASA for $869 in cash, resulting in a gain of $345 (180
after-tax), which was recorded in vther income in the Statement of
Consolidated [ncome.

In January 2005, Alcoa sold its interest in Integris Metals Ine.,
a metals distribution joint venture in which Alcoa owned a 50%
interest, to Ryerson Tull. The investment was sold for $410 in cash
and the assumption of Integris™ debt, which was approximately
$234. Alcoa received cash of $205, and no material gain or loss
was recorded on the transaction.

In connectiom with acquisitions made prior to 2005, Alcoa could
be required to make additional contingent payments of upprox-
imately $75 in 2008 based upon the achievement of various
financial and vperating targets. During 2007, 2006 and 2005, Alcoa
made contingent payments in each year of $13 related to the Fair-
child aequisition, These payments were recorded as adjustments to

)
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goodwill and are included in Acquisitions, net of cash acquired on
the accompanying Statement of Consolidated Cash Flows. Alcoa is
no longer subject to contingent payments related to the Fairchild
acquisttion,

Pro forma results of the company, assuming all acquisitions
were made at the beginning of each period presented, would not
have been materially different from the resulis reported.

G. Inventories

December 31, )07 2000
Finished goods § 849 § 925
Work in process 1,044 1,121
Bauxite and alumina 652 535
Purchased raw materials 247 574
Operating supplies 234 225

$3.326 $3,380

Approximately 40% and 43% of total inventories at December 31,
2007 and 20006, respectively, were valued on a LIFO basis, If
valued on an average-cost basis, lotal inventories would have heen
$1,069 and £1,028 higher at December 31, 2007 and 2006,
respectively. During 2007, LIFO inventory quantities were
reduced, which resulted in a partial liquidation of the LIFQ base.
The impact of this liquidation increased net income by $20 in
2007,

H. Properties, Plants, and Equipment, at Cost

December 31, 2007 2006
Land and land rights, including mines & 467 $ 439
Struclures 7375 6,239
Machinery and equipment 19.772 17,424
27,614 24,102

Less: accumulated depreciation,
depletion, and amortization 14,722 13,682
12.892 10,420
Construction work in progress 3,987 3,587
$16,879 $14,007

As of December 31, 2007 and 2006, the net carrying values of
idled assets were $227 and 8311, respectively.

l. Investments

Becember 31, 2007 2006
Equity investments $1.952 § 823
Other investments 86 895

$2,038 $1.718

Equity investments are primarily comprised of 8 50% investment
in Elkem Aluminium ANS, which is a joint venture between Alcoa
and Elkem that owns and operates twe aluminum smeliers in
Norway, and investments in several hydroeleciric power con-
struction projects in Brazil (see Note N for additional information).
As of December 31, 2007, Equity investments also included
Alcoa’s share of a newly-formed soft alloy extrusion joint venture.
Effective June 1, 2007, Alcoa completed the formation of a
joint venture with Sapa combining Alcoa’s soft alloy extrusion
business (excluding three facilities each in the U.S. and Brazil)
with Sapa’s Profiles extruded aluminum business. The new joint

venture, Sapa AB, is expected to have annual sales of approx-
imately $4,500 and 12,000 employees, and is majority-owned and
operated by Sapa. As of December 31, 2007, Alcoa’s ownership
percentage in the joint venture was 46% and the carrying value of
the investment was approximately $800. The equity income from
Alcoa’s 46% ownership share is reflected in the Extruded and End
Products segment. Prior to June 1, 2007, the assets and liabilities
of Alcoa’s soft alluy extrusion business were classified as held for
sale {see Note B for additional information). In conjunction with
the contribution of the soft alloy extrusion business to the joint
venture, Alcoa recorded a 862 ($23 afier-1ax) reduction to the
original impairment charge recorded in the fourth quarter of 2006.
This adjustment was primarily the result of a higher estimated fair
value of the soft alloy extrusion business than what was reflected
in the original impairment charge, and was recorded as income in
Restructuring and other charges on the accompanying Siatement of
Consolidated Income (see Note D for additional information). The
carrying value and ownership percentage of Alcoa’s investment as
of December 31, 2007 are subject to pust-closing adjustments
based upon certain provisions in the joint venture agreement.

‘The three facilities in Brazil that were excluded from the joint
venture are being retained by Alcoa. The net assets of the three
11.8. facilities not contributed to the joint venture were classified
as held for sale in all periods prior to October 2007. In Qctober
2007, Alcoa completed the sale of two of the three U.S. facilities
for approximately $15 in cash while the third such U.S, facility
ceased operalions. An immaterial loss was recognized on the sale.

Other investments are primarily comprised of available-for-sale
securities and are carried at fair value with unrealized gains and
losses recorded in other comprehensive income. As of
December 31, 2006, Other investments also included Alcoa’s 7%
interest in Chalco.

In September 2007, Alcoa sold its investment in Chalco for
£1,942 in cash proceeds, net of transaction fees, which is reflected
in Sales of investments on the accompanying Statement of Con-
solidated Cash Flows. Prior to its sale, the Chalco investment was
classified and accounted for as an available-for-sale security.
Alcoa's original cost basis of its 7% interest in Chalco was $184
and this transaction resulted in a gain of $1,754 (31,140 after-tax).
net of transaction fees and other expenses, which was recorded in
Other income, net on the accompanying Statement of Consolidated
Income and is reflected in Gains from investing activities—asset
sales on the accompanying Statement of Consolidated Cash Flows.
Alcon reclassified $1,159 {after-tax) in curmmlative unrealized
holding gains from other comprehensive income to net income (see
Statement of Shareholders™ Equity), as these gains were realized
through the sale transaction. As of December 31, 2006, cumu-
lative unrealized gains, net of 1axes, were $414 related 1o the
Chalco investment.

J. Other Assets

December 31, 2007 2006
Intangibles, net (E) § 609 $ 614
Deferred income taxes 1,587 1,859
Prepaid pension benefit (W) 216 90
Prepaid gas transmission contract 261 230
Cash surrender value of life insurance 470 445
Deferred charges and other 903 701

$4,046 $3.939




K. Debt

Long-Term Debt.

December 31, 2007 2006
4.25% Notes, due 2007 $ — $ 792
6.625% Notes, due 2008 150 150
7.375% Notes, due 2010 511 1,000
6.5% Notes, due 2011 584 1,000
6% Notes, due 2012 517 1,000
5.375% Notes, due 2013 600 600
5.55% Notes, due 2017 750 —_
6.5% Bonds, due 2018 250 250
5.72% Notes, due 2019 750 —
5.87% Notes, due 2022 627 —
5.9% Notes, due 2027 625 —
6.75% Bonds, due 2028 300 300
5.95% Notes, due 2037 625 —
Medium-term notes, due 2008-2013

(7.1% and 7.2% average rates in 2007

and 2006, respectively) 43 73
Alcoa Alumfnio S.A. (Alumfnio) 7.5%

Export notes, due 2008 21 40
Fair value adjustments 20 (57
Other 200 139

6,573 5,287
Less: amount due within one year 202 510
$6,371 $4.777

The amount of long-term debt maturing in each of the next five
years, including the effects of fair value adjustments, is $202 in
2008, $60 in 2009, $526 in 2010, 8636 in 2011, and $524 in
2012,

In January 2007, Alcoa completed a public debt offering under
its existing shelf registration statement for $2,000 in new senior
notes, The $2,000 is comprised of $750 of 5.55% Notes due 2017,
$625 of 5.9% Notes due 2027, and $625 of 5.95% Notes due 2037
{collectively, the “Senior Notes”). Alcoa received $1,979 in net
proceeds from the public debt offering reflecting original issue
discounts and the payment of finaneing costs. A portion of the net
proceeds from the Senior Notes was used by Alcoa to repay $1,132
of its commercial paper outstanding as of December 31, 2006 in
January 2007, The $1,132 was reflected as long-term on the
December 31, 2006 Consolidated Balance Sheet due to the fact
that this amount was refinanced with new long-term debt instru-
menis. Additionally, Alcoa used a portion of the net proceeds 10
pay $338 related 1o a 1ender offer of its 4.25% Notes due 2007
(see below). The remaining net proceeds were used 1o repay new
commercial paper that was borrowed in January 2007 prior to the
issuance of the Senior Notes and for general corporate purposes.
Alcoa paid $15 in financing costs associated with the issuance of
the Senior Notes. These costs were deferred and will be amortized,
along with the original issue discounts, 1o interest expense using
the effective interest method over the respective terms of the
Senior Notes. Interest on the Senior Notes is paid semi-annually in
February and August, which commenced in August 2007. Alcoa
has the option to redeem the Senior Notes, as a whole or in part, at
any time or from time to lime, on at least 30 days but not more
than 60 days prior notice to the holders of the Senior Notes at a
redemption price specified in the Senior Notes. The Senior Notes
are subject to repurchase upon the occurrence of a change in
control repurchase event (as defined in the Senior Notes} at a
repurchase price in cash equal to 101% of the aggregate principal
amount of the Senior Notes repurchased, plus any accrued and
unpaid interest on the Senior Notes repurchased. The Senior Notes

rank pari passu with Alcoa’s other senior unsecured
unsubordinated indebtedness.

Also in January 2007, Alcoa commenced a tender offer (the
“Offer”) to purchase for cash any and all of its 4.25% Notes due
2007 (the #2007 Notes™). Upon expiration of the Offer, $333 of the
aggregate outstanding principal amount of the 2007 Noles was
validly tendered and accepted. At December 31, 2006, the 2007
Notes had an outstanding balance of $792 and an original maturity
of August 15, 2007. The $333 was reflected as long-term on the
December 31, 2006 Consolidated Balance Sheet due to the fact
that this amount was refinanced with new long-term debt instru-
ments. Alcoa paid a total of $338, which consisted of the purchase
price of $331 for the tendered 2007 Notes plus $7 in acerued and
unpaid interest, to the holders of the tendered 2007 Notes on
February 1, 2007. An immaterial gain was recognized for the early
retirement of the $333 principal amount. On August 15, 2007,
Alcoa repaid the $459 of outstanding principal of the 2007 Notes
that was not tendered under the Offer.

Lastly, in January 2007, Alcoa commenced offers to exchange
up to $300 of each of its outstanding 7.375% Notes due 2010
(2010 notes), 6.5% Notes due 2011 (2011 notes), and 6% Notes
due 2012 (2012 notes), (collectively, the “old notes™}, for up to
$1,500 of new Notes due 2019 and 2022. At December 31, 2006,
each of the old notes had an outstanding balance of $1,000. Upon
expiration of the exchange offers in February 2007, principal
amounts of $489 of 2010 notes, $416 of 2011 notes, and $483 of
2012 notes were validly tendered and accepted. In exchange for
the tendered amounts, Alcoa issued $750 of 5.72% Notes due
2019 and $627 of 5.87% Notes due 2022 (collectively, the “new
notes™), and paid $98 in cash. The $98 consisted of $75 for the
exchange price, which included an early participation incentive
for those holders that tendered old notes by February 5, 2007, $11
in principal to retire tendered old notes not exchanged, and the
remainder was for accrued and unpaid interest on the tendered old
notes. The $75, along with $6 in financing costs associated with
the exchange offers plus the remaining unamortized debt issuance
costs, original issue discounts, and terminated interest rate swaps
associated with the old notes, were deferred and will be amortized
to interest expense using the effective interest method over the
respective terms of the new notes. Alcoa recognized an immaterial
loss for the early retirement of the $11 in old notes. Interest on the
new noles is paid semi-annually in February and August, which
commenced in August 2007. Alcoa has the option to redeem the
new notes, as a whole or in part, at any time or from time 10 time,
on at least 30 days but not more than 60 days prior notice to the
holders of the new notes at a redemption price specified in the new
nates. The new notes are subject to repurchase upon the occur-
rence of a change in control repurchase event (as defined in the
new notes) at a repurchase price in cash equal to 101% of the
aggregate principal amount of the new notes repurchased, plus any
acerued and unpaid interest on the new notes repurchased. The
new notes rank pari passu with Alcoa’s other senior unsecured
unsubordinaled indebtedness.

On February 23, 2007, Alcoa entered into a registration rights
agreement (the “Agreement”) related to the new notes. Under the
Agreement, Alcoa agreed to file a registration statement in order to
exchange the new notes for registered securities having terms
identical in all material respects to the new notes, except that the
registered securities would not contain transfer restrictions. Alcoa
filed the registration statement with the Securities and Exchange
Commission (SEC) on March 19, 2007 and it was declared effec-
tive on April 2, 2007. The registered exchange offer was made on
April 3, 2007 and expired on May 2, 2007, Upon expiration of the

registered exchange offer, virtually all of the new notes were
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exchanged for registered securities, This exchange had no impact

on the accompanying Consolidated Financial Statements. Under
the Agreement, Alcoa also agreed thal under certain circum-
stances it would file a shelf registration statement with the SEC
covering resales by holders of the new notes in licu of the regis-
tered exchange offer. In the event of o registration default, as
defined in the Agreement, additional interest would acerue on the
aggregate principal amount of the new notes affected by such
default at a rate per annum equal to 0.256% during the fiest 90 days
immediately following the securrence of uny registration default,
and would increase to 4 maximuem of 0.50% thereafier. As of
December 31, 2007, Aleoa is not in default under the Agreement
and management has determined that the likelihood of such a
default is remote. The Agreement had no impact on the
accompanying Consolidated Financial Stalements,

Aluminiv’s export notes are collateralized by receivables due
under an export contract. Certain financial ratios must be main-
tained, including the maintenance of a minimum debt service
ratio, as well as a certain level of tangible net worth of Aluminio
and its subsidiaries. The tangible net worth caleulation excludes
the effects of foreign currency changes.

The fair value adjustments resull from changes in the carrying
amounts of certain fixed-rate horrowings that have been designated
as being hedged. Of the §20 in 2007, $5 related 1o outstanding
hedges and $15 related to hedges that were settled early. Of the
$(57) in 2006, $(111) related 10 outstunding hedges and $54 related
to hedges that were settled early. The adjustinents for hedges thal
were settled early are being recognized as reductions of interest
expense vver the remaining maturity of the related debt (through
2028). See Note X for additional information on interest rate swaps.

Commercial Paper. Commerciul paper was $856 a1
December 31, 2007 amt $1,472 wt Decerber 31, 2006. The
commercial paper outstanding at December 31, 2000 included
81,132 that was classified as long-term on the Consolidated
Balance Sheet because this amount was refinanced with new long-
term debt instruments in January 2007 (see above), Commercial
paper matures al various times within one year and had an annual
weighted average interest rate of 5.4% and 5.1 during 2007 and
2006, respectively.

