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CONDENSED CONSOLIDATED BALANCE SHEETS (Unaudited)
Pope Resources, a Delaware Limited Partnership
September 30, 2012 and December 31, 2011
(in thousands)
 
  2012   2011  
ASSETS       
Current assets       

Partnership cash and cash equivalents  $ 1,363  $ 249 
ORM Timber Funds cash and cash equivalents   2,565   2,404 

Cash and cash equivalents   3,928   2,653 
Accounts receivable, net   1,230   1,876 
Land held for sale   1,583   1,255 
Current portion of contracts receivable   13   80 
Prepaid expenses and other   1,106   853 

Total current assets   7,860   6,717 
Properties and equipment, at cost         

Timber and roads, net of accumulated depletion         
of $79,259 and $71,955   147,913   154,236 

Timberland   33,848   34,130 
Land held for development   28,685   28,413 
Buildings and equipment, net of accumulated         

depreciation of $8,183 and $6,203   6,123   6,019 
Total properties and equipment, at cost   216,569   222,798 

Other assets         
Contracts receivable, net of current portion   292   409 
Other   317   484 

Total other assets   609   893 
Total assets  $ 225,038  $ 230,408 

         
LIABILITIES, PARTNERS' CAPITAL AND NONCONTROLLING INTERESTS     
Current liabilities         

Accounts payable  $ 1,867  $ 1,328 
Accrued liabilities   2,898   3,021 
Current portion of environmental remediation   578   240 
Current portion of long-term debt   33   32 
Deferred revenue   453   447 
Other current liabilities   215   228 

Total current liabilities   6,044   5,296 
Long-term liabilities         

Long-term debt, net of current portion   40,811   45,793 
Environmental remediation   13,624   1,964 
Other long-term liabilities   172   197 

Partners' capital and noncontrolling interests         
General partners' capital (units issued and outstanding 60 and 60)   934   1,063 
Limited partners' capital (units issued and outstanding 4,294 and 4,269)   65,237   74,696 
Noncontrolling interests   98,216   101,399 

Total partners' capital and noncontrolling interests   164,387   177,158 
Total liabilities, partners' capital, and noncontrolling interests  $ 225,038  $ 230,408 

         
See accompanying notes to condensed consolidated financial statements.      
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CONDENSED CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME (LOSS) (Unaudited)  
Pope Resources, a Delaware Limited Partnership  
For the Three Months and Nine Months Ended September 30, 2012 and 2011  
(in thousands, except per unit data)  
  Three Months Ended   Nine Months Ended  
  September 30,   September 30,  
  2012   2011   2012   2011  
             
Revenue  $ 14,595  $ 7,522  $ 41,189  $ 39,465 
Cost of timber and land sold   (6,725)   (4,449)   (21,221)   (20,366)
Operating expenses   (3,626)   (2,887)   (9,136)   (8,105)
Real estate environmental remediation   -   (2)   (12,500)   (346)
General and administrative expenses   (832)   (950)   (3,000)   (3,192)
     Income (loss) from operations   3,412   (766)   (4,668)   7,456 
                 
Other income (expense)                 
  Interest expense   (513)   (559)   (1,563)   (1,674)
  Capitalized interest   155   108   424   314 
  Interest income   6   10   19   32 
     Total other expense   (352)   (441)   (1,120)   (1,328)
                 
Income (loss) before income taxes   3,060   (1,207)   (5,788)   6,128 
Income tax expense   (201)   (19)   (335)   (158)
     Net income (loss)   2,859   (1,226)   (6,123)   5,970 
                 
Plus:  Loss attributable to noncontrolling                 
   interests ORM Timber Funds   816   664   1,709   435 
     Net income (loss) attributable to unitholders   3,675   (562)   (4,414)   6,405 
Other comprehensive income adjustments   -   -   -   - 
     Comprehensive income (loss) attributable to unitholders   3,675   (562)   (4,414)   6,405 
                 
                 
Allocable to general partners  $ 51  $ (8)  $ (61)  $ 89 
Allocable to limited partners   3,624   (554)   (4,353)   6,316 
     Comprehensive income (loss) attributable to unitholders  $ 3,675  $ (562)  $ (4,414)  $ 6,405 
                 
Earnings (loss) per unit attributable to unitholders                 
     Basic  $ 0.81  $ (0.14)  $ (1.03)  $ 1.42 
     Diluted  $ 0.81  $ (0.14)  $ (1.03)  $ 1.42 
                 
Weighted average units outstanding                 
     Basic   4,354   4,329   4,350   4,321 
     Diluted   4,354   4,329   4,350   4,323 
                 
Distributions per unit  $ 0.45  $ 0.35  $ 1.25  $ 0.85 
                 

See accompanying notes to condensed consolidated financial statements.  
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CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (Unaudited)  
Pope Resources, a Delaware Limited Partnership     
Nine Months Ended September 30, 2012 and 2011     
(in thousands)       
  2012   2011  
Net income (loss)  $ (6,123)  $ 5,970 
Adjustments to reconcile net income (loss) to net cash provided by operating activities         
     Depletion   7,214   7,618 
     Capitalized development activities, net of reimbursements   (1,316)   (743)
     Equity-based compensation   629   738 
     Depreciation and amortization   825   526 
     Deferred taxes   (124)   (43)
     Cost of land sold   348   110 
     Gain on sale of land underlying corporate headquarters and fixed assets   (2,752)   - 
Cash flows from changes in operating accounts         
     Accounts receivable, net   646   (637)
     Contracts receivable   184   284 
     Prepaid expenses and other current assets   17   79 
     Accounts payable and accrued liabilities   416   825 
     Deferred revenue   6   (207)
     Other current liabilities   (13)   38 
     Environmental remediation   11,998   (264)
     Other long-term liabilities   (25)   (24)
       Net cash provided by operating activities   11,930   14,270 
         
Cash flows from investing activities         
     Reforestation and roads   (1,003)   (886)
     Buildings and equipment   (240)   (3,548)
     Proceeds from sale of land underlying corporate headquarters   2,873   - 
     ORM Timber Fund II, Inc. land acquisition   -   (140)
       Net cash provided by (used in) investing activities   1,630   (4,574)
         
Cash flows from financing activities         
     Repayment of line of credit, net   (4,956)   (3,064)
     Repayment of long-term debt   (25)   (23)
     Debt issuance costs   (28)   - 
     Proceeds from option exercises   12   516 
     Payroll taxes paid upon restricted unit vesting/option exercises   (300)   (226)
     Cash distributions to unitholders   (5,514)   (3,727)
     Cash distributions - ORM Timber Funds, net of distributions to Partnership   (2,865)   (4,356)
     Capital call - ORM Timber Funds   1,391   - 
       Net cash used in financing activities   (12,285)   (10,880)
         
Net increase (decrease) in cash and cash equivalents   1,275   (1,184)
     Cash and cash equivalents at beginning of period   2,653   2,423 
     Cash and cash equivalents at the end of the nine-month period  $ 3,928  $ 1,239 
         

See accompanying notes to condensed consolidated financial statements.  
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POPE RESOURCES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)
September 30, 2012

1. The condensed consolidated statements of position as of September 30, 2012 and December 31, 2011 and the results of operations for the three- and
nine-month periods ended September 30, 2012 and 2011 have been prepared by Pope Resources, A Delaware Limited Partnership (the
“Partnership”), pursuant to the rules and regulations of the Securities and Exchange Commission (the "SEC"). The condensed consolidated financial
statements are unaudited, but, in the opinion of management, reflect all adjustments (consisting only of normal recurring adjustments and accruals)
necessary for a fair presentation of the financial position, results of operations and cash flows for the interim periods. The financial information as of
December 31, 2011, is derived from the Partnership’s audited consolidated financial statements and notes thereto for the year ended December 31,
2011, and should be read in conjunction with such financial statements and notes. The results of operations for the interim periods are not indicative
of the results of operations that may be achieved for the entire fiscal year ending December 31, 2012.

 
2. The financial statements in the Partnership's 2011 annual report on Form 10-K include a summary of significant accounting policies of the

Partnership and should be read in conjunction with this Quarterly Report on Form 10-Q.
 
3. Basic net earnings (loss) per unit are calculated by dividing net income (loss) attributable to unitholders, adjusted for non-forfeitable distributions

paid out to unvested restricted unitholders and Fund II preferred shareholders, by the weighted average units outstanding during the period. Diluted
net earnings (loss) per unit are calculated by dividing net income (loss) attributable to unitholders, adjusted for non-forfeitable distributions paid out
to unvested restricted unitholders and Fund II preferred shareholders, by the weighted average units outstanding during the year plus additional units
that would have been outstanding assuming the exercise of in-the-money unit equivalents using the treasury stock method, unless the assumed
exercise is antidilutive.

 
The following table shows how we arrived at basic and diluted income (loss) per unit:

 
  Quarter Ended   Nine Months Ended  
  September 30,   September 30,  
(in thousands)  2012   2011   2012   2011  
Net income (loss) attributable to Pope Resources' unitholders  $ 3,675  $ (562)  $ (4,414)  $ 6,405 
Less:                 
  Net income attributable to unvested restricted unitholders   (144)   (20)   (71)   (250)
  Dividends paid to Fund II preferred shareholders   (4)   (4)   (12)   (12)
    Net income (loss) for calculation of EPS  $ 3,527  $ (586)  $ (4,497)  $ 6,143 
                 
Weighted average units outstanding (in thousands):                 
Basic   4,354   4,329   4,350   4,321 
Dilutive effect of unit equivalents   -   -   -   2 
Diluted   4,354   4,329   4,350   4,323 
                 
Earnings (loss) per unit: Basic  $ 0.81  $ (0.14)  $ (1.03)  $ 1.42 
Earnings (loss) per unit: Diluted  $ 0.81  $ (0.14)  $ (1.03)  $ 1.42 
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As of September 30, 2012 there were no outstanding unexercised options and, as such, the Company does not expect there to be a dilutive impact on
earnings (loss) per unit on a go forward basis. Options to purchase 5,500 units at prices ranging from $10.75 to $17.40 per unit were outstanding as
of September 30, 2011. There were no out-of-the money options to exclude from the calculation of dilutive unit equivalents for the quarter or nine
months ended September 30, 2011.

 
4.  In January 2012, the Partnership granted 20,350 restricted units pursuant to the management incentive compensation program. These restricted units

vest ratably over four years with the grant date fair value equal to the market price on the date of grant. We recognized $366,000 and $197,000 of
equity compensation expense in the first nine months of 2012 and 2011, respectively, related to restricted units granted to management pursuant to
this program in 2012 and 2011. Simultaneous with the restricted unit grant to management, members of our Board of Directors received 6,000
restricted units in January 2012. Restricted units granted to directors are not part of the management incentive compensation program, but are
included in the calculation of total equity compensation expense. These awards to directors vest 50% on the third anniversary and 50% on the fourth
anniversary of the date of grant. Total equity compensation expense is recognized over the shorter of the vesting period or the period from the date of
grant to the point of retirement eligibility. For the first nine months of 2012 and 2011, total equity compensation expense related to grants to both
management and the Board of Directors was $629,000 and $738,000, respectively.

 
5.  Supplemental disclosure of cash flow information: interest paid, net of amounts capitalized, totaled $1.1 million and $1.3 million for the first nine

months ended September 30, 2012 and 2011, respectively. Income taxes paid were $261,000 and $46,000 for the nine months ended September 30,
2012 and 2011, respectively, due to increased taxable income from the preceding year in taxable subsidiaries.

6.  The Partnership’s financial instruments include cash and cash equivalents and accounts receivable, for which the carrying amount of each represents
fair value based on current market interest rates or their short-term nature. Carrying amounts of contracts receivable, although long-term, also
approximate fair value based on current market rates.

The carrying value of the Partnership’s and Funds’ fixed-rate debt having a carrying value of $40.8 million and $40.9 million as of September 30,
2012 and December 31, 2011, respectively, has been estimated based on current interest rates for similar instruments, Level 2 inputs in the Fair Value
Hierarchy, to be approximately $46.6 million.
 

7.  The Partnership has two general partners: Pope MGP, Inc. and Pope EGP, Inc. In total, these two entities own 60,000 partnership units. The
allocation of distributions and loss between the general and limited partners is pro rata across all units outstanding.
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8.  In the presentation of the Partnership’s revenue and operating income (loss) by segment all intersegment revenue and expense is eliminated to
determine externally reported operating income (loss) by business segment. The tables that follow reconcile internally reported income (loss) from
operations to externally reported income (loss) from operations by business segment, for the quarter and nine months ended September 30, 2012 and
2011:

 
    Fee Timber            

Three Months Ended  
Pope

Resources  ORM Timber  Total Fee   
Timberland

Management & Real        
September 30, (in thousands)  Timber  Funds  Timber   Consulting  Estate   Other   Consolidated  

2012                    
Revenue internal  $ 6,006 $ 3,499 $ 9,505  $ 515  $ 5,242  $ -  $ 15,262 
Eliminations   (140)  -  (140)   (515)   (12)   -   (667)
Revenue external   5,866  3,499  9,365   -   5,230   -   14,595 
                           
Cost of timber and land sold   (2,797)  (3,259)  (6,056)   -   (669)   -   (6,725)
                           
Operating, general and                           
   administrative expenses internal   (1,120)  (1,061)  (2,181)   (512)   (1,600)   (832)   (5,125)
Eliminations   12  515  527   140   -   -   667 
Operating, general and                           
   administrative expenses external   (1,108)  (546)  (1,654)   (372)   (1,600)   (832)   (4,458)
                           
Income (loss) from operations                        
   internal   2,089  (821)  1,268   3   2,973   (832)   3,412 
Eliminations   (128)  515  387   (375)   (12)   -   - 
Income (loss) from operations                        
   external  $ 1,961 $ (306) $ 1,655  $ (372)  $ 2,961  $ (832)  $ 3,412 
                           

2011                           
Revenue internal  $ 4,334 $ 2,737 $ 7,071  $ 488  $ 575  $ -  $ 8,134 
Eliminations   (112)  -  (112)   (488)   (12)   -   (612)
Revenue external   4,222  2,737  6,959   -   563   -   7,522 
                           
Cost of timber and land sold   (1,896)  (2,472)  (4,368)   -   (81)   -   (4,449)
                           
