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HIGHLIGHTS OF THE YEAR

Percent
2004 2003 change
CONSOLIDATED OPERATIONS:
Total operating revenues $ 882,324,000 $ 744,692,000 18.5
Income from continuing operations 39,980,000 37,614,000 6.3
Net income 42,195,000 39,656,000 6.4
Basic earnings per share 1.59 1.52 4.6
Diluted earnings per share from continuing operations 1.50 1.43 4.9
Diluted earnings per share 1.58 1.51 4.6
Dividends per common share 1.10 1.08 1.9
Return on average common equity 12.0% 12.2% (1.6
Book value per common share 14.81 12.98 141
Cash flow from continuing operations 56,127,000 72,644,000 (22.7)
Number of common shares outstanding 28,976,919 25,723,814 12.6
Number of common shareholders 14,889 14,723 11
Closing stock price 25.53 26.73 4.5)
Total return (share price appreciation plus dividends) (0.9)% 3.4% -
Total market value of common stock 739,781,000 687,598,000 7.8
ELECTRIC OPERATIONS:
Operating revenues:
Retail $ 224,502,000 $ 217,611,000 3.2
Whalesale — net of purchased power costs 27,053,000 29,530,000 (8.4
Cther 14,830,000 20,353,000 27.1)
Total electric operating revenues $ 266,385,000 $ 267,494,000 0.4)
Total retail electric sales (kwh) 3,773,064,000 3,716,342,000 1.5
Operating income 54,223,000 57,537,000 (5.8)
Customers 128,218 127,534 0.5
Gross plant investment 902,412,000 889,302,000 1.5
Total assets 634,433,000 609,190,000 41
Capital expenditures 25,368,000 28,177,000 (10.0)
Employees (includes temporary and part-time) 683 699 2.3)
NONELECTRIC OPERATIONS:
Operating revenues $ 615,939,000 $ 477,188,000 29.1
Operating income 20,213,000 10,255,000 97.1
Total assets 499,715,000 377,233,000 325
Capital expenditures 24,424,000 20,917,000 16.8
Employees (includes temporary and part-time) 2,841 2,438 186.5




WORKING TOGETHER

TO GROW OUR COMPANIES

poration creates value and

DU companies, thereby creating value for our customers

DU employees and our shareholders. This is the purpose that
Juides and inspires us.

ON THE COVER:

Dennis Albright and Graham Michels, Otter Tail Power Company, Fergus Falls, Minnesota
Elena Garcia, ldaho Pacific Holdings, Ririe, Idaho

Marin Estrada, Vinyftech Corporation, Phoenix, Arizona

Holly Howard, BTD Manufacturing, Detroit Lakes, Minnesota
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WORKING TOGETHER TO GROW bUR COMPANIES

Across Otter Tail Corporation, more than 3,500 people are working
together—directly or indirectly—to grow our companies. Consider
this: Each person uniquely contributes to the overall success of a work
team, an operating company and, ultimately, the entire organization.
Inside this report, you will meet some of these individuals. All serve

in different roles; all are united in giving their best. Individually and

collectively, they put forth tremendous effort to achieve goals, serve

customers and grow the Otter Tail companies.

These combined efforts built the momentum to deliver solid results

in 2004, with many improvements over the previous year. We reached

record revenues and net income rose. Our returns on capital
remained strong. We strengthened our balance sheet with a

well-received offering of our common stock that helped finance a

substantial new acquisition. And we again increased dividends.

Here is an overview of our performance in 2004:

O Operating revenues increased to $882 million.

© Net income reached $42.2 million, with continuing

operations producing $40.0 million of the total.

O Earnings per share rose to $1.58, with continuing operations

representing $1.50.

© The common dividend paid in 2004 increased to $1.10 per share

providing a dividend yield of 4.1%.