In October 2007, Alcoa entered into a Five-Year Revolving
Credit Agreement, dated as of October 2, 2007 (the “Credit
Agreement™), with a syndicate of lenders and issuers named
therein. The Credit Agreement provides a $3,250 senior unsecured
revolving credit facility (the “Credit Facility™), the proceeds of
which are to be used to provide werking capital or for uther general
corporate purpuses of Alcoa, including support of Alcoa’s
commercial paper program. Subject to the terms and conditions of
the Credit Agreement, Alcoa may from time o time request
increases in lender commitments under the Credit Facility, not 10
exceed 3500 in aggregate principal amount, and may also request
the issuance of letters of credit, subject 1o a letter of credit
sub-limit of $500 under the Credit Facility.

The Credit Facility matures on October 2, 2012, unless
extended or earlier terminated in accordance with the provisions of
the Credit Agreement. Alcoa may make two one-year extensijon
requests during the term of the Credit Facility, with any extension
being subject to the lender consent requirements set forth in the
Credit Agrecment.

The Credit Facility is unsecured and amounts payable under it
will rank pari passe with all vther unsecured, unsubordinated
indebtedness of Alcoa. Borrowings under the Credit Facility may
be denominated in U.S. dollars or Euros. Loans will bear interest
at (i) a base rate or (1) a rate equal to LIBOR plus an applicable
margin based on the credit ratings of Alcoa’s outstanding senior
unsecured long-term debt. Bused on Alcoa™s current long-term
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debt ratings, the applicable margin on LIBOR loans will be
0.33% per annum. Loans may be prepaid without premium or
penalty, subject to customary breakage costs.

The Credit Facility replaces $3,000 in aggregate principal
amount of revolving credit facilities maintained by Alcoa under
the following credit agreements, which were terminated effective
October 2, 2007: (i) $1.000 Five-Year Revolving Credit Agree-
ment dated as of April 22, 2005, (i1} §1,000 Five-Year Revolving
Credit Agreement dated as of April 23, 2004, as amended, and
(it} 1,000 Five-Year Revolving Credit Agreement dated s of
April 25, 2003, as amended (collectively, the “Former Credit
Agreements”),

The Credit Agreement includes covenants substantially similar
to those in the Former Credit Agreements, including, among oth-
ers, (a) a leverage ratio, (b} limitations on Alcoa’s ability to incur
liens securing indebtedness for borrowed money, (c} limitations on
Alcoa’s ability to consummate a merger, eonsolidation vr sale of all
or substantially all of its assets and (d) limitations on Alcoa’s
ability 10 change the nature of its business.

The: obligation of Alcoa W pay amounts outstanding under the
Credit Fucility may be accelerated upon the oceurrence of an
“Event of Default” as defined in the Credit Agreement. Such
Events of Default include, among others, (a) Alcoa’s failure to pay
the principal of, or interest on, borrowings under the Credit
Facility, (b) any representation or warranty of Alcoa in the Credit
Agreement proving to be materially false or misleading, (¢} Alcoa’s
breach of any of its covenants contained in the Credit Agreement,
and (d} the bankruptey or insolvency of Alcoa.

‘There were no amounts outstanding under the Credil Agree-
ment at December 31, 2007 and the Former Credit Agreements at
December 31, 2006.

Short-Term Borrowings. Short-term borrowings were $569
and $462 at December 31, 2007 and 20006, respectively. These
amounts included $321 and $275 at December 31, 2007 and
2006, respectively, related to accounts payable settlement
arrangements with certuin vendors and third-party intermediaries.

L. Other Noncurrent Liabilities and Deferred Credits

December 31, 2007 2006

Deferred alumina and aluminum sales
revenue & 187 & 269
Environmental remediation (N} 228 270
Asset retirement obligations 282 258
Fair value of derivative contracts 599 542

Acerued compensation and retirement
cosls 443 403
Other noncurrent liahilities 204 260
£1.943 £2.002

M. Minority Interests
The following 1able summarizes the minority shareholders’ interests
in the equity of Alcoa’s majority-owned consolidated subsidiaries:

December 31, 2007 2000
Alcoa of Australia $1.189 $1.031
Aleoz World Alumina LLC 965 547
Norsk Anodes ANS 206 il8
Other 100 104

$2.460 £1.800

During 2007 and 2006, Alcoa received $474 and 3342,
respectively, in contributions from minornity sharehalders related 10

Alcoa World Alumina LLC and other interests in Norway, Russia
and China.



N. Commitments and Contingencies

Litigation. In November 2006, in Curtis v. Alcoa Ine., Civil
Action No. 3:06cv448 (E.D. Tenn.), a class action was filed by
plaintiffs representing approximately 13,000 retired former
employees of Alcoa or Reynolds Metals Company and spouses and
dependents of such retirees alleging violation of the Employee
Retirement Income Security Act {(ERISA) and the Labor-
Management Relations Act by requiring plaintifls, beginning
January 1, 2007, (o pay health insurance preminoms and increased
co-payments anel co-insurance for certain medical procedures uned
preseription drugs. Plaintiffs allege these changes to their retiree
health care plans violate their rights to vested health care benefits.
Plaintiffs additionally allege that Alc:oa has breached its fiduciary
duty to plaintiffs under ERISA by misrepresenting to them tha
their health benefits would never change. Plaimiffs seek injunctive
and declaratory relief, back payment of benefits and attorneys’
fees. Alcoa has consented to treatment of plaintiffs” claims as a
class action. During the fourth quarter of 2007, following briefing
and argument, the court ordered consolidation of the plaintiffs’
motion for preliminary injunction with trial, certified a plaintiff
class, bifurcated and stayed the plaintiffs” breach of fiduciary duty
claims, struck the plaintiffs’ jury demand. but indicated it would
use an advisory jury, and set a trial date of September 17, 2008.
Alcoa estimates that, in the event of an unfavorable outcome, the
maximum exposure would be an additional postretirement benefit
liability of approximately $300 and approximately $40 of expense
(includes an interest cost component) annually, on average, for the
next 11 years. Alcoa believes that it has valid defenses and
intends to defend this matter vigorously. However, as this litigation
is in its preliminary stages, the company is unable to reasonably
predict the outcome.

In addition to the litigation discussed above, various other
lawsuits, claims, and proceedings have been or may be instituted
or asserted against Alcoa, including those pertaining to environ-
mental, product liability, and safety and health matters. While the
amounts claimed may be substantial, the ultimate Liability cannot
tiow be determined hecause of the considerable uncertainties thal
exist, Therefore, it is possible that the company’s financial posi-
tion, liquidity, or results of operations in a particular period could
be matenially alfecied by cenain contingencies. However, based on
facts currently available, management believes that the disposition
of malters that are pending or asserted will not have a material
adverse effect, individually or in the aggregate, on the financial
position, liquidity, or the results of operations of the company.

Environmental Matters. Alcoa continues to participate in
environmental assessments and cleanups at a number of locations.
These include 32 owned or operating facilities and adjoining
properties, 32 previously owned or operating facilities and
adjoining properties, and 66 waste sites, including Superfund
siles. A liability is recorded for environmental remediation costs or
damages when a cleanup program becomes probable and the costs
or damages can be reasonably estimated.

As assessments and cleanups proceed, the liability is adjusted
hased on progress made in determining the extent of remedial
actions and related costs and damages. The liability can change
substantially due to factors such as the nature and extent of
contamination, changes in remedial requirements, and techno-
logical changes. ‘Therefore, it is not possible to determine the
outcomes or to estimate with any degree of accuracy the potentisl
costs for certain of these matters.

The: following iscussion provides additional details regarding
the current status of Alcoa’s significant sites where the final

outcome cannot be determined or the potential costs in the future
cannol be estimated.

Massena, NY — Alcoa has been conducting investigations and
studies of the Grasse River, adjacent to Alcoa’s Massena plant site,
under order from the U.S. Environmental Protection Agency (EPA)
issued under the Comprehensive Environmental Response,
Compensation and Liability Act, also known as Superfund. Sedi-
ments and fish in the river contain varying levels of PCBs.

1n 2002, Alcoa submitted an Analysis of Alternatives Report
that detailed a variety of remedial aliernatives with estimated costs
ranging from $2 to §525. Because the selection of the 82 alter-
native (natural recovery) was considered remote, Alcoa adjusted
the reserve for the Grasse River in 2002 to $30 representing the
low end of the range of possible alternatives, as no single alter-
native could be identified as more probable than the others.

In June of 2003, based on river observations during the spring of
2003, the EPA requested that Alcoa gather additional field data to
assess the potential for sediment erosion from winter river ice
formation and breakup. The results of these additional studies,
submilted in a report 10 the EPA in April of 2004, suggest that this
phenomenon has the potential to occur approximately every 10
vears and may impact sediments in certain portions of the river
under all remedial scenarios. The EPA informed Alcoa that a final
remedial decision for the river could not be made without sub-
stantially more information, including river pilot studies on the
effects of ice formation and breakup on each of the remedial tech-
niques. Alcoa submitted to the EPA, and the EPA approved, a
Remedial Options Pilot Study (ROPS) 1o gather this information.
The scope of this study includes sediment removal and capping, the
installation of an ice control structure, and significant monitoring.

In May of 2004, Alcoa agreed to perform the study at an esti-
mated cost of $35. Most of the construction work was completed in
2005 with monitoring work proposed through 2008. The findings will
be incorporated into a revised Analysis of Alternatives Repont, which
is expecied to be submitted in 2008. This information will be used
by the EPA 1o propose a remedy for the entire river. Alcos adjusted
the reserves in the second quarter of 2004 10 include the $35 for the
ROPS. This was in addition to the $30 previously reserved.

The reserves for the Grasse River were re-evaluated in the
fourth quarter of 2006 and an adjustment of $4 was made. This
adjustment covers commitments made to the EPA for addilional
investigation work, for the on-going monitoring program, including
that associated with the ROPS program, to prepare a revised
Analysis of Altermatives Report, and for an interim measure that
invalves, annually, the mechanical ice breaking of the river to
prevent the formation of ice jams until a permanent remedy is
selected. This reserve adjustment is intended to cover these
commitments through 2008 when the revised Analysis of Alter-
natives report will be submitted.

With the exception of the natural recovery remedy, none of the
existing aliernatives in the 2002 Analysis of Alternatives Report is
more probable than the others and the results of the ROPS are
necessary lo revise the scope and estimated cost of many of the
current alternatives.

The EPA’s ultimate selection of a remedy could result in addi-
tional liability. Alcoa muy be required 1o record a subsequent
reserve adjustment at the time the EPA’s Record of Decision is
issued, which is expected in 2009 or later.

Sherwin, TX—In connection with the sale of the Sherwin
alumina refinery, which was required to be divested as part of the
Reynolds merger in 2000, Alcoa has agreed to retain respansibility
for the remediation of the then existing environmental conditions,
as well as a pro rata share of the final closure of the active waste
disposal areas, which remain in use. Alcoa’s share of the closure
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costs is proportional to the total period of operation of the active
waste disposal areas. Alcoa estimated its liability for the active
disposal areas by making certain assumptions about the period of
operation, the amount of malerial placed in the area prior to clo-
sure, and the appropriate technology, engineering, and regulatory
status applicable to final closure. The most probable cost for
remediation has been reserved. It is reasonably possible that an
additional lLiability, not expected 1o exceed $75, may be incurred if
actual experience varies from the original assumptions used.

East St. Louis, IL—In response to questions regarding
environmental conditions at the former East St. Louis operations,
Alcoa entered into an administrative order with the EPA in
December 2002 to perform a remedial investigation and feasibility
study of an area used for the disposal of bauxite residue from
historic alumina refining operations. A draft feasibility study was
submitted to the EPA in April 2005. The feasibility study includes
remedial alternatives that range from no further action at $0 to
significant grading, stabilization, and water management of the
bauxite residue disposal areas at $75. Because the selection of the
$0 alternative was considered remote, Alcoa increased the
environmental reserve for this location by $15 in the second
quarter of 2005, representing the low end of the range of possible
alternatives, which met the remedy selection criteria, as no alter-
native could be identified as mare probable than the others. In
2007, the EPA temporarily suspended their final review of the
feasibility study based on Alcoa’s request for additional time to
fully explore site redevelopment and material use options. Ulti-
mately, the EPA’s selection of a remedy could result in additional
liability, and Alcoa may be required te record a subsequent
reserve adjustment at the time the EPA’s Record of Decision is
issued, which is expected in 2008 or later.

Based on the foregoing, it is possible thut Alcoa’s financial
position, liquidity, or results of operalions, in a particular period,
could be materially affected by matters relating to these sites.
However, based on facis currently available, management believes
that adequate reserves have been provided and that the disposition
of these matters will not have a matenially adverse effect on the
financial position, liquidity, or the results of operations of the
company.

Alcoa’s remediation reserve balance was $279 and $319 at
December 31, 2007 and 2006 (of which $51 and $49 was classi-
fied as a current liability), respectively, and reflects the most
probable costs to remediate identified environmental conditions
for which costs can be reasonably estimated. In 2007, the
remediation reserve was decreased by 810 consisting of a 815
adjustment for the liabilities associated with a previously owned
smelter sile and a $5 adjustment for liabilities at the Russian
rolling mills and extrusion plants, both of which were panially
offset by a net increase of $10 in liabilities associated with various
locations. The $15 and 85 adjustments, which were recorded as a
credit 1o Cost of goods sold on the aceompanying Statement of
Consolidated Incotne, were made afier further investigations were
completed and Alcoa was able to obtain additional information
about the environmental condition and the associated liabilities
related to these sites. Paymenis related to remediation expenses
applied against the reserve were $30 in 2007, These amounis
include expenditures currently mandated, as well as those not
required by any regulatory authority or third-party.

Included in annual operating expenses are the recurring costs
of managing hazardous substances and environmental programs,
These costs are estimated to be approximately 2% of cost of goods

sold.

Investments. Aluminio is a participant in several hydroelectric
power construction projects in Brazil for purposes of increasing its
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energy self-sufficiency and providing a long-term, low-cost source
of power for its facilities. Two of these projects, Machadinho and
Barra Grande, were completed in 2002 and 2006, respectively.

Aluminio committed to taking a share of the output of the
Machadinho and Barra Grande projects each for 30 years at cost
(including cost of financing the project). In the event that other
participants in either one of these projects fail to fulfill their
financial responsibilities, Alumfnio may be required to fund a
portion of the deficiency. In accordance with the respective
agreements, if Aluminio funds any such deficiency, its partic-
ipation and share of the output from the respective project will
increase proportionately.

In January 2007, Aluminio exercised pre-emptive rights to
acquire an additional ownership interest of 4.67% in Machadinho
for $18. This additional investment provides an additional 15
megawalts of assured energy. This transaction was approved by the
Brazilian Energy Agency, antitrust regulators, and other third
parties. In September 2007, Aluminio’s ownership interest of
31.89% was reduced by 0.9% due to the admission of a new
investor to the Machadinho consortium.

