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PENWEST develops, manufactures and markets specialty carbohydrate-based chemicals for the paper and textile industries. The Company also produces and markets pharmaceutical excipients (the inactive
ingredients in tablets and capsules) and specialty potato starch and dextrose-based food ingredients. PENWEST'S core competence is carbohydrate chemistry.
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1995 > PENWEST > Strong across-the-
board improvement in operating earn-
ings. » Increased earnings per share.
PENFORD PRODUCTS > Secured the largest
customer in Penford history. »» Double-
digit volume growth. »» Shifted sales
mix to higher-margin products.

PENWEST PHARMACEUTICALS GROUP 22 Increased

Cedar Rapids MCC volume by 71 percent.
> TIMERX signed new licensee partner-
ships. PENWEST FOODs »» Successfully
commercialized six new products in

four markets. = Grew sales volume by
40 percent. »» Completed construction
on the newest food grade potato starch

plant in North America.
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All charts are presented in dollars in millions
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Operating Data:
Net sales
Gross margin percentage
Income from operations
Net income
Earnings per share
Dividend declared per share

Average shares outstanding

Balance Sheet Data:
Property, plant and equipment (net)
Long-term debt
Shareholders’ equity
Capital expenditures
Total assets

s111.4
S— 000
$96.3
Y
‘ $61.2
H
~
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1994 1993 ‘ 199 2¥ T g g |
$ 158,787 $ 135,517 $ 125,952 $ 110,910
25.9% 26.4% 26.8% 29.0%
14,973 10,894 9,110 10,466 12,515
9217 6,120 6,315 7,505 8,813
1.03 S  0.86 $  0.88 $  1.01 $  1.17
0.20 $  0.20 S 0.20 S 0.15
7,018,970 7,110,953 7,175,855 7,461,439 7,558,910
$ 111,440 $ 99,973 $ 96,250 $ 73,742 $ 61,223
58,628 42,897 46,998 30,877 31,550
71,982 67,165 62,490 61,447 60,081
23,019 13,259 31,266 19,450 14,006
186,760 164,357 157,966 130,641 120,488

(1) During fiscal year 1992, the C: dopted FASB St

1992, the Company adopted FASB S No. 109 “A

No. 106 “Employer’s Accounting
Post Retirement Benefits Other Than Pensions.” This change increased the annual pre-tax postret
ment benefit expense by $800,000 and decreased equity by $5,900,000 (net of tax). During fiscal y

ing for |

resulted in a reduction of deferred taxes and an increase in equity of $1,560,000.

ring fiscal year 1991, the Company purchased the net assets of Edward Mendell Co., Inc. for
0. Resulting operations for six months have been included in the consolidated financial data.

Investment in R&D
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DEAR PENWEST SHAREHOLDERS

PENWEST's strategic focus produced measurable results in FY 1995. In each business, we were able to
capitalize on our core competency in carbohydrate chemistry to produce products that add value for our
customers, and thus generated significant sales and earnings increases for our shareholders — gratifying
evidence that we are on the right track toward fulfilling our mission.

That mission has been the driving force behind our investments and redirection of the past few years: to
become the preeminent marketer of carbohydrate-based ingredients through innovative technologies in
attractive markets. This is the focus we believe will create value for our shareholders and opportunity

for our employees.

The purpose of this year's Annual Report is to examine the link between our mission, our
customers and our ability to service the interests of our shareholders. More specifically,
we believe that it is important that our shareholders understand exactly how we use our
strategic and operating strengths to create the value-added products our customers
demand, and thus generate steady improvements in our financial performance. In the
section following my report you will find three examples of customer partnering relation-
ships in each of our business areas. These examples illustrate how our unique capabilities
in research and development, manufacturing, and marketing of carbohydrate-based
products make a difference to our customers and to the product’s end-users, and how,
ultimately that contributes to our success.



A




Tod R. Ham a-ﬁ-uj@k :

Pre fmmt and

Chief &ug ‘Hn b

ﬁ%

e
u

:'-5""’
L

<
P
L

o

¥
N
y

S
%



! Operating Highlights and Fundamentals

1995 results demonstrated the fundamental strengths of each business, although our
fourth quarter results suffered from the impact of a heat wave in the Midwest which
caused ten days of power interruptions at our Cedar Rapids facility. For the full fis-
cal year, earnings per share were up 20 percent to $1.03 per share. Operating income
was up 37 percent from the prior year. While we were disappointed with the fourth
quarter disruptions, 1995 began to generate returns from the investments made the past
few years.