PRESIDENT AND CEO
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[0 CREATE VALUE AND GROWTH |

GROWTH OF $1,000 INVESTMENT IN OTTER TAIL COMMON
STOCK MADE DECEMBER 31, 1994
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Sharehol der value compounded at an average annual rate of 8.54% over the
past ten years. :
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To create value for our customers, shareholders and employees: for customers by focusing on their needs

and providing quality products and services; for shareholders by providing returns on their investments that

consistently are above average; and for employees by providing economic and career-development opportunities

in a challenging, rewarding environment.

| am encouraged by our 2004 performance. We finished the year strong with the majority of our operating companies

producing markedly improved results. While we are disappointed that our stock price declined 4.5% during 2004, we remain

focused on achieving long-term results by reinforcing the groundwork for growth. Otter Tail Corporation stock continues to be

a sound and enduring investment. Over the past 10 years, shareholder value compounded at an average annual rate of 9.5%.

We were pleased with the high level of market demand for our common stock offering, which added new equity to our

capital structure and further strengthened our balance sheet. The December 2004 equity offering of 2,800,000 shares

raised $70.75 million. In January 2005, the underwriters exercised a portion of their over-allotment option and acquired

175,000 shares, which raised an additional $4.28 million.

We also reached a milestone in early 2005 when our board of directors raised the dividend to an indicated annual rate

of $1.12. This marks 30 straight years of dividend increases and 66 years of providing dividends without interruption.

Such exceptional dependability keeps Otter Tail Corporation on the annual list of Mergent Dividend Achievers, which

recognizes those companies that consistently reward their shareholders with sustained dividend increases.

2004 OPERATIONAL OVERVIEW | Ourcore electric business, Otter Tail Power Company, produced solid

financial results as utility earnings returned to more typical levels in 2004 following a record performance in 2003. The 2003

results were boosted by unusually high demand for electrical construction services and the initial application of mark-to-market

accounting due {0 a required accounting change that resulted in a one-time recognition of unrealized gains on forward

energy contracts. By focusing intently on customer service, managing costs and attaining strong wholesale power sales,

our electric utility met our expectations in 2004 and delivered 756% of consclidated net income. Otter Tail Power Company

employees achieved many goals throughout the year, including delivering excellent system reliability and notable safety results.

The past year reflects the resiliency of our diversification strategy. In any given year, some companies will have stronger

performance than others. In 2004, the vast majority of our nonelectric companies delivered sustainable growth and provided

25% of consolidated net income. The improved performance is primarily due to operating company management and

their teams executing well on strategic priorities as business conditions became more favorable. Many of these companies

effectively adapted to challenges and opportunities with increased productivity and higher capacity utilization.
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Our market capitalization has increased 66%
over the past five years. Over that same
period of time, we have paid out $133 million
in common dividends.

OTTER TAIL CORPORATION 2004 ANNUAL JREPORT



© Otter Tail Corporation maintains a strong balance sheet.
@ Our financial health does not rely on any one segment of the economy.

® Talented and resourceful people work together to make our organization successful.

STRATEGIC DIRECTION AND GROWTH OPPORTUNITIES | Ourbusiness mode! pairs
decentralized decision-making with disciplined processes. We work closely with operating company leaders to review
strategic direction and assess progress. In 2004, we took a critical look at our strategic and operational review processes
in order to Improve each company’s planning and forecasting abilities. We also evaluated our businesses to identify which
are best suited for optimal growth and consistent long-term performance. To remain respeonsible stewards of your investment
in Otter Tail Corporation, we continually assess the strategic long-term fit of our businesses. If the right opportunities
exist—as they did in 2004 —this may result in the acquisition or divestiture of an operating company.

In the past year, we determined that certain businesses, all small but sclid enterprises, would not continue to be part of
our strategic focus. These were difficult decisions 1o make since we hold high regard for the fine hard-working people in
these organizations. In the long run, we believe the companies are better served with new ownership aligned in their
interests. The Fargo-Moorhead RedHawks baseball team was sold in March 2004 to a dedicated group of local owners.
As | write this in early 2005, we are in negotiations to sell our telecommunications business, Midwest Information Systems,
and we have entered into a letter of intent to sell St. George Steel Fabrication.