With Machadinho and Barra Grande, Aluminio’s current power
self-sufficiency is approximately 40%, to meet a total energy
demand of approximately 690 megawatts from Brazilian primary
plants, Alumfnio accounts for the Machadinho and Barra Grande
hydroelectric projects on the equity method. Aluminio’s invest-
ment participation in these projects is 30.99% for Machadinho
and 42.18% for Barra Grande. lts total investment in these proj-
ects was $241 and $175 at December 31, 2007 and 2006,
respectively. Alcoa’s maximum exposure to loss on these com-
pleted projects is approximately 8575, which represents Alcoa’s
investment and guarantees of debt as of December 31, 2007.

In the first quarter of 2006, Aluminio acquired an additional
6.41% share in the Estreito hydroelectric power project, reaching
25.49% of total participation in the consortium, This additional
share entitles Aluminio to 38 megawatts of assured energy. Alumi-
nio’s share of the project is estimated to have installed capacity of
approximately 280 megawatis and assured power of approximately
150 megawatts. In December 2006, the consortium obtained the
environmental installation license, after completion of certain
sociveconomic and cultural impact studies as required by a gov-
ernmental agency. Construction began in the first quarter of 2007.

In the first quarter of 2007, construction began on the Serra do
Facdio hydreelectric power project. The implementation of con-
struction activities had been temporarily suspended in 2004 due 1o
the temporary suspension of the project’s installation permit by
legal injunction issued by the Brazilian Judicial Department
{Public Ministry). Since 2004, this project was placed on hold due
to unattractive market conditions. In mid-2006, market conditions
became favorable and Aluminio proceeded with plans to begin
construction. In September 2006, the national environmental
agency renewed the installation permit allowing construction to
commence. Aluminio’s share of the Serra do Fac@io project is
34.97%, which decreased by 4.53% in the first quarter of 2007
due to the approval of a new shareholder structure, and entitles
Alumfnio to approximately 65 megawatis of assured power.

In 2004, Alcoa acquired a 20% interest in a consortium, which
subsequently purchased the Dampier to Bunbury Natural Gas
Pipeline (DBNGP) in Western Ausiralia, in exchange for an initial
cash investment of $17. This investment was classified as an
equily investment, Alcoa has made additional contributions of
£76, including $31 and $26 in 2007 and 2006, respectively, and
committed o invest an additional $37 10 be paid as the pipeline
expands through 2009, In 2007, the remaining commitment was
increased by a net $5, consisting of a $10 increase to reserve for
the significant wezkening of the U.S. dollar, as these contributions




are transacted in Australian dollars, and a decrease of $5 based on
a revision in the consortium’s forecast of equily requirements
related to the future expansion of the DBNGP. The investinent in
the DBNGP was made in order to secure a competilively priced
long-term supply of natural gas to Alcoa’s refineries in Western
Australia. In addition ta its equity ownership, Alcoa has an
agreement to purchase gas lransmission services from the DBNGP.
Alcoa’s maximum exposure to loss on the invesiment and the
related contract is approximately $385 as of December 31, 2007.

Purchase Obligations. Alcoa is party to unconditional pur-
chase obligations for energy that expire between 2012 and 2028,
Commitments related to these contracts total $115 in 2008, §115
in 2009, $111 in 2010, $107 in 2011, $103 in 2012, and $1,146
thereafier. Expenditures under these contracts tolaled §110 in
2007, $86 in 2006, and $26 in 2005. Additionally, Alcoa has
entered into other purchase commitments for energy, raw materials
and other goods and services which total $3,354 in 2008, $2,061
in 2009, $1,395 in 2010, $1.216 in 2011, $1,041 in 2012, and
$10,874 thereafter.

Operating Leases. Certain computer equipment, plant equip-
ment, vehicles, and buildings are under operating lease
agreements. Total expense from continuing operations for all
leuses was $315 in 2007, $286 in 2006, and $261 in 2005, Under
long-term operating leases, minimum annual rentals are $304 in
2008, £249 in 2009, $213 in 2010, $155 in 2011, $99 in 2012,
and a total of $240 for 2013 and thereafter.

Letters of Credit. Alcoa has standby letters of credit related to
environmental, insurance, and other activities, The total amount
committed under these letiers of credit, which expire at various

dates in 2008 through 2014, was $485 at December 31, 2007.

Guarantees. Alcoa has issued guarantees, primarily related to
project financing for hydreelectric power projects in Brazil. The total
amount commiited under these guarantees, which expire at various
dates in 2008 through 2018, was $513 at Becember 31, 2007,

Other. 1n July 2006, the European Commission (EC) announced
that it has opened an investigation 1o establish whether an
extension of the regulated preferential electricity tariff granted by
ltaly to some energy-intensive industries complies with European
Union state aid rules. The new halian power tanff modifies the
preferential taniff that was in force until December 31, 2005 and
extends it through 2010. Alcoa has been operating in ltaly for more
than 10 years under a power supply structure approved by the EC
in 1996. That measure, like the new one, was based on Italian state
legislation that provides a competitive power supply to the primary
aluminum industry and is not considered state aid by the lalian
Government. The EC’s announcement states that it has doubts
about the measure’s compatibility with European Union legislation
and concerns about distortion of competition in the European
market of primary aluminum, where energy is an important part of
the production costs. The opening of an in-depth investigation gives
interested parties the opportunity to comment on the proposed
measures; il does not prejudge the outcome of the procedure. It is
Alcoa’s understanding that the Italian Government’s continuation of
the electricity tariff was done in conformity with all applicable laws
and regulations. Alcoa believes that the total potential impact from
a loss of the tariff would be approximately $20 (pretax) per month
in higher power costs at its [talian smelters. The estimated 10tal
potential impact has increased since 2006 due predominately to the
weakening of the U.S. dollar, as the liability would be payable in
Euros in the event of a negative outcome. While Alcoa believes that
any additional cost would anly be assessed prospectively from the

date of the EC’s decision on this matter, it is possible that the EC
could rule that the assessment must be retroactively applied to
January 2006. A decision by the EC is not expected until late in
2008. On November 29, 2006, Alcoa filed an appeal before the
European Coun of First Instance seeking the annulment of the
decision of the EC to open the investigation alleging that such
decision did not follow the applicable procedural rules, This
appeal, which may be withdrawn by Alcoa at any time, is expected
to be resolved late in 2008 as well.

In January 2007, the EC announced that it has opened an inves-
tigation to establish whether the regulated electricity tariffs granted
by Spain comply with European Union state aid rules. Alcoa has
been operating in Spain for more than nine years under a power
supply structure approved by the Spanish Govemnment in 1986, an
equivalent tarifl having been granted in 1983, The investigation is
limited to the year 2005 and it is focused both on the energy-
intensive consumers and the distribution companies. The
investigation provided 30 days to any interested party to submit
observations and comments to the EC. With respect to the energy-
intensive consumers, the EC is opening the investigation on the
assumption that prices paid under the tariff in 2005 were lower than
the pool price mechanism, therefore being, in principle, antificially
below market conditions. Alcoa has submitted comments in which
the company has provided evidence that prices paid by energy-
intensive consumers were in line with the market, in addition 1o
various legal arguments defending the legality of the Spanish tariff
system. Therefore, it is Alcoa's understanding thal the Spanish tanff
system for electricity is in conformity with all applicable laws and
regulations, and therefore no state aid is present in that tariff system.
Alcoa believes that the total potential impact from an unfavorable
decision would be approximately $11 (pretax). While Alcoa believes
that any additional cost would only be assessed for the year 2005, it
is possible that the EC could extend its investigation 1o later years. A
decision by the EC is not expected until late in 2008. If the EC’s
investigation concludes that the regulated electricity tariffs for
industries are unlawful, Alcoa will have an opportunity to challenge
the decision in the European Union courts.

0. Other Income, Net

2007 2006 2005
Equity income g 71 § 72 $ 26
Interest income 62 89 65
Dividend income 31 45 19
Foreign currency losses, net (28) (48} 27
Gains from asset sales 1,800 25 406
Other income {expense), net (23) 10 9)

$1.913 §193 $480

[n 2007, equity income included $14 related to the newly-formed
soft alloy extrusion joint venture (see Notes F and [ for additional
information) and gains from asset sales included a $1,754 gain on
the sale of Alcoa’s investment in Chalco (see Notes F and [ for
additional information).

In 2006, interest income included $15 of interest earned
related to a Brazilian court settlement.

In 2005, equity income included an impairment charge of $90
related to the closure of the Hamburger Aluminium-Werk facility
in Hamburg, Cermany. The charge was comprised of $65 for asset
impairments and $25 for employee layoff costs and other shutdown
costs. Also in 2005, gains from asset sales included a $345 gain
on the sale of Aleoa’s stake in Elkem and a $67 gain on the sale of
railroad assets (see Note F for additional information).

The dividend income in 2007, 2006 and 2005 is virtually all

related to Aleva’s former stake in Chaleo.
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P. Cash Flow Information
Cash payments for inlerest and income taxes are as follows:

2007 2006 2005

[nterest, net of amount capitalized* ¢ 359 $423 $328
[ncome taxes, net of amount refunded 1.376 695 413

* The amounts for 2006 and 2005 have been revised from the prior
year presentation to reflect inlerest amounts capitalized.

The details related to acquisitions are as follows:

2007 2006 2005
Fair value of assets acquired $19 3 84 £373
Liabilities assumed (3) 91 (102)
Minority interests acquired 3 — 190
Cash paid (received) 19 7} 461
Less: cash acquired | — —_
Net cash paid {received} 18 $ (D %461

In 2007, Alcoa sold its Three Qaks Mine for $140, which
consisled of $70 in cash and a $70 note receivable. The $70 in
cash is reflected in the Proceeds from the sale of assets and busi-
nesses on the accompanying Statement of Consolidated Cash
Flows. The 870 note receivable is not reflected in the accom-
panying Statement of Consolidated Cash Flows as it represents a
non-cash activity.

Q. Segment and Geographic Area Information
Alcoa is primarily a producer of aluminum products. Aluminum
and alumina represent approximately three-fourths of Alcoa’s
revenues. Nonaluminum products include precision castings,
industrial fasteners, consumer products, food service and flexible
packaging products, plastic closures, and electrical distribution
systems for cars and trucks. Alcoa’s segments are organized by
product on a worldwide basis. Alcoa’s management reporting
system evaluates performance based on a number of factors;
however, the primary measure of performance is the after-tax
operating income (ATOI) of each segment. Certain ilems such as
interest income, interest expense, foreign currency translation
gainsflosses, certain effects of LIFQ inventory accounting,
minorily interests, restructuring and other charges, discontinued
operations, and accounting changes are excluded from segment
ATOL In addition, certain expenses, such as corporate general
administrative and selling expenses and depreciation and amor-
tization on corporate assets, are not included in segment ATOL.
Segment assets exclude cash, cash equivalents, short-term invest-
ments, am deferred taxes. Segment assets also exchude items such
as corporate fixed assets, LIF(Q reserves, goodwill allocated to
corporate, assets held for sale, and other amounts.

The accounting policies of the segments are the same as those
described in the Summary of Significant Accounting Policies (see
Note A). Transactions among segments are established based on
negotiation among the parties. Differences between segment totals
and Alcoa’s consolidated totals for line items not reconciled are in
Corporate.

Alcoa’s products are used worldwide in packaging, consumer
products, transportation (including aerospace, automotive, truck
trailer, rail, and shipping), building and construction, and
industrial applications. Total exports from the U.S. from
continuing operations were $3,120 in 2007, $2,588 in 2006, and
$2,021 in 2005.

Alcoa’s reportable segments are as follows:

Alumina. This segment consists of Alcoa’s worldwide alumina
system that includes the mining of bauxite, which is then refined
into alumina. Alumina is sold directly to internal and external
smelter customers worldwide or is processed into industrial
chemical products. Slightly more than half of Alcoa’s alumina
production is sold under supply contracts to third parties world-
wide, while the remainder is used internally.
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Primary Metals. This segment consists of Alcoa’s worldwide
smelter system. Primary Metals receives alumina, primanily from
the Alumina segment, and produces primary aluminum o be used
by Alcoa’s labricating businesses, as well as sold 10 external
customers, aluminum traders, and commodity markets. Results
from the sale of aluminum powder. scrap, and excess power are
also included in this segment, as well as the results of aluminum
derivative contracts. Primary aluminum produced by Aleoa and
used internally is transferred 1o other segments at prevailing
market prices. The sale of privsary aluminum represents at least
90% of this segment’s third-party sales.

Flat-Rolled Products. This segment’s principal business is the
production and sale of aluminum plate, sheet, and foil. This
segmenl includes rigid container sheet (RCS), which is sold
directly 10 cuslomers in the puckaging and consumer market and is
used to produce aluminum heverage cans. Seasonal increases in
RCS sales are generally experienced in the second and third quar-
ters of the year. This segment also includes sheet and plate vsed in
the transportation, building and construction. and distribution
markets (mainly used in the production of machinery and equip-
ment and consumer durables). which 1s sold directly to customers
and through distributors, Approximately two-thinds of the third-
party sales in this segment are derived from sheet and plate, and
foil used in industrial markets. while the remaining one-third of
third-party sales consists of RCS. While the customer base for flat-
rolled products is large, a significant amount of sales of RCS, sheet,
and plate is Lo a relatively sniall number of customers,

Extruded and End Products. This segment consists of
extruded products, some of which are further fabricated into a
variety of end products, and includes hard alloy extrusions and
architectural extrusions. These products primarily serve the
building and construction, distribution, aerospace, sutomotive, and
commercial transportation markets. These products are sold
directly to customers and through distributors. Prior to June 2007,
this segment included a soft alloy extrusion business. In June
2007, Alcoa contributed its soft alloy extrusion business to a
newly-formed joint venture in exchange for an equity investment

in the joint venture. As such, this segment’s results now include
equity income of the joint venture instead of separate revenues und
costs of its former soft alloy extrusion business.

Engineered Solutions. This segment includes titanium,
aluminum, and super alloy investment castings; furgings and
fasteners; electrical distribution systems; aluminum wheels; and
integrated aluminum structural systems used in the aerospace,
automotive, commercial transportation, and power generation
markets. These products are sold directly to customers and
through distributors.

Packaging and Consumer. This segnient includes consumer,
foodservice, and flexible packaging products; food and beverage
closures; and plastic sheet and filn for the packaging industry.
The principal produets in this segment include aluminum foil;
plastic wraps and bags; plastic beverage and foud closures;
flexible packaging products; thermoformed plastic containers; and
exiruded plastic sheet and film. Consumer products are marketed
under brands including Reynolds Wrap®, Diamond®, Baco®, and
Cut-Rite®. Seasonal increases generally occur in the second and
fourth quarters of the year for such products as consumer foil and
plastic wraps and bags, while seasonal slowdowns for closures
generally occur in the fourth quanter of the year. Products are
generally sold directly to customers, consisting of supermarkets,
beverage companies, food processors, retail chains, and commer-
cial foodservice distributors. In December 2007, Aleoa announced
it has agreed Lo sell the businesses within this segment to Rank for
$2,700 in cash (see Note ¥ for additional information).