Operating, general and                           
   administrative expenses internal   (1,272)  (909)  (2,181)   (445)   (875)   (950)   (4,451)
Eliminations   12  488  500   112   -   -   612 
Operating, general and                           
   administrative expenses external   (1,260)  (421)  (1,681)   (333)   (875)   (950)   (3,839)
                           
Income (loss) from operations                        
   internal   1,166  (644)  522   43   (381)   (950)   (766)
Eliminations   (100)  488  388   (376)   (12)   -   - 
Income (loss) from operations                        
   external  $ 1,066 $ (156) $ 910  $ (333)  $ (393)  $ (950)  $ (766)
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    Fee Timber            

Nine Months Ended  
Pope

Resources   ORM Timber  Total   

Timberland
Management

&  Real        
September 30, (in thousands)  Timber   Funds   Fee Timber   Consulting  Estate   Other   Consolidated  

2012                      
Revenue internal  $ 24,881  $ 10,854  $ 35,735  $ 1,603  $ 5,905  $ -  $ 43,243 
Eliminations   (415)   -   (415)   (1,603)   (36)   -   (2,054)
Revenue external   24,466   10,854   35,320   -   5,869   -   41,189 
                             
Cost of timber and land sold   (11,149)   (9,402)   (20,551)   -   (670)   -   (21,221)
                             
Operating, general and                             
   administrative expenses
internal   (3,106)   (3,063)   (6,169)   (1,594)   (15,927) *   (3,000)   (26,690)
Eliminations   36   1,603   1,639   415   -   -   2,054 
Operating, general and                             
   administrative expenses
external   (3,070)   (1,460)   (4,530)   (1,179)   (15,927) *   (3,000)   (24,636)
                             
Income (loss) from operations                          
   internal   10,626   (1,611)   9,015   9   (10,692)   (3,000)   (4,668)
Eliminations   (379)   1,603   1,224   (1,188)   (36)   -   - 
Income (loss) from operations                          
   external  $ 10,247  $ (8)  $ 10,239  $ (1,179)  $ (10,728)  $ (3,000)  $ (4,668)
                             

2011                             
Revenue internal  $ 22,918  $ 13,173  $ 36,091  $ 1,577  $ 3,744  $ -  $ 41,412 
Eliminations   (334)   -   (334)   (1,577)   (36)   -   (1,947)
Revenue external   22,584   13,173   35,757   -   3,708   -   39,465 
                             
Cost of timber and land sold
external   (9,434)   (10,507)   (19,941)   -   (425)   -   (20,366)
                             
Operating, general and                             
   administrative expenses internal   (3,382)   (2,699)   (6,081)   (1,448)   (2,869) **   (3,192)   (13,590)
Eliminations   39   1,577   1,616   331   -   -   1,947 
Operating, general and                             
   administrative expenses external   (3,343)   (1,122)   (4,465)   (1,117)   (2,869) **   (3,192)   (11,643)
                             
Income (loss) from operations                          
   internal   10,102   (33)   10,069   129   450   (3,192)   7,456 
Eliminations   (295)   1,577   1,282   (1,246)   (36)   -   - 
Income (loss) from operations                          
   external  $ 9,807  $ 1,544  $ 11,351  $ (1,117)  $ 414  $ (3,192)  $ 7,456 
                             
*Includes $12.5 MM of environmental remediation expense              
**Includes $346,000 of environmental remediation expense              

9.  ORM Timber Fund I, LP (Fund I), ORM Timber Fund II, Inc. (Fund II), and ORM Timber Fund III (REIT) Inc., (Fund III), and collectively (the
Funds) were formed by Olympic Resource Management LLC (ORMLLC), a wholly owned subsidiary of Pope Resources, for the purpose of
attracting capital to purchase timberlands. The objective of these Funds is to generate a return on investments through the acquisition, management,
value enhancement and sale of timberland properties. Each Fund will operate for a term of ten years from the end of the respective drawdown period,
with Fund I terminating in August 2017, Fund II terminating in March 2021, and Fund III terminating on the tenth anniversary of the completion of
its drawdown period. Fund III’s drawdown period will end at the earlier of placement of all committed capital or 3 years from the date of the final
close, which was on July 31, 2012.
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 Pope Resources and ORMLLC together own 20% of Fund I and Fund II and 5% of Fund III. The Funds are consolidated into the Partnership’s

financial statements based in part on ORMLLC’s controlling role as the general partner or managing member of the Funds. The Funds’ statements of
operations for the quarters ended September 30, 2012 and September 30, 2011 reflect operating losses of $306,000 and $156,000, respectively. These
operating results exclude management fees paid by the Funds to ORMLLC of $515,000 and $488,000 for third quarters of 2012 and 2011,
respectively, which are eliminated in consolidation. The Funds’ statements of operation for the nine months ended September 30, 2012 and 2011
reflect an operating loss of $8,000 and operating income of $1.5 million, respectively. These operating results exclude management fees paid by the
Funds to ORMLLC of $1.6 million in each of the nine-month periods ended September 30, 2012 and 2011, respectively, which are eliminated in
consolidation.

 The Partnership’s consolidated balance sheet included assets and liabilities of the Funds as of September 30, 2012 and December 31, 2011, which
were as follows:

 
(in thousands)  September 30, 2012  December 31, 2011  
Assets:       

Cash  $ 2,565  $ 2,404 
Other current assets   649   546 
  Total current assets   3,214   2,950 
Timber, timberland and roads (net of $18,275 and $13,729 of accumulated depletion in 2012 and
2011)   132,299   136,313 
Other long-term assets   115   126 
    Total assets  $ 135,628  $ 139,389 

Liabilities and equity:         
Current liabilities excluding long-term debt  $ 1,602  $ 1,525 
Current portion of long-term debt   33   32 
  Total current liabilities   1,635   1,557 
Long-term debt   11,011   11,036 
  Total liabilities   12,646   12,593 
Funds' equity   122,982   126,796 
    Total liabilities and equity  $ 135,628  $ 139,389 

 
10.  The Partnership has an accrual for estimated environmental remediation costs of $14.2 million as of September 30, 2012 and $2.2 million as of

December 31, 2011. The environmental remediation liability represents primarily estimated payments to be made to monitor and remedy certain
areas in and around the townsite and millsite at Port Gamble, Washington, and secondarily at Port Ludlow, Washington.

The environmental liability at September 30, 2012 includes an estimate of $578,000 that management expects to expend in the next 12 months and
$13.6 million thereafter. In developing its estimate of the Port Gamble environmental liability, management has employed a Monte Carlo statistical
simulation model that suggests a potential aggregate range of clean-up cost from $11.9 million to $16.5 million, which corresponds to a two-
standard-deviation range from the mean of possible outcomes generated by the simulation model.

Our current estimate of the Partnership’s share of Port Gamble clean-up and NRD mitigation is $14.1 million. Consistent with the methodology we
have used in the past to estimate this liability, we used a Monte Carlo simulation model to arrive at a mean value for a multi-variable set of clean-up
scenarios.
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ITEM 2.

MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

This report contains a number of projections and statements about our expected financial condition, operating results, and business plans and
objectives. These statements reflect management’s estimates based upon our current goals, in light of management’s knowledge of existing
circumstances and expectations about future developments. Statements about expectations and future performance are “forward looking
statements” which describe our goals, objectives and anticipated performance. These statements are inherently uncertain, and some or all of these
statements may not come to pass. Accordingly, you should not interpret these statements as promises that we will perform at a given level or that we
will take any or all of the actions we currently expect to take. Our future actions, as well as our actual performance, will vary from our current
expectations, and under various circumstances these variations may be material and adverse. Some of the factors that may cause our actual
operating results and financial condition to fall short of our expectations are set forth in the part of this report entitled “Risk Factors” in PART II,
ITEM 1A below. Some of the issues that may have an adverse and material impact on our business, operating results and financial condition include
economic conditions that affect consumer demand for our products and the prices we receive for them both domestically and overseas, particularly
in certain parts of Asia; our ability to identify, and to estimate accurately the economic effects of, environmental and other liabilities associated with
our assets and operations; government regulation that affects our ability to access our timberlands and harvest logs from those lands; the
implications of significant indirect sales to overseas customers, including currency translation, regulatory and tax matters; the effect of financial
market conditions on our investment portfolio and related liquidity; environmental and land use regulations that limit our ability to harvest timber
and develop property; access to debt financing by our customers as well as ourselves; our ability to consummate proposed or contracted transactions
in a manner that will yield revenues; the impacts of climate change and natural disasters on our timberlands and on surrounding areas; and the
potential impacts of fluctuations in foreign currency exchange rates as they affect demand for our products and customers’ ability to pay. From time
to time we identify other risks and uncertainties in our other filings with the Securities and Exchange Commission. The forward-looking statements
in this report reflect our estimates as of the date of the report, and we cannot undertake to update these statements as our business operations and
environment change.

This discussion should be read in conjunction with the condensed consolidated financial statements and related notes included with this report.
 

EXECUTIVE OVERVIEW

Pope Resources, A Delaware Limited Partnership (“we” or the “Partnership”), is engaged in three primary businesses. The first, and by far most
significant segment in terms of owned assets and operations, is the Fee Timber segment. This segment includes timberlands owned directly by the Partnership
and operations of the three private equity funds (“Funds”). When we refer to the timberland owned by the Partnership, we describe it as the Partnership’s tree
farms. We refer to timberland owned by the Funds as the Funds’ tree farms. When referring collectively to the Partnership’s and Funds’ timberland we will
refer to them as the Combined tree farms. Operations in this segment consist of growing timber to be harvested as logs for sale to export brokers and domestic
manufacturers. The second most significant business in terms of total assets owned is the development and sale of real estate. Real Estate activities primarily
take the form of securing permits, entitlements, and, in some cases, installing infrastructure for raw land development and then realizing that land’s value by
selling larger parcels to buyers who will take the land further up the value chain, either to home buyers or to operators and lessors of commercial property.
Since these land projects span multiple years, the Real Estate segment may incur losses for multiple years while a project is developed, and will not recognize
operating income until that project is sold. In addition, within this segment we sometimes negotiate and sell development rights in the form of conservation
easements (CE’s) on Fee Timber properties to preclude future development. Our third business, which we refer to as Timberland Management & Consulting,
or “TM&C,” is raising and investing capital from third parties and the Partnership for private equity timber funds, and thereafter managing those funds for the
benefit of all investors.
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Our current strategy for adding timberland acreage is centered on our private equity timber fund business model, which consists of raising
investment capital from third-party investors and investing that capital, along with our own co-investment, into new timberland properties. We have closed
and invested capital from two timber funds, with assets under management now totaling $171 million. Our 20% co-investments in Funds I and II, and our 5%
co-investment in Fund III, which collectively totaled $28 million as of September 30, 2012, afford us a share of the Funds’ operating cash flows while also
allowing us to earn asset management and timberland management fees as well as incentive fees based upon the overall success of each fund. Management
also believes that this strategy allows us to maintain more sophisticated expertise in timberland acquisition, valuation, and management than could be cost-
effectively maintained for the Partnership’s timberlands alone. We believe our co-investment strategy also boosts our credibility with existing and prospective
investors by demonstrating that we have both an operational as well as a financial commitment to the Funds’ successes.

We have closed on $180 million of committed capital for Fund III, $9 million of which represents our co-investment. The Funds are consolidated
into our financial statements with the income attributable to equity owned by third parties reflected in our Condensed Consolidated Statements of
Comprehensive Income under the caption “Net (income) loss attributable to noncontrolling interests-ORM Timber Funds.”

Land held for sale in western Washington by our Real Estate segment represents property that has been deemed suitable for residential and
commercial building sites. The markets for these resources have suffered recently along with regional and national markets, producing a decline in our sales.
The challenge for our Real Estate segment centers around how and when to “harvest” a parcel of land and capture the optimum value increment by selling the
property, balancing the long-term risks and costs of carrying and developing a property against the potential for income and positive cash flows upon sale.

We have entered into a purchase and sale agreement with a buyer that will acquire approximately 17 acres within our Harbor Hill project in Gig
Harbor, Washington, in order to develop a continuing care retirement community.  The agreement gives the buyer up to 45 months to close and, as such,
consistent with accounting guidelines, revenue will be recognized on this transaction once it is earned and we concluded we have no material continuing
involvement or obligation to the purchaser.  With this signed agreement, all our multi-family parcels in the Harbor Hill project are under contract.

Revenue nearly doubled from the third quarter of 2011 to the third quarter of 2012 primarily due to the $2.9 million sale of the 2-acres of land
underlying our corporate office building in Poulsbo and a nearly 1,900-acre conservation easement sale on our Columbia tree farm, which yielded proceeds of
$1.2 million. These were third quarter 2012 transactions in our Real Estate segment that did not have a counterpart in the third quarter of 2011. The increased
real estate sales activity coupled with a 45% increase in log sale volume, partially offset by a 5% decline in average log price, served to significantly increase
revenue when comparing third quarter of 2011 to third quarter of 2012.

Weakness in third quarter 2012 log prices, compared to the same period in 2011, was offset by increased demand from domestic sawmills and some
export markets. In spite of a gradual U.S. housing market recovery and some domestic demand for wood to be milled for the Japan market, the absence of a
current year equivalent to the 2011 surge in China log markets translated into overall log price weakness during the third quarter of 2012. We harvested 17
MMBF in the third quarter of 2012 compared to 35 MMBF in the second quarter of 2012, which included 4.4 MMBF from a timber deed sale, and 12 MMBF
in the third quarter of 2011. The decline in harvest volume from the second to the third quarter of 2012 reflects our response to stronger pricing in the first
half of 2012 that led us to move third quarter volume up into the first half as well as our expectation of an increase in regional supply of logs and lumber that
typically occurs in the summer when logging operations in high elevation areas hit their peak.
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Realized log prices declined $7/MBF, or 1%, from the second to the third quarter of 2012 and $30/MBF, or 5%, from the third quarter of 2011 to the
third quarter of 2012. For the nine months ended September 30, 2012 and 2011, we harvested 66 MMBF and 61 MMBF, respectively. The 2012 year-to-date
volume total of 66 MMBF includes a 4.4 MMBF timber deed sale, a second quarter transaction in which we sold rights to harvest timber on our timberlands
rather than harvesting and selling logs directly. Realized log prices during the nine months ended September 30, 2012 declined $31/MBF, or 5%, from the
same nine-month period in 2011.