PENWEST

Penford continues to grow faster than the paper industry, even while the paper industry is at or near the top

of the cycle. That impressive growth rate is the result of Penford’s focus on value-added rather than com-
modity products. During the year, Penford reached an agreement with Georgia-Pacific to supply Penford Gums
for Georgia-Pacific’'s conversion to alkaline papermaking chemistry. This represents one of the single largest
orders in Penford’s history and will have a favorable impact on margins for the 1996 fiscal year commencing

with actual shipments in December 1995.

We believe it is also an indicator of the industry’s commitment to conversions,
which ultimately benefits PENWEST. Penford also introduced a new corn-based cat-
ionic starch (Pencat®) in 1995 for the wet end of the papermaking process. Pencat
competes effectively against waxy maize starches.

By focusing on qual-
ity and the specific
needs of customers,
Penford outpaced
paper industry
growth in 1995.



In promising geographic markets, our Pacific Rim business has about doubled. We are evaluating a variety of
options to cost-effectively serve this fast-growing region. Other regions are also under examination, particu-
larly those where fiber is abundantly available and local demographics suggest long-term growth in paper
consumption. All paper industry indicators suggest continuing tight supply, pressure to move toward recycled
products, and increased demand — all of which bodes well for Penford.

Penwest Pharmaceuticals Group, comprised of Mendell and TIMERx Technologies, generated strong results,
with all indicators pointing to continued growth. Mendell’s strategic vision is to become the premier manu-
facturer and marketer of a full line of excipients to the pharmaceutical industry. That vision has Mendell
squarely focused on a strategy of broadening the division’s capabilities in and market penetration of an
extensive line of microcrystalline cellulose (MCC) products which we market under the brand name
Emcocel™. MCC is the preferred tableting agent in the pharmaceutical industry.

Through the third generation research and development process, Mendell has begun
filling an Emcocel product pipeline that included launching three new products during
fiscal 1995. A year and a half ago we began shipping Emcocel products from a new state-
of-the-art facility in Cedar Rapids, lowa. This second facility, complementing an existing
facility in Finland, gives us enhanced capabilities to serve the large markets in North
America and Europe.



PENWEST

It also gives Mendell the flexibility to aggressively penetrate those markets

with a stream of new products designed to serve customer needs. This new
Cedar Rapids facility achieved break-even for the year and is poised for growth
in fiscal 1996 with several significant customer trials now underway. As of this
writing, one of these trials has materialized into the largest contract ever award-

ed Mendell. A significant measure of Mendell's progress in 1995 is that its
earnings were an all time record as its sales of Emcocel products continued
to show double-digit growth rates.

With TIMERx, we now have five products licensed and this technology is gaining recognition among a
large number of major pharmaceutical companies. Clinical trials of TIMERx in formulations continue to

make excellent progress.

Volumes at Penwest Foods were up sharply for the year, a measurable sign
that the group has now penetrated the food industry in meaningful ways.
Lamb-Weston announced the national rollout of a product, developed
jointly with Penwest Foods, that keeps french fries crisper longer under
restaurant heat lamps. The food group also reported increasing sales of

a specialty potato starch product to one of the nation’s leading meat
processing companies for use in low- and no-fat hot dogs.

Penwest Foods completed the expansion of its food grade potato starch
facility during fiscal 1995. The division is on target to leverage this new
capacity during fiscal year 1996 as the division’s sales momentum acceler-
ated during the latter half of the 1995 fiscal year.

With Emcocel vol-
umes higher by
over 6o percent, the
Pharmaceuticals
Group not only met
the demand but
maintained the most
stringent quality
standards in the in-
dustry, standards
measured in parts
per million over tons
produced.



Strategic Overview

This year’s achievements illustrate that each division is actively capitalizing on our core competency in
carbohydrate chemistry through partnership with our customers. For PENWEST, this foundation has required
developing the right operating and management structures to facilitate turning our unique knowledge and
understanding of carbohydrates into marketable products.