Aleoa’s reportable segments, as reclassified for assets held for sale, are as follows:

Flat-  Extruded Packaging
Primarv Rolled and End Engineered and
Alumina Metals Products Products Solutions Consumer Total
2007
Sales:
Third-party sales $2,709 § 6,576 89,171 83,246 $5,725 $3,288 $30,715
Intersegment sales 2,448 4,994 241 38 —_ —_ 7971
Total sales 85,157 811,570 89412 $3,334 $5,725 $3.288 $38.486
Profit and loss:
Equity income $ ! # a7 8 — $ 14 ¢ — $ — $ 72
Depreciation, depletion, and
amortization 267 410 223 39 172 89 1,200
Income taxes 3440 542 95 54 1440 68 1,239
ATOL 956 1.445 200 109 316 148 3,174
Assels:
Capital expenditures $1,207 $ 1,313 $ 519 § 89 & 225 $ — $ 3,353
Equity investments 292 835 — 814 10 — 1,951
Goodwill 17 938 183 83 2443 — 3.669
Total assets 6,875 11.858 5,404 2.025 5.723 — 31.885
2006
Sales:
Third-party sales £2,785 $ 6,171 $8.297 $4.419 $5,456 33,235 830,363
Intersegment sales 2,144 6.208 246 99 — — 8,697
Total sales $4,929 $12.379 £8.543 $4.518 $5,456 $3,235 $39,060
Profit and loss:
Equity (loss) income $ @2 § 82 $ (2 $ — $ @ $ 1 $ 75
Depreciation, depletion, and
amoriization [92 395 219 118 169 124 1,217
Income taxes 428 726 68 18 101 33 1,374
ATOI 1,050 1,760 255 60 331 95 3,551
Assets:
Capital expenditures $ 837 $ 1,440 $ 399 & 135 $ 138 5 — $ 2,949
Equity investments 238 568 — — 8 — 814
Goodwill 16 930 178 88 2,553 — 3,765
Total assets 5.250 10,530 5,192 1,178 5847 — 27,997
2005
Sales:
Third-party sales £2,130 § 4,698 £6,836 $3,729 $5,032 83,139 825,564
Intersegment sales 1.707 4.808 128 64 — — 6,707
Total sales $3.837 $ 9,506 $6.964 $3,793 $5,032 $3,130 $32,271
Profit and loss:
Equity (loss) income 8 — & (12 & — 8 — $& 1 $§ 1 $ (10
Depreciation, depletion, and
amortization 172 368 217 119 176 126 1,178
Income taxes 246 307 111 20 89 50 823
ATOI 682 822 288 39 203 105 2,139
Assets:
Capital expenditures $ 608 $ 869 $ 185 $ 114 $ 129 § — $ 1,905
Equity investments 215 384 4 — 8 — 611
Goodwill 15 923 158 98 2,503 — 3,697
Total assels 1,268 8,566 3,963 884 5,606 — 23,287
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The following tables reconcile segment information to con-
solidated totals:
2007 2006 2005

Sales:
Total sales $38,486 $39,060 $32,271
Elimination of intersegment sales  (7.771) (8.097)  (6,707)
Corporate 33 16 4
Consolidated sales $30,748 830,379 $25,568
Net income:

Total segment ATOI

Unallocated amounts (net of tax):

$ 3174 $ 3,551 § 2,139

[mpact of LIFO (24) (170) 9%
[nterest income 40 58 42
[nterest expense (261) {250) (220)
Minority interests (365) (430) (259)
Corporate expense (388) @317 (312)
Restructuring and other

charges (307) (379 (197)
Discontinued operations (M) 87 (22)
Accounling change — — 2)
Other 702 104 163

Consolidated net income $ 2564 § 2248 8§ 1233

Assets:
Total segment assets
Elimination of intersegment
receivables (640) (727) (193)
Unallocated amounts:
Cash, cash equivalents, and

$31,885 $27,997 $23,287

short-term investments
Deferred tax assets
Comporate goodwill
Corporate fixed assets
LIFO reserve
Assets held for sale
Other

485 507 764
1880 2241 1783
137 L1200 1,135

956 791 753

(1.069) (1028 (817
2948 4281 4738
1221 2000 2246

Consolidated assets

$38,803 $37,183 833,696

Geographic information for revenues, which is based upon the
country where the point of sale occurred, and long-lived assets is
as follows:

2007 2006 2005
Revenues:
US. 816030  $17.141  $14,923
Australia 3,224 3,160 2,464
Spain 1.844 1,813 1,451
Hungary 1.325 1,148 855
Brazil 1.244 1,093 787
Germany 880 768 779
France 784 667 583
ltaly 767 761 619
United Kingdom 730 956 887
Other 2,087 2,856 2,210
£30.715 $30,363 825,564
Long-lived assets:*

U.S. $ 4,694 $ 4,458 $ 4,453
Australia 2.868 2,520 2,172
Brazil 2,364 1,270 915
Iceland 1,776 1,244 475
Canada 1,701 1,761 1,820
Other 3,476 2,754 1,897
216,879 $14,007 $11,732

* The amounts for 2006 and 2005 have been revised from the prior
year presentation to reflect only tangible long-lived assets.
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R. Preferred and Common Stock

Preferred Stock. Alcoa has two classes of preferred stock,
Serial preferred stock has 660,000 shares authorized with a par
value of $100 per share and an annual $3.75 cumulative dividend
preference per share. There were 546,024 of such shares out-
standing at the end of each year presented. Class B serial
preferred stock has 10 millien shares autherized {none issued) and
a par value of $1 per share.

Common Stock. There are 1.8 billion shares authorized at a
par value of §1 per share, and 924,574,538 shares were issued at
the end of each year presented. As of December 31, 2007,

99 million shares of common stock were reserved for issuance
under Alcoa’s stock-based compensation plans. Alcoa issues
treasury shares upon the exercise of stock options and the con-
version of stock awards.

In October 2007, Alcoa’s Roard of Directors approved a new
share repurchase program. The new program autherizes the pur-
chase of up to 25% (or approximately 217 million shares) of the
outstanding common stock of Alcoa at December 31, 2006, in the
open market or though privately negotiated transactions, directly
or through brokers or agents, and expires on December 31, 2010.
This new program superseded the share repurchase program that
was approved by Alcoa’s Board of Directors in January 2007,
which authorized the repurchase of up to 87 million shares of
Alcoa common stock. The shares repurchased under the January
2007 program count againsi the shares authorized for repurchase
under the new program. During 2007, Alcoa repurchased
68 million shares, including 43 million shares under the January
2007 program.

Share Activity (number of shares)

Common stock

Treasury Outstanding
Balance at end of 2004 (53.,594,455) 870,980,083
Treasury shares purchased (4,334.000) {4,334,000)
Stock issued:

Compensation plans 3,622,430 3.622.430
Balance at end of 2005 (54,306,025) 870,268,513
Treasury shares purchased 9,100,000 {9,100,000)
Stock issued:

Compensation plans 6,571,031 6,571,031
Balance at end of 2006 (56,834,994) 867,739,544
Treasury shares purchased (67.712,689) (67.712.689)
Stock issued:

Compensation plans 27.374,945 27,374,945
Balance at end of 2007 (97.172,738) 827,401,800




Stock options under Alcoa’s stock-based compensation plans
have been granted al not less than market prices on the dates of
grant. Beginning in 2006, performance stock options were granted
to certain individuals. The final number of options granted is
based on the outcome of Alcoa’s annual return on capital resulis
against the results of a comparator group of companies. However,
an individual can earn a minimum number of options if Alcoa’s
return on capital meels or exceeds its cost of capital. Stock option
features based on date of original grant are as follows:

Date of

oniginal grant Vesting Term Reload feature
2002 and prior One year 10 years One reload
over oplion term

2003 3 years 10 years One reload in
(1/3 each year) 2004 for 1/3

vesting in

2004

2004 and forward 3years 6 years None

(1/3 each year)

In addition 1o the stock options described above, Aleoa granted
stock awards that vest in three years from the date of grant. Certain
of these stock awards were granted with the same performance
conditions described above for performance stock options.

Beginning in 2006, plan participants can choose whether to
receive their award in the form of stock options, stock awards, or a
combination of both. This choice is made before the grant is issued
and is irrevocable. This choice resulted in an increased stock
award expense in both 2007 and 2006 in comparison te 2005,

The following table summarizes the total compensation expense
recognized for all stock options and stock awards:

2007 2006 2005

Compensation expense reported in

income:

Stock option grants 831 g $—

Stock award grants 66 6} 25
Total compensation expense before

income taxes 97 72 25
Income tax henefit 34 24 9

Total compensation expense, net of

income tax benefit $63 848 £16

Prior to January 1, 2006, no stock-based compensation expense
was recognized for stock options. As a result of the implementation
of SFAS 123(R), Alcoa recognized additional compensation
expense of $§11 ($7 after-tax) in 2006 related to stock options. This
amount impacted basic and diluted earnings per share by $.01.
There was no stock-based compensation expense capitalized in
2007, 2006 or 2005. Alcoa’s net income and earnings per share for
2005 would have been reduced to the pro forma amounts shown

below if employee stock aption compensation expense had been
determined hased on the grant date fair value in accordance with
SFAS No. 123, “Accounting for Stock-Based Compensation,” and
SFAS No. 148, “Accounting for Stock-Based Compensation—
Transition and Disclosure an amendment of FASB Statement

No. 123.7

2005

Nel income, as reported $1,233
Add: stock-option compensation expense reported in net

income, net of income tax —
Less: stock-option compensation expense determined

under the fair value method, net of income tax 63
Pro forma net income £1,170
Basic earnings per share:

As reported $ 141

Pro forma 1.34
Diluted earnings per share:

As reported 1.40

Pro forma 1.33

As of January 1, 2005, Alcoa switched from the Black-Scholes
pricing model to a lattice model to estimate fair value at the grant
date for future option grants. The fair value of each new option
grant is estimaled on the date of grant using the lattice-pricing
model with the {ollowing assumptions:

2007 2006 2005

Weighted average fair

value per option $ 604 & 598 § 6.18
Average risk-free interest

rale 4.75-5.16% 4.42-4.43% 2.65-4.20%
Expected dividend yield 2.2% 2.0% 1.8%
Expected volatility 22-29% 27-32% 27-35%
Expected annual

forfeiture rate 3% 3% —
Expected exercise

hehavior 35% 23% 32%
Expected life (years) 38 3.6 318

The fair value of each reload option grant is estimated on the
reload date using the lattice-pricing model. In 2007. the weighted
average fair value per reload option grant was $5.56 based on the
following assumptions: an average risk-free interest rate of 4.94-
5.11%; expected dividend yield of 2.29%; expected volatility of
22-249; expected exercise behavior of 26%; and expected life of
1.5 years. In 2006 and 2005, the f{air value and related assump-
tions for reload option grants were the same as the new option
grants reflected in the table above.
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The following assumption descriptions are applicable 10 both
new option grants and reload option grants. The range of risk-free
interest rates is based on a yield curve of interest rates at the time
of the grant based on the contraciual life of the option. Expected
dividend vield is based on a five-year average. Expected volatility
is based on historical and implied volatilities over the term of the
option. Alcoa utilizes historical option exercise and forfeiture data
to estimate expected annual pre- and post-vesting forfeitures. The
expected exercise behavior assumption represents a weighted
average exercise ratio of gains resulting from historical employee
exercise behavior. The expected exercise hehavior assumption is
based on exercise patterns for grants issued in the most recent six
years (five years for 2003).

The activity for stock options is as follows {options in millions):

2007 2006 2005
Outstanding, beginning of year:
Number of optiens 80.0 88.6 89.6
Weighted average exercise
price $33.97 $33.50  $33.34
Granted:
Number of options 6.1 32 7.0
Weighted average exercise
price $41.14 $29.15 $29.48
Exercised:
Number of options (28.8) (6.8) (3.7
Weighted average exercise
price §31.88 $23.82 $20.14
Expired or forfeited:
Number of options (5.0} (5.0 (4.3)
Weighted average exercise
price $37.19 $35.99 $35.34
Outstanding, end of year:
Number of options 52.3 80.0 88.6
Weighted average exercise
price $35.63  $33.97 $33.50
Exercisable, end of year:
Number of options 44.9 71.0 84.4
Weighted average exercise
price $35.16 $34.17 $34.03

The total intrinsic value of options exercised during the years
ended December 31, 2007, 2006 and 2005 was $269, 861, and
£31, respectively. The cash received from exercises for the year
ended December 31, 2007 was $835, and the tax benefit realized
was §95.

The following tables summarize certain stock option
information at December 31, 2007 (options and intrinsic value in
millions):

Options Fully Vested and/or Expected 1o Vest*

Weighted
avernge  Weighted
remaining average
Range of contractual exercise Intrinsic
exercise price Number life price Value
$12.16 - §19.93 0.2 0.52 816.84 $§ 4
$19.94 - $27.71 4.3 4.06 22.30 61
$27.72 - 83549 13.5 3.19 30.69 79
$35.50 - $48.37 34.3 2.37 39.37 8
Total 52.3 2,76 35.63 $152

* Expected forfeitures are immaterial to the company and are not
reflecied in the table above,

70

Options Fully Yested and Exercisable

Weighted
average  Weighted
remaining average
Range of contractual exercise  Intrinsie
exercise prive Number life price Value
$12.16 - $19.93 0.2 0.52 $16.84 $ 4
$19.94 - $27.71 4.3 4.06 22.26 61
$27.72 - $35.49 10.1 2.73 31.01 56
$35.50 - $48.37 30.3 2.38 38.49 8
Total 4.9 2.66 35.16 $120

Beginning in January of 2004, in addition to stock option
awards, the company has granted stock awards and performance
share awards. Both vest three years from the date of grant.
Performance share awards are issued at target and the final award
amount is determined at the end of the performance period.

