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PART I. FINANCIAL INFORMATION

ITEM 1. Financial Statements

ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

(Dollars in thousands, except share data)

ASSETS

Current assets:

Cash

Accounts receivable, net of allowance of $136 in 2014 and $135 in 2013
Inventories, net

Short-term investments

Prepaid expenses

Other current assets

Deferred income taxes

Total current assets

Property, plant and equipment
Accumulated depreciation
Net property, plant and equipment

Intangible assets, net of accumulated amortization of $430 in 2014
Goodwill

Deferred debt issuance costs, net of accumulated amortization of $7 in 2014 and $18 in

2013
Total assets

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:

Accounts payable

Accrued liabilities

Current portion of long-term debt

September
30,

2014
(Unaudited)

$ 3,491
11,312
10,144

1,163
2,725
544
29,379

158,172
(48,750
109,422

17,560
7,560
199

$ 164,120

$ 10,598
5,393
2,700

December
31,
2013

$7,205
6,585
10,921
5,035
863
146
552
31,307

137,750
(42,005 )
95,745

40
$127,092

$3,685
4,030
1,152
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Total current liabilities 18,691 8,867
Long-term debt, less current portion 26,625 13,927
Deferred income taxes 17,943 19,449

Stockholders' equity:
Common stock, $.001 par value, 25,000,000 shares authorized, 8,757,975 and 8,066,809

shares issued and outstanding in 2014 and 2013, respectively ? 8
Additional paid-in capital 64,006 46,298
Retained earnings 36,846 38,543
Total stockholders' equity 100,861 84,849
Total liabilities and stockholders' equity $ 164,120 $127,092

See notes to unaudited consolidated interim financial statements.
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ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME

(Dollars in thousands, except share and per share data)

Three Months Ended Nine Months Ended

September 30, September 30,

2014 2013 2014 2013

(unaudited) (unaudited) (unaudited) (unaudited)
Net sales $44,429 $29,760 $101,384  $85,601
Cost of sales 35,645 22,620 81,092 64,938
Gross profit 8,784 7,140 20,292 20,663
Selling, general and administrative expenses 2,541 2,122 9,127 6,912
Intangibles amortization 322 - 430 -
Operating income 5,921 5,018 10,735 13,751
Interest expense 90 92 215 280
Other (income) expense, net 147 ¢ ) 141 (21
Income before income taxes 5,684 4,935 10,379 13,492

Provision for income taxes:

Current 3,041 1,110 4,858 3,259
Deferred (1,187 ) 102 (1,498 ) 274

1,854 1,212 3,360 3,533
Net income $3,830 $3,723 $7,019 $9,959
Net income per common share:
Basic $0.44 $0.47 $0.84 $1.27
Diluted $0.44 $0.47 $0.83 $1.25
Shares used in calculating net income per common share:
Basic 8,753,308 7,964,254 8,363,913 7,813,762
Diluted 8,823,937 8,073,771 8,442,057 7,908,772
Dividends per share $0.35 $0.35 $1.05 $1.00

See notes to unaudited consolidated interim financial statements.
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ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

(Dollars in thousands)

Nine Nine

Months Months

Ended Ended

September September

30, 30,

2014 2013
Cash Flows From Operating Activities (unaudited) (unaudited)
Net income $ 7,019 $ 9,959
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 7,286 5,696
Provision for doubtful accounts 1 5
Deferred income taxes (1,498 ) 274
Stock compensation expense 1,609 380
Loss on disposal of property, plant and equipment 8 -
Changes in cash due to changes in operating assets and liabilities:
Accounts receivable 4,727 ) (2,490
Inventories 777 (1,527
Income taxes receivable - (456
Prepaid expenses (300 ) (492
Other current assets (2,579 ) 44
Accounts payable 6,913 (373
Accrued liabilities 1,362 708
Net cash provided by operating activities 15,871 11,718
Cash Flows From Investing Activities
Acquisition of Fabrica assets and U.S. business (16,700 ) -
Purchases of property, plant and equipment (13,346 ) (7,564
Purchases of short-term investments 2 ) (6
Proceeds from the sale of investment securities 5,037 -
Net cash used in investing activities (25,011 ) (7,570

Cash Flows From Financing Activities
Borrowings under long-term debt 30,000 -
Principal payments on long-term debt (15,754 ) (864

~— O N
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Dividends paid to stockholders

Proceeds from the exercise of stock options
Excess tax benefit of stock options exercised
Deferred debt issuance costs

Net cash provided by (used in) financing activities

Net decrease in cash

Cash, beginning

Cash, ending

Supplemental Disclosure:

Interest paid

Income taxes paid

Tax benefits realized from stock options exercised
Stock issued for Fabrica assets and U.S. business

See notes to unaudited consolidated interim financial statements.

8,716
79

20
(203
5,426

$ (3,714
7,205
$ 3,491

$ 350

$ 3,671
$ 16

$ 16,000

) (7,893
2,942
963

(4,852

) $ (704
5,734
$ 5,030

$ 279
$ 2,753
$ 329
$ -

)
)
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ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED INTERIM FINANCIAL STATEMENTS

Note 1 — Basis of Presentation

Orchids Paper Products Company (“Orchids” or the “Company’’) was formed in 1998 to acquire and operate the paper
manufacturing facility, built in 1976, in Pryor, Oklahoma. Orchids Acquisition Group, Inc. (“Orchids Acquisition™) was
established in November 2003, for the purpose of acquiring the common stock of Orchids. The sale of equity and

debt securities closed in March 2004 and Orchids Acquisition acquired Orchids for a price of $21.6 million. Orchids
Acquisition was subsequently merged into Orchids. In July 2005, the Company completed its initial public offering of
its common stock. The Company’s common stock trades on the NYSE MKT under the ticker symbol “TIS.”

On June 3, 2014, the Company completed the acquisition of certain assets from Fabrica de Papel San Francisco, S.A.
de C.V. (“Fabrica”) pursuant to an Asset Purchase Agreement (see Note 2 and Note 6). In connection with the
acquisition of these assets, the Company formed three wholly-owned subsidiaries: Orchids Mexico DE Holdings,
LLC, Orchids Mexico DE Member, LLC, and OPP Acquisition Mexico, S. de R.L. de C.V (“Orchids Mexico”). The
accompanying consolidated financial statements include the accounts of Orchids and these wholly-owned
subsidiaries. All significant intercompany transactions and balances have been eliminated in consolidation.

The accompanying financial statements have been prepared without an audit, pursuant to the rules and regulations of
the Securities and Exchange Commission (“SEC”). Certain information and footnote disclosures normally included in
annual financial statements prepared in accordance with accounting principles generally accepted (“GAAP”) in the
United States have been condensed or omitted pursuant to the rules and regulations. However, the Company believes
that the disclosures made are adequate to make the information presented not misleading when read in conjunction
with the audited financial statements and the notes in the Company’s Annual Report on Form 10-K for the fiscal year
ended December 31, 2013, filed with the SEC on March 6, 2014. Management believes that the financial statements
contain all adjustments necessary for a fair presentation of the results for the interim periods presented. All
adjustments were of a normal, recurring nature. The results of operations for the interim period are not necessarily
indicative of the results for the entire fiscal year.

Note 2 — Acquisition of Fabrica Assets and U.S. Business

12
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On May 5, 2014, Orchids and its wholly owned subsidiary, Orchids Mexico, entered into an asset purchase agreement
(“APA”) with Fabrica to acquire certain assets and 100% of the U.S. business of Fabrica. One June 3, 2014, the
Company closed on the transaction set forth in the APA, and in connection therewith, entered into a supply agreement
(“Supply Agreement”) and a lease agreement (“Equipment Lease Agreement”). Orchids expects these transactions to
allow the Company to effectively and efficiently service customers in the western U. S.

Asset Purchase Agreement and Assignment and Assumption of Supply Agreement

Pursuant to the terms of the APA, Orchids Mexico acquired a paper machine, two converting lines, Fabrica’s U.S.
customer list, exclusive rights to all of Fabrica’s trademarks in the United States, and Fabrica’s covenant not to compete
in the United States for a purchase price of 411,650 shares of Orchids’ common stock valued at $12.0 million based on
the closing price of the Company’s shares on the closing date, with a fair market value of $9.6 million on the closing
date due to restrictions on the sale of the stock. In connection with closing the Purchase Agreement, Orchids also
entered into an Assignment and Assumption of Supply Agreement with Elgin Finance & Investment Corp. (“Elgin”) for
$16.7 million in cash and 274,433 shares of Orchids’ common stock valued at $8.0 million based on the closing price
of the Company’s shares on the closing date, with a fair market value of $6.4 million on the closing date due to
restrictions on the sale of the stock, in exchange for the assignment to Orchids of Elgin’s supply agreement with
Fabrica which provided Elgin with exclusive supply rights with respect to Fabrica’s U.S. business.

Under the Supply Agreement, the Company has the right to purchase from Fabrica up to 18,000 metric tons of parent
rolls and equivalent converting capacity for certain specified product during each twelve month period following the
effective date of the Supply Agreement. The Company may purchase up to an additional 7,000 metric tons annually in
each of the first two years of the agreement. Pursuant to the terms of the Supply Agreement, Fabrica and its affiliates
will be subject to a non-compete provision with respect to business in the U. S. The Supply Agreement has an initial
term of twenty years. In the event of a termination of the Supply Agreement due to (i) a material breach as a result of
intentional, willful or grossly negligent conduct by Fabrica, (ii) a breach of Fabrica’s covenant not to compete, or (iii) a
voluntary filing of bankruptcy by Fabrica, Fabrica must pay the Company $100 million in liquidated damages. In the
event of a change of control of Fabrica, the Company will have a two year right to terminate the Supply Agreement,
and in such event, Fabrica would be required to pay the Company liquidated damages of $36.7 million.

13
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ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED INTERIM FINANCIAL STATEMENTS (continued)

Lease Agreement

Pursuant to the terms of the Equipment Lease Agreement, Orchids Mexico will lease the paper making and converting
assets acquired under the APA back to Fabrica. The rental fee will be based upon the number of metric tons shipped
by Fabrica to the Company, subject to annual adjustment based on the calculation of the annual purchase price in the
Supply Agreement. The Equipment Lease Agreement has a term of twenty years, but will terminate automatically
upon termination of the Supply Agreement.

Upon the earlier of (i) the termination of the Equipment Lease Agreement or (ii) the purchase by Orchids of a separate
paper making or converting asset and the entry into of an equipment lease agreement between Orchids and Fabrica
with respect to such purchased asset, Orchids Mexico shall have the right to sell to Fabrica the paper assets leased
under the Equipment Lease Agreement on an as-is-where-is basis, for $12.0 million.

Income earned under the lease agreement is recognized as an offset to cost of goods sold under the supply agreement
in accordance with U.S. GAAP for collaborative arrangements. Income earned under the lease agreement was
$779,000 and $977,000 in the three and nine-month periods ended September 30, 2014, respectively.

Purchase Price Allocation

The acquisition of Fabrica’s U.S. business is being accounted for under the Financial Accounting Standards Board’s
(the “FASB”) Accounting Standards Codification 805, “Business Combinations”. The $32.7 million purchase price of
$16.7 million in cash (financed by a term loan) and $16.0 million in common stock was allocated as follows (in
thousands):

Total purchase price $32,700
Less: net assets acquired
Machinery & Equipment 7,150

Intangible Asset - Supply and Lease Agreement 12,800

14
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Intangible Asset - Licenses/Trademarks 1,350
Intangible Asset - Non-Compete Agreement 1,150
Intangible Asset - Customer Relationships 2,690
Goodwill $7,560

The purchase price allocation is subject to further refinement as management completes its assessment of the
valuation of certain assets.