PENWEST's products all have a common characteristic beyond their carbohydrate base. Our products
enhance our customers’ competitiveness by improving their own products. The end user, the consumer, isn't
aware of our products, even though as a magazine reader, a headache sufferer or a hot dog lover, they may
feel, taste or otherwise be affected by them. But our customers do know — they know that our products and
expertise can help them attract more consumers — cost-effectively.

Our research and development is particularly vital because each of our businesses demand constant improve-
ment. While differing in the speed of change, all demand leading edge technology to make their products
more competitive. This means we deal with each customer base in different ways. We must work in close
partnership with our customers to understand the business and industry and most particularly, their customers.

Our R&D function is organized in a way that reflects these differing dynamics. Each busi-
ness conducts its own R&D function, according to the principles of our third generation
R&D process which keeps them closely linked to their customers and PENWEST's overall
strategic direction. At the same time, however, we have in place vital mechanisms that
maximize the efficient exchange of basic ideas and know-how across business lines.
Common principles that transcend these business boundaries are explored in teams that
report to the corporate R&D planning committee.




This combination of bottom-up and top-down R&D means we are
close to the marketplace while also optimizing our internal
know-how — both fundamentally important to our long-term
success. We are also making important advances in our market-
ing and manufacturing that will enhance our ability to serve our
customers better. These include new account management and
customer service programs and reorganizing of our sales and
service organizations in an effort to improve the rapidity and
quality of our customer service.

PENWES ST

The year's end has brought two major retirements, Frank Olsen, Vice President, Employee Relations and Cal
Knudsen, Director. Both gentlemen have been with PENWEST from the beginning, eleven and a half years ago,
and have significantly contributed to the success and scope of PENWEST. We thank them for their dedicated
service as well as their candid and sage advice and counsel. We wish them well in the years ahead.

In sum, PENWEST is focused on building value for you by developing,
manufacturing and marketing products that enhance our customers’ ability
to serve their markets more efficiently and productively. Building on our
core carbohydrate competency, we work closely with our customers at
every stage of the process to ensure that the end result meets their busi-
ness needs. The body of this report traces that effort from beginning to
end. We hope it will illustrate exactly how PENWEST's strengths are
working for you.

Tod R. Hamachek
President and

Chief Executive Officer
November 6, 1995

The same principles
that have helped
create dramatic
improvement for
Penford and the
Pharmaceuticals
Group have contrib-
uted to our foods
division’s growth,
showing a 40 percent
increase in sales
while commercializ-
ing six new products.
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For Penford, it meant much more
than simply supplying a product.

What began as a consulting assign-

ment quickly grew in scope. With

an understanding developed over

a span of 20 years of working with

Georgia-Pacific, Penford applied

extensive technical expertise to

IR ETT:of the project. s

ogether with Georgia-Pacific, the measures and targets necessary to achieve product and
performance goals were defined. Our value-added approach addressed all the parameters, and
ather than rely on a standard product, we created a custom tailored product profile to exactly
atch the characteristics Georgia-Pacific sought. Alkaline-based paper production allows
papermakers to reduce the fiber content while increasing the filler content. While this is more
cost-effective, it decreases paper strength. With our specialized hydroxyethylated starches,
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In 1995, volume
for Explotab®, the
excipient used
in SmithKline
Beecham’s Tag

met HB, increased
significantly,
meeting the rush
to market as
Tagamet became
an OTC product.

ind ehange taking shape

s

sed volume significantly, while deman |
es were still met.

of our exclplent rreeded to rem
high, offering strictly repeatable
Second, there was an imperative to reach
market quickly and capitalize on the product’s
introduction to the over-the-counter market. |
| Quality control
reaches new de-
grees nl' .‘H'('lll'ili’_\ .
For millions of
doses of Tagamet
ts. speclfy It's just one way we can assure them of HB, we are provid-
oduclble results, optimal production runs and overall ingexcipients that
gis constant throughout every phase of produc- meet lolerances
measured in parts
per million.
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expertise. A commitment to work in
These elements are as vital as any other

#At the beginning, Lamb-Weston
wouldn’t tell us exactly what
they were looking for. But by
outlining specific characteris-
tics and working together,
sharing information between

# our R&D department and their

/lown, we began to make
progress.