We expect our harvest volume for the full year 2012 to be between 80 and 82 MMBF, with the final total depending on weather conditions and the
strength or weakness of log markets as we transition to winter. This harvest volume total includes the aforementioned 4.4 MMBF timber deed sale.  This
projected total represents approximately 50 MMBF from Partnership tree farms and 30 MMBF from Fund tree farms.  Generally speaking, we aim to set our
annual Partnership tree farm harvest level at a long-term sustainable level, which approximates 44 MMBF.  During the depths of the housing downturn in
2008 through 2010, however, we deferred considerable harvest and now that markets are recovering, we are metering in a portion of that deferral.  With
respect to Fund tree farms, our harvest targets are less guided by long-term sustainability models and more by ten-year harvest plans developed during
property acquisition modeling. These ten-year harvest plans are designed at a fund portfolio level to balance cash flows during the holding period with a view
to also optimizing the property values at the windup of each Fund’s ten-year life.  Relative to the planned harvest level from the Fund tree farms, harvest
volume was also deferred during the housing downturn, which will be similarly metered in during the market recovery.
 

RESULTS OF OPERATIONS

The following table reconciles and compares key revenue and cost elements that impacted our net income (loss) for the respective quarter and year-
to-date periods ended September 30, 2012 and September 30, 2011. In addition to the table’s numerical analysis, the explanatory text that follows the table
describes certain of these changes by business segment.
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     Nine Months  
  Quarter Ended   Ended  
(in thousands)  September 30,   September 30,  
Net income (loss) attributable to Pope Resources' unitholders:       

2012 period  $ 3,675  $ (4,414)
2011 period   (562)   6,405 
   Variance  $ 4,237  $ (10,819)

Detail of variance:         
Fee Timber         

Log volumes (A)  $ 2,949  $ 654 
Log price realizations (B)   (514)   (2,097)
Stumpage sales   -   1,026 
Production costs   (1,178)   (897)
Depletion   (510)   254 
Other Fee Timber   (2)   (52)

Timberland Management & Consulting         
Other Timberland Management & Consulting   (39)   (62)

Real Estate         
Land and conservation easement sales   1,377   (931)
Sale of land underlying corporate office   2,726   2,726 
Timber depletion on land sale   -   150 
Other Real Estate   (751)   (933)
Environmental remediation costs   2   (12,154)

General & administrative costs   118   192 
Net interest expense   89   208 
Taxes   (182)   (23)
Noncontrolling interest   152   1,120 
Total variances  $ 4,237  $ (10,819)
         
(A) Volume variance calculated by extending change in sales volume by the average log sales price  

  for the comparison period.         
(B) Price variance calculated by extending the change in average realized price by current period  

  sales volume.         
 
Fee Timber
 

Fee Timber results include operations from 114,000 acres of timberland owned by the Partnership and 61,000 acres of timberland owned by the
Funds. Fee Timber revenue is earned primarily from the harvest and sale of logs from these timberlands which are located in western Washington and
northwestern Oregon and, to a lesser extent, from the ground leases for cellular communication towers, gravel mines and quarries, together with the sale of
other resources from our timberlands. Our Fee Timber revenue is driven primarily by the volume of timber harvested and the average log price realized on the
sale of that harvested timber. Our volume harvested is typically based on manufactured log sales to customers or exporters. However, during the second
quarter of 2012, we sold rights to harvest timber (timber deed sale) from the Hood Canal Tree Farm. In this section of this document, volumes sold and
calculations of average price realized during the reporting period exclude the timber deed sale, except where it is called out as included. Harvest volumes are
generally expressed in million board feet (MMBF) increments and harvest revenue and related costs are generally expressed in terms of revenue or cost per
thousand board feet (MBF). Fee Timber expenses, which consist predominantly of harvest, hauling, and depletion costs, vary directly and roughly
proportionately with harvest volume and the resulting revenues. Revenue and costs related to harvest activities on timberland owned by the Funds are
consolidated into this discussion of operations.
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When discussing our Fee Timber operations, we compare current results to both the previous quarter and the corresponding quarter of the prior year,
as well as current year-to-date results to the prior year-to-date results. These comparisons provide an opportunity to note trends in log prices and patterns of
harvest volumes that affect Fee Timber operating results. Revenue and operating income for the Fee Timber segment for the quarters ended September 30,
2012, June 30, 2012, and September 30, 2011 were as follows:
 

(in millions)
Quarter ended  

Log Sale
Revenue   

Mineral,
Cell Tower

& Other
Revenue   

Total Fee
Timber Revenue   

Operating
Income   

Harvest
Volume

(MMBF)  
Partnership tree farms  $ 5.5  $ 0.4  $ 5.9  $ 1.9   10.1 

Funds' tree farms   3.5   -   3.5   (0.3)   7.0 
Total Fee Timber September 30, 2012  $ 9.0  $ 0.4  $ 9.4  $ 1.6   17.1 

                     
Partnership tree farms  $ 10.3  $ 1.3  $ 11.6  $ 5.1   18.8 

Funds' tree farms   5.8   -   5.8   0.3   11.4 
Total Fee Timber June 30, 2012  $ 16.1  $ 1.3  $ 17.4  $ 5.4   30.2 

                     
Partnership tree farms  $ 3.8  $ 0.4  $ 4.2  $ 1.1   6.9 

Funds' tree farms   2.7   -   2.7   (0.2)   4.9 
Total Fee Timber September 30, 2011  $ 6.5  $ 0.4  $ 6.9  $ 0.9   11.8 

 
Comparing Q3 2012 to Q2 2012. Fee Timber revenue declined $8.0 million, or 46%, from $17.4 million in the second quarter of 2012 to $9.4

million in the third quarter of 2012 primarily as a result of 13 MMBF, or 43%, reduction in harvest volume in the third quarter. This volume variance does not
include a 4.4 MMBF timber deed sale that occurred the second quarter of 2012, which appears in the table above in the Mineral, Cell Tower, & Other
Revenue column, and which had no counterpart in the third quarter of 2012, magnifying the disparity in revenue between the two periods. The harvest volume
decrease from second to third quarter reflects a plan to move volume forward into the second quarter to both take advantage of favorable pricing during the
first half of the year and limit third quarter harvest during a time when harvest operations are typically at their peak due to favorable weather in the Pacific
Northwest that enables access to higher elevation harvest units. Some softening in log prices is common in the third quarter of each year as customers have
more alternatives for log purchases.

Operating income for the third quarter of 2012 decreased by $3.8 million, or 70%, from second quarter 2012 results. Income decreased as a result of
the decline in harvest volume and the third quarter absence of an equivalent to the second quarter timber deed sale which provided $765,000 of operating
income during the second quarter. The operating income decline was also made more pronounced by a slightly heavier mix of total harvest from the Timber
Funds, which carry a higher depletion expense per MBF.

Revenue in the Funds declined $2.3 million, or 40%, during the third quarter of 2012, with $3.5 million generated during the third quarter compared
with revenue of $5.8 million in the second quarter of 2012. The drop in revenue was driven by a 4 MMBF, or 39%, decrease in harvest volume from 11
MMBF in the second quarter of 2012 to 7 MMBF in the third quarter of 2012. This harvest volume reduction is the primary contributory factor to a shift of
Fund operating results from income of $286,000 during the second quarter of 2012 to a loss of $306,000 during the third quarter of 2012.
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Comparing Q3 2012 to Q3 2011. Notwithstanding the advance of some of third quarter 2012 volume into the first half of this year, harvests were
still 45% higher in the third quarter of 2012 compared to the third quarter of 2011. This harvest volume differential served to lift third quarter 2012 Fee
Timber revenue by $2.5 million, or 36%, over the comparable period in the prior year, with the effect of higher volume partially offset by a $30/MBF, or 5%,
reduction in average realized log price during 2012. Operating income for the third quarter of 2012 was $745,000, or 82%, higher than it was for the same
period in 2011, again primarily due to the increased harvest volume. In the third quarter of 2012, our focus was on maximizing net stumpage values by selling
to specific domestic sawmills rather than to the export market, which had softer demand in 2012 relative to 2011. Sawmill destinations were based on
proximity to our tree farms to minimize haul costs and thereby enable higher net realized log returns than we otherwise would have recognized.

Third quarter 2012 Fund revenue rose 28% to $3.5 million from $2.7 million for the same quarter in 2011 on a 2 MMBF, or 43%, jump in harvest
volume. Operating loss for the period increased from $156,000 in 2011 to $306,000 in 2012 as a result of higher harvest and haul costs.

Revenue and operating income for the Fee Timber segment for year-to-date periods ended September 30, 2012 and September 30, 2011 were as
follows:
 

(in millions)
Nine Months Ended  

Log Sale
Revenue   

Mineral,
Cell Tower

& Other
Revenue   

Total Fee
Timber Revenue   

Operating
Income   

Harvest
Volume

(MMBF)  
Pope Resources Timber  $ 22.4  $ 2.1  $ 24.5  $ 10.2   40.6 

Timber Funds   10.8   -   10.8   -   21.2 
Total Fee Timber September 30, 2012  $ 33.2  $ 2.1  $ 35.3  $ 10.2   61.8 

                     
Pope Resources Timber  $ 21.4  $ 1.1  $ 22.5  $ 9.8   36.8 

Timber Funds   13.2   -   13.2   1.5   24.1 
Total Fee Timber September 30, 2011  $ 34.6  $ 1.1  $ 35.7  $ 11.3   60.9 

Comparing YTD 2012 to YTD 2011. Fee Timber revenue for the first nine months of 2012 declined slightly by $437,000, or 1%, over the
comparable period in 2011. A relatively weaker Chinese log export market in 2012 as compared to 2011 is primarily responsible for the decline in log prices,
which was the primary contributor to a $1.1 million, or 10%, decline in operating income from 2011 to 2012. Fee timber operating income in 2012 was
bolstered by the second quarter timber deed sale which provided $765,000 of operating income and, to some extent, by a relatively lower harvest from Fund
timberlands in 2012 compared to 2011, because harvesting from the Partnership’s lands provides for a lower depletion expense and a correspondingly higher
operating margin.

Log Volume

We harvested the following log volumes by species from the Combined tree farms, exclusive of the aforementioned 4.4 MMBF timber deed sale, for
the quarters ended September 30, 2012, June 30, 2012, and September 30, 2011:
 

Volume (in MMBF)  Quarter Ended  
Sawlogs  Sep-12 % Total   Jun-12 % Total   Sep-11 % Total  
 Douglas-fir   10.1  59%   19.3  64%   5.9  50%
 Whitewood   4.2  25%   5.8  19%   2.6  22%
 Cedar   0.2  1%   0.3  1%   0.2  2%
 Hardwood   0.4  2%   1.1  4%   0.7  6%
Pulpwood                      
 All Species   2.2  13%   3.7  12%   2.4  20%
Total    17.1  100%   30.2  100%   11.8  100%

 
Comparing Q3 2012 to Q2 2012. Harvest volume declined 13 MMBF, or 43%, from the second to the third quarter of 2012. The decrease reflects a

decision to advance some of the third quarter 2012 volume into the first half of 2012 and capture stronger pricing and to avoid competing with large seasonal
volumes of wood entering the market. Douglas-fir harvest volume, as a percent of overall harvest, declined from the second to the third quarter of 2012 due to
an increase in harvest from the Funds, which increased from 33% of the second quarter volume to 41% of the third quarter volume. The Funds’ tree farms
have a higher mix of whitewood species relative to the Partnership tree farms, which are heavier to Douglas-fir. As such, the whitewood volume increased
from 19% of the second quarter harvest mix to 25% of the total third quarter harvest mix.
 

Comparing Q3 2012 to Q3 2011. Harvest volumes were up by 5 MMBF, or 45%, from the third quarter of 2011 to the same period in 2012. The
difference in volume results mainly from the 2011 reduction in harvest in the third quarter due to heavy weighting of the 2011 harvest activities to the first
half of 2011. We have noted declines in local pulpwood prices as result of the closure of a major regional pulp mill, which served to increase pulpwood
inventories generally and drive down prices. Additionally, sawmills, the low cost supplier preference of pulp mills, continue to gradually increase production,
thus further suppressing the demand for, and weakening prices of, woodchips from whole logs. As a result of these market dynamics, we shifted to a heavier
mix of sawlog stands, which resulted in both an increased proportion of Douglas-fir sawlogs and a lower proportion of pulpwood.  Douglas-fir volume
increased 71% between 2011 and 2012, while its proportion of our total harvest mix increased from 50% in 2011 to 59% in 2012. There was a 9% decline in
pulpwood volumes that dropped this mix component’s share of the overall sort mix from 20% of third quarter 2011 harvest to 13% of third quarter 2012
harvest as we de-emphasized units heavy to pulpwood.
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Comparing YTD 2012 to YTD 2011. We harvested the following log volumes by species from the Combined tree farms, exclusive of the
aforementioned 4.4 MMBF timber deed sale, for the nine months ended September 30, 2012 and September 30, 2011:
 

Volume (in MMBF)  Nine Months Ended  
Sawlogs  Sep-12 % Total   Sep-11 % Total  
 Douglas-fir   40.5  65%   35.2  58%
 Whitewood   10.9  18%   14.2  23%
 Cedar   0.6  1%   1.0  2%
 Hardwood   1.9  3%   1.8  3%
Pulpwood               
 All Species   7.9  13%   8.7  14%
Total    61.8  100%   60.9  100%

Harvest volumes were mostly flat, increasing 1 MMBF, or 1%, in the first nine months of 2012 over the same period in 2011. Harvest from the
Partnership tree farms increased 4 MMBF, or 10%, from 37 MMBF to 41 MMBF in 2011 and 2012, respectively. Harvest from the Funds dropped 3 MMBF,
or 12%, from 24 MMBF to 21 MMBF in 2011 and 2012, respectively. This shift in harvest volume mix from 2011 to 2012 reflects particularly a change in the
whitewood export log market where, in its incipient stage in 2011, the China market paid a very large premium for otherwise lower-valued domestic
whitewood logs. This situation did not occur in 2012, thus whitewood prices in the geographies of our Funds reflected low export demand and relatively weak
local domestic prices as well. This is reflected in the decline of whitewood harvest volumes from 23% of the 2011 mix to 18% of the 2012 mix and a
corresponding increase in Douglas-fir volumes from 58% in 2011 to 65% in 2012.