Intangibles and Goodwill

Intangible assets acquired totaled $18.0 million. The Company amortizes these assets on a straight-line basis over the
expected lives of the assets: Supply and Lease Agreement — 20 years; Licenses/Trademarks — 20 years; Non-Compete
Agreement — 2 years; Customer Relationships — 12 years, resulting in a weighted-average amortization period of 12
years. Intangible assets at September 30, 2014 were:

Life Gross . Accumulated Net .
Carrying Carrying
(in Amount Amortization Value
years)
(in thousands)

Intangible Asset - Supply and Lease Agreement 20 $12,800 $183 $12,617
Intangible Asset - Licenses/Trademarks 20 1,350 19 $ 1,331
Intangible Asset - Non-Compete Agreement 2 1,150 164 $ 986
Intangible Asset - Customer Relationships 12 2,690 64 $2,626

$17,990 $430 $ 17,560

Goodwill of $7.6 million represents the premium the Company was willing to pay to enter into a long-term
relationship with Fabrica and the benefits the Company expects to receive from being able to cost effectively serve its
current customers with distribution centers in the western United States. The relationship with Fabrica is expected to
provide opportunities for future production capacity and sales growth. Goodwill is not amortized, but is tested at least
annually for impairment, or if circumstances occur that more likely than not will reduce the fair value of the reporting
unit to below its carrying amount. No goodwill impairment has been recorded as of September 30, 2014. All of the
goodwill related to the Fabrica acquisition is expected to be tax-deductible.
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ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED INTERIM FINANCIAL STATEMENTS (continued)

Operating Results of Business Acquired

The consolidated statements of income include the following revenues and earnings related to the U.S. business
acquired from Fabrica:

Three Months Nine Months
Ended Ended
September 30, September 30,
2014 2013 2014 2013
(in thousands) (in thousands)
Revenues $11,452 $ - $14345 $ -
Earnings $2,369 $ - $2945 § -

Transaction costs of $84,000 and $1.6 million are recognized in selling, general and administrative expenses in the
consolidated statements of income for the three and nine-month periods ended September 30, 2014.

Pro Forma Information

The following pro forma information presents a summary of the operating results of the Company for the three and
nine months ended September 30, 2014 as if the U.S. business acquired from Fabrica had been included in our results
of operations as of January 1, 2013:

Three Months Nine Months
Ended Ended September
September 30, 30,

2014 2013 2014 2013
(in thousands) (in thousands)

17
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Pro forma net sales $44.429 $36,437 $115,546 $104,252
Pro forma net income $3,914 $3,789 $9,081 $8,890
Pro forma net income per share - basic ~ $0.45  $0.44  $1.04 $1.05
Pro forma net income per share - diluted $0.44  $043  $1.03 $1.03

Pro forma adjustments to net income include amortization costs related to the intangibles acquired, acquisition related
costs, and the tax effect of the historical results of operations of Fabrica’s U.S. business, excluding certain mark-up and
selling, general and administrative costs that will not be incurred by Orchids.

The pro forma amounts are presented for informational purposes only and are not intended to represent or be
indicative of the Company’s consolidated results of operations or financial condition that would have been reported
had the acquisition been completed as of the beginning of the periods presented and should not be taken as indicative
of the Company’s future consolidated results of operations or financial condition.

Note 3 — Fair Value Measurements

The Company does not report any assets or liabilities at fair value in the financial statements. However, the estimated
fair value of the Company’s short-term investments, which consist of commercial deposits in money market funds, was
$0 and $5,035,000 at September 30, 2014 and December 31, 2013, respectively. These short-term investments are
considered Level 1 measurements in the fair value valuation hierarchy. The fair value of the Company’s long-term
debt is estimated by management to approximate the carrying value of $29,325,000 and $15,079,000 at September 30,
2014 and December 31, 2013, respectively. Management’s estimates are based on periodic comparisons of the
characteristics of the Company’s obligations, including floating interest rates, credit rating, maturity and collateral, to
current market conditions as stated by an independent third-party financial institution. Such valuation inputs are
considered a Level 2 measurement in the fair value valuation hierarchy.

There were no transfers among Level 1, Level 2 or Level 3 assets or liabilities during the first nine months in 2014 or
2013.

Note 4 — Commitments and Contingencies

The Company may be involved from time to time in litigation arising from the normal course of business. In
management’s opinion, as of the date of this report, the Company is not engaged in legal proceedings which
individually or in the aggregate are expected to have a materially adverse effect on the Company’s results of operations
or financial condition.

18



Edgar Filing: Orchids Paper Products CO /DE - Form 10-Q

19



Edgar Filing: Orchids Paper Products CO /DE - Form 10-Q

ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED INTERIM FINANCIAL STATEMENTS (continued)

In October 2008, the Company entered into a contract to purchase 334,000 MMBTU per year of natural gas. This
contract has been extended through December 2016 and provides for approximately 60% to 70% of the Company’s
natural gas requirements through December 31, 2016. In September 2014, the Company entered into a similar contract
with a different vendor for natural gas requirements in 2017. Commitments under these contracts are as follows:

Price per Management
Period MMBTUs MMBTU fee per
MMBTU
April 2012 - March 2013 334,207 $5.50 $ 0.07
April 2013 - December 2014 556,886 $ 4.905 $ 0.07
) additional
April 2013 - September 2013 5.000/month $ 4.70 $ 0.07
additional
October 2013 - March 2014 5.000/month $ 4.75 $ 0.07
) additional
April 2014 - December 2014 5.000/month $ 4.70 $ 0.07
January 2015 - March 2015 95,900 $ 4.50 $ 0.07
April 2015 - June 2015 93,600 $ 4.30 $ 0.07
July 2015 - September 2015 92,300 $ 4.35 $ 0.07
October 2015 - December 2015 91,900 $ 4.50 $ 0.07
January 2016 - March 2016 95,900 $ 4.53 $ 0.07
April 2016 - June 2016 93,600 $4.17 $ 0.07
July 2016 - September 2016 92,300 $ 4.26 $ 0.07
October 2016 - December 2016 91,900 $ 442 $ 0.07
January 2017 - December 2017 467,505 $ 4.06 $ -

Purchases under the gas contract were $0.5 million for each of the three months ended September 30, 2014 and 2013,
and $1.4 million for each of the nine-month periods ended September 30, 2014 and 2013. If the Company is unable to
purchase the contracted amounts and the market price at that time is less than the contracted price, the Company
would be obligated under the terms of the agreements to reimburse an amount equal to the difference between the
contracted amount and the amount actually purchased, multiplied by the difference between the contract price and a
price designated in the contract (approximates spot price).

In November 2013, we announced two projects to upgrade our paper making and converting assets at our Pryor,
Oklahoma facility: a project to replace two existing paper machines with a new paper machine in our paper mill, and a
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project to upgrade an existing converting line. These projects have a total estimated cost of $30.4 million. As part of
these projects, we have entered into purchase orders to: (i) purchase a paper machine, (ii) purchase a converting
rewinder and (iii) purchase construction and installation services for the new paper machine. As of September 30,
2014, our remaining obligations under these purchase orders total $11.6 million. The purchase order to purchase a
paper machine is denominated in Euros. The amounts included herein were translated to US dollars using the spot
exchange rate as of September 30, 2014.

Note 5 — Inventories

Inventories at September 30, 2014 and December 31, 2013 were as follows:

SeptembeDecember
30, 31,
2014 2013
(in thousands)
Raw materials $4,139 $3,587
Bulk paper rolls 2,527 2,125

Converted finished goods 3,611 5,314
Inventory valuation reserve (133 ) (105 )
$10,144 $10,921
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ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED INTERIM FINANCIAL STATEMENTS (continued)

Note 6 — Long-Term Debt and Revolving Line of Credit

In June 2014, the Company entered into a Credit Agreement (the “Credit Agreement”) with U.S. Bank National
Association (“U.S. Bank™) consisting of the following:

a $45 million revolving credit line due June 2019:

$25 million permitted for domestic working capital purposes; and
$20 million permitted for the purchase and construction of a paper machine and upgrade of one of the converting
lines at the Company’s Pryor, Oklahoma facility.

a $30 million term loan with a 6-year term due June 2020 and amortized as follows:

Real estate debt amortized as if it had a 22-year life;

Equipment debt amortized as if it had a 7-year life; and

Debt incurred in connection with the acquisition of a supply agreement with Fabrica (see Note 2) amortized as if it
had a 10-year life.

The Credit Agreement had the effect of (i) extending and increasing the Company’s revolving working capital line of
credit from $15 million to $25 million, (ii) increasing the Company’s revolving line of credit to include $20 million for
the purchase and construction of assets in Oklahoma, and (iii) refinancing and extending the Company’s $10.8 million
Real Estate loan ($9.5 million outstanding) and $7.2 million Machinery and Equipment loan ($5.1 million
outstanding) into a single $30 million term loan, used to provide funding for the $16.7 million paid to close the
strategic alliance with Fabrica described in Note 2.

Under the terms of the Credit Agreement, amounts outstanding will bear interest at a variable rate of LIBOR plus a
specified margin, depending upon the Company’s quarterly Leverage Ratio, as defined in the Credit Agreement.
Additionally, the Company will pay a commitment fee for the available portion of its revolving credit line at the
applicable rate, as follows:
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Interest Commitment

Leverage Ratio Margin  Fee

Less than 1.00 1.00 % 0.15 %
Greater than or equal to 1.00 but less than 2.00 125 % 0.20 %
Greater than or equal to 2.00 but less than 3.00 1.50 % 0.25 %
Greater than or equal to 3.00 200 % 030 %

The Company’s leverage ratio at September 30, 2014 was approximately 0.94.

Long-term debt at September 30, 2014 and December 31, 2013 consists of:

SeptembePecember

30, 31,

2014 2013

(in thousands)
Revolving line of credit, maturing on June 3, 2019 $- $-
Term Loan 1, maturing on April 24, 2021, due in monthly installments of $36,000, excluding i 9.634
interest paid separately ’
Term Loan 2, maturing on July 1, 2018, due in monthly installments of $60,000, excluding i 5.395
interest paid separately ’
Term Loan, maturing on June 3, 2020, due in quarterly installments of $675,000 for the first 29325 -
two years and $1,000,000 thereafter, excluding interest paid separately ’

$29,325 $ 15,079
Less current portion 2,700 1,152

$26,625 $ 13,927

The amount available under the revolving credit line may be reduced in the event that the Company’s borrowing base,
which is based upon qualified receivables and qualified inventory, is less than $25 million.

10
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ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED INTERIM FINANCIAL STATEMENTS (continued)

Obligations under the Credit Agreement are secured by substantially all of the Company’s assets. The Credit
Agreement contains representations and warranties, and affirmative and negative covenants customary for financings
of this type, including, but not limited to, limitations on additional borrowings, additional investments and asset sales.
The financial covenants, which are tested as of the end of each fiscal quarter, require the Company to maintain the
following specific ratios: fixed charge coverage (minimum of 1.20 to 1.0) and leverage (maximum of 3.50 to 1.0).

Note 7 — Income Taxes

The Company is subject to income tax in the United States and Mexico. Our earnings in Mexico will be subject to the
country’s 30% income tax rate. Tax liabilities in Mexico are currently immaterial. The Company does not currently
provide for U.S. federal income taxes on the undistributed earnings of its foreign subsidiaries as such earnings are
expected to be reinvested indefinitely rather than repatriated back to the United States. The amount of undistributed
earnings of the Company’s foreign subsidiary is currently immaterial.

As of September 30, 2014, our annual estimated effective income tax rate is 32.4%. This compares to an estimated
effective tax rate of 32.0% as of June 30, 2014, resulting in an effective tax rate for the quarter ended September 30,
2014 of 32.6%. The annual estimated effective tax rate for 2014 differs from the statutory rate due primarily to U.S.
manufacturing tax credits. For the quarter and nine-month period ended September 30, 2013, our actual effective
income tax rate was 24.6% and 26.2%, respectively. The annual estimated effective tax rate for 2013 is lower than the
statutory rate due primarily to U.S. manufacturing tax credits and Indian employment tax credits (“IECs”). Recognition
of the IEC for 2012 was deferred until the first quarter of 2013 as the American Taxpayer Relief Act of 2012, which
extended the IEC, was not signed into law by the President of the United States until 2013.