H production. With our leading competency in carbohydrate chemistry,
have the distinct ability to apply our skills to specific, highly quantifiable
Is and contribute the experience necessary to make those goals work out-

the lab — in the plants and on the production lines of our customers. As
worked with Lamb-Weston, the goal became clear — to develop a new

¢h fry coating that would improve flavor, maintain freshness and add

With Lamb-Weston, we did just that.
We reduced the number of ingredients
and helped speedup production lines.
We made the fries crisper, we extended
shelf-life. We even made them taste
better



Penford Products Co.

Product

Chemistry

Apollo® 500, 600, 700

Apollo 4240, 4270, 4280

Astrocote™ 75 3

cationic corn

cationic
hydroxyethylated
corn

anionic potato

wet end

%sizingi

coating
and sizing

I;stm“‘> Gum 21

anionic corn

coating
and sizing

Astro Gum 3010, 302¢

carboxymethylated
corn

lcoating

and sizing

Applications haracteristics End Products

increases retention
and strength

coated and
uncoated papers,
carbonless paper

superior
surface sizing

art paper,
cotton content
writing paper

high solids,
low viscosity

increases strength,
opacity, porosity

increases strength,
opacity, porosity

Astro® X-100, X-101,
X-150, X-200

Douglas Clearsol®
7,8,9,10

vIJougilasO ~3IiOG,7 s
3012, 3018, 3040

Fibre cote™ 80P

cationic potato

oxidized corn

oxidized corn

cationic

wet end

coating
nd sizing

.

sizing

increases retention
and strength,
stabilizes alkaline
size emulsion

parchment,
erasable bond
papers

Vboard, pol)jccgte(i
papers, greeting
cards

board, polycoated

papers, greeting
cards

coated board,
uncoated
freesheet,
coated offset

paper

clear, strong

and flexible films

uncoated
freesheet
printing papers

strong films,
stable viscosity

uncoated offset,
book, text and
forms papers

art paper, cotton
content writing

coated freesheet
printing papers,

printing and
writing papers,
coated board

‘ oaling added‘silrength,
hydroxyethylated nd sizing enhanced clarity
potato paper
Pencat® 500, 550, 600 cationic et end improves dry
corn strength
| properties paperboard
Penford® Gum 200, hydroxyethylated koatlng clear, strong
220, 230, 240, 250, corn and sizing waterholding
260, 270, 280, 290, ‘ films, high
295, 300, 330, 360 gloss and
370, 380, Pen-cote®, ink holdout
Pen-sprae® 3800
PENGLOSS® 115 starch copolymer coating high porosity,

Pensize® 630, 640

starch copolymer

size press

opacity, runnability

gloss offset and
rotogravure
papers

high quality

coating and porosity textbook and

offset papers

Polaris™ Gum LV, MV hydroxyethylated coating excellent gloss high quality
potato ‘ and ink holdout printing and

’and sizing

wriling papers




Product

EMCOCEL®
Microcrystalline
Cellulose

EMCOSOY®
Soy Polysaccharides

EMDEX®
Dextrates

EXPLOTAB®
Sodium Starch
Glycolate

NONPAREILS
Sugar Spheres

TIMERX™

Penwest Pharmaceuticals Group

Chemistry

cellulosics
(wood pulp)

soy
polysaccharides

corn (sugars)

potato (starch)

sugar and
sugar / starch
spheres

polysaccharide
gums
(hydrocolloids)

tableting

tableting
tableting

tableting

tablets /
capsules

controlled
drug delivery

binder / compaction

disintegration
compaction /

sweelness

disintegration

drug carrier

diffusion
controlled gels

P ENW

End Products

OTC / prescription
drugs, nutritionals

OTC / prescription
drugs, nutritionals

OTC / prescription
drugs, nutritionals

OTC / prescription
drugs

OTC / prescription
drugs, nutritionals

pharmaceutical
solid dosage forms

E S T




Penwest Foods Co.