Our acquisition of ldaho Pacific Holdings, Inc., in August 2004 allowed us to enter the dehydrated potato industry. Idaho
Pacific generated revenues of $46.2 million in 2003 and employs more than 370 people at plants in Idaho, Colorado and
Prince Edward Island, Canada. A preferred partner for some of the nation’s largest industrial food processors, Idaho Pacific
holds the first or second market position in all but one of its four major distribution channels. We are excited by the addition
of this respected and experienced management team that has diligently built an impressive industry track record.

Acquisition is not the only path to growth. In our electric business, we see growth cpportunities arising with the increasing
need for additional power generation and transmission in the region. A major project underway involves assessing whether
to build a second electric generating station at the Big Stone Plant site in South Dakota. Seven other utilities are participating
in the Big Stone Il review and the decision on whether to move forward will come in 2005.

In our nonelectric companies, we grow organically by strengthening existing operations and pursuing opportunities to
increase products and services, as well as to serve new markets. Responding to customer needs, many of our companies
were adept at adding new products in 2004. Improving internal production capabilities led to higher output and increased
sales, primarily in the plastics and manufacturing segments. Carefully considered capital decisions resulted in physical

plant expansions, new equipment and other improvements at many of our companies, all aimed at driving future growth.
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® We will be fair, honest and ethical. ® We will build relationships.

® We will attract and retain talented people. ® We will be fiscally responsible.
® We will expect decentralized decision-making. ® We will celebrate success and
® We will be respectful of others. learn from mistakes.

® We will be resourceful and entrepreneurial. ® We will have safe work environments.

STANDARDS OF PRINCIPLED LEADERSHIP | Everpresent across Otter Tail is a shared sense of
professional and personal integrity. Any business endeavor, whether at the corporate or operating company level, must be
in compliance with the heightened expectations for public companies and our own exacting ethical standards.

Our sound governance base helped guide the successful implementation of Sarbanes-Oxley requirements this year.
Assessing and enhancing our internal financial controls across our companies was a significant accomplishment. Internal
and external teams worked tirelessly to ensure consistent documentation and effective controls are in place.

Doing the right things —the right way —begins with our values. One of our primary values is to have safe work environments.
Nothing is more important than protecting the lives and health of our people on the job. Enhancing safety at each location
was a major focus for operating company leadership in 2004. Under the guidance of corporate risk management, safety
staff paired up across cur companies for candid peer assessments of programs and practices. This generated immediate
results in idea sharing and safety improvements. As our companies raised the emphasis on safety, our internal
measures showed a corresponding downward trend in the frequency of accidents and overall severity. We are moving in

the right direction. The Otter Tail companies are committed to maintaining an effective safety culture.

WORKING TOGETHER FOR ENDURING VALUE | We begin 2005 confidently, with the expectation
of continued solid performance across our business segments. The acquisition of Idaho Pacific gives us an exciting new
platform for growth. We are optimistic about the potential to proceed with Big Stone li, which would help Otter Tail Power
Company and other area utilities meet their customers' growing energy needs. We also will be thorough in assessing our
business lines for expansion opportunities and long-term strategic potential.

| have great confidence in our people and, therefore, our future. When | meet with the leaders and staff at our operating
companies, | am continually energized by their aspirations, knowledge, creativity and wholehearted enthusiasm. They are
proud to be part of Otter Tail Corporation. The strength of our organization resides in the dedication and drive of these
people and our corporate team. As we work together to grow our companies, we also work to deliver long-lasting value to

our shareholders. Thank you for your ongoing support to help us reach these goals.

=

John Erickson
President and CEO

DIVIDEND PAYOUT RATIO DIVIDEND PAYMENT HISTORY
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1 Dividend Over the past five years, dividends have
e Payout ratio  increased while the average payout rate
has been 65%.