Log Prices
 

Logs from the Combined tree farms serve a number of different domestic and export markets, with domestic mills historically representing our
largest market destination. This customer mix shifted, however, in the fourth quarter of 2010 when logs destined for export markets represented the largest
share of our total log sales, driven by the China export log market accepting a lower quality product than what has traditionally defined an export log. As a
result, significant volumes that theretofore would have been sold to domestic mills instead flowed to the China market beginning with 2010 when our export
mix surged to 33% and peaked at 45% in 2011. From 2010 through the third quarter of 2011, the relative strength of the China export market was a driving
force for much of our log pricing. This shifted during the fourth quarter of 2011 when oversupply abruptly reduced demand from China. We reacted by
shifting a greater proportion of our log supply to domestic mills. In the first quarter of 2012 most of our export volume was comprised of higher-value
Douglas-fir logs going to Japan. This mix, however, shifted once again during the second quarter of 2012 with improved lumber demand from higher housing
starts and a situation where we responded with increased sales of high-grade Douglas-fir logs to a limited number of domestic mills suitable for milling high-
value Japanese lumber grades. This shift has continued into the third quarter of 2012 and allowed us to realize equivalent delivered log prices while
generating shorter hauls and thus a higher net log realization. Improvement in demand from the domestic market has historically resulted in a compression of
spreads between realized export and domestic log prices (hardwood data is excluded from domestic data when calculating export-to-domestic spreads), which
decreased from $43/MBF, or 8%, from the third quarter of 2011, to $11/MBF, or 2%, in the third quarter of 2012. The spread increased slightly from the
second to the third quarter of 2012 from $6/MBF, or 1%, to $11/MBF, or 2%. The fluctuation in the export and domestic log price spread in 2012 is a
reflection of a spot export market for our Columbia tree farm during the third quarter of 2012, rather than a broader economic signal. The spread between the
export and domestic log prices of $64/MBF, or 11%, in the first nine months of 2011 dropped to $31/MBF, or 6%, in the first nine months of 2012.
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We realized the following log prices by species for the quarters ended September 30, 2012, June 30, 2012, and September 30, 2011:

   Quarter Ended  
   Sep-12  Jun-12  Sep-11 
Average price realizations (per MBF):        
Sawlogs           
 Douglas-fir  $ 577  $ 571  $ 597 
 Whitewood   486   500   562 
 Cedar   1,087   1,037   924 
 Hardwood   592   598   622 
Pulpwood All Species   273   323   385 
Overall    525   532   555 

 
The following table compares the dollar and percentage change in log prices from the second quarter of 2012 and the third quarter of 2011 to the

third quarter of 2012:

   Change to September 2012  
   Jun-12   Sep-11  
   $/MBF   %   $/MBF   %  
Sawlogs Douglas-fir  $ 6   1%  $ (20)   -3%
 Whitewood   (14)   -3%   (76)   -14%
 Cedar   50   5%   163   18%
 Hardwood   (6)   -1%   (30)   -5%
Pulpwood All Species   (50)   -15%   (112)   -29%
Overall    (7)   -1%   (30)   -5%

 
Overall log prices in the third quarter of 2012 are off from both the second quarter of 2012 and the third quarter of 2011 due to both softer

whitewood pricing brought about directly and indirectly by weaker export log demand from China and by weak pulpwood markets. With the closure of a
major regional pulp mill coupled with increased lumber production, we have experienced a significant decline in pulpwood prices relative to both the second
quarter of 2012 and the third quarter of 2011. During the third quarter of 2012, the mix of harvest volume from the Funds, which contain a high proportion of
whitewood, increased from 33% of second quarter harvest volume to 41% of third quarter harvest volume. The second to third quarter price decline was
worsened by lack of demand and increased supply in the pulpwood market, further detailed in the species discussion that follows. However, a spot export
market from our Columbia tree farm and a spot domestic market seeking high value Douglas-fir to be milled for the Japan market, rather than broad economic
improvements, helped to soften the declines from the second to the third quarter of 2012.
 

The following table compares the dollar and percentage change in log prices between the first nine months of 2012 and the first nine months of 2011:
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   Nine Months Ended  
   Sep-12        Sep-11 
      ∆ from Sep-12 to Sep-11   
      $/MBF   %     
Sawlogs Douglas-fir  $ 577  $ (35)   -6%  $ 612 
 Whitewood   494   (55)   -10%   549 
 Cedar   1,044   79   8%   965 
 Hardwood   594   36   6%   558 
Pulpwood All Species   334   (42)   -11%   376 
Overall    537   (31)   -5%   568 

 
Overall log prices are down $31/MBF, or 5%, in 2012 from 2011 due to weakness in the export market and factors discussed below under each of the

major species sorts.
 

Douglas-fir: Douglas-fir is noted for its structural characteristics that make it generally preferable to other softwoods for the production of
construction grade lumber and plywood. Demand and price for Douglas-fir sawlogs have historically been very dependent upon the level of new home
construction in the U.S. The direct link between Douglas-fir sawlog prices and domestic housing starts was less pronounced with the housing crash in 2008,
but the effect was offset in 2011 by demand from the export market in China. There has been continued softness in this export market to China during the
third quarter of 2012, offset by a spot export market from the Columbia tree farm and an increase in demand from domestic sawmills and modest
improvement in housing starts. These factors served to lift the average price realized on Douglas-fir logs by $6/MBF, or 1%, in the current quarter compared
to the second quarter of 2012. The disparity between third quarter 2011 and third quarter 2012 export prices is more exaggerated than the second-to-third-
quarter 2012 shift and served to reduce average price realized $20/MBF, or 3%, when comparing the third quarter of 2012 to the same period in 2011. The
absence of a strong China market in 2012 versus 2011 caused the realized price to decrease $35/MBF, or 6%, from the first nine months of 2011 to the same
period in 2012.

Whitewood: “Whitewood” is a term used to describe several softwood species, but for us primarily refers to western hemlock. Though generally
considered to be of a lower quality than Douglas-fir, these logs are also used for manufacturing construction grade lumber. Historically, there has been a
modest export market for whitewood logs, with most of this volume going to Korea. This changed beginning in 2010 as the China log export market
demonstrated an appetite for softwood logs with little apparent regard or discrimination as to species. During 2010 and 2011, to the extent we were able to
access whitewood stands, we harvested this species preferentially to take advantage of its higher relative price lift resulting from surging export demand. This
strategy benefitted the Funds’ tree farms more than the Partnership tree farms because the former contain a higher proportion of whitewood, while the
Partnership’s whitewood stands tend to be at higher elevations and not easily accessible during winter. The substantial pullback in the China market in 2012
served to bring whitewood prices down during the third quarter of 2012 by $76/MBF, or 14%, compared to the third quarter of 2011, and by $55/MBF, or
10%, when comparing the first nine months of 2012 to the first nine months of 2011. The modest log price decline between the second and third quarters of
2012 of $14/MBF, or 3%, was driven more by a shift in harvest mix between Partnership and Fund lands than a decline in the log markets.

Cedar: Cedar is a minor component in most upland timber stands and is generally used for outdoor applications such as fencing, siding and decking.
Although there is a link between demand for these products and housing starts, this link is not as strong as with most other softwood species. Cedar prices
experienced a seasonal uptick of $50/MBF, or 5%, from the second quarter of 2012 to third quarter of 2012 and $163/MBF, or 18%, from the third quarter of
2011 to the third quarter of 2012. Cedar prices increased by $79/MBF, or 8%, from the first nine months of 2011 to the first nine months of 2012.
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Hardwood: “Hardwood” can refer to many different species, but on our tree farms primarily consists of red alder. The local mills that process red
alder sawlogs are using the resource to manufacture lumber for use in furniture and cabinet construction. Hardwood prices have experienced a gradual
increase over the past several years, from $446 in 2009 up to $592 in the third quarter of 2012, with peaks and dips in between. This increasing price trend is
due to mill consolidations and shutdowns, leaving the most efficient mills in operation. As such, hardwood prices for the nine-month period in 2012 are up
$36/MBF, or 6%, compared to the nine-month period in 2011. Hardwood prices dipped slightly $6/MBF, or 1%, and $30/MBF, or 5%, when compared to the
second quarter of 2012 and the third quarter of 2011.

Pulpwood: Pulpwood is a lower quality conifer or hardwood log unsuitable for the manufacture of lumber but having value when manufactured into
wood chips that are sold to the pulp and paper industry. Sawmills typically provide the bulk of the chips used by pulp mills, as they are a low cost residual by-
product requiring minimal manufacturing cost and handling. The pulpwood log market has enjoyed relative strength in recent years as a direct result of
sawmills taking significant downtime in response to the slowdown in housing starts, thus depriving pulp mills of their traditionally preferred, lowest cost
source of raw material. However, the closure of a major regional pulp mill served to create excess pulpwood inventory and weaker demand. In addition, a
gradual increase in sawmill production helped to push down the demand for and, thus the price, of pulpwood logs sold directly to pulp mills as a primary
alternative raw material source. For the quarter ended September 30, 2012, pulpwood prices were down $50/MBF, or 15%, and $112/MBF, or 29%, over the
second quarter of 2012 and the third quarter of 2011, respectively. For the nine months ended September 30, 2012, pulpwood prices were down $42/MBF, or
11%, over the same period in 2011.
 
Customers

We have explained the shift in the export market for our logs destined for Japan, which continues to be a consistent but less concentrated export
customer, to China and Korea, and how this has created pricing pressure on our domestic customers. The recent oversupply of Pacific Northwest logs in
China coupled with an increase in freight costs has slowed demand and decreased pricing to the export markets in China and Korea. As a result, we shifted a
greater proportion of our production to domestic mills, which have enjoyed stronger lumber markets as housing starts have improved and, to a lesser extent,
found spot markets in Japan for milled lumber.

The ultimate decision on where to sell logs is based on the net proceeds we receive after considering both the delivered log prices from a prospective
customer and the hauling cost needed to get logs to that customer. In instances where harvest operations are in close proximity to a mill relative to the export
yard of a broker, we may take advantage of favorable haul costs over selling to an export customer at a higher delivered price but whose yard may be a greater
distance from a harvest unit resulting in higher haul costs. The higher net delivered log value earned by selling to the domestic mill will, in such instances,
result in sales of logs otherwise intended for Asia being diverted to domestic markets. As such, realized log price movements are influenced by marketing
decisions predicated on a net return mentality rather than exclusively focusing on the delivered log price.
 

The table below categorizes logs sold by customer type as well as timber deed sales for the quarters ended September 30, 2012, June 30, 2012, and
September 30, 2011:
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  Q3 2012   Q2 2012   Q3 2011  
  Volume      Volume      Volume     
Destination  MMBF  %   Price   MMBF  %   Price   MMBF  %   Price  
Export brokers   2.3  13%  $ 570   4.7  16%  $ 565   4.9  42%  $ 614 
Domestic mills   12.6  74%   560   21.8  72%   561   4.5  38%   579 
Pulpwood   2.2  13%   273   3.7  12%   323   2.4  20%   385 
Subtotal   17.1  100%   525   30.2  100%   532   11.8  100%   555 
                                  
Timber deed sale   -     $ -   4.4     $ 231   -     $ - 
Total   17.1          34.6          11.8        
 

Comparing Q3 2012 to Q2 2012. Volume sold to the export market declined to 13% of the third quarter volume compared to 16% of the second
quarter volume. The loss in volume was picked up by the domestic market which increased from 72% of the second quarter volume to 74% of the third
quarter volume. Notwithstanding overall weakness in export demand during the third quarter relative to the second quarter, prices paid by export brokers
increased $5/MBF, or 1%, which reflects some spot regional markets, rather than broad economic strength of export markets. Prices paid by domestic markets
saw a marginal decline of $1/MBF, or less than 1%. This decline would have been greater had it not been helped by modest improvements in housing starts
and, in some instances, higher value Japanese export lumber grades produced by domestic mills. Our sales to the pulpwood market were flat from the second
quarter 2012 to the third quarter 2012. However, steep declines in pulpwood prices from $323/MBF during the second quarter of 2012 to $273/MBF during
the third quarter of 2012 contributed to the decrease in our average price realized given the drop in price of $50/MBF, or 15%. Overall realized log prices
declined $7/MBF, or 1%, from the second to the third quarter of 2012.

During the second quarter of 2012, we also closed on the sale of a timber deed for 4.4 MMBF of stumpage, yielding $231/MBF stumpage value, to a
third-party buyer through a competitive bid process. The sale allows the purchaser to harvest from a discrete area on one of the Partnership’s tree farms until
September 2013. In order to make a meaningful comparison of the stumpage price realized from the timber deed sale to prices realized from other
destinations in the above table, estimated costs must be added back to the timber deed sale. We estimate costs to harvest the 4.4 MMBF and to deliver it to
downstream customers to be approximately $320/MBF thereby equating to an estimated delivered log price of $551/MBF. The timber deed sale had no
counterpart in the third quarter of 2012.

Comparing Q3 2012 to Q3 2011. Volume sold to export brokers as a percentage of total harvest declined to 13% in the third quarter of 2012 from
42% for the comparable period in the prior year, with a $44/MBF, or 7%, decline in prices paid. In contrast, volumes sold to domestic mills increased to 74%
of total sales in the third quarter of 2012 compared to 38% of prior year’s, with a decrease in prices paid by domestic mills of $19/MBF, or 3%.
Notwithstanding this price decline, prices paid in the domestic market in 2012 were somewhat buoyed by modest improvements in housing starts and, in
some instances, higher value Japanese export lumber grades produced by domestic mills. Pulpwood volumes decreased from 20% of third quarter 2011
volume to 13% of third quarter 2012 volume with a $112/MBF, or 29%, decrease in price. Overall average log prices declined $30/MBF, or 5%, in the third
quarter of 2012 from the same period in 2011. Local pulpwood markets were negatively impacted in 2012 by the closure of a regional pulp mill, thereby
creating excess pulpwood inventories and driving down prices. The pulpwood market has also softened as sawmills have gradually increased production and
thus provided pulp mills a low cost alternative to pulpwood.