The following table summarizes the culstanding stock and
performance share awards (awards in millions):

Weighted

average:

Stock Performance FMV
Awards  Share Awards  Total  per award

Outstanding,

January 1, 2007 4.1 0.6 4.7  $30.28
Granted 2.7 0.4 3.1 31.37
Converted [(439)] 0.1} (L0} 30.81
Forfeited (0.3) — ©3) 295l
Performunce share

adjustment — 0.1 0.1 28.93

Outstanding,
December 31, 2007 5.6 1.0 6.0 30.14

At December 31, 2007, there was $10 (pretax) of unrecognized
compensation expense related 1o non-vested stock option grants,
and $68 (pretax) of unrecognized compensation expense related to
non-vested stock award grants, These expenses are expected to be
recognized over a weighted average period of 1.9 years. As of
December 31, 2007, the following table summarizes the unrecog-
nized compensation expense expected to be recognized in future
periods:

Stock-hased compensation
expense (pretax)

2008 847
2009 28
2010 3
Totals 878

S. Earnings Per Share

Basic earnings per common share (EPS) amounts are computed by
dividing earnings after the deduction of preferred stock dividends
by the average number of common shares outstanding. Diluted
EPS amounts assume the issuance of common stock for all poten-
tially dilutive share equivalents outstanding.




The information used to compute basic and diluted EPS on

income from continuing operations is as follows (shares in
millions):
2007 2006 2005

Reconciliation of the U.S. federal statutory rate to Alcoa’s
effective tax rate for continuing operations is as follows:
2007 2006 2005

Income from continuing operations $2.571 82,161 $1.257
Less: preferred stock dividends 2 2 2
Income from continuing operations
available to common sharcholders  $2.569  $2,159 81,255
Average shares outstanding—basic g6l 869 872
Effect of dilutive securities:
Potential shares of common stock.
attributable to stock options.
stock awards, and
performance awards 8 6 5
Average shares outstanding—diluted 869 875 877

Options to purchase 21 million, 59 million, and 73 million
shares of common stock at a weighted average exercise price of
$41.52. $37.03, and 36,02 per share were outsianding as of
December 31, 2007, 2006, and 2005. respectively, but were not
included in the computation of dilmed EPS because they were
anti-dilutive, as the exercise prices of the options were greater
than the average markel price of Alcoa’s common stock.

T. Income Taxes
The components of income from continuing operations before taxes
on income were as follows:

2007 2006 2005

1.5, £1.802 8 374 g 220
Foreign 2.689 3.058 1.750
$4.491 83432 81,970

The provision (henefit) for taxes on income from continuing
operations before minority interests’ share consisted of the follow-
ing:

2007 2006 2005

U.S. federal statutory rate 35.0% 350% 35.0%
Taxes on foreign income (3.7 (7.3) (7.5)
Permanent differences on

restructuring charges and asset

disposals 3.8 0.6 24
Audit and other adjustments to prior

years' accrnals 0.1y @34* 7.0+
Other (0.4) 0.6) 0.1
Effective tax rate 34.6% 243% 23.0%

* These figures include the finalization of certain tax reviews and
audits, decreasing the effective 1ax rate by approximately 1.7% and

6.2% in 2006 and 2005, respectively.

The components of net deferred 1ux assets and liabilities are as
follows:

2007 2006
Deferred Deferred  Delerred  Deferred
tax tax tax lax
[Yecember 31, assets  liabilities assets  liabilities
Depreciation § — 3134 § — 81390
Emplayee benefits 1.548 — 1.794 —_
Loss provisions 257 — 417 —
Deferred income/expense 32 103 51 99
Tax loss carryforwards 69) — 717 —
Tax credit carryforwards 335 — 321 —
Unrealized gains on
available-for-sale
securities — — — 222
Derivatives and hedging
activities 212 — 185 _
Other 217 127 196 69
3,202 1,624 1681 1780
Valuation allowance (317 — (536) —
$2.775  $1.624 33,145 $1.780

Current:

Federal* $ 508 g 30 $(50)
Foreign 776 918 482
State and local 23 (44) 38
1.307 904 470

Deferred:
Federal* 187 {120} 25
Foreign 68 (26} (28)
State and local {7 77 (13)
248 (69} (16)
Tolal $1.555 $ 835 8454

* Includes U.S. taxes related to foreign income

Included in discontinued operations is a tax benefit of 15 in
2007 and a tax cost of $62 in 2006 and $57 in 2005.

The exercise of employee stock options generated a tax benefit
of 895 in 2007, $17 in 2006. and $9 in 2005. This amount was
credited to additional capital and reduced current taxes payable.

Or the total deferred tax assets associated with the tax loss
carryforwards, $228 expires over the next ten vears, 8241 over the
next 20 vears, and $222 is unlimited. Of the 1ax credit carrvfor-
wands, $304 expires over the next 10 vears. with the balance
expiring over the next fifteen vears. Generally, the valuation
allowance relates to loss carrvforwards hecause the ability o
generate sufficient future income in some jurisdictions is
uncertain. Approximately $16 of the valuation allowance relates to
acquired companies {or which subsequently recognized henefits
will reduce goodwill,

The cumulative amount of Alcoa’s foreign undistributed net
earnings for which no deferred taxes have been provided was
38,753 at December 31. 2007. Management has no plans to
distribute such earnings in the foresecable future. It i3 not prac-
tical to determine the deferred tax liability on these earnings.

Aleoa and its subsidiaries file income tax returns in the U.S.
federal jurisdiction, and various states and foreign jurisdictions.
With few exceptions, Alcea is no longer subject (o income tax
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examinations by tax authorities for years prior to 2001. All U.S.
tax years prior to 2007 have been audited by the Internal Revenue
Service. Various state and foreign jurisdiction tax authorities are
in the process of examining Alcoa’s income tax returns for various
tax years ranging from 2001 to 2006.

As described in Note A, Alcoa adopted FIN 48 and FSP FIN
48-1 effective January 1, 2007. The adoption of FIN 48 and FSP
FIN 48-1 did not have an impact on the accompanying Con-
solidated Financial Statements. A reconciliation of the beginning
and ending amount of unrecognized tax benefits (excluding
interest and penalties) is as follows:

December 31. 2007
Balance at beginning of year $22
Additions based on tax positiens related to the current year 4
Additions for tax positions of prior years 14
Reductions for tax positions of prior years (7
Balance at end of year $33

A portion of the 833 balance pertains to pre-acquisition costs
and, therefore, would not impact the effective tax rate. In addition,
slate tax liabilities are stated before any offset for federal tax
benefits. The effect of unrecognized tax benefits, if recorded, that
would impact the annual effective tax rate is less than 1% of
pretax book income. Alcoa does not anticipate that changes in its
unrecognized tax benefits will have a material impact on the
Statement of Consolidated Income during 2008.

It is Alcoa’s policy to recognize interest and penalties related to
income taxes as a component of the Provision for income taxes on
the accompanying Statement of Consolidated Income. In 2007,
Alcoa recognized 82 in interest and penalties. As of December 31,
2007, the amount accrued for the payment of interest and penal-
ties was $9.

U. Accounts Receivable Securitizations

In November 2007, Alcoa entered into a program to sell a senior
undivided inlerest in certain customer receivables, without
recourse, on a continuous basis to a third-party for cash. As of
December 31, 2007, Alcoa received 8100 in cash proceeds, which
reduced Receivables from customers on the accompanying Con-
solidaled Balance Sheet. Alcoa services the customer receivables
for the third-party at market rates; therefore, no servicing asset or
liability was recorded.

Alcoa also has an existing program with a different third-party
to sell certain customer receivables. The sale of receivables under
this program was conducted through a qualifving special purpose
entity (QSPE) that is bankruptey remote, and, therefore, is not
consolidated by Alcoa. As of December 31, 2007 and 2006, Alcoa
sold trade receivables of $139 and 884 to the QSPE.

72

V. Interest Cost Components

2007 2006 2005

Amount charged to expense $401 $384 2339
Amount capilalized 199 128 58

$600 $512 8397

W. Pension Plans and Other Postretirement Benefits
Alcoa maintains pension plans covering most U.S. employees and
certain other employees. Pension benefits generally depend on
length of service, job grade, and remuneration. Substantially all
henefits are paid through pension trusts that are sufficiently
funded to ensure that all plans can pay benefits 1o retirees as they
hecome due. Most U.S. salaried and non-unien hourly employees
hired after March 1, 2006 will panticipate in a defined contribution
plan instead of a defined benefit plan,

Alcoa maintains health care and life insurance benefit plans
covering eligible U.S. retired employees and certain other retirees.
Generally, the medical plans pay a percentage of medical
expenses, reduced by deductibles and other coverages. These
plans are generally unfunded, except for certain benefits {unded
through a trust. Life benefits are generally provided by insurance
contracts. Alcoa retains the right, subject to existing agreements,
to change or eliminate these benefits. All U.S. salaried and certain
hourly employees hired after January 1, 2002 will not have post-
retirement health care benefits. All U.S. salaried and certain
hourly employees that retire on or after April 1, 2008 will not have
postretirement life insurance benefits. Alcoa uses a December 31
measurement date for the majority of its plans.

Alcoa adopted SFAS 158 effective December 31, 2006. SFAS
158 requires an employer to recognize the funded status of each of
its defined pension and postretirement benefit plans as a net asset
or liability in its statement of financial position with an offsetting
amount in accumulated other comprehensive income, and to
recognize changes in that funded status in the year in which
changes occur through comprehensive income. Following the
adoption of SFAS 158, additional minimum pension liabilities
(AML) and related intangible assets are no longer recognized. The
adoption of SFAS 158 resulted in the following impacis: a reduc-
tion of $119 in existing prepaid pension costs and intangible
assets, the recognition of $1,234 in accrued pension and
postretirement liabilities, and a charge of $1,353 (8877 after-tax)
to accumulated other comprehensive loss. See the table labeled
“Change due to the AML and adoption of SFAS 158 at
December 31, 2006™ for details of these impacis.

Additionally, SFAS 158 requires an employer to measure the
funded status of each of its plans as of the date of its year-end
statement of financial position. This provision becomes effective
for Alcoa for its December 31, 2008 year-end. The funded status
of the majority of Alcoa’s pension and other postretirement benefit
plans are currently measured as of December 31.




Obligations and Funded Status

Pension benefits Postretirement benefits
December 31, 2007 2006 2007 2006
Change in projected benefit obligation
Benefit obligation at beginning of year $11,614 $11,332 23,511 8 3,656
Service cost 200 209 28 32
Interest cost 666 628 195 208
Amendments 67 32 (27) 89
Actuarial (gains) losses (311) (3) {153) 37
Divestitures (5) — (5) 1
Settlement/curtailment 62) — 9) —
Benefits paid, net of participants’ contributions (710) (717) (303) (354)
Medicare Part D) subsidy receipts — — 20 19
Other transfers, net (1) — — —
Exchange rate 193 133 3 1
Projected benefit obligation at end of year $11,601 $11,614 $ 3,260 § 3,511
Change in plan assets
Fair value of plan assets at beginning of vear $10,097 $ 9,323 § 189 § 170
Actual return on plan assels 836 1,001 14 19
Employer contributions 374 369 — —
Participants’ contributions 36 30 — —
Benefits paid {716) (719) — —
Administrative expenses {19) (20 — —
Divestitures (3) — — —
Other transfers, net (51} — — —
Settlement/curtailment {64) — — _
Exchange rate 162 113 — —
Fair value of plan assets at end of vear $10,652 $10,097 $ 203 § 189
Funded status § (949 8(1,517) $(3,057) §(3,322)
Amounts attributed to joint venture partners 16 12 9 10
Net funded status § (933) 8 (1,505) $(3,048) $(3,312)
Amounts recognized in the Consolidated Balance Sheet
consist of:
Before the adoption of SFAS 158
Prepaid benefit 8 — $ 157 3 — 5 —
Intangible asset — 52 — —
Accrued benefit ligbility — (1,232) — (2,438)
Liabilities of operations held for sale — (1) — (2)
Accumulated other comprehensive loss — 1,430 — —_
Net amounl recognized 38 — § 406 5§ — $(2,440)
After the adoption of SFAS 158
Noncurrent assets $§ 216 § 90 $ — § —
Current liabilities 24) 28) (295) (354)
Noncurrent liabilities (1,098) (1,540) (2,753) (2,956)
Liabilities of operations held for sale (27) (27) — (2)
Net amount recognized $ (933 $(1,505) $(3,048) 8(3,312)
Amounts recognized in Accumulated Other
Comprehensive Loss consist of:
Net actuarial loss $ 1,385 $ 1,856 $ 784 $ 999
Prior service cost (benefit) 118 66 (150) (123)
Total, before tax effect 1,503 1,922 634 876
Less: Amounts atiributed to joint venture partners 11 11 2 4
Net amount recognized, before tax effect 8 1,492 $ 1,911 $ 632 8 872
Other Changes in Plan Assets and Benefit Obligations
Recognized in Other Comprehensive Income consist
of:
Net gain § (344) 8 — 8 (163) $§ —
Amortization of net loss (127) — (55) —
Prior service cost (benefit) 67 —_ (30) —
Amortization of prior service (benefit} cost (15) — 3 —
Curtailment—actuarial gain — — 3 —
Total, before tax effect 419) — (242) —
Less: Amounts altributed to joint venture partners — — 2 —
Net amount recognized, before tax effect $ (419 8 — 5 (240) 8 —
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Balance Balance
Prior to Balance After AML
AML & Prior to & SFAS
SFAS 158 AML SFAS 158 SFAS 158 1538
Adjustments  Adjustments  Adjustments  Adjustments  Adjustments
Change due to the AML and adoption of
SFAS 158 at December 31, 2006
Pension benefits
Prepaid pension costs* $ 157 $ — § 157 § (67) & 90
Intangible asseis* 54 2 52 {52) —
Accrued compensation and retirement costs (219 —_ (219) 191 (28)
Accrued pension benefits {1,168) 154 (1,014) (553) (1,567)
Accumulated other comprehensive loss (before tax and minority
interests) $ 1,582 $(152) § 1,430 8481 $1,911
Deferred tax assets* 549 (35) 494 159 653
Minority inlerests — — — 12 12
Accumulated other comprehensive loss (after-1ax and minority
interests) 81,033 597 8§ 936 §310 $1,246
Postretirement benefits
Other current liabilities $ (354) $ — § (354) 5 — B (354)
Accrued postretirement benefits (2,084} — (2,084} (872) (2,956)
Accumulated other comprehensive loss (before tax and minority
interests) § — § — $ — $872 $ 8§72
Delerred tax assets* — —_ —_ 305 305
Accumulated other comprehensive loss (after-lax and minority
interests) 5 — $ — 8 — $ 567 $ 567
* Included in Other assets on the Consolidated Balance Sheet
Components of Net Periodic Benefit Costs
Pension benefits Postretirement benefits
2007 2006 2005 2007 2006 2005
Service cost $ 200 $ 209 §209 $28 § 32 § 33
Interest cost 666 628 619 195 208 210
Expected return on plan assets (787) (740) (719) (17 (15} (14)
Amortization of prior service cost (benefit) 15 14 22 6] 10 4
Recognized actuarial loss 127 118 95 55 63 59
Settlement/curtailment —_ — — (3) — —
Net periodic benefit costs $221 §229 $226 $255 $298 $298
Amounts Expected to be Recognized in Net Periodic Benefit Costs
Pension  Postretirement
henefils benefils
2008 2008
Prior service cosl {benefit) recognition s18 310y
Actuarial loss recognition 91 45
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For pension benefits, in 2007, a credit of $419 (5268 afier-1ax)
was recorded in accumutated other comprehensive loss due to a
decrease in the accumulated benefit obligations as a result of a 25
basis point increase in the discount rate, which was partially offset
by plan amendments, and the recognition of actuarial losses and
prior service costs in accordance with SFAS 158. In 2006, a net
charge of §193 ($126 after-1ax) was recorded in accumulated other
comprehensive loss comprised of a charge of $481 (8310 after-tax
and minorily interests) due to the adoption of SFAS 158 and a
credil of $288 (3184 after-tax) due to the reduction in the
minimum pension liability, as a result of asset returns of 1196 and
a decrease to the accumulated benefit obligations resulting from a
25 basis point increase in the discount rate,

For postretirement benefits, in 2007, a credit of $240 (§158
after-tax) was recorded in accumulated other comprehensive loss
due 1o a decrease in the accumulated benefit obligations as a
result of a 25 basis point increase in the discount rate, plan
amendments, and the recognition of actuarial losses and prior
service costs in accordance with SFAS 158. In addition, a credit of
$80 was recorded in accumulated other comprehensive loss due to
the reclassification of deferred taxes related to the Medicare Part
D prescription drug subsidy. In 2006, a charge of $872 (8567
after-tax) was recorded in accumulated other comprehensive loss
due to the adoption of SFAS 158.