Otter Tail has paid common dividends every year since 1938 and
increased those dividends each year since 1975.
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BUSINESS SEGMENTS :

OTTER TAIL POWER COMPANY provides reliable, low-cost electricity to more than 128,000 customers in
50,000 sguare miles of Minnesota, North Dakota and South Dakota. Peak demand in 2004 was 686,044 kilowatts and
total net generating capacity was 716,446 kilowatts. Owned generation includes three coal-fired steam plants, six
hydroelectric plants and four combustion turbine generators.

Coal-fired steam plant ownership and locations:

* Co-owns/operates Big Stone Plant, Milbank, SD; net capability 468 megawatts, Otter Tail share 252 megawatts.

¢ Co-owns/operates Coyote Station, Beulah, ND; net capability 427 megawatts, Otter Tail share 149 megawatts.

* Owns/operates Hoot Lake Plant, Fergus Falls, MN; net capability 152 megawatts.

NORTHERN PIPE PRODUCTS, INC., manufactures and sells PVC and polyethylene pipe used in municipal
water, rural water, wastewater and water reclamation systems in the northern, midwestern and western regions of the
United States as well as in Canada.

VINYLTECH CORPORATION manufactures and sells PVC pipe used in municipal water, wastewater and water
reclamaticn systems in the south-central, southwestern and western regions of the United States.

MANUFACTURING

BTD MANUFACTURING, INC., provides metal fabrication services for custom machine parts and metal
components through metal stamping, tool and die, machining, tube bending, welding and assembly.

CHASSIS LINER CORPORATION produces and markets auto and truck frame-straightening equipment and
other automotive repair products.

DMIi INDUSTRIES, INC., engineers and manufactures wind towers and other heavy metal fabricated products.
SHOREMASTER, INC., produces and markets residential and commercial waterfront equipment, ranging from
boatlifts and docks to full marina systems.

ST. GEORGE STEEL FABRICATION, INC., fabricates structural steel for buildings and bridges, as well as
ductwork, conveyors, hoppers and plate steel products.

T.0. PLASTICS, INC., manufactures extruded and thermoformed plastic products, including custom parts for
customers in several industries and its own line of horticulture containers.

DMS HEALTH GROUP is composed of two primary business units that deliver diagnostic imaging and healthcare i
solutions across the nation. {
* DMS Health Technologies sells and installs diagnostic medical imaging systems, patient monitoring equipment and
medical supplies and provides ongoing service maintenance. Also is a major distributor for Philips Medical Systems.
* DMS Imaging provides shared diagnostic medical imaging services for MRI, CT, nuclear medicine, PET, ultrasound,
mammography and bone density testing. Delivery of services is primarily through DMS Imaging mobile units with
options available for interim and fixed-site delivery. Also provides portable X-ray, ultrasound and EKG services.

OTHER BUSINESSES

E.W. WYLIE CORPORATION operates a fleet of approximately 170 trucks (120 company trucks and 50
owner/operator trucks) as a flatbed contract and common carrier across the lower 48 United States and Canada.
FOLEY COMPANY provides mechanical and prime contracting for water and wastewater treatment plants, power
generation plants, hospital and pharmaceutical facilities, and other industrial and manufacturing projects.

IDAHO PACIFIC HOLDINGS, INC., manufactures and supplies dehydrated potato products to food-manufacturing
customers in the snack food, foodservice and bakery industries.

MIDWEST INFORMATION SYSTEMS, INC.,* provides telephone, cable TV and Internet services.

MIDWEST CONSTRUCTION SERVICES, INC., provides a full spectrum of electrical design and construction
services for the industrial, commercial and municipal business markets, including government, institutional,
communications, utility and renewable energy projects.