The table below categorizes logs sold by customer type as well as timber deed sales for the year-to-date periods ended September 30, 2012 and
September 30, 2011:
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  Nine Months Ended  
  30-Sep-12   30-Sep-11  
  Volume   Volume  
Destination  MBF  %   Price   MBF  %   Price  
Export brokers   14.3  23%  $ 588   32.1  53%  $ 625 
Domestic mills   39.6  64%   559   20.1  33%   560 
Pulpwood   7.9  13%   334   8.7  14%   376 
Subtotal   61.8  100%   537   60.9  100%   568 
                       
Timber deed sale   4.4     $ 231   -     $ - 
Total   66.2          60.9        

Comparing YTD 2012 to YTD 2011. Export brokers purchased 23% of total year-to-date volume compared with 53% during the same period in 2011. The
loss of volume was made up entirely by the domestic mills that purchased 64% of the 2012 volume versus 33% of the 2011 volume. This was due to a weaker
Chinese export log market with far less demand in 2012 than the same period in 2011 and a $37/MBF, or 6%, decline in prices paid. Although the domestic
market consumed more logs as a result of gradually improving housing starts and some spot markets for lumber bound for export markets, domestic log
prices declined $1/MBF from 2011 to 2012. With added lumber production and the closure of a regional pulp mill, pulpwood volume decreased by a modest
1% of the product mix, but prices declined by $42/MBF, or 11%, from 2011 to 2012. Overall, these market dynamics led to a $31/MBF, or 5%, decline in
prices paid from 2011 to 2012.

Cost of Sales
 
Cost of sales for the Fee Timber segment consists of harvest, haul, and harvest excise tax costs along with depletion expense. Harvest excise tax costs in
Washington State are based on a 5% tax on net stumpage value, as determined by the State using an estimation of historical stumpage values. Oregon
currently charges a harvest excise tax based on harvest volume; the rate is approximately $4/MBF. These costs all vary directly with actual harvest volume.
Harvest costs will vary by terrain, with steeper slopes requiring more expensive cable systems with a high labor component, while more moderate slopes can
be harvested with mechanized equipment and lower relative costs. Harvest and haul costs represent the direct cost incurred to convert trees into logs and
deliver those logs to the point of sale. Depletion expense represents the cost of acquiring or growing the harvested timber. The applicable depletion rate is
derived by dividing the aggregate cost of merchantable stands of timber (age 35 and older), together with capitalized road expenditures, by the estimated
volume of merchantable timber available for harvest at the beginning of that year. The depletion rate is applied to the volume harvested in a given period to
calculate depletion expense for that period. Because of the relatively recent acquisition dates, and thus relatively higher acquisition costs, of the Funds’ tree
farms, the depletion rates associated with harvests from those properties are considerably higher than for harvests from the Partnership’s tree farms.
Partnership depletion consists primarily of historical timber cost that has been owned by the Partnership for many decades, as well as the Columbia tree farm
property that was acquired in 2001.
 
Fee Timber cost of sales for the quarters ended September 30, 2012, June 30, 2012, and September 30, 2011, respectively, was as follows, with the first table
expressing these costs in total dollars and the second table expressing the costs on a per unit of production basis:
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(in millions)
Quarter Ended

Harvest, Haul
and Other Depletion*

Total Cost
of Sales

Harvest Volume
(MMBF)

Sep-12 $4.0 $2.1 $6.1 17.1
Jun-12 6.7 3.7 10.4 30.2
Sep-11 2.8 1.6 4.4 11.8

     
 

(amounts per MBF)
Quarter Ended

Harvest, Haul
and Other Depletion*

Total Cost
of Sales

 

Sep-12 $234 $122 $356  
Jun-12 219 108 327  
Sep-11 236 133 369  

*Q2 2012 Calculation includes 4.4 MMBF from timber deed sale; 34.6 MMBF

Comparing Q3 2012 to Q2 2012. Cost of sales decreased $4.3 million, or 41%, from the second to the third quarter of 2012. The decrease was due primarily
to a 51% reduction in harvest volume from 35 MMBF, including 4.4 MMBF sold through a timber deed, to 17 MMBF offset in part by a third quarter
increase in harvest and haul costs and a shift in weighting of harvest to the Funds’ tree farms from 33% in the second quarter to 41% during the third quarter.
Depletion rates for the Funds’ tree farms are higher than depletion rates for the Partnership’s tree farms because the former were purchased more recently and
thus at a higher relative acquisition cost.
 
Comparing Q3 2012 to Q3 2011. Cost of sales increased $1.7 million, or 39%, in the third quarter of 2012 versus the comparable period in 2011 as a result
of a 5 MMBF, or 45%, increase in harvest volume. However, cost of sales dipped $13/MBF, or 4%, due to a decline in depletion costs associated with a shift
in harvest mix within the Funds’ tree farms. Harvest, haul, and other costs, as measured on a $/MBF basis, were essentially flat, decreasing $2/MBF, or 1%.
 
Fee Timber cost of sales for the year-to-date periods ended September 30, 2012 and September 30, 2011, respectively, was as follows, with the first table
expressing these costs in total dollars and the second table expressing the costs on a per unit of production basis:

(in millions)
Nine Months Ended

Harvest, Haul
and Other Depletion*

Total Cost
of Sales

Harvest Volume
(MMBF)

Sep-12 $13.4 $7.2 $20.6 61.8
Sep-11 12.5 7.5 $20.0 60.9

     
(amounts per MBF)
Nine Months Ended

Harvest, Haul
and Other Depletion*

Total Cost
of Sales

 

Sep-12 $216 $109 $325  
Sep-11 204 123 327  

*2012 Calculation includes 4.4 MMBF from timber deed sale; 66.2 MMBF
 
Comparing YTD 2012 to YTD 2011. Cost of sales increased $610,000, or 3%, in the first nine months of 2012 versus the comparable period in 2011 due
primarily to higher per unit harvest and haul costs. A lower depletion rate, however, in 2012 served to partially offset this expense category that was generally
higher due to harvest and haul costs.  The depletion rate in 2012 was lower because we shifted the harvest mix away from the Funds’ tree farms which
typically have a higher per unit depletion rate.
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Depletion expense for the quarters ended September 30, 2012, June 30, 2012, and September 30, 2011 was calculated as follows:
 

  Quarter Ended September 30, 2012  
  Partnership     Funds     Combined  
Volume harvested (MMBF)   10.1 59%   7.0 41%   17.1 
Rate/MBF  $ 59    $ 211    $ 122 
Depletion expense (in thousands)  $ 600    $ 1,480    $ 2,080 
                 
                 
  Quarter Ended June 30, 2012  
  Partnership*     Funds     Combined*  
Volume harvested (MMBF)   23.2 67%   11.4 33%   34.6 
Rate/MBF  $ 59    $ 209    $ 108 
Depletion expense (in thousands)  $ 1,369    $ 2,379    $ 3,748 
                 
  Quarter Ended September 30, 2011  
  Partnership     Funds     Combined  
Volume harvested (MMBF)   6.9 59%   4.9 41%   11.8 
Rate/MBF  $ 63    $ 233    $ 133 
Depletion expense (in thousands)  $ 434    $ 1,137    $ 1,571 
                 
*Volume includes 4.4 MMBF from timber deed sale  

 
The mix of harvest volume taken from the Funds’ tree farms increased from 33% of second quarter harvest to 41% of third quarter harvest, bringing

up the Combined depletion rate compared to the second quarter of 2012. While this mix of harvest was essentially identical between the third quarter of 2011
and the third quarter of 2012, Combined depletion expense, on a $/MBF basis, decreased $11/MBF, or 8%, from 2011 to 2012 due to a reduction in the
depletion rate used by the Funds. Depletion rates are re-calculated annually using estimates of volumes available for harvest at the beginning of the year.  As
such, there is fluctuation in depletion rates between periods, years and tree farms.  Variability of Fund depletion expense on a $/MBF basis between periods
reflects weighting of harvest volume to different tree farms within the Funds, each of which has its own depletion rate.
 
Depletion expense for the nine months ended September 30, 2012 and September 30, 2011 was calculated as follows:
 

  Nine Months Ended September 30, 2012  
  Partnership*    Funds     Combined*  
Volume harvested (MBF)   45.0 68%   21.2 32%   66.2 
Rate/MBF  $ 59    $ 214    $ 109 
Depletion expense (in thousands)  $ 2,668    $ 4,546    $ 7,214 
                 
  Nine Months Ended September 30, 2011  
  Partnership     Funds     Combined  
Volume harvested (MBF)   36.8 60%   24.1 40%   60.9 
Rate/MBF  $ 63    $ 214    $ 123 
Depletion expense (in thousands)  $ 2,301    $ 5,167    $ 7,468 
                 
*Volume includes 4.4 MMBF from timber deed sale              
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Similar to what was described in the quarter-to-quarter analysis above, the decline in harvest mix from the Funds’ tree farms, from 40% in 2011 to
32% in 2012, served to bring down the Combined depletion rate. Variability of Fund depletion expense on a $/MBF basis between periods reflects weighting
of harvest volume to different tree farms within the Funds, each of which has their own depletion rate.
 
Operating Expenses
 
Fee Timber operating expenses were $1.7 million for each of the quarters ended September 30, 2012, June 30, 2012, and September 30, 2011. While there is
some variability in the relative mix of both components of operating expense between tree farms and the amount of expense from the Partnership’s timberland
vis-à-vis Funds’ timberland, combined operating expenses for the periods presented remained static.  Operating expenses include management, silviculture
and the cost of both maintaining existing roads and building temporary roads required for harvest activities for the 114,000 acres owned by the Partnership
and the 61,000 acres owned by the Funds. Fee Timber operating expenses for both of the nine-month periods ended September 30, 2012 and 2011 were $4.5
million.
 
Timberland Management & Consulting
 

The Timberland Management & Consulting (TM&C) segment primarily develops timberland investment portfolios on behalf of the Funds. As of
September 30, 2012, the TM&C segment managed three private equity timber funds, two of which own a combined 61,000 acres of commercial timberland in
western Washington and western Oregon with total assets under management of $171 million. During the third quarter of 2012, we completed the final close
for Fund III, bringing total committed capital for that fund to $180 million, $9 million of which represents our co-investment. The drawdown period for this
Fund commenced upon the final close and will last for three years or until all of the committed capital is invested, whichever occurs first. The following table
provides detail behind committed and called capital by Funds as of September 30, 2012.
 

  Total Fund   Co-investment  
(in millions)  Commitment   Called Capital   Commitment   Called Capital  
Fund I  $ 61.8  $ 58.5  $ 12.4  $ 11.7 
                 
Fund II   84.4   83.4   16.9   16.7 
  Q2 2012 share issuance           N/A   0.4 
                 
Fund III   180.0   1.8   9.0   0.1 
Total  $ 326.2  $ 143.7  $ 38.3  $ 28.9 

 
The Partnership received distributions from Fund I and II of $692,000 and $1.1 million for the nine months ended September 30, 2012 and 2011,

respectively. Fund distributions are paid from available Fund cash, generated primarily from the harvest and sale of timber after paying all Fund expenses and
management fees. In addition to distributions, the Partnership also earned investment and timberland management fees from the Funds which totaled $1.6
million for both the nine months ended September 30, 2012 and 2011, although these fees are eliminated in consolidation because the Funds’ financial
statements are consolidated with the Partnership’s.
 

See “Accounting Matters ~ Critical Accounting Policies and Estimates ~ Timber Fund Management Fees” for more information on accounting for
management fees paid by third-party investors and consolidation considerations.
 
 

26



 
 

Revenue and expense generated through the management of the Funds is accounted for within the TM&C segment, but accounting guidance requires
us to consolidate the Funds’ financial performance into our financial statements because the Partnership controls the Funds. As such, all fees earned by the
TM&C segment associated with managing the Funds are eliminated in our consolidated financial statements. The flip-side of the fee revenue earned from
management of these Funds is an expense to the Fee Timber segment which is also eliminated when the Funds are consolidated into the Partnership’s
financial statements. Funds I and II are owned 20% by the Partnership such that, in a look-through sense, 80% of these management fees are paid by third-
party investors. Fund III will be 5%-owned by the Partnership such that, again, in a look-through sense, 95% of these management fees will be paid by third-
party investors. Fees will only be earned for management of Fund III after capital has been placed in timberland investments. The portion of fees owed by
third-party investors are reflected as income in the Partnership’s Condensed Consolidated Statement of Comprehensive Income under the caption “Plus:
Comprehensive (income) loss attributable to noncontrolling interests ORM Timber Funds.”
 

Revenue and operating loss for the TM&C segment for the quarters ended September 30, 2012 and 2011 were as follows:
 

  Quarter Ended  
(in thousands)  Sep-12   Sep-11  

Revenue internal  $ 515  $ 488 
Intersegment eliminations   (515)   (488)
Revenue external  $ -  $ - 
         
Operating income internal  $ 3  $ 43 
Intersegment eliminations   (375)   (376)
Operating loss external  $ (372)  $ (333)

Comparing Q3 2012 to Q3 2011. TM&C had no revenue for either of the third quarters in 2012 or 2011 after eliminating $515,000 and $488,000,
respectively, of revenue earned by the Partnership from managing the Funds. The fees earned from managing the Funds include a variable component related
to harvest volume from the Funds’ tree farms. As such, the lift in the Funds’ third quarter 2012 harvest volume compared to third quarter 2011 resulted in an
increase in management fees generated from the Funds, all of which is eliminated in consolidation as described above.
 

Operating losses generated by the TM&C segment for the quarters ended September 30, 2012 and 2011 totaled $372,000 and $333,000, respectively,
after eliminating revenue earned from managing the Funds as discussed above. The increase in operating loss is attributable to expenses related to raising
capital and evaluating potential acquisition targets for Fund III.
 

Revenue and operating loss for the TM&C segment for the year-to-date periods ended September 30, 2012 and 2011 were as follows:
 

  Nine Months Ended  
(in thousands)  Sep-12   Sep-11  

Revenue internal  $ 1,603  $ 1,577 
Intersegment eliminations   (1,603)   (1,577)
Revenue external  $ -  $ - 
         
Operating income internal  $ 9  $ 129 
Intersegment eliminations   (1,188)   (1,246)
Operating loss external  $ (1,179)  $ (1,117)
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Comparing YTD 2012 to YTD 2011. TM&C had no revenue for either of the nine months ended September 30, 2012 or 2011 after eliminating $1.6
million of revenue earned from managing the Funds during both nine-month periods. Reimbursements for professional fees incurred in raising capital for
Fund III during 2012 made up for a reduction in management fees related to harvest volume from the Funds’ tree farms.
 