Note 8 — Earnings per Share

During the first quarter of 2013, the Company granted restricted stock to certain employees. These awards include a
nonforfeitable right to receive dividends and therefore are considered to participate in undistributed earnings with
common shareholders. Therefore, the Company calculates basic and diluted earnings per common share using the
two-class method, under which net earnings are allocated to each class of common stock and participating security.
The computation of basic and diluted net income per common share for the three-month and nine-month periods
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ended September 30, 2014 and 2013 is as follows:

Three Months Ended Nine Months Ended

September 30, September 30,

2014 2013 2014 2013
Net income - ($ thousands) $3,830 $3,723 $7,019 $9,959
Less: distributed earnings allocable to participating securities 2 ) (6 ) (6 ) (16 )
Less: undistributed earnings allocable to participating securities - 2 ) 1 4 )
Distributed and undistributed earnings allocable to common $3.828 $3.715 $7.014 $9.939
shareholders
Weighted average shares outstanding 8,753,308 7,964,254 8,363,913 7,813,762
Effect of stock options 70,629 109,517 78,144 95,010
Weighted average shares outstanding - assuming dilution 8,823,937 8,073,771 8,442,057 7,908,772
Net income per common share:
Basic $0.44 $0.47 $0.84 $1.27
Diluted $0.44 $0.47 $0.83 $1.25

Stock options not considered above because they were

. ger . 560,000 - 520,000 -
anti-dilutive

Note 9 — Stock Incentives

In April 2014, the Board of Directors and the stockholders approved the Orchids Paper Products Company 2014 Stock
Incentive Plan (the “2014 Plan”), which replaced the Orchids Paper Products Company 2005 Stock Incentive Plan (the
“2005 Plan”). No further grants can be made under the 2005 Plan. Equity awards granted under the 2005 Plan will
continue in full force and effect under the terms of the 2005 Plan and are not changed or modified. The 2014 Plan
provides for the granting of stock options and other stock based awards to employees and board members selected by
the board’s compensation committee. A total of 400,000 shares may be issued pursuant to the 2014 Plan. As of
September 30, 2014, there were 355,000 shares available for issuance under the 2014 Plan.

11
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ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED INTERIM FINANCIAL STATEMENTS (continued)

Stock Options with Time-Based Vesting Conditions

The grant date fair value of the following option grants was estimated using the Black-Scholes option valuation
model. Option valuation models require the input of highly subjective assumptions including the expected stock price
volatility. The following table details the options granted to certain members of the board of directors and
management that were valued using the Black-Scholes valuation model and the assumptions used in the valuation
model for those grants during the nine months ended September 30, 2014 and 2013:

Grant Number Exercise Grant Risk-Free Estimated Dividend E?(pected
Date Life
of . Fair Interest oye .
Date Shares Price Value Rate Volatility Yield (years)

February-13 3,750  $21.695 $5.68  2.02 % 43 % 461 % 5
May-13 40,000 $2295 $5.28 1.87 % 43 % 588 % 5
May-14 35,000 $29.65 $7.50 @ 2.62 % 41 % 472 % 5
June-14 5,000  $30.09 $7.67 2.63 % 41 % 465 % 5

The Company expenses the cost of these options granted over the vesting period of the option based on the grant-date
fair value of the award.

Stock Options with Market-Based Vesting Conditions

During the first nine months of 2014, the Board of Directors granted options to purchase 145,000 shares of the
Company’s common stock to certain members of management. These options will become exercisable in four equal
tranches, if at all, if and when the share price of the common stock closes at a certain percentage of the purchase price
of the option for three consecutive business days, in accordance with the following vesting schedule:

Share
price
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required
to
achieve
vesting
Tranche 1 $34.788
Tranche 2 $42.350
Tranche 3 $51.425
Tranche 4 $60.500

Any unvested portion of the options shall expire five years from the date of grant and the options shall terminate ten
years after the date of grant. As these options include a market condition, the grant date fair value and implicit service
period of these option grants were estimated using a Monte Carlo option valuation model. The following table details
the options granted to certain members of management that were valued using the Monte Carlo valuation model and
the assumptions used in the valuation model for those grants during the nine months ended September 30, 2014. No
options granted during the nine months ended September 30, 2013 were valued using the Monte Carlo option
valuation model.

Grant Number Exercise Grant Risk-Free Estimated Dividend Expected DerlYed
Date Service
of . Fair  Interest e . Life Period
Date Shares Price Value Rate Volatility  Yield (years) (years)
January 14 - Tranche 1 10,000 $31.125 $5.64 1.98 % 31 % 450 % 5.15 0.31
January 14 - Tranche 2 10,000 $31.125 $5.46 1.98 % 31 % 450 % 558 1.15
January 14 - Tranche 3 10,000 $31.125 $5.03 1.98 % 31 % 450 % 597 1.94
January 14 - Tranche 4 10,000 $31.125 $4.27 1.98 % 31 % 450 % 6.25 2.50
February 14 - Tranche 1 25,000 $30.88 $5.51 1.98 % 31 % 460 % 5.17 0.35
February 14 - Tranche 2 25,000 $30.88  $5.35 1.98 % 31 % 460 % 5.60 1.19
February 14 - Tranche 3 25,000 $30.88 $4.88 1.98 % 31 % 460 % 599 1.98
February 14 - Tranche 4 25,000 $30.88 $4.15 1.98 % 31 % 460 % 627 2.54
May 14 - Tranche 1 1,250  $28.185 $5.06 2.03 % 31 % 470 % 5.36 0.71
May 14 - Tranche 2 1,250  $28.185 $4.74 2.03 % 31 % 470 % 5.78 1.56
May 14 - Tranche 3 1,250  $28.185 $4.02 2.03 % 31 % 470 % 6.14 2.29
May 14 - Tranche 4 1,250  $28.185 $3.29 2.03 % 31 % 470 % 6.39 2.79

The Company expenses the cost of these options granted over the implicit, or derived, service period of the option
based on the grant-date fair value of the award. During the nine months ended September 30, 2014, 25,000 options
that were granted in January 2014 were forfeited when an employee left the Company. No options were forfeited
during the nine months ended September 30, 2013.

12
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ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED INTERIM FINANCIAL STATEMENTS (continued)

Options Issued Outside of the 2014 Plan

In April 2014, the Company’s stockholders voted to approve the options granted to Mr. Jeffrey S. Schoen, the
Company’s President and Chief Executive Officer, on November 8, 2013. Upon his appointment as an officer of the
Company, Mr. Schoen was granted an option to purchase up to 400,000 shares of the common stock of the Company
at a purchase price of $30.25 per share. The option will become exercisable, if at all, if and when the share price of
the Company’s common stock closes at a certain percentage of the purchase price of the option for three consecutive

business days, in accordance with the following vesting schedule:

Share price closes at or above the following percentage of the purchase price

for the Option

115% (share price $34.788)
140% (share price $42.35)
170% (share price $51.425)
200% (share price $60.50)

Number of shares that become

vested

100,000
100,000
100,000
100,000

These options were granted outside of the 2005 Plan and the 2014 Plan. Any unvested portion of the option shall
expire five years from the date of grant and the option shall terminate ten years after the date of grant. The Company
used a Monte Carlo option valuation model to estimate the grant date fair value of each tranche of 100,000 options, as
they include a market condition. The Company will expense the cost of the options granted over the implicit service
period of the options based on the completed Monte Carlo models. The following table details the assumptions used in
the valuation model for the options granted to Mr. Schoen:

Number

of
Shares

Tranche 1 100,000
Tranche 2 100,000
Tranche 3 100,000
Tranche 4 100,000

Exercise
Price

$30.25
$30.25
$30.25
$30.25

Grant
Date

Fair

Value
$5.18
$5.04
$4.31
$3.50

Risk-Free

Interest

Rate

2.10
2.10
2.10
2.10

%
%
%
%

Derived

Estimated Dividend Expected Service

Volatility

30
30
30
30

%
%
%
%

Yield

4.60
4.60
4.60
4.60

%
%
%
%

Life
(years)

4.99
542
5.79
6.04

Period
(years)
0.40
1.25
2.00
2.50
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Total Option Expense

The Company recognized the following expenses related to all options granted during the three-month and nine-month
periods ended September 30, 2014 and 2013 under the 2005 Plan, the 2014 Plan and the Schoen options:

Three Months 00\ fonths Ended
Ended September
30 September 30,
b
2014 2013 2014 2013
Time-Based Vesting Options $1,000 $18,000 $307,000 $303,000
Market-Based Vesting Options 427,000 - 1,264,000 -

Total compensation expense related to stock options  $428,000 $18,000 $1,571,000 $303,000

Future Expected Market-Based Stock Option Expense

The grant of options that vest based on a market condition will have a material impact on the Company’s results of
operations. Based on the derived service periods of the options, the Company expects to expense the compensation
cost related to these options as shown in the following table. However, if the market condition is achieved for any
tranche of these options prior to the end of the derived service period, all remaining expense related to that tranche
would be recognized in the period in which the market condition is achieved.

2014 2014 2015 2016
Q1 Q2 Q3 Q4 Total Total Total
(in thousands)

Tranche 1 $96 $423 $196 $2  $717 $- $-
Tranche 2 26 141 122 135 424 240 -
Tranche 3 15 76 66 72 229 289 59
Tranche 4 10 50 43 47 150 189 136

Total expense $147 $690 $427 $256 $1,520 $718 $195

Restricted Stock

During the three months ended March 31, 2013, the Company granted 16,000 shares of restricted stock to certain
employees under the 2005 Plan. These awards were valued at the arithmetic mean of the high and low market price of
the Company’s stock on the grant date, which was $21.695 per share, and vest ratably over a three year period
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beginning on the first anniversary of the grant date. During 2013, 8,000 of these shares were forfeited. Accordingly,
the first third of the remaining shares, or 2,666 shares, vested in February 2014. In July 2014, an additional 667
shares were forfeited. The Company expenses the cost of restricted stock granted over the vesting period of the shares
based on the grant-date fair value of the award. The Company recognized expense of $9,000 and $29,000 for the
three-month periods ended September 30, 2014 and 2013, respectively, and $38,000 and $77,000 for the nine-month
periods ended September 30, 2014 and 2013, respectively, related to the shares granted under the 2005 Plan.

13
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ORCHIDS PAPER PRODUCTS COMPANY AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED INTERIM FINANCIAL STATEMENTS (continued)

Note 10 — Major Customers and Concentration of Credit Risk

The Company sells its paper production in the form of parent rolls and converted products. Revenues from converted
product sales and parent roll sales in the three and nine months ended September 30, 2014 and 2013 were:

Three Months Nine Months
Ended Ended September
September 30, 30,

2014 2013 2014 2013
(in thousands) (in thousands)

Converted product net sales $43,157 $28,190 $97,042 $80,601
Parent roll net sales 1,272 1,570 4,342 5,000
Net sales $44,429 $29,760 $101,384 $85,601

Credit risk for the Company in the three and nine months ended September 30, 2014 and 2013 was concentrated in the
following customers who each comprised more than 10% of the Company’s total net sales:

Three Nine
Months Months
Ended Ended
September September
30, 30,

2014 2013 2014 2013

Converted product customer 1 35 % 51 % 42% 52 %
Converted product customer2 13% 12 % 10% 11 %
Converted product customer3 13 % 10 % 11 % *

Total percent of net sales 61% 73 % 63% 63 %
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* Customer did not account for more than 10% of sales during the period indicated

At September 30, 2014 and December 31, 2013, the three significant customers accounted for the following amounts
of the Company’s accounts receivable (in thousands):

September December
30, 31,
2014 2013

Converted product customer 1 $ 2,332 20% $ 2,678 41 %
Converted product customer 2 3,770 33% 1,012 15%
Converted product customer 3 1,345 12% * *

Total of accounts receivable  $ 7,447 65% $ 3,690 56 %

* Customer did not account for more than 10% of sales during the period indicated

Note 11 — ODFA Pooled Financing

In September 2014, the Company entered into an agreement with the Oklahoma Development Finance Authority
(“ODFA”) whereby the ODFA agreed to provide the Company up to $3.5 million to fund a portion of the cost of a new
paper production line before September 1, 2020. The agreement provides for the Oklahoma state withholding payroll
taxes withheld by the Company from its employees to be placed into the Community Economic Development Pooled
Finance Revolving Fund — Orchids Paper Products (“Revolving Fund”). Each year on September 1, beginning in 2015
and ending in 2020, the ODFA will return these state withholding taxes in the Revolving Fund to the Company, up to
an amount totaling $3.5 million. These amounts are recognized as a note receivable in other current assets in the
consolidated balance sheet and in other income in the consolidated statements of income as they are withheld from the
employees. These amounts were not material for the three and nine-month periods ended September 30, 2014.