In 2007, Alcoa recorded a curtailment charge of 82 and
curtailment income of 3 as a component of net periodic benefit
cost related to its pension benefits and postretirement benefits,
respectively. The curtailment charge of $2 was due {0 the con-
tribution of Alcoa’s soft alloy extrusion business to a newly-formed
soft alloy extrusion joint venture (see Note 1 for additional
information). The curtailment income of $3 consisted of income of
$7 due to the elimination of the retiree life insurance benefit for
certain U.S, employees who retire on or after April 1, 2008 and a
charge of $4 related to the contribution of Aleea’s soft alloy
extrusion business to a newly-formed joint venture, Also in 2007,
Alcoa recorded a setilement credit of $2 as a component of net
periodic benefit cost related to its pension benefits due to sig-
nificant lump sum benefit payments.

The projected benefit obligation for all defined benefit pension
plans was $11,601 and §11,614 at December 31, 2007 and 2006,
respectively. The accumulated benefit obligation for all defined
benefit pension plans was $11.216 and §11,187 at December 31,
2007 and 2006, respectively.

The aggregate projected benefit obligation and fair value of
plan assets for the pension plans with benefit obligations in excess
of plan assets were $9,933 and 88,771, respectively, as of
December 31, 2007, and $11,365 and $9,817, respectively, as of
December 31, 2006. The aggregate accumulated henefit obligation
and fair value of plan assets with accumulated benefit obligations
in excess of plan assets were $9,550 and $8,771. respectively, as
of December 31, 2007, and $10,413 and $9,244, respectively. as
of December 31, 2006.

The unrecognized net actuarial loss for pension benefit plans at
December 31, 2007 of §1.385 has primarily resulted from the
overall decline in interest rates over the past six years. To the
extent those losses exceed certain thresholds, the excess will
continue to be recognized as prescribed under SFAS No. 87,
“Employers’ Accounting for Pensions” (SFAS 87). Generally,
these amounts are amortized over the estimated future service of
plan participants, which is I1 years.

The benefit obligation for postretirement benefit plans and net
amount recognized were $3,260 and $3,048, respectively, as of
December 31, 2007, and $3,511 and 83,312, respectively, as of
December 31, 2006, Of the net amount recognized, the current,
noncurrent and liabilities of operations held for sale amounts were

8295. $2.753 and $0. respectively, as of December 31, 2007, and
$354, $2,956, and $2, respectively, as of December 31, 2006,

Alcoa pays a portion of the prescription drug cost for eligible
retirees under certain of its postretirement benefit plans. These
benefits were determined 10 be acluarially equivalent to the
Medicare Part D preseription drug benefit of the Medicare Pre-
seription Drug, Improvement and Modernization Act of 2003, As a
result, the net periadic benefit cost for postretirement henefits for
the years ended December 31, 2007, 2006 and 2005 reflected a
reduction of $58, 853 and $24, respectively. related to the recog-
nition of the {ederal subsidy awarded under Medicare Part D.
Future net periodic postretirement benefit costs will be adjusted to
reflect the lower interest cost due to the reduction in the accumu-
lated postretirement henefit obligation resulting from the impact of
the federal subsidy. To the extent deferred gains and losses exceed
certain thresholds, the excess will continue to be recognized as
prescribed under $FAS No. 106, “Employers’ Accounting for
Postretirement Benefits Other Than Pensions™ (SFAS 106).

The unrecognized net actuarial loss for postretirement benefit
plans a1 December 31, 2007 of 3784 primarily resulted from the
overall decline in interest rates over the past six years. To the
extent those losses exceed certain thresholds. the excess will
continue to he recognized as prescribed under SFAS 106. Gen-
erally, these amounts are amortized over the estimated future
service of plan participants. which is 1] years.

The four-year labor agreement between Alcoa and the United
Steelworkers that was ratified on June 22, 2006 required a
remeasurement of certain pension and postretirement benefit plans
liabilities due 1o plan amendments. The discount rate was updated
from the December 31, 2005 rate of 5.7% to 6.5% at May 31,
2006. The remeasurement resulied in a decrease in the pension
and postretirement obligations of $276 and §76. respectively. The
decrease in the liabilities reduces the plans’ unrecognized net
actuarial losses. To the extent that the unrecognized net actuarial
losses exceed certain thresholds. the excess will continue to be
recognized as prescribed under SFAS 87 and SFAS 106. Gen-
erally, these amounts are amortized over the estimated future
service of plan participants. The net periodic benefit cost
increases were $4 for pension and $23 for postretirement plans.
Other comprehensive income included $§94 due 10 the reduction in
the minimum pension liahility, primarily resulting from the
remeasurement of the plan liability.

Assumptions
Weighted average assumptions used to determine henefit obliga-
tions are as follows:

December 31, 2007 2006
Discount rate 0.20% 5.95%
Rate of compensation increase 4.00 4.00

The discount rate is determined using a yield curve model
developed by the company's external actuaries, The plans’ pro-
jected benefit obligation cash flows are discounted using vields on
high quality corporate bonds to produce a single equivalent rate.
The plans’ cash flows have an average duration of 11 vears. The
rate of compensation increase is based upon actual experience.

Weighted average assumptions used 1o determine the net
periodic benefit cost are as follows:

2007 2006 2005

Discount rate 593% 570% 6.00%
Expected long-term returm on plan

assets 9.00 9.00 9.00
Rate of compensation increase 4.00 4.00 4.50

75



The expected long-term return on plan assets is based on histor-
ical performance as well as expected future rates of return on plan
assets considering the current investment portfolio mix and the
long-term invesiment strategy. The 10-year moving average of
actual performance has consistently met or exceeded 9% over the
past 20 years.

Assumed health care cost trend rates are as follows:
2007 2006 2005

Health care cost trend rate assumed

for next year 7.0% 70%  8.0%
Rate to which the cost trend raie

gradually declines 5.0% 5.0% 5.0%
Year that the rate reaches the rate at

which it is assumed to remain 2012 2011 2010

The health care cost trend rate in the calculation of the 2006
benefit obligation was 7.0% from 2006 to 2007 and 6.5% from
2007 to 2008, Actual annual company health care trend experi-
ence over the past three years has ranged from 0% to 4.1%. The
7% trend rate will be used for 2008,

Assumed health care cost trend rates have an effect on the
amounts reported for the health care plan. A one-percentage point
change in these assumed rates would have the following effects:

1% 1%
increase decrease
Effect on total of service and interest cost
components §3 §(2)
Effect on postretirement benefit obligations 45 {41y

Plan Assets

Alcoa’s pension and poestretirement plans’ investment policy,
weighted average asset allocations at December 31, 2007 and
2006, and targel allocations for 2008, by asset calegory, are as
follows;

Plan pssets

at Target
December 31, %o
Asset category Policy range 2007 2000 2008
Equity securities 35-60% 54% 57% 43%
Debt securities 30-55% 35 34 46
Real estate 5-15% 6 5 6
Other 0-15% 5 4 5
Total 1009 100% 100%

The hasic goal underlying the pension plan and postretirement
plans’ investment policy is to ensure that the assets of the plans,
along with expected plan sponsor contributions, will be invested in
a prudent manner 1o meet the obligations of the plans as those
obligations come due. Investment practices must comply with the
requirements of the Employee Retirement Income Security Act of
1974 (ERISA) and any other applicable laws and regulations.

Numerous asset classes with differing expected rates of return,
return volatility, and correlations are utilized to reduce risk by
providing diversification. Debt securities comprise a significant
portion of the portfolio due to their plan-liability-matching charac-
teristics and to address the plans’ cash flow requirements.
Additionally, diversification of investments within each asset class
is utilized to further reduce the impact of losses in single invest-
ments, The use of derivalive instruments is permitted where
appropriate and necessary for achieving overall investment policy
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objectives. Currently, the use of derivative instruments is not
significant when compared 1o the overall investment portfolio.

Cash Flows

In 2007, contributions to Alcoa’s pension plans were $322, of

which §158 was voluntary. The minimum required cash con-

tribution to the pension plans in 2008 is estimated to be $80.
Benefit payments, gross of expected subsidy receipts for post-

retirement benefits, expected to be paid to plan participants and

expected subsidy receipts are as follows:

Post-

Pensian retirement Subsidy
Year ended December 31, benefits benefits receipts
2008 $ 770 $ 320 $ 25
2009 780 330 30
2010 800 330 30
2011 810 330 30
2012 830 330 35
2013 through 2017 4,335 1.580 180

£8,325 $3,220 8330

Other Plans
Alcoa also sponsors a number of defined contribution pension plans.
Expenses were $139 in 2007, $134 in 2006, and $127 in 2005.

X. Derivatives and Other Financial Instruments
Derivatives. Alcoa uses derivative financial instruments for
purposes other than trading. Fair value (losses) gains of out-
standing derivative contracts were as follows:

2007 2006
Aluminum §(896)  $(453)
Interest rates 5 (111)
Other commodities, principally energy related (30} (134)
Currencies 65 91

Aluminum consists primarily of losses on hedge contracts,
embedded derivatives in power contracts in lceland and Brazil,
and Alcoa’s share of losses on hedge contracts of Norwegian
smelters that are accounted for under the equity method.

Fair Value Hedges
Aluminum. Customers often require Alcoa to enter into long-term,
fixed-price commitments. These commitments expose Alcoa to the
risk of higher aluminum prices between the time the order is
committed and the time that the order is shipped. Alcoa’s
aluminum commodity risk management policy is te manage,
principally through the use of futures and options contracts, the
aluminum price risk associated with a portion of its firm commit-
ments, These contracts cover known exposures, generally within
three years.
Interest Rates. Alcoa uses interest rate swaps to help maintain a
strategic balance between fixed- and floating-rate debt and to
manage overall financing costs. As of December 31, 2007, the
company had pay floating, receive fixed interest rate swaps that
were designated as fair value hedges. These hedges effectively
convert the interest rate from fixed to floating on $1,890 of debt
through 2018. See Note K for additional information on interest
rate swaps and their effect on debt and interest expense.
Currencies, Alcoa uses cross-currency interest rate swaps that
effectively convert its U.8. dollar denominated debt into Brazilian
real debt at local interest rates.

There were no transactions that ceased to qualify as a fair value
hedge in 2007 and 2006.




Cash Flow Hedges

Interest Rates. There were no cash flow hedges of interest rate
exposures outstanding as of December 31, 2007 and 2006.
Currencies. Alcoa is subject to exposure from fluctuations in
foreign currency exchange rates. Foreign currency exchange
contracts may be used from time to time to hedge the variability in
cash flows from the forecasted payment or receipt of currencies
other than the functional currency. These contracts cover periods
consistent with known or expected exposures through 2008. The
U.S. dollar notional amount of all foreign currency exchange
contracts was $59 and $154 as of December 31, 2007 and 2006,
respectively. These contracts were hedging foreign currency
exposure in Brazil.

Commodities, Alcoa anticipates the continued requirement to
purchase aluminum and other commodities such as natural gas,
fuel oil, and electricity for its operations. Alcoa enters into futures
and forward contracts to reduce volatility in the price of these
commodities.

Other

Alcoa has also entered into certain derivatives to minimize its
price risk related to other customer sales and pricing arrange-
ments. Alcoa has not qualified these contracts for hedge
accounting treatment and therefore, the fair value gains and losses
on these contracts are recorded in earnings. The impact to earn-
ings was a loss of $12 in 2007 and a gain of $37 in 2006. The
earnings impact was not significant in 2005.

Alcoa has entered into power supply and other contracts that
contain pricing provisions related to the London Metal Exchange
(LME) aluminum price. The LME-linked pricing features are
considered embedded derivatives. A majority of these embedded
derivatives have been designated as cash flow hedges of future
sales of aluminum. Gains and losses on the remainder of these
embedded derivatives are recognized in earnings. The impact to

earnings was a loss of $25 in 2007, $38 in 2006, and $21 in 2005.

Material Limitations
The disclosures with respect to commodity prices, interest rates,
and foreign currency exchange risk do not take into account the
underlying commitments or anticipated transactions. If the under-
lying items were included in the analysis, the gains or losses on
the futures contracts may be offset. Actual results will be
determined by a number of factors that are not under Alcoa’s
contro] and could vary significantly from those factors disclosed.

Alcoa is exposed to credit loss in the event of nonperformance
by counterparties on the above instruments, as well as credit or
performance risk with respect to its hedged customers’ commit-
ments. Although nonperformance is possible, Alcoa does not
anticipate nonperformance by any of these parties. Contracts are
with creditworthy counterparties and are further supported by
cash, treasury bills, or irrevocable letters of credil issued by care-
fully chosen banks. In addition, various master netting
arrangements are in place with counterparties to facilitate settle-
ment of gains and losses on these contracts.

See Notes A and K for additional information on Alcoa’s
hedging and derivatives activities.