Operating losses generated by the TM&C segment for the nine months ended September 30, 2012 and 2011 totaled $1.2 million and $1.1 million,
respectively, after eliminating revenue earned from managing the Funds as discussed above. The increase in operating loss is attributable to expenses related
to raising capital and evaluating potential acquisition targets for Fund III.
 
Real Estate
 
Financial results for the Partnership’s Real Estate segment consists primarily of revenue from the sale of land within its 2,800-acre portfolio, sales of
development rights (CE’s) and tracts from the Partnership’s timberland portfolio, together with residential and commercial property rents from our Port
Gamble and Poulsbo properties. The Partnership’s Real Estate holdings are located in the Washington counties of Pierce, Kitsap, and Jefferson with sales of
land for this segment typically falling into one of three general types:
 

●  Commercial, business park, and residential plat land sales represent land sold after development rights have been obtained and are generally sold
with prescribed infrastructure improvements.

 
●  Rural residential lot sales that generally require some capital improvements such as zoning, road building, or utility access improvements prior to

completing the sale.
 

●  The sale of unimproved land, which generally consists of larger acreage sales rather than single lot sales, and is normally completed with very little
capital investment prior to sale and may or may not have a conservation flavor.

 
In addition to outright sales of fee simple interests in land, we also enter into conservation easement sales that allow us to retain harvesting rights and

other timberland management rights, but bar any future subdivision of or real estate development on the property.
 

Results from Real Estate operations are expected to vary significantly from year-to-year as we make multi-year investments in entitlements and
infrastructure prior to selling entitled or developed land.
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Real Estate revenue, gross margin, and operating income (loss) detail for the quarters ended September 30, 2012 and 2011 are displayed in the table
below:

(in thousands, except per acre amounts)                 
For the three months ended:     Gross   Operating   Acres   Revenue   Gross margin  
Description  Revenue   margin   income (loss)   sold   per acre   per acre  
Land underlying corporate office  $ 2,900  $ 2,726      2  $ 1,450,000  $ 1,363,000 
Development rights (CE)  $ 1,235  $ 985      1,852   667   532 
Unimproved land  $ 719  $ 474      204   3,525   2,324 
Total land  $ 4,854  $ 4,185      2,058   2,359   2,034 
Rentals   373   373                
Other   3   3                
September 30, 2012 Total  $ 5,230  $ 4,561  $ 2,961             
                         
Residential   110   78       3  $ 36,667  $ 26,000 
Deferred revenue recognized on                         
  Q2 land sale   50   1                 
Total land  $ 160  $ 79       3   36,667   26,000 
Rentals   401   401                 
Other   2   2                 
September 30, 2011 Total  $ 563  $ 482  $ (393)             

 
Comparing Q3 2012 to Q3 2011. The Real Estate segment closed four land sales during the third quarter of 2012. These transactions included a sale

of development rights, the sale of the 2-acres of land underlying our headquarters building in Poulsbo, and two unimproved land sales. The 2011 third quarter
sales included one residential land closing and recognition of $50,000 in previously deferred revenue from a Q2 2011 sale. Additional third quarter revenue in
both 2011 and 2012 included commercial and residential rent.
 

 In May 2011, we acquired a 30,000-square-foot commercial office building in Poulsbo, Washington which included the assignment of a long-term
lease with payments of approximately $23,000 per month. In the third quarter of 2012, we closed on the sale of the land underlying our current headquarters
building in Poulsbo which will result in the relocation of our headquarters into a portion of the newly acquired Poulsbo building, thereby reducing some of the
rental revenue from the new commercial office building starting in the fourth quarter of 2012. The small reduction in rental revenue from the third quarter of
2011 to the third quarter of 2012 reflects a dip in wedding rental revenue due to increased competition between wedding venues in our area. In addition, there
was a slight increase in Port Gamble townsite commercial and residential vacancies from 2011 to 2012, which brought down rental revenue from the third
quarter of 2011 to the third quarter of 2012.
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Real Estate revenue, gross margin, and operating income (loss) detail for each of the year-to-date periods ended September 30, 2012 and 2011 are as
follows:
 
(in thousands, except per acre amounts)                 
For the nine months ended:     Gross   Operating   Acres   Revenue   Gross margin  
Description  Revenue   margin   income (loss)   sold   per acre   per acre  
Land underlying corporate office  $ 2,900  $ 2,726      2  $ 1,450,000  $ 1,363,000 
Development rights (CE)  $ 1,235  $ 985      1,852   667   532 
Unimproved land  $ 731  $ 486      205   3,566   2,371 
Total land  $ 4,866  $ 4,197      2,059   2,363   2,038 
Rentals   996   995                
Other   7   7                
September 30, 2012 Total  $ 5,869  $ 5,199  $ (10,728)*             
                         
Conservation sale  $ 1,955  $ 1,715       386  $ 5,065  $ 4,443 
Unimproved land   375   314       91   4,121   3,451 
Residential   484   361       5   96,800   72,200 
Total land  $ 2,814  $ 2,390       482   5,838   4,959 
Rentals   882   881                 
Other   12   12                 
September 30, 2011 Total  $ 3,708  $ 3,283  $ 414**            
                         
* Includes $12.5 million environmental remediation charge      
** Includes $346,000 environmental remediation charge      
 

Comparing YTD 2012 to YTD 2011. Real Estate segment performance for the first nine months of 2012 was dominated by a $12.5 million expense
reflecting an increase in the Partnership’s accrual for environmental liabilities associated with the Port Gamble town and mill sites. During the first nine
months of 2012, the Real Estate segment closed on the sale of development rights, the sale of the land underlying our headquarters building on 2 acres in
Poulsbo, two land sales, and an ingress/egress and utility easement. Real Estate activity during the first nine months of 2011 included a conservation sale;
three unimproved land sales; the sale of a building on 2 acres north of Seattle, and one residential lot in Kitsap County. Rental revenue included commercial
and residential rents that were augmented by the addition of a commercial tenant in the new Poulsbo building we purchased in May 2011.
 
Cost of Sales
 

Cost of sales includes costs incurred in connection with building and land sales. Real Estate cost of sales was $669,000 for the quarter ended
September 30, 2012 and included costs incurred in connection with sales during the period. Cost of sales was de minimis for the quarter ended September 30,
2011 in the absence of land transactions. For the nine months ended September 30, 2012, real estate cost of sales was $670,000 compared with $425,000 for
the nine months ended September 30, 2011. The costs in the 2012 year-to-date period include costs incurred in connection with the sale of land underlying the
headquarters building and other land sales.
 
Operating Expenses
 

Real Estate operating expenses for the third quarter of 2012 were $1.6 million. Real Estate operating expenses during the same period in 2011 were
$873,000. This increase in operating expenses from 2011 to 2012 is primarily attributable to increases in soft costs related to long-term development of Port
Gamble and maintenance expenses related to our residential and commercial properties. Real Estate operating expenses for the nine months ended 2012 were
$3.4 million, excluding a $12.5 million environmental remediation charge. Operating expenses during the same period in 2011 were $2.5 million, excluding a
$346,000 environmental remediation charge. The 26% increase in operating expenses from 2011 to 2012, excluding the environmental remediation charges, is
also attributable to increases in activities related to preparing long-term development scenarios for Port Gamble and maintenance expenses related to our
residential and commercial properties.
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Basis in Real Estate Projects
 

“Land Held for Development” on our Condensed Consolidated Balance Sheets represents the Partnership’s cost basis in land that has been identified
as having greater value as development property rather than as timberland. Our Real Estate segment personnel work with local officials to establish
entitlements for further development of these parcels. Project costs that are clearly associated with development and construction of a real estate project are
capitalized.

When facts and circumstances indicate that the carrying value of properties may be impaired, an evaluation of recoverability is performed by
comparing the currently recorded carrying value of such property or properties to the projected future undiscounted cash flows of the same property or
properties. If it is determined that the carrying value of such assets may not be fully recoverable, we would recognize an impairment loss, adjusting for the
difference between the carrying value and the estimated fair market value, and would recognize an expense in this amount against current operations. We
have continuously owned most of our land for decades. As a result, the land basis associated with most of our development properties is well below even the
weakened current market values prevalent today. As such, we do not anticipate an asset impairment charge on our development projects.

Those properties that are for sale, under contract, and for which the Partnership has an expectation they will sell within the next 12 months, are
classified on our balance sheet as a current asset under “Building and Land Held for Sale”. The $1.6 million amount currently in Building and Land Held for
Sale reflects our expectation of sales between now and September 2013, primarily a 10-acre multi-family parcel plus 12 acres of residential lots from the
Harbor Hill project in Gig Harbor, Washington.

Environmental Remediation
 

The Partnership has an accrual for estimated environmental remediation costs of $14.2 million as of September 30, 2012 and $2.2 million as of
December 31, 2011. The environmental remediation liability represents primarily estimated payments to be made to monitor and remedy certain areas in and
around the townsite and millsite at Port Gamble, Washington, and secondarily at Port Ludlow, Washington.

Our current estimate of the Partnership’s share of Port Gamble clean-up and natural resource damages mitigation, if any, is $14.1 million. Consistent
with the methodology we have used in the past to estimate this liability, we used a Monte Carlo statistical simulation model to arrive at a mean value for a
multi-variable set of clean-up scenarios.  The Monte Carlo model suggests a potential aggregate range of clean-up cost from $11.9 million to $16.5 million,
which corresponds to a two-standard-deviation range from the mean of possible outcomes generated by the simulation model.  The environmental liability at
September 30, 2012 includes an estimate of $578,000 that management expects to expend in the next 12 months and $13.6 million thereafter.

In addition to the Port Gamble site, the Partnership has accrued an estimate of costs to remediate the site of a leaking underground storage tank in the
resort community of Port Ludlow, Washington Management is in the midst of discussions regarding plans for remediating the site, and we continue to closely
monitor the project. As of September 30, 2012, we have accrued $103,000 in environmental remediation for the Port Ludlow site.
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Activity in the environmental remediation liability accrual is detailed as follows:
 

  Balances at   Additions   Expenditures     
  the Beginning   to   for   Balance at  

(in thousands)  of the Period   Accrual   Remediation   Period-end  
Year ended December 31, 2011  $ 1,933  $ 977  $ 707  $ 2,203 
Quarter ended March 31, 2012   2,203   -   65   2,138 
Quarter ended June 30, 2012   2,138   12,500   181   14,457 

Quarter ended September 30, 2012   14,457   -   255   14,202*
*14.1 million is related to the Port Gamble remediation              

General and Administrative (G&A)
 

G&A expenses for the quarters ended September 30, 2012 and 2011 were $832,000 and $950,000, respectively. The decrease in G&A expenses in
2012 is due primarily to the intra-year timing of restricted unit grants to members of Pope MGP, Inc.’s Board of Directors. In 2012 these annual grants
occurred in the second quarter, while in 2011 they occurred in the third quarter. G&A expenses for the nine-month periods ended September 30, 2012 and
2011 were $3.0 million and $3.2 million, respectively. The decrease in G&A expenses from 2011 to 2012 is due to no single factor, but rather fluctuations in a
number of expense categories that result in slightly lower expenses in 2012.
 
Interest Income and Expense
 

Interest income for the quarter ended September 30, 2012 declined to $6,000 compared to $10,000 for the corresponding period of 2011. The
decrease in interest income is due to significant reductions in contracts receivable balances since the third quarter of 2011.
 

For much of third quarter 2012, we had zero drawn on our line of credit. In contrast, we had $6.0 million drawn on the line of credit for much of the
third quarter of 2011. This was the primary cause for the reduction in interest expense from $559,000 during the third quarter of 2011 to $513,000 during the
third quarter of 2012. The average balance on the line of credit for the first nine months of 2012 was $2.5 million, down from $6.1 million for the first nine
months of 2011. The reduction in line of credit balance from 2011 to 2012 resulted in a decrease of interest expense to $1.6 million for the nine months ended
September 30, 2012 from $1.7 million for the same period in 2011 coupled with an increase in patronage accrued during the first nine months of 2012 over
the first nine months of 2011. The debt arrangement between the Partnership and Northwest Farm Credit Services (NWFCS) includes an annual rebate of a
portion of interest expense paid in the prior year (patronage). This NWFCS patronage program is a feature common to all of this lender’s customer loan
agreements. The patronage rebate received by the Partnership for 2011 was 66 basis points times qualifying weighted actual outstanding borrowings. As of
September 30, 2011 and 2012, quarterly interest expense was reduced by $41,000 and $54,000 due to the patronage accrual, respectively. The patronage
accrual reduced interest expense for the nine-month periods ended September 30, 2011 and 2012 by $123,000 and $161,000, respectively.

The Partnership’s debt consists primarily of mortgage debt with fixed interest rates and an operating line of credit. In May 2012, we extended our
$20.0 million operating line of credit held with NWFCS. Before the extension, the line of credit had a variable interest rate based on the one-month LIBOR
rate plus margins ranging from 2.25% to 3.25% (depending on covenant tests), unused commitment fees ranging from 0.15% to 0.35%, and had a maturity
date of August 2013. In addition, we were required to make quarterly interest payments in arrears. The extension pushed the maturity date out to August 1,
2015 and increased the frequency of interest payments to monthly in arrears. The extended line of credit now carries a variable interest rate that is still based
on the one-month LIBOR rate, however the applicable margins were reduced and range between 1.75% and 2.75% while unused commitment fees remain
unchanged from 0.15% to 0.35%.
 

For the quarter ended September 30, 2012, $155,000 of interest expense was capitalized compared with $108,000 during the third quarter of 2011.
Capitalized interest was $424,000 and $314,000 for the nine months ended September 30, 2012 and 2011, respectively. These inter-period increases in
capitalized interest are attributable to higher cumulative amounts of basis for those projects under active development when comparing 2011 to 2012.
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Income Tax
 

Pope Resources is a limited partnership and is therefore not subject to federal income tax. Taxable income/loss is instead reported to unitholders each
year on a Form K-1 for inclusion in each unitholder’s tax return. However, Pope Resources does have corporate subsidiaries that are subject to income tax
liability, giving rise to the line item for such tax in the Condensed Consolidated Statement of Comprehensive Income. The corporate tax-paying entities are
utilized for our third-party service fee business.
 