Chemistry IApplications haracteristics

Product End Products
| Ry ¥ =

Cantah® dextrose tableting degree of hardness candies

bamabﬂ” dextrose fruit coatings flow, nion-dustingﬁ g raisir;s, dates

Carridex™ dextrose Carvier flavor al;sorBlion il Warlil'i(‘iali N
sweeteners

&;&oﬁ“‘i 3 7?]11_(:0750 7(‘.r_yoproleclanl X gei sl,;(~ngt,h ~ surimi, pr:o(-(-ssed :

solids meats

PenBind™ 100 potato binder water hold?rgrﬁ . procesrse(l’ meats

PenBind™ 190 potato coating batter ok, film former ~fried snacks

PenCling 200 potato binder protein adhesion ~ low-fat cheese

PenCling 580 potato ‘v;f(:,r:('oartirng ; moisture barrier ~cream-filled
cookies

PenPlus® MG potato thin dough s.y:stems water l)l:d;llé ; 770\"-1';1[, lrorlillas

i’;nl’llls" 40 potato extrusion lubricity 5 ('xitrl'u(l(-(lr ;él'(‘als %

PenPlus® 300 potato bakery dough viscosity control = cookies, cakes

PenPlus® 2700 potato bakery systems freeze/thaw stable 7{?'(1;11 walffles




Finanovask Review




Operational and Financial Review

Penford Products Co.

Penford Products Co. is the leading supplier of specialty chemical starches to the paper and textile
industries. Penford’s products help form a high-quality sheet at the wet end of the paper machine. The
division’s Penford Gums are used extensively in coatings and on the size press, in a process that determines
how much ink a sheet of printing paper will accept. All Penford products add value to printing papers and
textiles by bringing a higher level of quality to the finished product and manufacturing efficiencies to the

production process.

Industry Briefs
The paper industry staged a strong recovery from a five-year recession, and shows all the signs of sustainable
growth for some years to come. Paper companies’ profits are up sharply, reflecting strong across-the-board
price increases of as much as 30-40%. Industry operating rates are expected to be at 95% of capacity in 1996,
up from strong levels in 1995. Fiber (pulp) prices hit new highs, more than double last year, making starch
and coatings more attractive as a lower cost alternative, and creating opportunities for Penford.

The prolonged recession has changed some of the dynamics of the industry. Most paper companies have
downsized significantly. New faces bring a renewed effort on Penford’s part to educate customers about the
product and process benefits of Penford’s specialty products. Customers today are seeking greater levels of
service, cost containment and suppliers with environmentally sound production facilities. Many customers

also are looking for longer and stronger relationships with their suppliers.

Penford Highlights

Penford completed a stronger performance year reflecting higher sales and market share of Penford Gums,
Penford’s flagship product. Penford Gums grew at a 12% rate and are expected to continue double-digit
growth in 1996. Higher-margin Penford Gums now account for 82% of total production at Penford, up from
71% earlier in the year. The driver behind this strong demand continues to be the conversion of paper mills
from acid- to alkaline-based production processes. The largest customer in Penford history came aboard
in 1995 as the result of such a conversion. Even with a 33% production expansion in recent years — and
additional grind capacity that will come on line in March 1996 — Penford is pressed to keep up with demand.
The division did reach capacity on industrial potato starch, with a volume gain of 72%, almost doubling the
output of the year-earlier period.

The starch copolymer business operated at break-even on the strength of existing commercial accounts
and new opportunities in textiles.

The division’s export business continues to grow, especially Penford Gum sales to customers in South
America and Asia.

Penford realigned its manufacturing operations to improve quality and productivity while reducing
costs. Sales and technical service were restructured to bring them closer to customers and better able to
understand customers needs. The division’s R&D portfolio is focused on new products for papermakers
and process improvements for manufacturing.

Major personnel initiatives included the appointment of Frank C. Rydzewski as executive vice president
of operations and Richard L. Lynch as executive vice president of North American operations.

An otherwise strong year for Penford was marred by ten power interruptions — with the loss of 50 hours
of production — as a result of record heat and humidity in lowa. Penford’s contract with its electric utility
allows interruption of service under certain circumstances. In addition to disrupting production, the
outages cost PENWEST nearly $1 million in pre-tax profit and about ten cents per share in lost earnings.

Penford and the utility are working on alternative strategies for future peak loads.
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‘ Penwest Pharmaceuticals Group

The Penwest Pharmaceuticals Group combines the resources of Mendell, one of the world’s leading
producers and distributors of pharmaceutical excipients, with TIMERx Technologies, a developer of
controlled release systems for orally administered prescriptions and over-the-counter drugs. Mendell
offers the industry’s widest array of excipient products — the inactive ingredients in tablet and capsule
formulations, over-the-counter drugs and vitamins. Mendell does business worldwide with primary mar-
kets in North America and Europe. TIMERx Technologies pioneered TIMERx, a patented, innovative

controlled release technology.