Note 12 — New Accounting Pronouncements

In May 2014, the FASB issued Accounting Standards Update 2014-09, “Revenue from Contracts with Customers”
(“ASU 2014-09”). ASU 2014-09 clarifies the principles for recognizing revenue and develops a common revenue
standard under U.S. GAAP under which an entity should recognize revenue to depict the transfer of promised goods
or services to customers in an amount that reflects the consideration to which the entity expects to be entitled in
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exchange for those goods or services. ASU 2014-09 is effective for the Company for interim and annual periods
beginning on or after December 15, 2016. Management is currently assessing the impact ASU 2014-09 will have on
the Company, but it is not expected to have a material effect on the Company’s financial position, results of operations
or cash flows.

In June 2014, the FASB issued Accounting Standards Update 2014-12, “Compensation — Stock Compensation:
Accounting for Share-Based Payments When the Terms of an Award Provide That a Performance Target Could Be
Achieved after the Requisite Service Period” (“ASU 2014-12”). ASU 2014-12 requires that a performance target that
affects vesting of share-based payments and that could be achieved after the requisite service period be treated as a
performance condition the affects vesting and as such, should not be reflected in estimating the grant-date fair value of
the award. ASU 2014-12 is effective for annual and interim periods beginning after December 15, 2015. This
standard is not expected to have a material effect on the Company’s financial position, results of operations or cash
flows.

Note 13 — Subsequent Event

On October 29, 2014, the Board of Directors authorized a quarterly cash dividend of $0.35 per outstanding share of
the Company’s common stock. The Company expects to pay this dividend on November 24, 2014 to stockholders of
record at the close of business on November 10, 2014.
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ITEM 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

Forward-Looking Information

The following Management’s Discussion and Analysis of Financial Condition and Results of Operations contains
forward-looking statements. These statements relate to, among other things:

our business strategy;

the market opportunity for our products, including expected demand for our products;

our estimates regarding our capital requirements; and

any of our other plans, objectives, and intentions contained in this report that are not historical facts.

These statements relate to future events or future financial performance, and involve known and unknown risks,

uncertainties and other factors that may cause our actual results, levels of activity, performance or achievements to be
materially different from any future results, levels of activity, performance or achievements expressed or implied by

such forward-looking statements. In some cases, you can identify forward-looking statements by terminology such as

“may,” “should,” “could,” “expects,” “plans,” “intends,” “anticipates,” “believes,” “estimates,” “predicts,” “potential” or “cont
negative of such terms or other comparable terminology. Although we believe that the expectations reflected in the
forward-looking statements are reasonable, we cannot guarantee future results, levels of activity, performance or
achievements. These statements are only predictions.

29 ¢ 9 ¢ 99 ¢ 9

You should not place undue reliance on forward-looking statements because they involve known and unknown risks,
uncertainties, and other factors that are, in some cases, beyond our control and that could materially affect actual
results, levels of activity, performance or achievements. Factors that could materially affect our actual results, levels
of activity, performance or achievements include, but are not limited to, those detailed under the caption “Risk Factors”
in our Annual Report on Form 10-K for the fiscal year ended December 31, 2013, as filed with the SEC on March 6,
2014, and those identified in Part II, Item 1A of our Form 10-Q for the period ended June 30, 2014, as filed with the
SEC on August 5, 2014, and also identified in this Form 10-Q, which include but are not limited to the following

items:

intense competition in our markets and aggressive pricing by our competitors could force us to decrease our prices
and reduce our profitability;

a substantial percentage of our converted product revenues are attributable to a small number of customers who may
decrease or cease purchases at any time;

disruption in our supply or increase in the cost of fiber;
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Fabrica’s failure to execute under the Supply Agreement;

failure to successfully integrate the Fabrica business into our existing operations, and the additional indebtedness
incurred to finance the Fabrica acquisition;

increased competition in our region;

changes in our retail trade customers’ policies and increased dependence on key retailers in developed markets;
excess supply in the market may reduce our prices;

the availability of, and prices for, energy;

failure to purchase the contracted quantity of natural gas may result in financial exposure;

our exposure to variable interest rates;

the loss of key personnel;

labor interruption;

natural disaster or other disruption to our facilities;

ability to finance the capital requirements of our business;

cost to comply with existing and new laws and regulations;

failure to maintain an effective system of internal controls necessary to accurately report our financial results and
prevent fraud;

the parent roll market is a commodity market and subject to fluctuations in demand and pricing;

indebtedness limits our free cash flow and subjects us to restrictive covenants relating to the operation of our
business;

an inability to continue to implement our business strategies; and

inability to sell the capacity generated from our converting lines.

If any of these risks or uncertainties materialize, or if our underlying assumptions prove to be incorrect, actual results

may vary significantly from what we projected. Any forward-looking statement you read in the following

Management’s Discussion and Analysis of Financial Condition and Results of Operations reflects our current views

with respect to future events and is subject to the risks listed above and other risks, uncertainties, and assumptions

relating to our operations, results of operations, growth strategy, and liquidity. We assume no obligation to publicly

update or revise these forward-looking statements for any reason, whether as a result of new information, future
events, or otherwise.
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Overview

We are an integrated manufacturer of tissue products primarily serving the private label, or “at-home” market. We
produce bulk tissue paper, known as parent rolls, and convert parent rolls into finished products, including paper
towels, bathroom tissue and paper napkins. We sell parent rolls not required by our converting operation to other
converters. Our core customer base consists of dollar stores and other discount retailers that offer a limited selection
across a broad range of products at everyday low prices in a smaller store format. We have focused on the dollar
stores (which are also referred to as discount retailers) and the broader discount retail market because of their overall
market growth, consistent order patterns and low number of stock keeping units (“SKUs”). The at-home tissue market
consists of several quality levels, including a value tier, premium tier and ultra-premium tier.

In June 2014, we completed the acquisition of certain assets from Fabrica de Papel San Francisco, S.A. de C.V.
(“Fabrica”), including Fabrica’s U.S. business, which is primarily in the western United States. Fabrica is a privately
owned company that started as a tissue converter in 1958 and produces parent rolls, paper towels, bathroom tissue and
paper napkins. It has grown to 150,000 metric tons of capacity, one of the largest tissue manufacturers by capacity in
Mexico. Additionally, we entered into a Supply Agreement with Fabrica that will assist us in supplying the expected
sales growth related to the acquired U.S. business and is anticipated to assist us in being able to cost effectively
service current customers with distribution centers on the West Coast of the United States. Under the Supply
Agreement, we have the option to purchase up to 18,000 metric tons of product each year at margins that are expected
to be consistent with margins earned on products produced in our facility in Oklahoma. We may purchase up to an
additional 7,000 metric tons annually in each of the first two years of the agreement. The acquisition of certain assets
and the U.S business of Fabrica and entrance into the Supply Agreement are referred to elsewhere in this document as
the “Fabrica Transaction”. Approximately 20% of the U.S. business we acquired from Fabrica is in the “away from home”
market. This market covers industries such as the janitorial market and food service market. While we expect to
service this market in the near term, we do not consider the “away from home” market a growth vehicle for us.

While our historical business strategy was focused on the value tier market, primarily due to the dollar stores’
concentration of product offerings in that market and, to some extent, limitations of certain manufacturing equipment,
we have systematically invested in manufacturing assets to improve quality, expand our product offerings and
strengthen our position as a low cost manufacturer in the premium tier and ultra-premium tier markets. This began
with the investment in a new paper machine in 2006 which provided the opportunity to produce parent rolls for value
tier and premium tier converted products and improved our cost structure. Further, we undertook an expansion project
that included the purchase and installation of a new converting line and the construction of a new converted product
warehouse in mid-2010. This project had three main objectives: increase the capacity of our converting operation,
provide the capability to produce higher-quality premium tier converted products and reduce warehousing costs by
centralizing all warehousing and shipping. In November of 2013, we announced projects to further increase our
capacity to produce higher-quality premium tier converted products and increase the flexibility of our manufacturing
operation, including replacing two existing paper machines with a new paper machine and upgrading an existing
converting line. While we have customers located throughout the United States, historically most of our products are
distributed within an approximate 900-mile radius of our Oklahoma facility. However, historically our sales efforts
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have been focused on an area within approximately 500 miles of our facility in northeast Oklahoma, which includes
Texas, Oklahoma, Kansas, Missouri, Arkansas, Nebraska and lowa, as we believe this radius maximizes our freight
cost advantage over our competitors. Because we are one of the few tissue paper manufacturers in this area, we
typically have lower freight costs to our customers’ distribution centers located in our target region. At-home tissue
market growth has historically been closely correlated to population growth and as such, performs well in a variety of
economic conditions. Our target region has experienced strong population growth for the past thirteen years relative to
the national average, and this trend is expected to continue. Products produced under the Supply Agreement with
Fabrica will be manufactured in Mexico and shipped directly to our customers. We believe this will allow us to cost
effectively expand our sales efforts to include current and new customers with stores and/or distribution centers on the
West Coast of the United States in states such as California, Nevada, Arizona, New Mexico and Utah.

Our products are sold primarily under our customers’ private labels and, to a lesser extent, under our brand names such
as Colortex®, My Size®, Velvet®, Big Mopper®, Linen Soft®, Soft & Fluffy®, and Tackle®. As part of the
acquisition of Fabrica’s U.S. business and related trademarks, we also acquired the exclusive right to use all of
Fabrica’s brand names, including Virtue®, Truly Green®, Golden Gate Paper® and Big Quality®. All of our
converted product revenue is derived through truck load purchase orders from our customers. Parent roll revenue is
derived from purchase orders that generally cover a one-month time period. We do not have supply contracts with any
of our customers, which is normal practice within our industry. Because our product is a daily consumable item, the
order stream from our customer base is fairly consistent with generally no significant seasonal fluctuations. However,
we typically experience some mild seasonal softness in the first and fourth quarters of each year, primarily due to the
effects of winter weather on consumers buying habits and occasional effects of holidays on shipping schedules.
Changes in the national economy, in general, do not materially affect the market for our converted products.

Our profitability depends on several key factors, including but not limited to:

the volume of converted product sales;
the cost of fiber used in producing
paper;
the market price of our products;
the efficiency of operations in both our paper mill and converting facility; and
the cost of energy.

The private label market of the tissue industry is highly competitive, and many discount retail customers are extremely
price sensitive. As a result, it is difficult to affect price increases. We expect these competitive conditions to continue.
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Background

Since June 2006, when we began operations of a new paper machine, our Oklahoma-based paper-making capacity of
approximately 57,000 tons per year has exceeded the demand requirements of our converting operations. We sell the
excess supply into the market in the form of parent rolls. We adjust our paper making production based on our
internal converting needs for parent rolls and the open market demand for parent rolls. The capacity obtained under
the previously described Fabrica Transaction will be sold in converted product form and we do not plan to sell any
excess capacity in parent roll form. Parent rolls are a commodity product and thus are subject to market pricing. We
plan to continue to sell any excess parent roll capacity from Oklahoma on the open market as long as market pricing is
profitable. When converting production requirements exceed paper mill capacity, we will purchase bulk rolls in the
open market to meet those converting requirements.

Our parent rolls are converted into paper towels, bathroom tissue and napkins in our adjacent converting facility in
Oklahoma. Our converting lines currently have a total annual estimated capacity of approximately 70,000 tons of
finished tissue products, depending upon the mix of converted products produced, including the product
configurations. Our strategy is to sell all of our parent roll capacity as converted products, which generally carry
higher margins than non-converted parent rolls. To help achieve that goal, we are placing significant focus on
improving our sales efforts to sell all of our converting capacity. In addition, we continue to focus considerable
efforts to improve our converting efficiencies.

Our strategy is to expand our position as a low cost provider of high-quality private label tissue products to the
growing discount retail channel while leveraging our competitive advantages to increase our presence in the premium
tier and ultra-premium tier markets within the discount retail channel as well as other retail channels. We expect to
accomplish this strategy through the expansion of our product offerings through new product development, investment
in manufacturing equipment that is able to produce higher-quality products, our continued high service levels and
increased total manufacturing capacity.