The Partnership recorded tax expense of $201,000 and $19,000 for the quarters ended September 30, 2012 and 2011, respectively. For the nine
months ended September 30, 2012 and 2011, we recorded tax expense of $335,000 and $158,000, respectively.
 
Noncontrolling interests-ORM Timber Funds
 
The line item “Noncontrolling interests-ORM Timber Funds” represents the combination of the 80% portion of the net income or loss for Funds I and II
which is attributable to third-party owners plus 95% of the net income or loss of Fund III that is similarly attributable to third-party owners of that Fund.
 
Off-Balance Sheet Arrangements
 

We do not have any off-balance sheet arrangements other than immaterial operating leases.
 
Liquidity and Capital Resources

We ordinarily finance our business activities using funds from operations and, where appropriate in management’s assessment, commercial credit
arrangements with banks or other financial institutions. Funds generated internally from operations and externally through financing are expected to provide
the required resources for the Partnership's future capital expenditures for at least the next twelve months.
 

The Partnership’s debt agreements have covenants which are measured quarterly. Among the covenants measured, is a requirement that the
Partnership not exceed a maximum debt-to-total-capitalization ratio of 30%, with total capitalization calculated using fair market (vs. carrying) value of
timberland, roads and timber. The Partnership is in compliance with this covenant as of September 30, 2012 and expects to remain in compliance for at least
the next twelve months. As such, all long-term debt agreements are appropriately classified on the balance sheet. The Partnership has a $20.0 million
operating line of credit which had no balance drawn as of September 30, 2012, down from almost $5.0 million at December 31, 2011.
 

Fund II has an $11.0 million timberland mortgage with MetLife Insurance Company. The mortgage is a non-amortizing 10-year loan with an interest
rate of 4.85%. The agreement allows for, but does not require, annual principal payments of up to 10% without incurring a make-whole premium.
 
 

33



 
 

The $2.5 million increase in cash generated for the nine-month periods ended September 30, 2012 to September 30, 2011 is due primarily to the
following:  
 
  Nine months   Nine months     
  ended   ended     
(in thousands)  Sep-12   Sep-11   Change  
Cash provided by operations  $ 11,930  $ 14,270  $ (2,340)
Investing activities             
  Reforestation and roads   (1,003)   (886)   (117)
  Buildings and equipment   (240)   (3,548)   3,308 
  Proceeds from sale of land underlying corporate headquarters   2,873   -   2,873 
  Timberland acquisition   -   (140)   140 
Cash provided by (used in) investing activities   1,630   (4,574)   6,204 
Financing activities             
  Repayment of line of credit and long-term debt   (4,981)   (3,087)   (1,894)
  Debt issuance costs   (28)   -   (28)
  Cash distributions to unitholders   (5,514)   (3,727)   (1,787)
  Cash from option exercises, net   12   516   (504)
  Payroll taxes paid upon restricted unit vesting   (300)   (226)   (74)
  Cash distributions to fund investors, net of distributions to Partnership   (2,865)   (4,356)   1,491 
  Capital call - ORM Timber Funds   1,391   -   1,391 
Cash used in financing activities   (12,285)   (10,880)   (1,405)
Net increase (decrease) in cash and cash equivalents  $ 1,275  $ (1,184)  $ 2,459 

 
Cash provided by operating activities was $11.9 million for the nine months ended September 30, 2012 versus $14.3 million for the corresponding

period in 2011. The decrease in cash provided by operating activities primarily results from a 43% reduction in harvest volume.
 

Cash provided by investing activities was $1.6 million for the first nine months of 2012 versus cash used of $4.6 million for the corresponding
period in 2011. The increase in cash provided by investing activities is primarily due to the acquisition of a commercial building in Poulsbo that occurred in
the second quarter of 2011 that did not have a counterpart in 2012 and the sale of two acres underlying the corporate headquarters building in Poulsbo in the
third quarter of 2012 with no equivalent in 2011.
 

Cash used in financing activities was $12.3 million and $10.9 million for the first nine months of 2012 and 2011, respectively. The increase in cash
used in financing activities was attributable to larger paydowns of the operating line of credit and higher distributions to Pope unitholders. These factors were
partially offset by lower Fund distributions in 2012 together with capital calls by the Funds that had no equivalent in 2011.
 

We have a unit repurchase program which permits repurchases through December 2012. Between December 2008 and September 30, 2012, we
repurchased roughly 125,000 units with a weighted average unit purchase price of $20.04 and we have an unutilized authorization for unit repurchases of $2.5
million. On December 31, 2010, we repurchased 334,340 units from a single unitholder, outside the scope of the formal repurchase program, for $35.55 per
unit. The units represented 7.2% of the total units outstanding at that time and were retired. We did not make any unit repurchases during the third quarter of
either 2012 or 2011.
 

We are currently managing three private equity timber funds, two of which are fully invested. The final close for Fund III occurred on July 31, 2012,
with a total of $180 million of committed capital that we are working on placing over the next three years. Our co-investment obligation to Fund III is $9.0
million which represents 5% of the equity capital raised. At the time of the fund closing 1% of the capital is called, while the remaining capital commitment is
paid over the course of the Fund’s drawdown period as timberland is acquired. The drawdown period for Fund III is the shorter of three years or when all of
the committed capital is placed.
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We receive distributions associated with each of our Fund co-investments which have totaled $2.9 million since we began receiving distributions
from Fund I in 2007. Fund II issued 48 shares during the second quarter of 2012 of which Pope Resources acquired 38 shares at a cost of $448,000. Proceeds
from the share issuance were distributed back to investors of which the Partnership received $109,000. In addition to these distributions; the Partnership
receives management fees as outlined above in Item 2, Results of Operations, Timberland Management & Consulting.
 

     Co-Investment Life-to-Date  

(in millions)  
1st

Acquisition   Commitment   
Called
Capital   

Distributions
Received  

Fund I  Q4 2006   $ 12.4  $ 11.7  $ 1.0 
                
Fund II  Q4 2009    16.9   16.7   1.8 
  Q2 2012 share issuance      N/A   0.4   0.1 
                
Fund III  N/A    9.0   0.1   N/A 
Total     $ 38.3  $ 28.9  $ 2.9 

 
Seasonality
 

Fee Timber. The Partnership owns 114,000 acres of timberland in western Washington and the Funds own collectively 61,000 acres of timberland in
western Washington and western Oregon. We are able to conduct year-round harvest activities on the nearly 70,000-acre Hood Canal tree farm and 12,000
acres of the Funds’ properties because these properties are concentrated at low elevations. In contrast, Columbia tree farm’s nearly 44,000 acres and the
remaining 49,000 acres of the Funds’ ownership are at a higher elevation where harvest activities are generally not possible during the winter months when
snow precludes access to the lands. Generally, we concentrate our harvests from the Hood Canal tree farm in those months when weather limits operations on
other properties, thus taking advantage of reduced competition for log supply to our customers and improving prices realized. As such, when these various
tree farms are combined, we can operate so that the pattern of quarterly volumes harvested is flatter than would be the case if looking at one tree farm in
isolation.
 

Timberland Management & Consulting. Management revenue generated by this segment is made up of asset and timberland management fees.
These fees, which primarily relate to our activities on behalf of the Funds and are eliminated in consolidation, vary based upon the amount of capital
managed, the number of acres managed, and the volume of timber harvested from properties owned by the Funds and are not expected to be significantly
seasonal.
 
Real Estate. While Real Estate results are not expected to be seasonal, the nature of the activities in this segment will likely result in periodic large
transactions that will have significant positive impacts on both revenue and operating income of the Partnership in periods in which these transactions close,
and relatively limited revenue and income in other periods. While the variability of these results is not primarily a function of seasonal weather patterns, we
do expect to see some seasonal fluctuations in this segment because of the general effects of weather on Pacific Northwest development activities.
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Capital Expenditures and Commitments
 

Projected capital expenditures in 2012 are $4.6 million, of which $2.3 million relates to the Gig Harbor project. Projected capital expenditures are
subject to permitting timetables, suitable weather for construction of such improvements, and progress towards closing on specific land transactions.
 
ACCOUNTING MATTERS
 
Critical Accounting Policies and Estimates
 
An accounting policy is deemed to be “critical” if it is important to a company’s results of operations and financial condition, and requires significant
judgment and estimates on the part of management in its application. The preparation of financial statements and related disclosures in conformity with U.S.
generally accepted accounting principles requires management to make estimates and assumptions that affect certain amounts reported in the financial
statements and related disclosures. Actual results could differ from these estimates and assumptions. Management believes its most critical accounting
policies and estimates relate to the calculation of timber depletion as well as modeling performed to determine liabilities for matters such as environmental
remediation, and potential asset impairments.

Timber Fund Management Fees. The Partnership’s wholly owned subsidiary, ORMLLC, earns management fees related to managing the Funds.
As a result, the Partnership’s consolidated financial statements, excluding the Funds, include 100% of these management fees as revenue. The stand-alone
financial statements for the Funds include 100% of these management fees as expenses. The dollar amounts are the same, allowing for elimination of these
two amounts in consolidation, and initially, no income impact in consolidation. However, Funds I and II are 80%-owned by third-party investors, and, as a
result, 80% of these management fees are paid by these third-party investors. Fund III will be 95% owned by third-party investors, with 95% of management
fees paid by third-party investors. The 80% or 95% of management fees paid by third-party investors flows to the Partnership’s Condensed Consolidated
Statement of Comprehensive Income under the caption “Plus: Comprehensive (income) loss attributable to noncontrolling interests ORM Timber Funds,”
effectively bringing the 80% or 95% of management fees back into consolidated income of the Partnership.
 

Total management fees of $515,000 and $488,000 were generated in the quarters ended September 30, 2012 and 2011, respectively. Management
fees of $1.6 million were generated in the nine month periods ended September 30, 2012 and 2011. To summarize the aforementioned consolidation process,
these management fees were eliminated from revenue in the Partnership’s TM&C segment and from operating expenses in the Partnership’s Fee Timber
segment. The 80% or 95% of management fees paid by third-party investors in the Funds were added back to consolidated income in the Condensed
Consolidated Statement of Comprehensive Income under the caption “Plus: Comprehensive (income) loss attributable to noncontrolling interests ORM
Timber Funds.”
 

For a further discussion of our critical accounting policies and estimates see Accounting Matters in the Management Discussion and Analysis section
of our Annual Report on Form 10-K for the year ended December 31, 2011.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES
 
ABOUT MARKET RISK
 
Interest Rate Risk
 

The consolidated fixed-rate debt outstanding had a fair value of approximately $46.6 million at September 30, 2012 and December 31, 2011, based
on the current interest rates for similar financial instruments. A change in the interest rate on fixed-rate debt will affect the fair value of the debt, whereas a
change in the interest rate on variable-rate debt will affect interest expense and cash flows. A hypothetical 1% change in prevailing interest rates would
change the fair value of the Partnership's fixed-rate long-term debt obligations by $2.4 million. We are not subject to material foreign currency risk, derivative
risk, or similar uncertainties.
 
ITEM 4. CONTROLS AND PROCEDURES
 
The Partnership’s management maintains a system of internal controls, which management views as adequate to promote the timely identification and
reporting of material, relevant information. Those controls include (1) requiring executive management and all managers in accounting roles to sign and
adhere to a Code of Conduct and (2) implementation of a confidential hotline for employees to contact the Audit Committee directly with financial reporting
concerns. Additionally, the Partnership’s senior management team meets regularly to discuss significant transactions and events affecting the Partnership’s
operations. The Partnership’s President & Chief Executive Officer and Vice President & Chief Financial Officer (“Executive Officers”) lead these meetings
and consider whether topics discussed represent information that should be disclosed under generally accepted accounting principles and the rules of the SEC.
The Board of Directors of the Partnership’s general partner includes an Audit Committee. The Audit Committee reviews the earnings release and all reports
on Form 10-Q and 10-K prior to their filing. The Audit Committee is responsible for hiring the Partnership’s external auditors and meets with those auditors
at least eight times each year.

Our Executive Officers are responsible for establishing and maintaining disclosure controls and procedures. They have designed such controls to ensure that
others make all material information known to them within the organization. Management regularly evaluates ways to improve internal controls.

As of the end of the period covered by this quarterly report on Form 10-Q our Executive Officers completed an evaluation of the disclosure controls and
procedures and have determined them to be effective. There have been no changes to internal control over financial reporting that materially affected, or that
are reasonably likely to materially affect, our internal control over financial reporting.
 
 
PART II- OTHER INFORMATION
 
ITEM 1. LEGAL PROCEEDINGS
 
From time to time, the Partnership may be subject to legal proceedings and claims that may have a material adverse impact on its business. Management is
not aware of any current legal proceedings or claims that are expected to have, individually or in the aggregate, a material adverse impact on its business,
prospects, financial condition or results of operations.
 
ITEM 1A. RISK FACTORS
 

We are subject to statutory and regulatory risks that currently limit, and may increasingly limit, our ability to generate income. Our ability
to grow and harvest timber can be significantly impacted by legislation, regulations or court rulings that restrict or stop forest practices. For example, events
that focus media attention upon natural disasters and damage to timberlands have at various times brought increasing public attention to forestry practices.
Additional regulations, whether or not adopted in response to such events, may make it more difficult for us to harvest timber and may reduce the amount of
harvestable timber on our properties. These and other restrictions on logging, planting, road building, fertilizing, managing competing vegetation, and other
activities can significantly increase the cost or reduce available inventory thereby reducing income. These regulations are likely to have a similar effect on our
Timberland Management & Consulting operations, particularly in the case of the Funds.
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Moreover, the value of our real estate investments, and our income from Real Estate operations, is sensitive to changes in the economic and
regulatory environment, as well as various land-use regulations and development risks, including the ability to obtain the necessary permits and land
entitlements that would allow us to maximize the revenue from our real estate investments. Our real estate investments are long-term in nature, which raises
the risk that unforeseen changes in the economy or laws surrounding development activities may have an adverse effect on our investments. These
investments often are highly illiquid and thus may not generate cash flow if and when needed to support our other operations.
 