Industry Briefs
Mendell benefits from a strong pharmaceutical industry, with growing volume and generally stable long-
term business relationships. An accelerating rate of new drug approvals — as prescription medicines lose
patent protection and reappear as generics — offers new business opportunities.
TIMERx Technologies is focused on the multi-billion dollar controlled release market in North
America and Europe, a market with a high rate of consistent growth. Controlled release offers extended

patent protection for pharmaceuticals and improved safety, convenience and effectiveness to consumers.

Mendell Highlights
Mendell completed the year with sales up, expenses flat and profit tripled.

The division’s major investment in a new microcrystalline cellulose (MCC) plant in Cedar Rapids began
returning significantincreases in volume and profit. Cedar Rapids-produced Emcocel™ has found excellent
acceptance in a competitive North American marketplace. Volume was up 71% at the plant, reflecting strong
demand for Emcocel in both North America and Europe where overall sales grew 15%. Several major new
customer trials were underway as the fiscal year closed.

Mendell committed significant R&D expense to develop a new generation of MCC products for
introduction in FY 1996. The division’s overall focus is on being the quality manufacturer and supplier
of innovative MCC products.

Other excipients in Mendell’s lineup generally did well, with good volume and share gains.

TIMERx Technologies Highlights
TIMERx technologies targets therapeutic categories where extended duration of drug action is especially
beneficial: cardiovascular, central nervous system, analgesics and antibiotics.
TIMERx, along with several drug company partners in North America and Europe, is developing four
drug formulations with TIMERx as the controlled release agent. The four drugs are in various stages of
b regulatory development with the earliest possible commercial sales beginning late in calendar 1996.
During fiscal 1995, TIMERx completed construction of new laboratory, office and Good Manufacturing

Practices facilities in Patterson, New York. These facilities are designed to support an expanded drug

development effort.




Penwest Foods Co.

Penwest Foods Co. develops, manufactures and markets specialty food ingredients for many of North
America’s leading food processing companies. This division of PENWEST is the only North American
producer of value-added food-grade potato starches. Specialty starches marketed under the PenPlus
trademark are used by food processors in a wide variety of consumer products ranging from gravies to snack

foods. The division also manufactures and markets specialty corn dextrose products for selected applications.

Industry Briefs

While the food processing industry grows only modestly overall, Penwest Foods has targeted high-growth
niche markets for development: coatings for crisper snack foods, starch-based fat substitutes for applica-
tions in meat products, and specialty potato starches for low-fat and no-fat baked products like tortillas.

People are eating more snack foods and buying more restaurant take-out. At the same time, a very high
percentage of food industry R&D funds are earmarked for developing low- and no-fat alternatives, as con-
sumers increasingly seek healthier diets. As the food processing industry continues its consolidation, many

in-house R&D departments are getting smaller, creating opportunities for suppliers like Penwest Foods.

Penwest Foods Highlights
Penwest Foods grew sales by 40%, cut operating expenses and significantly reduced its net operating loss.
By year-end the division was operating at near break-even.

The division broadened its customer base to include eight of the largest food processing companies in
the world and completed a major plant expansion that tripled capacity.

The strongest growth came from the division’s three potato starch market segments, as the division
gained a 50% share of the 20 million pound specialty modified potato starch market. A Penwest Foods-
developed starch is used in a coating that keeps french fries crisper longer for three national food service
chains. This innovative value-added product was developed in partnership with a major U.S. french fry
producer.

Specialty potato starch products from Penwest Foods now are used in four major hot dog brands in the
low- and no-fat categories. The starch binds moisture while replacing fat, keeping the product juicy. The
low- and no-fat segment of the hot dog market is the only growth area of that market.

Another specialty potato starch was successfully developed for low- and no-fat tortillas, a fast-growing
segment of the baking category. The starch replaces shortening for a healthier alternative. Tortillas have
captured an increasing share of traditional bread products markets in recent years.