Other Financial Instruments. The carrying values and fair
values of Aleoa’s financial instruments are as follows:

2007 2006
Carrying Fair Carrying Fair
December 31, value value value value
Cash and cash equivalents § 483 § 483 $ 506 $§ 506
Short-term invesiments 2 2 1 1
Noncurrent receivables 91 91 138 138
Available-for-sale
invesiments 81 81 801 891
Short-term debt 202 202 510 510
Shert-term borrowings 569 569 462 462
Commercial paper 856 856 1472 1,472
Long-term debt 6,371 6,277 4,777 4,991

The methods used to estimate the fair values of certain finan-
cial instruments follow.
Cash and Cash Equivalents, Short-Term Investments,
Short-Term Debt, Short-Term Borrowings, and Commer-
cial Paper. The carrying amounts approximate fair value because
of the short maturity of the instruments. The commercial paper
outstanding at December 31, 2006 included $1,132 that was
classified as long-term on the Consolidated Balance Sheet because
this amount was refinanced with new long-term debt instruments
in January 2007 (see Note K for additional information). However,
this classification does not impact the actual maturity of the
commercial paper for purposes of estimating fair value.
Noncurrent Reeeivables. The fair value of noncurrent receiv-
ables is based on anticipated cash flows which approximates
carrying value.
Available-for-Sale Investments. The fair value of investments
is based on readily available market values. Investments in
marketable equity securilies are classified as “available-for-sale”
and are carried al fair value,
Long-Term Debt. The fair value is based on interesl rates that
are currently available to Alcoa for issuance of debt with similar
terms and remaining maturities.

Y. Subsequent Events

On January 24, 2008, Alcoa entered into a Revolving Credit
Agreement (RCA-1} with two financial institutions. RCA-1 pro-
vides a $1,000 senior unsecured revolving credit facility (RCF-1},
which matures on March 28, 2008. Loans will bear interest at {i) a
base rate or (ii) a rate equal to LIBOR plus an applicable margin
of 0.58% per annum. Loans may be prepaid without premium or
penalty, subject to customary breakage costs. If there are amounts
borrowed under RCF-1 at the time Alcoa receives the proceeds
from the sale of the Packaging and Consumer businesses, the
company must use the net cash proceeds to prepay the amount
outstanding under RCF-1. Additionally, upen Alcoa’s receipt of
such proceeds, the lenders’ commitments under RCF-1 will be
reduced by a corresponding amount, up to the total commitments
then in effect under RCF-1, regardless of whether there is an
amount outstanding under RCF-1.

On January 31, 2008, Alcoa entered into a Revolving Credit
Agreement (RCA-2) with a financial institution. RCA-2 provides a
£1,000 senior unsecured revelving credit facility (RCF-2), which
matures on January 31, 2009. Loans will bear interest at {i) a base
rate or (ii) a rate equal to LIBOR plus an applicable margin based
on the credit ratings of Alcoa’s outstanding senior unsecured long-
term debt. Based on Aleea’s current long-term debt ratings, the
applicable margin on LIBOR loans will be 0.93% per annum.
Loans may be prepaid without premium or penalty, subject to
customary breakage costs.
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Amounts payable under RCF-1 and RCF-2 (collectively, the
“RCFs”) will rank pari passu with all other unsecured,
unsubordinated indebtedness of Alcoa. RCA-1 and RCA-2
{collectively, the “RCAs”) include covenants substantally similar
10 those in the Qctober 2007 Credit Agreement (see Note K). The
obligation of Alcoa to pay amounts outstanding under the RCFs
may he accelerated upon the occurrence of an “Event of Default”
as defined in the RCAs. Such Events of Default are also sub-
stantially similar to those in the October 2007 Credit Agreement
{see Note K). As of February 15, 2008, there was $1,000 out-
standing under RCF-1 and there was no amount outstanding under

RCF-2.

T8

On February 1, 2008, Alcoa announced that the company
joined with the Aluminum Corporation of China to acquire 12% of
the U.K. common stock of Rio Tinte ple (RTP) for approximately
$14,000. Of this amount, Alcoa contributed $1,200 on February 6,
2008. The investment was made through a special purpose vehicle
called Shining Prospect Pre. Ltd. (SPPL), which is a private lim-
ited liability company, created for the purpose of acquiring the
RTP shares. The RTP shares were purchased on the open market
through an investment broker. Alcoa will account for its approx-
imately 8.5% stake in SPPL as an equity method investment.




Supplemental Financial Information (unaudited)

Quarterly Data

(dollars in millions, except per-share amounts)

First  Second Third Fourth Year
2007
Sales §7,908 %8066  $7387  $7.387  $30,748
Income from continuing operations g 673 g 716 $ 558 $ 624 8§ 2,571
(Loss) income from discontinued operations {B) (m n 3 8 (7
Net income & 662 0§ 715 8§ 555 % 632 8 2564
Earnings (loss) per share:
Basic:
Income from continuing operations § 77 5 82 §$ 64 3 74 8 298
{Loss) income from discentinued operations (.01) — — 01 —
Net income & .76 $ 82 8 64 % 75 $ 2098
Diluted:
Income from continuing operations $ .77 $ .81 $§ 64 § T4 0§ 29
(Loss) income from discontinued operations {.02) — (.01) 01 —
Nel income $ 75 § 8] $§ 63 & .75 § 29
First ~ Second Third Fourth Year
2006
Sales §7,111  $7,797  §7,031 $7.840 830,379
Income from continuing operations 8614 § 749 5§ 540 $ 258 8 216l
(Loss) income from discontinued operations (B) (6) 5 (3) 101 87
Net income 8§ 608 § 744 8§ 537 8§ 359 § 2248
Earnings (loss) per share:
Basic:
Income from continuing operations $§ 71 8§ 86 8 62 8 30 8 249
{L.oss) income {rom discontinued operations (01 (.01) — 1 10
Net income $ 70 % 8 8§ 62 8§ 41 8§ 259
Diluted:
Income from continuing operations $ 70 $ 8 & 62 5 29 § 247
(Loss} income from discontinued operations {.01) — o0 A2 10
Nel income $§ 69 & 8 & 61 5 4l $ 257

Number of Employees

2007 2006 2005

u.s. 38,000 43,400 45,300
Other Americas 28,000 33,400 35,800
Europe 32,000 37,100 39,300
Pacific 9,000 9,100 8,600
107,000 123,000 129,000

79




Supplemental Financial Information (unaudited)

Reconciliation of Return on Capital
(dollars in millions)

2007 2006 2005 2004 2003
Net income 8 2564 8 2,248 $ 1,233 3 1.310 8 938
Minorty interests 365 436 259 245 238
[nterest expense (after-tax) 262 291 261 203 239
Numerator $ 3,191 § 2975 $ 1.753 $ 1,758 & 1415
Average Balances (1)
Short-term borrowings 8 5lo $ 38 8 279 $§ 164 $ 57
Short-term debt 356 284 58 290 303
Commercial paper 1,164 1,192 771 315 332
Long-term debt 5,574 5,027 5,309 6,016 7,185
Preferred stock 55 55 55 55 55
Minority interests 2,130 1,583 1,391 1,378 1,317
Common equity (2) 15,269 13.947 13,282 12,633 10,946
Denominator $25,064 §22.474 £21,145 $20,851 $20,195
Return on capital 12.7% 13.2% 8.3% 8.4% 7.0%
Return on capital (ROC) is presented based on the Bloomberg Methodology which calculates ROC based on the trailing four quarters,
(1) Calculated as (ending balance current year + ending balance prior year) divided by 2.
{2) Calculated as totul shareholders’ equity less preferved stock.
Reconciliation of Adjusted Return on Capital
{dollars in millions)
2007 2006 2005 2004 2003
Numerator, per above Reconciliation of ROC £ 310 $ 2975 $ 1,753 $ 1,758 31415
Net losses of growth invesiments (3} o] 74 71 — —
Adjusted numerator § 3,282 £ 3.049 $ 1,824 ¢ 1,758 $ 1415
Denominator, per above Reconciliation of ROC $25,064 $22.474 $21,145 £20,851 £20,195
Capital projects in progress and capitat base of growth investments (3) (4,620 (3,655) (1,913) (1,140) {1,132)
Adjusted denominator £20,444 $18.819 819,232 819,711 $19.063
Return on capital, excluding growth investments 16.1% 16.2% 9.5% 8.9% 7.4%

Return an capital, excluding growth investments is & non-GAAP {inancial measure. Management believes that this measure is meaningful to investors because it
provides greater insight with respect to the underlying operating performance of the company’s productive assets. The company has significant growth investments
underway in its upstream and downstream businesses, as previously noted, with expected completion dates over the next several years, As these investments gen-
erally require a period of time before they are productive, management believes that a return on capital measure excluding these growth investments is more

representative of current operating performance,

(3) Growth investments include Russia and Bohai for the years ended December 31, 2007, 2006, and 2005. Kunshan is also included as a growth investment for

the year ended December 31, 2007,

Portfolio Management
(dollars in millions)

Soft Alloy Packaging Automotive 2007
2007 Extrusions & Consumer Castings As Adjusted
Sales $30,748 $1,041 £3.288 $132 $26,287
EBITDA:
Net income (loss) $ 2,564 g o 8 145 $ (50) ¢ 2,400
Add:
Loss from discontinued operations 7 — — —_ 7
Minority interests 365 - 1 — 364
Provision (benefit) for taxes on income 1,555 35 67 {25) 1,478
Other income, net (1,913) 67) 2) — (1,844}
Interest expense 401 — 1 1 399
Restructuring and other charges 399 (2) 2 71 328
Goodwill impairment charge 133 - — —_ 133
Provision for depreciation, depletion. and amortization 1.268 35 89 10 1.134
Farnings before interest, laxes, depreciation, and amortization (EBITDA) {4) § 4,779 $§ 70 § 303 $ 7 § 4399
EBITDA Margin (EBITDA / Sales) 15.5% 6.7% 9.2% 5.3% 16.7%
Return on Capital (5):
Numeratar, per above Reconciliation of ROC $ 3,19 & 69 $ 145 $(50) $ 3,027
Denominator, per above Reconcilialion of ROC 23,064 _ 2,600 — 22,464
Return an Capital 12.7% 13.5%

{4} Alcoa’s definition of EBITDA is net margin excluding depreciation, depletion, and amortization. Net margin is equivalent 1o sales minus the lollowing items:
cost of goods sold; selling, general administrative, and other expenses; and research and developmeni expenses.
(5} The 82,600 in the Packnging and Consumer column represents the estimated sale proceeds minus estimated cash taxes of $100 and is reducing the denomi-

nalor as it i3 assumed that the net cash proceeds will be used to repay debt.
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Stock Performance Graphs (unaudited)

The following graphs compare the most recent five-year and 10-year performance of Alcoa Ine. common stock with (1) the Standard &
Poor’s S00% Index and (2) the Standard & Poor’s 500® Materials Index. Alcoa Inc. is a component of the Standard & Poor’s 5009
Materials Index, a group of 33 companies which closely mirror the companies we use for return on capital comparisens to establish per-
formance awards for senior management.

Five-Year Cumulative Total Return
Based upon an initial investment of $100 on December 31, 2002 with dividends reinvested.

$250

$200 |

$150

$100

m—— Alcoa Inc.
——— S&P 500°

$50 C) -
58P 500 Material Index
so 1 1 1 | L ]
Dec. '02 Dec. '03 Dec. 04 Dec. '05 Dec. '08 Dec. '07

As of December 31, 2002 2003 2004 2005 2006 2007
Alcoa Inc. 8100 3171 2144 $138 8143 178
S&P 5009 100 129 143 150 173 183
S&P 500%® Materials Index 100 138 156 163 194 237

10-Year Cumulative Total Return
Based upon an initial investment of $100 on December 31, 1997 with dividends reinvested.

$300

$250 >

$200
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——— AlCOg INC.
o 58P 5007
—— 5&P 500" Material Index
$50 | L 1 L L L 1 1 L L )
Dec.’97 Dec.'98 Dec.'99 Dec.’00 Dec.’01 Dec.’02 Dec.’03 Dec.’04 Dec.’05 Dec.’06 Dec.'07

$100

As of December 31, 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Alcoa Inc. 8100 3108 8244 $200 $216 $141 $241 $203 $196 $202 $251
S&P 500® 100 129 156 141 125 97 125 139 145 168 178
S&P 500%® Materials Index 100 94 118 99 102 97 134 152 158 188 230

Copyright © 2007, Standard & Poor’s, a division of The McGraw-Hill Companies. Inc. All rights reserved.
Source: Georgeson Shareholder Communications, Inc.
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11-Year Summary of Financial and Other Data (unaudited)
{dollars in millions, except per-share amounts and ingot prices)

The financial information for all prior periods presented has been reclassified to reflect assets held for sale.

For the year ended December 31, 2007 2006 2005
Operating Results Sales $ 30,748  § 30,379 % 25,568
Cost of goods sold (exclusive of expenses bhelow) 24,248 23,318 20,704
Selling, general administrative, and other expenses 1,472 1,402 1,295
Research and development expenses 249 213 192
Provision for depreciation, depletion, and amertization 1,268 1,280 1,256
Goodwill impairment charge 133 — —
Restructuring and other charges 399 543 202
Interest expense 401 384 339
Other income, net 1,913 193 480
Provision for taxes on income 1,355 835 454
Minority interests’ share 365 436 259
Income from continuing operations 2,571 2,161 1,257
(Loss) income from discontinued operations Q! 87 (22)
Cumulative effect of accounting changes (1) — — 2
Net income 2,564 2,248 1,233
Ingot Prices Alcoa’s average realized price per metric ton of aluminum 2,784 2,665 2,044
LME average 3-month price per metric ton of aluminum
ingot 2,601 2,594 1,900
Dividends Declared Preferred stock 2 2 2
Common stock 589 522 522
Financial Position Properties, plants, and equipment, net 16,879 14,007 11,732
Total assets ' 38.803 37,183 33,696
Total debt 7,998 7,221 6,531
Minority interests 2.460 1,800 1,365
Shareholders’ equity 16,016 14,631 13,373
Common Share Data  Basic earnings per share (2) 2.98 2.59 1.41
(dollars per share) Diluted earnings per share (2) 2.95 257 1.40
Dividends declared 680 600 600
Book value (based on year-end outstanding shares) 19.30 16.80 15.30
Price range: High 48.77 36.96 32.29
Low 28.09 26.39 22.28
Estimated number of shareholders 233,000 248,000 271,000
Average shares outstanding — basic (thousands) 860,771 868,820 871,721
Operating Data Alumina shipments (3) 7.834 8,420 7,857
(thousands of metric tons)  Aluminum product shipments:
Primary (4} 2,200 2,057 2,124
Fabricated and finished preducts 3,133 3,488 3,335
Total 5,393 5,545 5459
Primary aluminum capacity:
Consolidated 4,573 4,209 4,004
Total, including affiliates’ and others’ share of joint
ventures 5.285 4,920 4,940
Primary aluminum production:
Consolidated 3,093 3,552 3,554
Total, including affiliates’ and others’ share of joint
ventures 4,393 4,280 4,406
Other Statistics Capital expenditures (5) $§ 3636 8 3205 § 2,138
Number of employees 107,000 123,000 129,000
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(1) Reflects the cumulative effect of the accounting change for conditional asset retirement obligations in 2005, asset
retirement obligations in 2003, goodwill in 2002, and revenue recognition in 2000.