We have certain environmental remediation liabilities associated with our Port Gamble and former Port Ludlow resort properties, and
those liabilities may increase. We currently own certain real estate at Port Gamble on the Kitsap Peninsula and, up until mid-2001, owned real estate
property within the resort community of Port Ludlow in Jefferson County in western Washington. We are actively negotiating regarding a proposed revision
to the remediation plan at the Port Gamble town and mill sites. These discussions are focused on promoting the protection of the environment, optimizing and
appropriately allocating the remaining cleanup liabilities, and maximizing our control over the remediation process. However, during the second quarter of
2012, and based on a change in the level and scope of remediation that state environmental authorities had proposed to require at these sites, we determined
that it was appropriate to increase our environmental remediation reserve by a total of $12.5 million, which when adjusted for remediation costs expended
during that period, leaves a balance of $14.2 million at September 30, 2012. The current balance reflects management’s current estimate based upon available
information, and management continues to monitor the Port Gamble and Port Ludlow cleanup processes closely.
 

Management may adjust this liability in the future to reflect additional information, with a goal of maintaining a reserve that reflects current
expectations as to the remaining cleanup cost and the most likely outcome to various contingencies within both locations. Where possible, the Partnership
records to the most likely point estimate within the range and when no point estimate within the range is better than another, the Company records to the low
end of the range of possible outcomes. These liabilities are based upon a number of estimates and judgments that are subject to change as the project
progresses. Statistical models have been used to estimate the liability for the aforementioned matters and suggest a potential aggregate range of loss of $11.9
million to $16.5 million, which represents a two-standard-deviation range from the mean of possible outcomes generated by the modeling process used to
estimate the liability.
 

We have entered into real estate purchase and sale agreements that may not close on the projected timeline or at all. The Partnership has
certain real estate purchase and sale arrangements that are subject to risk of delayed closing or expiration before closing. While we expect the agreements to
come to fruition as agreed, delays in the entitlement process; change in buyer strategy; buyer access to funding; failure to reach consensus on deal points; or
any number of risks could either preclude or delay closing.
 

We benefit from certain tax treatment accorded to master limited partnerships, and if that status changes the holders of our units may
realize less advantageous tax consequences. The Partnership is a Master Limited Partnership (MLP) and is therefore not generally subject to U.S. federal
income taxes. If a change in tax law (or interpretation of current tax law) caused the Partnership to become subject to income taxes, operating results would
be adversely affected. We also have three taxable subsidiaries. The estimation of income tax expense and preparation of income tax returns requires complex
calculations and judgments. We believe the estimates and calculations used in this process are proper and reasonable and more likely than not would be
sustained under examination by federal or state tax authorities, however if a federal or state taxing authority disagreed with the positions we have taken, a
material change in provision for income taxes, net income, or cash flows could result.
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We are sensitive to demand and price issues relating to our sales of logs in both domestic and foreign markets. We generate Fee Timber
revenue primarily by selling softwood logs to domestic mills and to third-party intermediaries who resell them to the export market. The domestic market for
logs in our operating area depends heavily on U.S. housing starts. Recent economic events have dramatically slowed U.S. housing starts, which has reduced
demand for lumber. In addition, imported lumber from Canada and increasing market acceptance of engineered wood products have acted to hold down the
price of lumber. To the extent the housing crisis continues the negative impacts on our operating results could continue. The export markets for Pacific
Northwest logs are significantly affected by fluctuations in United States, Japanese and, increasingly, Chinese and Korean economies, as well as by the
foreign currency exchange rate between these Asian currencies and the U.S. dollar, as well as ocean transportation costs.
 

We and our customers are dependent upon active credit markets to fund operations. We sell logs from our Fee Timber segment to mills and log
brokers that in most circumstances rely upon an active credit market to fund their operations. Our Real Estate sales are also often dependent upon credit
markets in order to fund acquisitions. To the extent the ongoing economic crisis exacerbates existing borrowing restrictions that impact many of our
customers, we expect those customers to respond by reducing their expenditures, and those reductions may have the effect of directly reducing our revenues
and of indirectly reducing the demand for our products. Any such outcomes could materially and adversely impact our results of operations, cash flows, and
financial condition. Laws in the state of Washington limit our ability to offer seller-financing to non-business entities without appropriate certification from
the Director of Financial Institutions. We are investigating our alternatives for complying with these new rules and until such time as we are compliant with
these new systems, our ability to market raw land to certain individuals will be limited.

We are controlled by our managing general partner. As a limited partnership, substantially all of our day-to-day affairs are controlled by our
managing general partner, Pope MGP, Inc. The board of directors of Pope MGP, Inc. serves as our board of directors, and by virtue of a stockholder
agreement, the shareholders of Pope MGP, Inc., Emily T. Andrews and Peter T. Pope, each have the ability to designate one of our directors and to veto the
selection of each of our other directors, other than our chief executive officer, who serves as a director by virtue of his executive position. Unitholders may
remove the managing general partner only in limited circumstances, including, among other things, a vote of the holders of a two-thirds majority of the
“qualified units,” which means the units that have been owned by their respective holders for at least five years prior to such vote. By virtue of the terms of
our agreement of limited partnership, as amended, or “partnership agreement”, our managing general partner directly, and Mrs. Andrews and Mr. Pope
indirectly, have the ability to prevent or impede transactions that would result in a change of control of the Partnership; to prevent or, upon the approval of
limited partners holding a majority of the units, to cause, the sale of the assets of the Partnership; and to cause the Partnership to take or refrain from taking
certain other actions that you might otherwise perceive to be in the Partnership’s best interest. Under our partnership agreement, we are required to pay to
Pope MGP, Inc. an annual management fee of $150,000, and to reimburse Pope MGP, Inc. for certain expenses incurred in managing our business. There
were no expense reimbursements in 2012 and 2011.

We may incur losses as a result of natural disasters that may occur, or that may be alleged to have occurred, on our properties. Forests are
subject to a number of natural hazards, including damage by fire, hurricanes, insects and disease, and during periods of unusually heavy rain and snowmelt,
flooding and landslides may damage homes and personal property. Changes in global climate conditions may intensify these natural hazards. Severe weather
conditions and other natural disasters can also reduce the productivity of timberlands and disrupt the harvesting and delivery of forest products. While damage
from natural causes is typically localized and would normally affect only a small portion of our timberlands at any one time, these hazards are unpredictable
and losses might not be so limited. While management believes we follow sound forest management and risk mitigation procedures, and all forest operations
meet or exceed the rules and regulations governing forest practices in Washington and Oregon, we cannot be certain that we will not be the subject of claims
based on allegations that we acted improperly in managing our property. These claims may take the form of individual or class action litigation, regulatory or
enforcement proceedings, or both. Any such claims could result in substantial defense costs and divert management’s attention from the ongoing operation of
our business, and if any such claims were successful, may result in substantial damage awards, fines or civil penalties. Consistent with the practices of other
large timber companies, we do not maintain insurance against loss of standing timber on our timberlands due to natural disasters.
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           We compete with a number of larger competitors that may be better able than we to absorb price fluctuations, may be able to expend greater
resources on production, may have greater access to capital, and may operate more efficiently than we can. We compete against much larger companies
in each of our business segments. We compete with these companies for management and line personnel, as well as for purchases of relatively scarce capital
assets such as land and standing timber and for sales of our products. These larger competitors may have access to larger amounts of capital and significantly
greater economies of scale, and they may be better able to absorb the risks of our line of business. Moreover, the timber industry has experienced significant
consolidation in recent years and, as that consolidation occurs, our relative market share decreases and the relative financial capacity of our competitors’
increases. While management believes the Partnership is at a competitive advantage over some of these companies because of our lack of vertical integration
into forest products manufacturing, our advantageous tax structure, and management’s attempts to diversify our asset base, we cannot assure readers that
competition will not have a material and adverse effect on our results of operations or our financial condition.
 

Consolidation of sawmills in our geographic operating area may reduce competition among our customers, which could adversely affect our
log prices. In the past we have experienced, and may continue to experience, consolidation of sawmills in the Pacific Northwest. Because a portion of our
cost of sales in our Fee Timber segment, which considers the Combined tree farms, consists of transportation costs for delivery of logs to domestic sawmills,
it becomes increasingly expensive to transport logs over longer distances for sales in domestic markets. As a result, a reduction in the number of sawmills, or
in the number of sawmill operators, may reduce competition for our logs, increase transportation costs, or both. These consolidations thus may have a
material adverse impact upon our Fee Timber revenue or income and, as that segment has traditionally represented our largest business unit, upon our results
of operation and financial condition as a whole. Any such material adverse impact on timber revenue and income as a result of regional mill consolidations
will also indirectly affect our Timberland Management & Consulting segment in the context of raising capital for investment in Pacific Northwest-based
timber funds.
 
ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS
 
(a) – (e) None
 
ITEM 3. DEFAULTS UPON SENIOR SECURITIES
 
None
 
ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
 
None
 
ITEM 5. OTHER INFORMATION
 
 (a) None
 
 (b) There have been no material changes in the procedures for shareholders of the Partnership’s general partner to nominate directors to the

board.
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ITEM 6. Exhibits
 
Exhibits.
 
 31.1 Certification of Chief Executive Officer pursuant to Rule 13a-14(a).
 
 31.2 Certification of Chief Financial Officer pursuant to Rule 13a-14(a).
 
 32.1 Certification of Chief Executive Officer pursuant to Rule 13a-14(b) and 18 U.S.C. Section 1350 (furnished with this report in

accordance with SEC Rel. No. 33-8238).
 
 32.2 Certification of Chief Financial Officer pursuant to Rule 13a-14(b) and 18 U.S.C. Section 1350 (furnished with this report in

accordance with SEC Rel. No. 33-8238).
 
 101.INS XBRL Instance Document
 
 101.SCH XBRL Taxonomy Extension Schema Document
 
 101.CAL XBRL Taxonomy Extension Calculation Linkbase Document
 
 101.DEF XBRL Taxonomy Extension Definition Linkbase Document
 
 101.LAB XBRL Taxonomy Extension Label Linkbase Document
 
 101.PRE XBRL Taxonomy Extension Presentation Linkbase Document
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SIGNATURES
 
Pursuant to the requirement of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the undersigned,
thereunto duly authorized, on November 7, 2012.
 
 POPE RESOURCES,

A Delaware Limited Partnership
 

    
    
 By: POPE MGP, Inc.

Managing General Partner
 

    
    
  By: /s/ David L. Nunes

David L. Nunes
President and Chief Executive Officer
(Principal Executive Officer)

 

    
    
  By: /s/ Thomas M. Ringo

Thomas M. Ringo
Vice President and CFO
(Principal Accounting and Financial Officer)
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Exhibit 31.1
CERTIFICATION OF CHIEF EXECUTIVE OFFICER

 
I, David L. Nunes, certify that:

 
 1. I have reviewed this quarterly report on Form 10-Q of Pope Resources;
 
 2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to

make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period
covered by this report;

 
 3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material

respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;
 
 4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined

in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a–15(f)
and 15d–15(f)) for the registrant and have:

 
 (a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our

supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us
by others within those entities, particularly during the period in which this report is being prepared;

 
 (b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under

our supervision, to provide reasonable assurance regarding the reliability of financial reporting and preparation of financial statements
for external purposes in accordance with generally accepted accounting principles;

 
 (c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the

effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and
 
 (d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most

recent fiscal quarter that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control over
financial reporting;

 
 5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial

reporting, to the registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the equivalent
function):

 
 (a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are

reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and
 
 (b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s

internal control over financial reporting.
 
 
Date: November 7, 2012 /s/  David L. Nunes

David L. Nunes
Chief Executive Officer

 
 
 



Exhibit 31.2
CERTIFICATION OF CHIEF FINANCIAL OFFICER

 
I, Thomas M. Ringo, certify that:

 
 1. I have reviewed this quarterly report on Form 10-Q of Pope Resources;
 
 2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to

make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period
covered by this report;

 
 3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material

respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;
 
 4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined

in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a–15(f)
and 15d–15(f)) for the registrant and have:

 
 (a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our

supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us
by others within those entities, particularly during the period in which this report is being prepared;

 
 (b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under

our supervision, to provide reasonable assurance regarding the reliability of financial reporting and preparation of financial statements
for external purposes in accordance with generally accepted accounting principles;

 
 (c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the

effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and
 
 (d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most

recent fiscal quarter that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control over
financial reporting;

 
 5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial

reporting, to the registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the equivalent
function):

 
 (a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are

reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and
 
 (b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s

internal control over financial reporting.
 
 
Date: November 7, 2012 /s/ Thomas M. Ringo

Thomas M. Ringo
Chief Financial Officer

 
 
 
 



Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,

AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report of Pope Resources (the “Company”) on Form 10-Q for the period ended September 30, 2012, as filed with the
Securities and Exchange Commission on the date hereof (the “Report”), I, David L. Nunes, Chief Executive Officer of the Company, certify, pursuant to 18
U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that:

(1) The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and result of operations of the Company as
of, and for, the periods presented in the Report.

This certification is being furnished solely to comply with the requirements of 18 U.S.C. Section 1350, and shall not be incorporated by reference into any of
the Company’s filings under the Securities Act of 1933 or the Securities Exchange Act of 1934, or otherwise be deemed to be filed as part of the Report or
under such Acts.

 /s/ David L. Nunes                        
 David L. Nunes
 Chief Executive Officer

 November 7, 2012



Exhibit 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,

AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report of Pope Resources (the “Company”) on Form 10-Q for the period ended September 30, 2012, as filed with the
Securities and Exchange Commission on the date hereof (the “Report”), I, Thomas M. Ringo, Chief Financial Officer of the Company, certify, pursuant to 18
U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that:

(1) The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and result of operations of the Company as
of, and for, the periods presented in the Report.

This certification is being furnished solely to comply with the requirements of 18 U.S.C. Section 1350, and shall not be incorporated by reference into any of
the Company’s filings under the Securities Act of 1933 or the Securities Exchange Act of 1934, or otherwise be deemed to be filed as part of the Report or
under such Acts.

/s/ Thomas M. Ringo                  
Thomas M. Ringo
Chief Financial Officer

November 7, 2012