In other developments, Penwest Foods accelerated its commercialization process, compressing the time
between the lab and the marketplace. More emphasis was placed on field sales and technical service to
customers at a time when customers are cutting back on their own technical staffs. R&D has a greater

customer focus, with 25% of its professional time devoted directly to customers, aligning the organization

more closely with customer needs.
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Comparison of Fiscal 1995 to 1994 Results of Operations

Sales increased $15.4 million, or 9.7%, during fiscal 1995. The increase reflects higher demand for
hydroxyethylated (HES) corn starches from paper industry customers as new customers converted to Penford
Gums. During the year, Penford converted the single largest customer in its history. As a result, Penford
is near production capacity. The improvement in the paper industry has also benefited Penford.

Also contributing to the increase were higher sales of industrial potato starches to the paper industry.
The Company’s Idaho Falls potato starch plant’s capacity was essentially sold out by year-end. Sales of
microcrystalline cellulose (MCC) to pharmaceutical industry customers were up sharply as PENWEST’s
Cedar Rapids MCC plant gained new customers and its operating results reached break-even. Specialty food-
grade potato starches sold by Penwest Foods Co. (PFC) gained 107%, reflecting new product activity and the
addition of major new customers. However, PFC was not profitable in 1995.

Gross margins were 27.5% in 1995 compared with 25.9% in 1994. Higher gross margins reflected
renegotiated sales contracts with key customers, a shift at Penford to higher margin products, the
achievement of break-even at Mendell’s Cedar Rapids MCC plant and reduced losses at Penwest Foods.
Operating margins grew from 6.9% to 8.6%, a gain of 24.6%. The 1995 margins were depressed by power
interruptions and higher corn costs at Penford Product Co.’s Cedar Rapids plant. High heat and humidity
in lowa placed exceptional demand on the local electrical utility, which interrupted service to some of its
industrial customers, including Penford. The plant experienced ten blackouts during the fourth quarter.
This resulted in fewer units being produced and therefore a higher per unit cost. Since Penford does not
maintain much inventory, most of the impact was recorded during the fourth quarter.

In December 1994 the Company sold the assets of its cogeneration facility, recording a pre-tax gain of
$899,000 (8 cents per share after tax) in the second quarter. The gain effectively offset earnings the facility
quarter of fiscal 1996, the Company expects to begin receiving a portion of its thermal needs in Cedar Rapids
from that turbine under a thermal supply agreement with IES Utilities, Inc. This agreement should generate
a savings that will approximate the earnings from the Company’s cogeneration facility prior to the sale.

Operating expenses increased $2.7 million, or 9.0%. Operating expenses in 1994 were reduced by $900,000
as the result of the curtailment of postretirement health benefits previously accrued. Research and develop-
ment expenses increased $427,000, or 6.7%, as a result of greater development spending at Penwest Pharma-
ceuticals Group. The Company expects to continue R&D investments at approximately 3.5 to 4% of sales.

Net interest expense increased $2.0 million reflecting a greater debt level, higher interest rates and a
lower investment portfolio.

The effective tax rate was 35% in fiscal 1995 compared with 24.3% in the prior year when PENWEST

recorded a federal tax benefit relating to research and development expenditures.

Comparison of Fiscal 1994 to 1993 Results of Operations

Sales increased $23.3 million, or 17.2%, during fiscal 1994. The gain was generated from additional volumes
due to the specialty ethylated starch capacity expansion in late fiscal 1993 at Penford’s Cedar Rapids plant,
as well as greater utilization of existing oxidized starch capacity. Penford also had increased sales of its
potato starch and corn cationic products. Mendell sales of microcrystalline cellulose (MCC) increased due

to additional capacity that was brought on line in August 1993. Sales at Penwest Foods Co. increased

significantly during the year; however, PFC continued to record operating losses.




Gross margins were 25.9% for fiscal 1994 compared to 26.4% for fiscal 1993. The gross margins in fiscal
1994 were affected by a change in the volume mix with an increase in the sales of oxidized starches, which
yield lower margins. Margins at Penford in the prior year were negatively affected by approximately
$425,000 of expenses related to flooding in the Midwest. Margins at Mendell declined during the year
primarily due to increased expenses at the new MCC plant in Cedar Rapids.

Operating expenses increased $3,537,000, or 13.3%, due to increased research and development, an
increase in operating expenses at PFC, and higher expenses associated with a stock appreciation rights
program. This increase at PFC was due to its growth and a continued investment in its business.