We are implementing this strategy through our key initiatives set forth below:

maintain and strengthen our core customer relationships;

improve the product quality of our higher tier offerings to meet and or exceed customers’ required attributes;
increase our flexibility to meet a wider array of customer needs;

further expand our customer base in other retail channels; and

continue to improve operating efficiencies and reduce manufacturing costs.

We continue to focus our efforts on growth of our converted product sales and expansion of our product offerings
through development of premium tier and ultra-premium tier products. The following graph shows shipments of our
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premium tier and ultra-premium tier products as a percentage of total cases shipped:

Shipments of premium tier and ultra-premium tier products as a percentage of total cases shipped decreased in the
third quarter of 2014 due to: (i) the effects of the sales volumes from the Fabrica Transaction and related Supply
Agreement, as almost all of the products shipped under the Supply Agreement are considered value tier products, and
(ii) value tier promotional items that were shipped in the third quarter of 2014.
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Since our inception in 1998, we have strategically expanded capacity and capability in both paper manufacturing and
finished product converting to meet market demand and customers’ quality requirements. In 2010, we increased our
annual converting capacity with the installation of a new converting line, which, along with other strategic
investments, increased our annual converting capacity to approximately 70,000 tons per year, depending upon the mix
of converted products produced, including the product configurations. This additional converting capacity has
enabled us to both increase sales of existing products and to provide the flexibility to manufacture higher tier products
for sales to our core customer base and into new retail channels. In 2014, we also entered into a Supply Agreement
with Fabrica, which provides access to 18,000 metric tons of capacity each year. We may purchase up to an additional
7,000 metric tons annually in each of the first two years of the agreement.

Although we have an annual estimated converting capacity of approximately 70,000 tons, our in-house supply of
parent rolls provides enough to convert approximately 57,000 tons. In order to convert at an annual capacity above
approximately 57,000 tons, we would have to supplement our supplies by purchasing parent rolls in the open market,
which we believe would have an unfavorable impact on our gross profit margin. In 2015, we plan to complete a
project that replaces two existing paper machines in our paper mill with a new machine that is expected to increase
our annual paper mill capacity to over 70,000 tons. In addition, this machine will produce a broader range of paper
grades that are utilized in manufacturing value and premium tier products. The machine is expected to begin
production in early 2015, with full utilization by mid-2015. We expect to purchase up to 4,500 tons of parent rolls in
the open market during the time the two machines are being dismantled and the new machine becomes operational.
This process began in early September 2014 and is expected to last through February of 2015.

Comparative Three-Month Periods Ended September 30, 2014 and 2013

Net Sales

Three Months
Ended
September 30,
2014 2013
(in thousands,
except tons)

Converted product net sales $43,157 $28,190
Parent roll net sales 1,272 1,570
Net sales $44,429 $29,760

Converted product tons shipped 21,528 13,688
Parent roll tons shipped 1,494 1,554
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Total tons shipped 23,022 15,242

Net sales in the quarter ended September 30, 2014, increased $14.7 million, or 49%, from $29.8 million in 2013 to
$44.4 million in 2014. Net sales figures represent the gross selling price, including freight, less discounts and pricing
allowances.

Net sales of converted product increased $15.0 million, or 53%, from $28.2 million in 2013 to $43.2 million in 2014.
The increase in converted product net sales is primarily due to a 57% increase in tonnage shipped, which was partially
offset by a 3% decrease in net selling price per ton. Converted product tons shipped increased due to the effect of the
U.S. business acquired from Fabrica, which accounted for 78% of the increase in tonnage shipped, and due to new
orders from existing customers. Net selling price per ton decreased due to the mix of products sold.

Net sales of parent rolls decreased $298,000, or 19%, from $1.6 million in 2013 to $1.3 million in 2014. The decrease
in parent roll net sales was primarily due to a 16% decrease in the net selling price per ton and a 4% decrease in parent
roll tons shipped. Parent roll tons shipped decreased due to anticipated requirements by our converting operation and
a planned increase in parent roll inventory prior to the beginning of demolition of two paper machines. The higher
converting requirements are due to the increased shipments of converted product expected in the fourth quarter of
2014. The decrease in selling price per ton is primarily due to a continued soft market for parent rolls.

Cost of Sales

Three Months

Ended September

30,

2014 2013
(in thousands, except gross profit margin % and
paper cost per ton consumed)

Cost of goods sold $33,276 $20,704
Depreciation 2,369 1,916
Cost of sales $35,645 $22.620
Gross profit $8,784 $7,140
Gross profit margin % 19.8 % 240 %
Total paper cost per ton consumed $775 $753
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The major components of cost of sales are the cost of internally produced paper, raw materials, direct labor and
benefits, freight costs of products shipped to customers, insurance, repairs and maintenance, energy, utilities and
depreciation.

Cost of sales increased $13.0 million, or 58%, to $35.6 million, compared to $22.6 million in the same period of 2013,
due primarily to increased sales, higher overhead costs in our paper production operation (lower production levels had
a negative effect on absorption of fixed overhead costs) and higher depreciation expense. As a percentage of net sales,
cost of sales increased to 80.2% in the 2014 quarter from 76.0% in the 2013 quarter. Cost of sales as a percentage of
net sales for the third quarter of 2014 was unfavorable to the prior year quarter due to the higher overhead costs
mentioned above, higher fiber prices, increased depreciation expense and lower parent roll selling prices.

Our overall cost of paper in the third quarter of 2014 was $775 per ton, which was $22 per ton higher compared to the
same period in 2013. Paper production costs were negatively affected by the previously discussed shutdown in
September of two paper machines, which increased production costs per ton primarily due to the effect of reducing
fixed cost absorption, and an 8% increase in average fiber prices across our fiber basket in the third quarter of 2014
compared to the same quarter in 2013, which increased our cost of sales by approximately $400,000 in the
quarter-over-quarter comparison. A lower than normal operating rate in the U.S. tissue sector resulted in a downward
pressure on parent roll prices, which negatively affected our operating margin by about $240,000 in the
quarter-over-quarter comparison.

Gross Profit

Gross profit in the quarter ended September 30, 2014, increased $1.6 million, or 23%, to $8.8 million compared to
$7.1 million in the same period last year. Gross profit as a percentage of net sales in the 2014 quarter was 19.8%
compared to 24.0% in the 2013 quarter. The gross profit decrease as a percent of net sales was primarily the result of
higher overhead costs in our paper production operation, higher fiber prices, higher depreciation expense and lower
parent roll selling prices.

Selling, General and Administrative Expenses

Three Months
Ended

September 30,
2014 2013
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(in thousands,
except SG&A as
a % of net sales)

Commission expense $371 $490
Other S,G&A expenses 2,170 1,632
Selling, General & Admexp $2,541  $2,122
SG&A as a % of net sales 57 % 71 %

Selling, general and administrative expenses include salaries, commissions to brokers and other miscellaneous
expenses. Selling, general and administrative expenses increased $419,000, or 20%, in the quarter ended

September 30, 2014 as compared to the same period in 2013 primarily due to $402,000 of additional non-cash
compensation expense related to options granted to management during 2014, which were partially offset by lower
commission expense due to the mix of converted products sold and lower artwork and product packaging design
fees. As a percentage of net sales, selling, general and administrative expenses decreased to 5.7% in the third quarter
of 2014 compared to 7.1% in the same period of 2013.

Amortization of Intangibles

The Company recognized $322,000 of amortization expense related to the intangible assets acquired in the Fabrica
Transaction during the quarter ended September 30, 2014.
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Operating Income

As a result of the foregoing factors, operating income for the quarter ended September 30, 2014, was $5.9 million
compared to operating income of $5.0 million for the same period of 2013.

Interest Expense and Other Income

Three Months
Ended
September 30,
2014 2013
(in thousands)
Interest expense $90 $92
Other (income) expense, net $147  $(9 )

Income before income taxes $5,684 $4,935

Interest expense includes interest on all debt and amortization of deferred debt issuance costs. Interest expense for the
quarter ended September 30, 2014 excludes $43,000 of interest capitalized on significant projects during the quarter.
Total interest expense of $133,000 was higher in the quarter ended September 30, 2014, compared to the quarter
ended September 30, 2013 primarily due to higher debt balances in the third quarter of 2014 due primarily to
additional debt incurred in conjunction with the Fabrica Transaction in the second quarter of 2014.

Income Before Income Taxes

As a result of the foregoing factors, income before income taxes increased $749,000 to $5.7 million in the quarter
ended September 30, 2014, compared to $4.9 million in the same period in 2013.

Income Tax Provision
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As of September 30, 2014, our annual estimated effective income tax rate is 32.4%, compared to 27.5% at September
30, 2013. For the quarters ended September 30, 2014 and 2013, our actual effective income tax rates were 32.6% and
24.6%, respectively. The actual effective tax rate in the third quarter of 2014 is higher than the 2013 effective tax rate
due primarily to the effect of options exercised during the 2013 quarter. The annual estimated effective tax rate in
2014 is higher than the 2013 effective tax rate due to the expiration of the Indian employment tax credit (“IEC”) at the
end of 2012 and the end of 2013. Recognition of a $222,000 IEC for 2012 was deferred until the first quarter of 2013
as the American Taxpayer Relief Act of 2012, which extended the IEC through 2013, was not signed into law by the
President of the United States until 2013. Therefore, the IEC for both 2012 and 2013 were recorded in the 2013
effective tax rate. Additionally, no IEC has been recognized in the 2014 estimated effective tax rate, as the IEC
expired at the end of 2013 and has not been extended for 2014. The annual estimated effective income tax rate for
2014 is lower than the statutory rate due primarily to U.S. manufacturing tax credits. The annual estimated effective
income tax rate for 2013 is lower than the statutory rate due primarily to U.S. manufacturing tax credits and IECs,
including the 2012 IEC that was deferred until 2013.

Our earnings in Mexico will be subject to the country’s 30% income tax rate. Tax liabilities in Mexico were not
material for the quarter ended September 30, 2014.

Comparative Nine-Month Periods Ended September 30, 2014 and 2013

Net Sales

Nine Months
Ended September
30,

2014 2013
(in thousands,
except tons)

Converted product net sales $97,042 $80,601

Parent roll net sales 4,342 5,000
Net sales $101,384 $85,601
Converted product tons shipped 47,006 38,964
Parent roll tons shipped 4,922 4,859
Total tons shipped 51,928 43,823
20
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Net sales increased 18% to $101.4 million in the nine months ended September 30, 2014, compared to $85.6 million
in the same period of 2013. Net sales figures represent gross selling price, including freight, less discounts and pricing
allowances. The increase in net sales is due to a $16.4 million increase in the sales of converted products being
partially offset by a $658,000 decrease in the net sales of parent rolls.

Net sales of converted product for the nine months ended September 30, 2014 increased by $16.4 million, or 20%, to
$97.0 million compared to $80.6 million in the same period last year. The increase in net sales of converted products
is the result of a 21% increase in tonnage shipped, while net selling prices remained flat when compared to the prior
year period. The increase in the tonnage shipped is primarily due to the U.S. business acquired from Fabrica, which
comprised 96% of the increase in tonnage shipped, and increased sales to current customers.

Net sales of parent rolls decreased $658,000, or 13%, to $4.3 million in the nine months ended September 30, 2014,
compared to $5.0 million in the same period last year. Net sales of parent rolls decreased due to a 14% decrease in net
selling price per ton, which was partially offset by a 1% increase in parent roll tonnage shipped. The decrease in
selling price per ton is primarily due to a soft market for parent rolls.

Cost of Sales

Nine Months

Ended September

30,

2014 2013
(in thousands, except gross profit margin % and
paper cost per ton consumed)

Cost of goods sold $74,282 $59,248
Depreciation 6,810 5,690
Cost of sales $81,092 $64,938
Gross profit $20,292  $20,663
Gross profit margin % 200 % 241 %

Total paper cost per ton consumed $764 $754

The major components of cost of sales are the cost of internally produced paper, raw materials, direct labor and
benefits, freight costs of products shipped to customers, insurance, repairs and maintenance, energy, utilities and
depreciation.
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Cost of sales increased approximately $16.2 million, or 25%, to $81.1 million for the nine months ended

September 30, 2014, compared to $64.9 million in the same period of 2013, due primarily to higher fiber costs, higher
overhead costs in our converting and paper production operations and higher depreciation expense. As a percentage
of net sales, cost of sales increased to 80.0% of net sales in the nine-month period ended September 30, 2014,
compared to 75.9% of net sales in the nine-month period ended September 30, 2013. The increase in cost of sales as a
percentage of net sales in the nine months ended September 30, 2013, was primarily attributed to the higher fiber
prices and overhead costs mentioned above and lower parent roll prices.