(2) Represents earnings per share on net income,

(3) Alumina shipments for 2003 through 2005 have been restated to reflect total alumina shipments rather than only
smelter-grade alumina shipments. Restatement of information prior 10 2003 is impraetical.
(4) Primary aluminum product shipments are not synonymous with aluminum shipments of the Primary Metals segment
as a portion of this segment’s aluminum shipments relate to fubricated products.

5) Capital expenditures include expenditures associated with discontinued operations.
p pei P P




2004 2003 2002 2001 2000 1999 1998 1997

$ 22609 $20282  $10164  $21,190 $2138  $ 15346  § 14,524  $ 12,530
17,928 16,114 15,319 16,425 16,051 11,731 11,278 9,638
1,194 1,173 1,030 1,131 992 777 714 618
178 187 206 194 187 . 124 124 138
1,177 1,149 1,074 1,190 1,169 867 822 717
(22) 27) 413 547 — — — (95)
271 314 350 371 427 195 198 141
270 273 176 305 154 122 146 161
539 395 208 522 906 526 489 504
245 238 172 204 348 228 229 261
1,369 1,012 478 911 1,460 1,020 816 769
(59) (27) (92) 3) 29 34 37 36

— (47) 34 — ) — — —
1,310 938 420 908 1,484 1,054 853 805
1,867 1,543 1,455 1,587 1,698 1,477 1,477 1,653
1,721 1,428 1,365 1,454 1,567 1,388 1,380 1,619
2 2 2 2 2 2 2 2

522 514 507 516 416 296 263 169
10,751 10,678 10,258 9,920 10,888 7,689 7,752 5,846
32,609 31,711 29,810 28,355 31,691 17,066 17,463 13,071
6,286 7,273 8,451 6,617 8,074 3,012 3,444 1,864
1,416 1,340 1,293 1.313 1,514 1,458 1,476 1,440
13,300 12,075 9,927 10,614 11,422 6,318 6,056 4,419
1.50 1.09 49 1.06 1.81 1.44 1.22 1.17
1.49 1.08 49 1.05 1.79 141 1.21 115
600 600 600 600 500 403 375 244
15.21 13.84 11.69 12.46 13.13 8.51 8.18 6.49
39.44 38.92 39.75 45.71 43.63 41.69 20.31 22.41
28.51 18.45 17.62 27.36 23.13 17.97 14.50 16.06
295,000 278,400 273,000 266,800 265,300 185,000 119,000 95,800
869,907 853,352 845.439 857,990 814,229 733,888 698,228 688,904
8,062 8,101 7,486 7,217 7472 7,054 7,130 7,223
1,853 1,834 1,912 1,776 2,032 1,411 1,367 920
3,208 3,153 3,266 3,159 3,315 3,021 2,540 1,994
5,061 4,987 5,178 4,935 5,347 4,432 3,907 2914
4,004 4,020 3,948 4,165 4,219 3,182 3,159 2,108
4,955 4,969 4,851 5,060 5,141 4,024 3,084 2,652
3,376 3,508 3,500 3,488 3,539 2,851 2,471 1,725
4,233 4,360 4,318 4,257 4,395 3,695 3,158 2,254
$ 1,143 8 870 0§ 1273 0§ 1077 8 1,102 8§ 917 8§ 931§ 913
119,000 120,000 127,000 129,000 142,000 107,700 103,500 81,600




Directors

Alain J. P. Belda, 64,
chairman of the board of
Alcoa since January 2001
and chief executive officer
B since May 1999. Elected
president and chief operating
officer in January 1997, vice chairman in 1995,
and executive vice president in 1994, President
of Alcoa Aluminio S.A. from 1979 10 1994.
Director of Alcoa since 1998.

Kathryn S. Fuller, 61,
chair, The Ford Foundation,
Ms. Fuller served as presi-
dent and chief executive
officer of the World Wildlife
Fund U.S. (WWF), ene of the
world's largest nature conservation organizations,
from 1989 to july 2005, and held various posi-
tions with WWF from 1982 to 1989, including
executive vice president, general counsel, and
director of WWFs public palicy and wildlife
trade monitoring programs. Director of Alcoa
since 2002.

Carlos Ghosn, 53,
president and chief execu-
tive officer, Nissan Motor

@ Company, Ltd., since 2001
M and president and chief
executive officer, Renault
S.A., since April 2005, Mr. Ghosn served as
chief operating officer of Nissan 1999-2001.
From 1996 to 1999 he was executive vice
president of Renault S.A., and from 1979 10
1996 he served in various capacities with
Compagnie Générale des Etablissements
Michelin. Director of Alcoa since 2002.

Joseph T. Gorman, 70,
chairman and chief execu-
tive officer of Moxahela

A Enterprises, LLC, a venture
capital firm, since 2001. He
was chairman and chief exec-
utive officer of TRW Inc., a global company
serving the automotive, space, and information
systems markets, 1988-2001. Director of
Alcoa since 1991,

Judith M. Gueron, 66,
scholar in residence since
September 2005 and presi-
dent emerita since 2004 of
MDRC, a nonprofit research
organization that designs,
manages, and studies projects to increase the
self-sufficiency of economically disadvantaged
groups. Dr. Gueron was a visiting scholar

at the Russell Sage Foundation, a foundation
devoted to research in the social sciences,
from 2004 to 2005. She was president of
MDRC from 1986 to August 2004. Director
of Alcoa since 1988.
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Klaus Kleinfeld, 50,
president and chief operating
officer of Alcoa since
October 2007. He was presi-
dent and chief executive
officer, Siemens AG, a global
electronics and industrial conglomerate, from
January 2005 to June 2007. Mr. Kleinfeld
served as deputy chairman of the Managing
Board and executive vice prestdent of Siemens
AG from 2004 to January 2005. He served as
president and chief executive officer of Siemens
Corporation, the U.S, arm of Siemens AG, from
2002 10 2004 and as chief operating officer of
Siemens Corporation from January to
December 2001. Prior to his U.S. assignment,
Mr. Kleinfeld was executive vice president and
a member of the Executive Board of the

Siemens AG Medical Engineering Group from
January to December 2000. Director of Alcoa
since 2003,

Michael G. Morris, 61,
chairman, president and
chief executive officer,

| American Electric Power
Company, Inc. (AEP).

Mr. Morris was elected pres-
ident and chief executive officer of AEP

in January 2004 and chairman of the board

in February 2004. Before joining AEF,

Mr. Morris was chairman. president and chief
executive officer of Northeast Utilities from
1997 to 2003. Prior to that, he held positions of
increasing responsibility in energy and natural
gas businesses. Director of Alcoa since 2008.

E. Stanley O'Neal, 56,
former chairman and chief
executive officer of Merrill
Lynch & Co., Inc. He became
chief executive in 2002 and
was elected chairman of
Merrill Lynch in 2003, serving in hoth positions
until October 2007. Mr. (O’ Neal was employed
with Memill Lynch for 21 years, having served as
president and chief operating officer in 2001,
executive vice president and chief financial offi-
cer from 1998 10 2000 and executive vice presi-
dent and co-head of Global Markets and
[nvestment Banking from 1997 1o 1998. Before
joining Mernll Lynch, Mr. O'Neal was employed
at General Motors Corporation, where he held a
number of financial positions of increasing
responsibility. Director of Alcoa since 2008.

| James W. Owens, 62,
chairman and chief executive
officer, Caterpillar Inc., a
manufacturer of construction
and mining equipment, diesel
and natural gas engines, and
industrial gas turbines, since February 2004. Mr.
Owens served as vice chairman of Caterpillar
from December 2003 to February 2004 and as a
group president from 1995 to 2003, responsible
at various times for 13 of the company’s 25
divisions. Mr. Owens joined Caterpillar in 1972.
Director of Alcoa since 2005.

Henry B. Schacht, 73.
managing director and senior
advisor of Warburg Pincus
LLC, a global private equity

R firm, since 2004, Mr. Schacht
served as chairman (1996 to
1998; October 2000 to February 2003) and
chief executive officer (1996 to 1997; October
2000 to January 2002) of Lucent Technologies
Inc. Mr. Schacht retired in 1995 as chairman
and in 1994 gs chief executive officer of
Cummins Inc., a leading manufacturer of diesel
engines. Director of Alcoa since 1994.

Ratan N. Tata, 70,
chairman since 1991, Tata
Sous Limited, the holding
company of the Tata Group
and major group companies
including Tata Motors, Tata
Steel, Tata Consultancy Services, Tata Power,
Tata Tea, Tata Chemicals, Indian Hotels, Tata
Teleservices and Tata AutoComp. Mr. Tata
joined the Tata Group in December 1962,
Director of Alcoa since 2007.

Franklin A. Thomas, 73,
consultant, The Study
| Group, a nonprofit institu-
¥ tion assisting development
| in South Africa, since 1996
and advisor to the United
Nations Fund for International Partnerships
since 1998. Mr. Thomas served as president
and chief executive officer of The Ford
Foundation from 1979 to 1996. Director of
Alcoa since 1977,

Ernesto Zedillo, 56,
director, Yale Center for

the Study of Glohalization,
since September 2002.
Former president of Mexico,
elected in 1994 and served
until 2000; held various positions in the
Mexican federal government and in Mexico’s
Central Bank hefore his election. Director of
Alcoa since 2002,
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Shareowner Information

Annual Meeting

The annual meeting of shareowners will be at 2:00 p.m.
Thursday, May 8, 2008, at the Carnegie Music Hall in the
Oakland section of Pittsburgh.

Company News
Visit www.alcoa.com for Securities and Exchange Commission
filings, quarterly earnings reports, and other company news.

Copies of the annual report and Forms 10-K and 10-Q

may be requested at no cost al www.alcoa.com or by

writing to Corporate Communications at the Corporate Center
address.

Investor Information

Securities analysts and inveslors may write to Director —
Investor Relations, Alcoa, 390 Park Avenue, New York, NY
10022-4608, call 1 212 836 2674, or e-mail

investor.relations@alcoa.com,

Other Publications

For more information on Aleoa Foundation and Alcoa
community investments, visit www.alcoa.com under
“community.”

For Alcoa’s 2007 Sustainability Highlights Report,
visit www.aleoa.com or write Director — Sustainability,
Alcoa, 390 Park Avenue, New York, NY 10022-4608

or e-mail sustainability@alcoa.com.

Dividends

Alcoa’s objective is 1o pay common stock dividends at rates
competitive with nther investments of equal risk and consistent
with the need 1o reinvest earnings for long-term growth. In
January 2007, Alcoa’s Board of Directors approved a 13%
increase in the quarterly common slock dividend from 15 cents
per share (0 17 cents per share. Quarterly dividends are paid to
shareowners of record at each quarterly distribution date.

Dividend Reinvestment

The company offers a Dividend Reinvestment and Stock
Purchase Plan for shareowners of Alcoa common and preferred
stock. The plan allows shareowners to reinvest all or part of
their quarterly dividends in shares of Alcoa common stock.
Shareowners also may purchase additional shares under the
plan with cash contributions, The company pays brokerage
commissions and fees on these stock purchases.

Direct Deposit of Dividends

Shareowners may have their quarterly dividends deposited
directly to their checking, savings, or money market accounts
at any financial institution that participates in the Automated
Clearing House (ACH) system.
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Shareowner Services

Shareowners with questions on account balances, dividend
checks, reinvestment, or direct deposit; address changes; lost
or misplaced stock certificates; or other shareowner account
maiters may conlact Alcoa’s stock transfer agent, registrar, and
dividend disbursing agent:

Computershare Trust Company, N.A. at 1 888 985 2058 (in the
U.S. and Canada) or 1 781 575 2724 (all other calls) or through

the Computershare Web site at www.computershare.com.

Telecommunications Device for the Deaf (TDD):
1 800952 9245

For shareowner questions on other matters related
to Alcoa, write to Corporate Secretary, Alcoa,

390 Park Avenue, New York, NY 10022-4608,
call 1 212 836 2732, or e-mail

corporate.secretary@ alcoa.com.

Stock Listing

Common: New York Stock Exchange
Preferred: American Stock Exchange
Ticker symbal: AA

Quarterly Common Stock Information

2007 2006
Quarter High Low Dividend High Low Dividend
First $36.05 $28.09 $.17 232,20 §28.39 3.15
Second 4290 33.63 A7 3696 28.55 15
Third 48,77  30.25 17 34.00 26.60 A5
Fourth 40.70 33.22 A7 31.33 2639 A5
Year 48.77 28.09 $.68 36.96 2639 $.60

Common Share Data

Estimated number Average shares

of shareowners* outstanding (000}
2007 233,000 860,771
2006 248.000 868.820
2005 271.000 871,721
2004 295.000 869.907
2003 278,400 853,352

* These estimates include shareowners who own stock registered in their
own names and those who own stock through banks and brokers.

Corporate Center

Alcoa

201 Isabella St.

Pitisburgh, PA 15212-5858
Telephone: 1 412 553 4545 the Commonwealth
Fax: 1 412 553 4498 of Pennsylvania,
Internet: www.alcoa.com \

Alcoa Inc. is incorporated in
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Vision

Alcoa aspires to be the best company in the world.

Values

Integrity
Alcoa’s foundation is our integrity. We are open, honest and trustworthy in dealing
with customers, suppliers, coworkers, shareholders and the communities where

we have an impact.

Environment, Health and Safety
We work safely in a manner that protects and promotes the health and well-being

of the individual and the environment.

Customer
We support our customers’ success by creating exceptional value through

innovative product and service solutions.

Excellence
We relentlessly pursue excellence in everything we do, every day.

People
We work in an inclusive environment that embraces change, new ideas, respect for

the individual and equal opportunity to succeed.

Profitability
We earn sustainable financial results that enable profitable growth and superior
shareholder value.

Accountability
We are accountable — individually and in teams — for our behaviors, actions

and results.

We live our Values and measure our success by the success of our customers,

shareholders, communities and people.




Sustainability
Begins at Home

Alcoa's focus on sustainable
growth begins with out
commitment to preserving the
environments in which we
operate. Alcoa is recognized
throughout the world for

its leadership in protecting the
environment. As a result of
this stewardship, fauna and
flora flourish.

From peregrine falcons
born at our Alcoa Anglesea
Power Station in southeastern
Australia, to the 176 different
botanical species found at
our 12-hectare Tubarao
environmental park adjacent
to our fabricating facility
in Santa Catarina, Brazil, to
orca whales swimming by our
Intalco smelter in Ferndale,
Washington, Alcoa’s
commitment to sustainability
begins at home.