Research and development expenses increased $684,000, or 12.1% in fiscal 1994 due to an increase at
both Mendell and TIMERx Technologies.

Netinterest expense increased $1.3 million in fiscal 1994 due to lower capitalized interest in the current
year, higher interest rates, and a lower investment portfolio.

The effective tax rate was 24.3% in fiscal 1994 compared to 17.3% in fiscal 1993. The effective rate in 1994
is lower than the statutory rate primarily due to a federal tax benefit recorded during the first quarter related
to research and development expenditures. The effective tax rate for 1993 was less than the statutory rate
due to certain tax refunds and credits received by the Company.

PENWEST’s core business was strong in fiscal 1994. The specialty paper chemical products continued
to grow at double-digit rates. Although there was some improvement in the Company’s largest customer
base, the paper industry, many of the large paper companies were still in the early stages of recovery which
made the environment difficult to increase sales and prices. The starch copolymer family of products

continued to make progress during fiscal 1994 and operated at break-even.

Liquidity and Capital Resources

PENWEST has strong liquidity and capital resources. The Company had $5.3 million in cash and cash
equivalents at year-end and working capital of $29.2 million. The Company has a $15 million revolving
credit agreement. There were no borrowings under this agreement during the fiscal year. The Company
also has several uncommitted lines with various banks that are used for overnight borrowings. These lines
were used throughout the year, however, there were no outstanding balances at year-end.

Operating cash flow was $16.3 million, $12.2 million, and $17.8 million in fiscal 1995, 1994, and 1993,
respectively. The improvement in fiscal 1995 was primarily due to an improvement in operating income and
by changes in working capital components.

Capital expenditures increased to $23.0 million in fiscal 1995 compared to $13.3 million in fiscal 1994
and were $31.3 million in fiscal 1993. Expenditures have been funded from operations, cash, a private
placement of debt, and borrowings under uncommitted lines. The significant capital expenditures during
fiscal 1995 were for the completion of expansion of the Penwest Foods facility in Richland, Washington, the
completion of new laboratory facilities for Penwest Pharmaceuticals Group, and some capacity expansion
at Penford Products. The remainder of the expenditures were for various improvements to manufacturing
facilities.

Capital expenditures in fiscal 1996 should be lower than fiscal 1995. The only significant planned project
is a $6 million capacity expansion project at Penford Products. The Company expects to fund these capital
expenditures from operations and cash.

The Company commenced paying a quarterly cash dividend of $0.05 per share with the quarter ended
February 28, 1992, and has paid such dividend each quarter thereafter. The Board of Directors reviews the
dividend policy on a periodic basis.

In April 1994, the Board of Directors authorized a stock repurchase program for the purchase of up to
500,000 shares of the outstanding common stock of the Company. The Company repurchased 66,000 shares
of its stock during fiscal 1995 for $1,310,000.
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Consolidated Balance Sheets

Thousands of dollars / August 31

Assets

Current assets:

Cash and cash equivalents $ 5,334
Trade accounts receivable 23,943 $ 20,748
Inventories 14,209 16,734
Prepaid expenses and other 5,447 4,593
Total current assets 48,933 42,075

Property, plant and equipment:

Land 3,359 3,089
Plant and equipment 175,533 162,570
Construction in progress | 3,371 6,611
Less accumulated depreciation (70,823) (72,297)
Net property, plant and equipment 111,440 99,973
Deferred income taxes 9,927 9,545
Other assets 16,460 12,764
$186,760 $164,357

Liabilities and shareholders’ equity

Current liabilities:

Bank overdraft, net $ 635
Accounts payable $ 8,749 8,131
Accrued liabilities 6,728 7,847
Current portion of long-term debt 4,270 4,100

Total current liabilities 19,747 20,713
Long-term debt 58,628 42,897
Other postretirement benefits 10,155 10,102
Deferred income taxes and other 26,248 23,480

Shareholders’ equity:
Common stock, par value $1.00 per share,
authorized 29,000,000 shares,
issued 8,591,027 shares in 1995
and 8,577,427 in 1994, including

treasury shares 8,591 8,577
Additional paid-in capital 12,550 12,489
Retained earnings 84,949 79,128
Treasury stock, at cost, 1,832,752 shares
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