In the nine months ended September 30, 2014, our overall cost of paper was $764 per ton, which was an increase of
$10 per ton when compared to the same period in 2013. Our cost per ton increased primarily due to higher fiber
prices and higher overhead costs in our paper production operation, primarily maintenance and repair costs. Average
fiber prices across our fiber basket increased approximately 9% in the nine-months of 2014 compared to the same
period in 2013, which negatively affected our cost of sales by $700,000. Maintenance and repair costs increased by
approximately $318,000 in the 2014 period compared to the prior year period. The lower net selling prices of parent
rolls mentioned above reduced our gross margin by about $720,000 in the current year period.

Converting production costs on a per unit basis, excluding depreciation and external warehousing costs, increased
during the first nine months of 2014 compared to the same period in 2013, primarily due to higher overhead costs,
including maintenance and repair costs and relocation costs. Maintenance and repair costs increased by approximately
$324,000 in the 2014 period compared to the prior year period.

Gross Profit

Gross profit in the nine months ended September 30, 2014 decreased $371,000 million, or 2%, to $20.3 million
compared to $20.7 million in the same period last year. Gross profit as a percentage of net sales in the 2014 period
was 20.0% compared to 24.1% in the 2013 quarter. The gross profit decrease as a percent of net sales was primarily
the result of higher converting production costs, higher fiber costs, increased overhead costs in our paper production
operations, and lower parent roll selling prices.
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Selling, General and Administrative Expenses

Nine Months

Ended

September 30,

2014 2013
(in thousands,
except SG&A
as a % of net
sales)

Commission expense $1,204 $1,403
Other S,G&A expenses 7,923 5,509
Selling, General & Admexp $9,127 $6,912
SG&A as a % of net sales 90 % 81 %

Selling, general and administrative expenses include salaries, commissions to brokers and other miscellaneous
expenses. Selling, general and administrative expenses increased $2.2 million, or 32%, in the nine-month period
ended September 30, 2014 as compared to the same period in 2013 primarily due to $1.6 million of costs related to the
Fabrica Transaction, $1.1 million of additional non-cash compensation expense related to options granted to
management during 2014 and higher professional fees related to the Fabrica Transaction, which were partially offset
by lower commission expense due to mix of products sold and lower artwork and product packaging design fees. As a
percentage of net sales, selling, general and administrative expenses increased to 9.0% in the nine-month period of
2014 compared to 8.1% in the same period of 2013.

Amortization of Intangibles

The Company recognized $430,000 of amortization expense related to the intangible assets acquired in the Fabrica
Transaction during the nine-month period ended September 30, 2014.

Operating Income
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As a result of the foregoing factors, operating income for the nine months ended September 30, 2014 was $10.7
million compared to operating income of $13.8 million for the same period of 2013.

Interest Expense and Other Income

Nine Months

Ended

September 30,

2014 2013

(in thousands)
Interest expense $215 $280
Other (income) expense, net $141 $21 )

Income before income taxes $10,379 $13,492

Interest expense includes interest on all debt and amortization of deferred debt issuance costs. Interest expense for the
nine-month period ended September 30, 2014 excludes $153,000 of interest capitalized on significant projects during
the period. Total interest expense of $368,000 increased in the nine-month period ended September 30, 2014,
compared to $280,000 in the nine-month period ended September 30, 2013, primarily due to writing off $38,000 of
deferred debt costs when we refinanced our debt with a new creditor and higher debt balances in the third quarter of
2014 due primarily to additional debt incurred in conjunction with the Fabrica Transaction.

Income Before Income Taxes

As a result of the foregoing factors, income before income taxes decreased $3.1 million to $10.4 million in the nine
months ended September 30, 2014, compared to $13.5 million in the same period in 2013.

Income Tax Provision

As of September 30, 2014, our annual effective income tax rate is estimated to be 32.4%. For the nine months ended
September 30, 2013, our effective income tax rate was 26.2%. The annual estimated effective tax rate in 2014 is
higher than the 2013 effective tax rate primarily due to the impact of stock options exercised in 2013 and the
expiration of the Indian employment tax credit (“IEC”) at the end of 2012 and the end of 2013. Recognition of a
$222,000 IEC for 2012 was deferred until the first quarter of 2013 as the American Taxpayer Relief Act of 2012,
which extended the IEC through 2013, was not signed into law by the President of the United States until 2013.
Therefore, the IEC for both 2012 and 2013 were recorded in the 2013 effective tax rate. Additionally, no IEC has
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been recognized in the 2014 estimated effective tax rate, as the IEC expired at the end of 2013 and has not been
extended for 2014. The annual estimated effective income tax rate for 2014 is lower than the statutory rate due
primarily to manufacturing tax credits. The annual estimated effective income tax rate for 2013 is lower than the
statutory rate due primarily to manufacturing tax credits and IECs, including the 2012 IEC that was deferred until
2013.

Our earnings in Mexico will be subject to the country’s 30% income tax rate. Tax liabilities in Mexico were not
material for the nine-month period ended September 30, 2014.
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Future Expected Stock Option Expense

In the first nine months of 2014, the Board of Directors granted options to purchase 145,000 shares of the Company’s
common stock to certain members of management. Additionally, on April 9, 2014, the Company’s shareholders
approved the option to purchase 400,000 shares of the Company’s common stock granted to Mr. Jeffrey S. Schoen, the
Company’s President and Chief Executive Officer, on November 8, 2013. These options will become exercisable in
four equal tranches, if at all, if and when the share price of the common stock closes at a certain percentage of the
purchase price of the option for three consecutive business days, in accordance with the following vesting schedule:

Share
price
required
to
achieve
vesting
Tranche 1 $34.788
Tranche 2 $42.350
Tranche 3 $51.425
Tranche 4 $ 60.500

The grant of these options will have a material impact on the Company’s future results of operations and on the
comparability of the Company’s results from period to period. The Company expenses the cost of these options
granted on a straight-line basis over the implicit, or derived, service period of the option based on the grant-date fair
value of the award. The Company expects to expense the compensation cost associated with these options based on
the following schedule:

2014 2014 2015 2016
Q1 Q2 Q3 Q4 Total Total Total
(in thousands)

Tranche 1 $96 $423 $196 $2  $717 $- $-
Tranche 2 26 141 122 135 424 240 -
Tranche 3 15 76 66 72 229 289 59
Tranche 4 10 50 43 47 150 189 136

Total expense $147 $690 $427 $256 $1,520 $718 $195

However, if the market condition is achieved for any tranche of these options prior to the end of the derived service
period, all remaining expense related to that tranche would be recognized in the period in which the market condition
is achieved.
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Liquidity and Capital Resources

Liquidity refers to the liquid financial assets available to fund our business operations and pay for near-term
obligations. These liquid financial assets consist of cash and short-term investments as well as unused borrowing
capacity under our revolving credit facility. Our cash requirements have historically been satisfied through a
combination of cash flows from operations and debt and equity financings. We expect this trend to continue.

During the nine months ended September 30, 2014, cash decreased $3.7 million, to $3.5 million at September 30,
2014, compared to $7.2 million at December 31, 2013. During the 2014 period, our most significant event effecting
liquidity was funding the Fabrica acquisition. In order to provide funding for the acquisition, as well as provide
appropriate liquidity for our $30.0 million capacity expansion currently underway and expected future business
growth, we entered into a new $75 million credit facility with U.S. Bank. As part of the new facility, we refinanced
our long-term debt into a $30.0 million term loan to obtain additional borrowing capacity, which was utilized to pay
the $16.7 million cash consideration portion of the purchase price in the Fabrica Transaction. In conjunction with
entering into the new credit agreement with U.S. Bank, we paid off $14.6 million in long-term debt with JPMorgan
Chase. Our new credit arrangement with U.S. Bank includes access to a $45 million revolving line of credit; $25
million to be used for working capital purposes and $20 million to be used to finance future capital expenditures
related to the new paper mill and converting line projects. Net borrowings under the revolving line of credit were $0
as of September 30, 2014. We sold $5.0 million of short-term investments during the nine-month period ending
September 30, 2014, incurred $13.3 million of capital expenditures and paid $8.7 million in dividends to
stockholders. The remaining purchase consideration for the Fabrica acquisition of $20.0 million was paid with shares
of the Company’s common stock that had a fair market value of $16.0 million at the time of the acquisition.

As of September 30, 2014, total debt outstanding was $29.3 million. Cash as of September 30, 2014, totaled $3.5
million, resulting in a net debt level of $25.8 million. This compares to $15.1 million in total debt and $12.2 million
in total cash and short-term investments as of December 31, 2013, resulting in a net debt level of $2.8 million. There
were no amounts outstanding under our $45.0 million revolving line of credit.
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The following table summarizes key cash flow information for the nine-month periods ended September 30, 2014 and
2013:

Nine Months
Ended September
30,

2014 2013
(in thousands)

Cash flows provided by (used in):

Operating activities $15,871 $11,718
Investing activities $(25,011) $(7,570)
Financing activities $5,426 $(4,852)

Cash flows provided by operating activities was $15.8 million in the nine-month period ended September 30, 2014,
which primarily resulted from earnings before non-cash charges and an increase in accounts payable, which were
partially offset by increases in accounts receivable and other receivables. The increase in accounts payable is
primarily related to the timing of purchases and cash payments, while the increase in accounts receivable is primarily
related to increased sales from the Fabrica acquisition, the timing of sales and related cash receipts. The increase in
other receivables is primarily due to the timing of value-added tax (“VAT”) payments, which are primarily due to
equipment purchased from Fabrica.

Cash flows used in investing activities was $25.0 million in the first nine months of 2014 as a result of $16.7 million
of cash paid in the Fabrica Transaction and $13.3 million in expenditures on capital projects, which was partially
offset by $5.0 million of proceeds from the sale of short-term investments.

Cash flows provided by financing activities was $5.4 million in the nine-month period ended September 30, 2014,
primarily as a result of $30.0 of net borrowings under our new credit facility, which was partially offset by $15.8
million of debt payments, including the payoff of $14.6 million when our debt was refinanced with a new creditor,
and $8.7 million of cash dividends paid to stockholders. While we expect to continue to declare quarterly dividends,
the payment of future dividends is at the discretion of the Board of Directors and the timing and amount of any future
dividends will depend upon earnings, cash requirements and financial condition of the Company.
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Cash flows provided by operating activities was $11.7 million in the nine-month period ended September 30, 2013,
which primarily resulted from earnings before non-cash charges, which were partially offset by increases in accounts
receivable and inventories. The increase in accounts receivable is primarily related to the timing of sales and related
cash receipts. The increase in inventories is primarily related to higher inventories of virgin fiber and parent rolls due
to the change in product mix toward mid and premium tier products.

Cash flows used in investing activities was $7.6 million in the first nine months of 2013 as a result of $7.6 million in
expenditures on capital projects.

Cash flows used in financing activities was $4.9 million in the nine-month period ended September 30, 2013,
primarily as a result of $7.9 million of cash dividends paid to stockholders and $864,000 of principal repayments on
our long-term debt, which were partially offset by $3.9 million of proceeds and excess tax benefits from the exercise
of stock options.

Critical Accounting Policies and Estimates

The preparation of our financial statements and related disclosures in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and judgments that affect our
reported amounts of assets and liabilities, revenues and expenses, and related disclosures of contingent assets and
liabilities. On an on-going basis, we evaluate our estimates and assumptions based upon historical experience and
various other factors and circumstances. Management believes that our estimates and assumptions are reasonable
under the circumstances; however, actual results may vary from these estimates and assumptions under different
future circumstances. We have identified the following critical accounting policies that affect the more significant
judgments and estimates used in the preparation of our financial statements:
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Accounts Receivable. Accounts receivable consist of amounts due to us from normal business activities. Our
management must make estimates of accounts receivable that will not be collected. We perform ongoing credit
evaluations of our customers and adjust credit limits based upon payment history and the customer’s creditworthiness
as determined by our review of their current credit information. We continuously monitor collections and payments
from our customers and maintain a provision for estimated losses based on historical experience and specific customer
collection issues that we have identified. Trade receivables are written-off when all reasonable collection efforts have
been exhausted, including, but not limited to, external third-party collection efforts and litigation. While such credit
losses have historically been within management’s expectations and the provisions established, there can be no
assurance that we will continue to experience the same credit loss rates as in the past. During the nine-month period
ended September 30, 2014, no accounts receivable not expected to be collected were written off against the allowance
for doubtful accounts, and the provision was not increased or decreased based on historical experience and an
evaluation of the quality of existing accounts receivable. Recovery of a $1,000 receivable previously written off was
credited to the provision, resulting in a net increase of $1,000 in the provision. During the nine-month period ended
September 30, 2013, $35,000 of accounts receivable not expected to be collected were written off against the
allowance for doubtful accounts, while the provision was increased $30,000 based on historical experience and an
evaluation of the quality of existing accounts receivable, resulting in a net decrease of $5,000 in the provision. There
were no recoveries credited during the first nine months of 2013.

Inventory. Our inventory consists of converted finished goods, bulk paper rolls and raw materials and is stated at the
lower of cost or market based on standard cost, specific identification, or FIFO (first-in, first-out). Standard costs
approximate actual costs on a FIFO basis. Material, labor and factor overhead necessary to produce the inventories
are included in the standard cost. Our management regularly reviews inventory quantities on hand and records a
provision for excess and obsolete inventory based on the age of the inventory and forecasts of product demand. A
significant decrease in demand could result in an increase in the amount of excess inventory quantities on hand.
During the first nine months of 2014, the inventory allowance was increased $123,000 based on a specific review of
estimated slow moving or obsolete inventory items and was decreased $95,000 due to actual write-offs of obsolete
inventory items, resulting in a net increase in the allowance of $28,000. During the first nine months of 2013, the
inventory allowance was increased $6,000 based on a specific review of estimated slow moving or obsolete inventory
items and was decreased $49,000 due to actual write-offs of obsolete inventory items, resulting in a net decrease in the
allowance of $43,000.

Property, plant and equipment. Significant capital expenditures are required to establish and maintain a paper mill
and converting facility. Our property, plant and equipment consists of land, buildings and improvements, machinery
and equipment, vehicles, parts and spares and construction-in-process, which are stated at cost, net of accumulated
depreciation. Depreciation of property, plant and equipment is calculated using the straight-line method over the
estimated useful lives of the assets. Our management regularly reviews estimated useful lives to determine whether
any changes are necessary to reflect the related assets’ actual productive lives. The lives of our property, plant and
equipment currently range from 2.5 to 40 years.

Stock-based Compensation. U.S. GAAP requires equity-classified, share-based payments to employees, including
grants of employee stock options, to be valued at fair value on the date of grant and to be expensed over the applicable
vesting period. We recognize this expense on a straight-line basis over the options’ expected terms. We issue stock
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options that vest over a specified period (time-based vesting) and stock options that vest when the price of the
Company’s common stock reaches a certain price (market-based vesting). We also issue restricted stock.

We granted options to purchase 585,000 and 43,750 shares of our common stock in the first nine months of 2014 and
2013, respectively. We recorded stock-based compensation expense of $1,571,000 and $303,000 during the
nine-month periods ended September 30, 2014 and 2013, respectively, in connection with the option grants. During
the nine-months ended September 30, 2013, we granted 16,000 shares of restricted stock pursuant to the 2005 Stock
Incentive Plan. We recorded stock-based compensation expense of $38,000 and $77,000 during the nine months
ended September 30, 2014 and 2013, respectively, in connection with the restricted stock grants. Grants of restricted
stock are valued using the closing market price of our common stock on the date of grant.

We estimate the grant date fair value of time-based stock option awards using the Black-Scholes option valuation
model, which requires assumptions involving an estimate of the fair value of the underlying common stock on the date
of grant, the expected term of the options, volatility, discount rate and dividend yield. Separate values were

determined for options having exercise prices ranging from $5.33 to $31.125. For options valued using the
Black-Scholes option valuation model, we calculated expected option terms based on the “simplified” method for “plain
vanilla” options, due to the Company’s limited exercise information. The “simplified method” calculates the expected
term as the average of the vesting term and the original contractual term of the options. We calculated volatility using
the daily volatilities of our common stock since our Initial Public Offering (“IPO”), while the discount rate was
estimated using the interest rate for a treasury note with the same contractual term as the options granted. Dividend
yield is estimated at our current dividend rate, which adjustments for any known future changes in the rate.

We have engaged a valuation specialist to estimate the grant date fair value of market-based stock option awards. The
specialist utilizes a Monte Carlo valuation method to estimate the grant date fair value of the options granted in order

to simulate a range of our possible future stock prices. Significant assumptions to the Monte Carlo method include the
expected life of the option, volatility and dividend yield. The expected life of the option is based on the average of the
service period and the contractual term of the option, using the “simplified” method for “plain vanilla” options. Volatility
is calculated based on a mix of historical and implied volatility during the expected life of the options. Historical
volatility is considered since our IPO and implied volatility is based on the publicly traded options of a three company
peer group within the paper industry. Dividend yield is estimated based on our average historical dividend yield and

our current dividend yield as of the grant date. The Monte Carlo analysis is performed under a risk-neutral premise,
under which price drift is modeled using treasury note yields matching the expected life of the options.

Under U.S. GAAP, we expense the compensation cost related to the marked-based stock option awards on a
straight-line basis over the derived service periods of the options as calculated under the Monte Carlo valuation
method. However, if the market condition is achieved for any tranche of these options prior to the end of the derived
service period, all remaining expense related to that tranche would be recognized in the period in which the market
condition is achieved. Additionally, if the service period is met but the share price target required for the options to
become exercisable is never achieved, no compensation cost may be reversed. As such, we may recognize expense
for options that never become exercisable.
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In addition, we are required to develop an estimate of the number of share-based awards that will be forfeited due to
employee turnover. The guidance on stock compensation requires forfeitures to be estimated at the time of grant and
revised, if necessary, in subsequent periods if actual forfeitures differ from those estimates in order to derive our best
estimate of awards ultimately expected to vest. We estimate forfeitures based on historical experience related to our
own stock-based awards granted. We anticipate that these estimates will be revised, if necessary, in subsequent
periods if actual forfeitures differ from those estimates.

Intangible Assets and Goodwill. We allocate the cost of business acquisitions to the assets acquired and liabilities
assumed based on their estimated fair values at the date of acquisition (commonly referred to as the purchase price
allocation). As part of the purchase price allocations for our business acquisitions, identifiable intangible assets are
recognized as assets apart from goodwill if they arise from contractual or other legal rights, or if they are capable of
being separated or divided from the acquired business and sold, transferred, licensed, rented or exchanged. We have
engaged a valuation specialist to estimate the fair value of our purchase price and the related intangible assets
acquired.

During 2014, we acquired the assets and U.S. business of Fabrica. Due to these transactions, we separately
recognized the fair values of a combined Supply and Lease Agreement, trademarks, a non-compete agreement and
customer relationships. The fair value of these assets was determined using an income approach, as follows: Supply
and Lease Agreement - discounted cash flows method, trademarks — “relief from royalty” method, non-compete
agreement - “with and without” method, and customer relationships - excess earnings method. An income approach
requires estimates of future income. Under the discounted cash flow method, we utilized assumptions related to the
term of the agreements, the net benefit from the agreements and any changes in that benefit over the term of the
agreement, future tax rates and discount rates. Under the relief from royalty method, we estimated the useful lives of
the trademarks, future revenues associated with the trademarks, a royalty rate and a discount rate. The with and
without method requires assumptions related to the probability of competition in the absence of the non-compete
agreement, the loss of future revenues due to competition and discount rates. Under the excess earnings method, we
must estimate future revenues, including growth and attrition rates, income tax rates, a rate of return on assets, and
discount rates. Future revenues and estimated benefits from the agreements are based on management’s knowledge of
the industry, customers, operations and the agreements. Tax rates are based on current effective tax rates. The royalty
rate is based on analysis of current royalty rates for corporate and product trademarks for similar products and
evaluation of factors such as alternative trademarks available, legal defensibility, remaining useful life, licensing
power, net revenue margin, market share, barriers to entry, capital requirements and customers’ bargaining power. The
discount rate used to determine the present value of future cash flows was based on the weighted average cost of
capital method.

The value assigned to goodwill equals the amount of the purchase price of the business acquired in excess of the sum
of the amounts assigned to identifiable acquired assets, both tangible and intangible, less liabilities assumed. At
September 30, 2014, we had goodwill of $7.6 million and identifiable intangible assets, net of accumulated
amortization, of $17.6 million.
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Intangible assets are amortized over their respective estimated useful lives ranging from two to twenty years. The
useful life of an intangible asset is the period over which the asset is expected to contribute directly or indirectly to our
future cash flows rather than the period of time that it would take us to internally develop an intangible asset that
would provide similar benefits. The estimate of the useful lives of our intangible asset is based on an analysis of all
pertinent factors, in particular:

the expected use of the asset by the entity;

the expected useful life of another asset or group of assets to which the useful life of the intangible asset may relate;
any legal, regulatory or contractual provisions that may limit the useful life;

any legal, regulatory, or contractual provisions that enable renewal or extension of the asset’s legal or contractual life
without substantial cost (provided there is evidence to support renewal or extension and renewal or extension can be
accomplished without material modifications of the existing terms and conditions);

the effects of obsolescence, demand, competition and other economic factors (such as the stability of the industry,
known technological advances, legislative action that results in an uncertain or changing regulatory environment, and
expected changes in distribution channels); and

the level of regular maintenance expenditures (but not enhancements) required to obtain the expected future cash
flows from the asset (for example, a material level of required maintenance in relation to the carrying amount of the
asset may suggest a limited useful life).

If no legal, regulatory, contractual, competitive, economic, or other factors limit the useful life of an intangible asset,
the useful life of the asset is considered to be indefinite. The term indefinite does not mean infinite. An intangible
asset with a finite useful life is amortized over that useful life; an intangible asset with an indefinite useful life is not
amortized. We have no intangible assets with indefinite useful lives. Under U.S. GAAP, goodwill is not amortized.
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Impairment of Long-Lived Assets. We review long-lived assets such as property, plant and equipment, intangible
assets and goodwill for impairment whenever events or changes in circumstances indicate that the carrying amount of
these assets may not be recoverable, and also review goodwill annually. U.S. GAAP requires that goodwill be tested,
at a minimum, annually for each reporting unit. The first step in testing goodwill to assess qualitative factors to
determine whether it is more likely than not that goodwill is impaired as a basis for determining whether it is
necessary to perform the quantitative impairment test. If the first step indicates a quantitative test must be performed,
the second step is to identify any potential impairment by comparing the carrying value of the reporting unit to its fair
value. If a potential impairment is identified, the third step is to measure the impairment loss by comparing the
implied fair value of goodwill with the carrying value of goodwill of the reporting unit. As our goodwill was acquired
in the second quarter of 2014, we are not yet required to have performed an impairment test.

New Accounting Pronouncements

Refer to the discussion of recently adopted/issued accounting pronouncements under Part I, Notes to Unaudited
Interim Financial Statements Note 12 — New Accounting Pronouncements.

Non-GAAP Discussion

In addition to our GAAP results, we also consider non-GAAP measures of our performance for a number of purposes.
The three non-GAAP financial measures used within this report are: (1) EBITDA, (2) Adjusted EBITDA and (3) Net
Debt.

We use EBITDA and Adjusted EBITDA as a supplemental measure of our performance that is not required by, or
presented in accordance with GAAP. EBITDA and Adjusted EBITDA should not be considered as an alternative to
net income, operating income or any other performance measure derived in accordance with GAAP, or as an
alternative to cash flows from operating activities or a measure of our liquidity.

EBITDA represents net income before net interest expense, income tax expense, depreciation and amortization.
Amortization of deferred debt issuance costs is included in net interest expense. Adjusted EBITDA represents
EBITDA before non-cash stock compensation expense and sporadic expenses, such as costs of business acquisitions.
We believe EBITDA and Adjusted EBITDA facilitate operating performance comparisons from period to period and
company to company by eliminating potential differences caused by variations in capital structures (affecting relative
interest expense), tax positions (such as the impact on periods or companies of changes in effective tax rates or net
operating losses), the age and book depreciation of facilities and equipment (affecting relative depreciation expense),
non-cash compensation and valuation (affecting stock compensation expense) and sporadic expenses (including costs
of business acquisitions).
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EBITDA and Adjusted EBITDA have limitations as an analytical tool, and you should not consider them in isolation,
or as a substitute for any of our results as reported under GAAP. Some of these limitations are:

it does not reflect our cash expenditures for capital assets;

it does not reflect changes in, or cash requirements for, our working capital requirements;

it does not reflect cash requirements for cash dividend payments;

it does not reflect the interest expense, or the cash requirements necessary to service interest or principal payments on
our indebtedness;

although depreciation and amortization are non-cash charges, the assets being depreciated and amortized will often
have to be replaced in the future, and EBITDA and Adjusted EBITDA do not reflect cash requirements for such
replacements; and

other companies, including other companies in our industry, may calculate these measures differently than we do,
limiting their usefulness as a comparative measure.

Because of these limitations, EBITDA and Adjusted EBITDA should not be considered as a measure of discretionary
cash available to us to invest in the growth of our business or to reduce our indebtedness. We compensate for these
limitations by relying primarily on our GAAP results and using EBITDA and Adjusted EBITDA on a supplemental
basis.
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The following table reconciles EBITDA and Adjusted EBITDA to net income for the three months ended
September 30, 2014 and 2013:

Three Months
Ended
September 30,
2014 2013
(in thousands,
except % of net

sales)
Net income $3,830 $3,723
Plus: Interest expense, net 90 92
Plus: Income tax expense 1,854 1,212
Plus: Depreciation 2,369 1,916
Plus: Intangibles amortization 322 -
EBITDA $8,465 $6,943
% of net sales 19.1 % 233 %
Plus: Stock compensation expense 437 47
Plus: Acquisition costs 84 -
Plus: Demolition costs 207 -
Adjusted EBITDA $9,193  $6,990
% of net sales 207 % 235 %

Adjusted EBITDA increased $2.2 million to $9.2 million in the quarter ended September 30, 2014, compared to $7.0
million in the same period in 2013. Adjusted EBITDA as a percent of net sales decreased to 20.7% in the third
quarter of 2014 from 23.5% in the third quarter of 2013. EBITDA increased $1.5 million to $8.5 million in the
quarter ended September 30, 2014, compared to $6.9 million in the same period in 2013. EBITDA as a percent of net
sales decreased to 19.1% in the third quarter of 2014 from 23.3% in the third quarter of 2013. The foregoing factors
discussed in the net sales, cost of sales and selling, general and administrative expenses sections are the reasons for the
decrease.

The following table reconciles EBITDA and Adjusted EBITDA to net income for the nine-month periods ended
September 30, 2014 and 2013:

Nine Months
Ended September
30,
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2014 2013
(in thousands,
except % of net

sales)
Net income $7,019 $9,959
Plus: Interest expense, net 215 280
Plus: Income tax expense 3,360 3,533
Plus: Depreciation 6,810 5,690
Plus: Intangibles amortization 430 -
EBITDA $17,834  $19,462
% of net sales 176 % 227 %
Plus: Stock compensation expense 1,609 380
Plus: Acquisition costs 1,572 -
Plus: Demolition costs 207 -
Adjusted EBITDA $21,222  $19,842
% of net sales 209 % 232 %

Adjusted EBITDA increased $1.4 million to $21.2 million in the nine-month period ended September 30, 2014,
compared to $19.8 million in the same period in 2013. Adjusted EBITDA as a percent of net sales decreased to
20.9% in the 2014 period from 23.2% in the same period of 2013. EBITDA decreased $1.6 million to $17.8 million
in the nine-month period ended September 30, 2014, compared to $19.5 million in the same period in 2013. EBITDA
as a percent of net sales decreased to 17.6% in the 2014 period from 22.7% in the third quarter of 2013. The
foregoing factors discussed in the net sales, cost of sales and selling, general and administrative expenses sections are
the reasons for the decrease.

We use Net Debt as a supplemental measure of our leverage that is not required by, or presented in accordance with
GAAP. Net Debt should not be considered as an alternative to total debt, total liabilities or any other performance
measure derived in accordance with GAAP. Net Debt represents total debt reduced by cash and short-term
investments. We use this figure as a means to evaluate our ability to repay our indebtedness and to measure the risk of
our financial structure.
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Net Debt represents the amount that Cash and Short-Term Investments is less than total Debt of the Company. The
amounts included in the Net Debt calculation are derived from amounts included in the historical Balance Sheets. We
have reported Net Debt because we regularly review Net Debt as a measure of the Company’s leverage. However, the
Net Debt measure presented in this document may not be comparable to similarly titled measures reported by other
companies due to differences in the components of the calculation.

Net Debt increased from $2.8 million on December 31, 2013, to $25.8 million on September 30, 2014, as a result of
new borrowings for the Fabrica acquisition and the sale of $5.0 million of short-term investments.

The following table presents Net Debt as of September 30, 2014, and December 31, 2013:

As of
SeptembeDecember
30, 31,

2014 2013

(in thousands)
Current portion long-term debt $2,700  $ 1,152

Long-term debt 26,625 13,927
Total debt 29,325 15,079
Less: Cash (3,491) (7,205 )
Less: Short-term investments - (5,035 )
Net debt $25,834 $2,839

ITEM 3. Quantitative and Qualitative Disclosures about Market Risk

There has been no material change in the information provided in response to Item 7A of the Company’s Form 10-K
for the year ended December 31, 2013.

ITEM 4. Controls and Procedures

Our management, under the supervision and with the participation of our chief executive officer and our chief
financial officer, has evaluated the effectiveness of our disclosure controls and procedures (as defined in

Rule 13a-15(e) under the Securities Exchange Act of 1934, as amended), as of the end of the period covered by this
Quarterly Report on Form 10-Q. Any controls and procedures, no matter how well designed and operated, can
provide only reasonable assurance of achieving the desired control objectives. Based on such evaluation, our chief
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executive officer and our chief financial officer have concluded that our disclosure controls and procedures were
effective at a reasonable assurance level as of September 30, 2014.

There were no changes in the Company’s internal control over financial reporting (as defined in Rule 13a-15(f) under
the Exchange Act) during the quarter ended September 30, 2014, that have materially affected, or are reasonably
likely to materially affect, our internal control over financial reporting.

PART II. OTHER INFORMATION

ITEM 1. Legal Proceedings

In management’s opinion, as of the date of this report, the Company is not engaged in legal proceedings which
individually or in the aggregate are expected to have a materially adverse effect on the Company’s results of operations
or financial condition. Further, management is not aware that any such proceedings are being contemplated or
threatened.

ITEM 1A. Risk Factors

We operate in a changing environment that involves numerous known and unknown risks and uncertainties that could
materially affect our operations. The risks, uncertainties and other factors set forth below and in our Annual Report
on Form 10-K for the fiscal year ended December 31, 2013 may cause our actual results, performances and
achievements to be materially different from those expressed or implied by our forward-looking statements. If any of
these risks or events occur, our business, financial condition or results of operations may be adversely affected. In
addition to the risk factors disclosed in the Company’s Annual Report on Form 10-K for the fiscal year ended
December 31, 2013 as filed with the SEC on March 6, 2014, additional risk factors reflecting recent developments at
the Company include:
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Fabrica’s failure to execute under the Supply Agreement could adversely affect our business

Under the Supply Agreement with Fabrica de Papel San Francisco, S.A. de C.V. (“Fabrica”), we have the right to
purchase up to 18,000 metric tons of parent rolls and equivalent converting capacity for certain specified product
during each twelve month period following the effective date of the Supply Agreement. We may purchase up to an
additional 7,000 metric tons annually in each of the first two years of the agreement, which has an initial term of
twenty years. Fabrica’s failure to execute under this agreement could limit the volume of products we could supply to
current and prospective customers or require us to look for other sources of capacity that are less favorable to us,
thereby resulting in lost revenues, increased costs and reduced profits.

Failure to successfully integrate the Fabrica business into our existing operations, and the additional indebtedness
incurred to finance the Fabrica acquisition, could adversely impact the price of our common stock and future
business and operations.

On June 3, 2014, we closed upon a transaction whereby we acquired various assets and business operations from
Fabrica pursuant to an Asset Purchase Agreement. The on-going integration of those assets and business into our
existing operations likely will be a complex and time-consuming process that may not be wholly successful. The
primary areas of focus for successfully integrating Fabrica’s business with our operations include, among others:
integrating information, communications and other systems; managing our growth; and integrating the supply chain.
Even if we successfully integrate Fabrica’s business into our existing operations, there can be no assurance that we will
realize the anticipated benefits of the transaction. The anticipated benefits may not be realized fully, or at all, or may
take longer to realize than expected.

Further, we desired to acquire assets and certain operations from Fabrica with the expectation that the acquisition will
result in various benefits for us, including, among others, business and growth opportunities, and increased revenue
streams. Increased competition and/or deterioration in business conditions may limit our ability to expand upon
Fabrica’s business. As such, we may not be able to realize the synergies, goodwill, business opportunities and growth
prospects anticipated in connection with the Fabrica Transaction.

As a result of closing the Fabrica Transaction, our indebtedness is now greater than our indebtedness prior to the
acquisition. The increased indebtedness and higher debt-to-equity ratio of our company may have the effect, among
other things, of reducing our flexibility to respond to changing business and economic conditions and increasing
borrowing costs. Our level of indebtedness could have important consequences. For example, it may require a
portion of our cash flow from operations for the payment of principal of, and interest on, our indebtedness. It may
also limit our ability to obtain additional financing to fund working capital, capital expenditures, additional
acquisitions, dividends or general corporate requirements.
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ITEM 2. Unregistered Sales of Equity Securities and Use of Proceeds

(a) Unregistered Sales of Equity Securities

None.

(b) Initial Public Offering and Use of Proceeds from the Sale of Registered Securities

None.

(c) Repurchases of Equity Securities

We do not have any programs to repurchase shares of our common stock and no such repurchases were made during
the three months ended September 30, 2014.

ITEM 3. Defaults Upon Senior Securities

None.

ITEM 4. Mine Safety Disclosures

Not applicable.

ITEM 5. Other Information

None.
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ITEM 6. Exhibits

See the Exhibit Index following the signature page to this Form 10-Q, which Exhibit Index is hereby incorporated by
reference herein.
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SIGNATURES

Pursuant to the requirements 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.

ORCHIDS PAPER PRODUCTS COMPANY

Date: November 4, 2014 By:/s/ Keith R. Schroeder
Keith R. Schroeder
Chief Financial Officer
(On behalf of the registrant and as Chief Accounting Officer)
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Exhibit Index

Exhibit Description

3.1
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31.2
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Amended and Restated Certificate of Incorporation of the Registrant dated May 17, 2013, incorporated by
reference to Exhibit 3.1 to the Registrant’s Form 10-Q (SEC Accession No. 0001104659-13-058279) filed
with the SEC on July 31, 2013.

Amended and Restated Bylaws of the Registrant amended May 17, 2013, incorporated by reference to
Exhibit 3.2 to the Registrant’s Form 10-Q (SEC Accession No. 0001104659-13-058279) filed with the SEC
on July 31, 2013.

Certification of Chief Executive Officer Pursuant to Section 302.

Certification of Chief Financial Officer Pursuant to Section 302.

Certification of Chief Executive Officer Pursuant to Section 906.

Certification of Chief Financial Officer Pursuant to Section 906.

The following financial information from Orchids Paper Products Company’s Quarterly Report on Form 10-Q
for the quarterly period ended September 30, 2014, formatted in XBRL (eXtensible Business Reporting
Language): (i) Consolidated Statements of Income for the three and nine months ended September 30, 2014
and 2013, (ii) Consolidated Balance Sheets as of September 30, 2014 and December 31, 2013,

(iii) Consolidated Statements of Cash Flows for the nine months ended September 30, 2014 and 2013, and
(iv) Notes to Consolidated Unaudited Interim Financial Statements.
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