* Discontinued operations.
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POWER COMPANY

Otter Tail Power Company
Fergus Falls, MN/1907
Chuck MacFarlane
683 employees
WWW.OIDCO.Com

Northern Pipe Products, Inc.
Fargo, ND/1935
\Wayne Voorhees
107 employees

www.northernpipe.com

[ ~ Y BN ]

A
MANUFAGTURING, INC.
Better T rough Design

BTD Manufacturing, Inc.
Detroit Lakes, MN/1985
Paul Gintner
455 employees
www.btdmfg.com

e
dmSiEALTH

GROUP

DMS Health Group
Fargo, ND/1993
Wayne Sanders
452 employees
www.dmshg.com

E.W. Wylie Corporation
Fargo, ND/199%
Marv Skar
155 employees
www.wylietrucking.com

VINYLTECH

PVCePIrE

Vinyltech Corporation
Phoenix, AZ/2000
Steve Laskey
62 employees
www.vtpipe.com

THASSIS
LINER-

Chassis Liner Corporation
Alexandria, MN/1997
Kent Johnson
40 employees
www.chassisliner.com

0

COMPANY

Foley Company
Kansas City, MO/2003
Mike Patmer
115 employees
www.foleycompany.com

INDUSTRIES

DMI Industries, Inc.
Wast Fargo, ND/1890
Lars Moller
173 employees
www.dmiindustries.com

Idaho Pacific Holdings, Inc.
Ririe, ID 7 2004
Dick Nickel
373 empioyees
www.idahopacific.com

ShoreMaster, Inc.
Fergus Falls, MN/2002
Erik Anlgren
288 employees
www.shoremaster,com

7N

. )
Midwest
Construction

SERVICES
Gy

Midwest Construction
Services, Inc.
Moorhead, MN/1992
Paul Bruhn
202 employees
WWW.MWCSi.com

SGS’

St. George Steel
Fabrication, Inc.
St. George, UT/2001
John Campos
156 employees
www.stgeorgesteel.com

IDWEST

Tnrommanion Srirems

Midwest Information
Systems, Inc.*
Parkers Prairie, MN /1992
Mark Roach
18 employees
www.midwestinfo.com

Location of headquarters and
year acquired

Operating company leader

Employees (includes part-time
and temporary)

WeD site address

T.0. Plastics, Inc.
Minneapolis, MN 72001
Chuck Goers
217 employees
www.toplastics.com

* Discontinued operations.

OTTER TAIL CORPORATION 2004 ANNUAL REPORT




IDAHO PACIFIC, OTTER TAILS NEWEST ACQUISITION, PRODUCES

~~
— HIGH-QUALITY DEHYDRATED POTATOES FOR USE AS INGREDIENTS

IN HUNDREDS OF FOOD ITEMS THAT REACH PEOPLE WORLDWIDE.

acific’'s Ririe plant, José Escobar helps keep the massive potato drying process rolling smoothly.

dano



23 QUALITY CHECKS: Idaho Pacific delivers dehydrated potato products that must consistently achieve the

demanding specifications of its customers, which include some of the nation's largest food and snack processors.
To maintain these strong relationships, the company undergoes rigorous quality certifications at its three plants, with

23 quality review checks held in 2004 alone. Along with many accreditations and awards of distinction, Idaho Pacific

has the highest testament to quality: long-term customer loyalty.

THE EVOLUTION OF OTTER TAIL CORPORATION | A deeply rooted, stable heritage paired with a
proven approach for achieving growth. This aptly encompasses Otter Tail Corporation and our foundation, our focus, our future.

Serving people across Minnesota, North Dakota and South Dakota with low-cost, reliable electricity for nearly a century,
Oftter Tail Power Company is the highly respected and durable cornerstone of Otter Tail Corporation. Early on, the power
company leaders recognized that aiding business development efforts throughout their service territory would help
communities thrive and, in turn, add to their customer base.

Over time, another distinct path unfolded. By the late 1980s, in anticipation of predictable but limited growth in revenues
and earnings, the company established an entity to actively acquire well-run businesses outside the regulated electric
industry. In this way, we could expand in new directions to increase shareholder value. An inspired strategy as well as
farsighted. By 2001 —the year the overall organization was renamed Otter Tail Corporation— nonelectric operations
provided more than half of consolidated revenues and up to a quarter of consolidated earnings. The corporate brand was
created to more accurately reflect the diversified business structure while retaining the individual brands and operating

cultures of Otter Tail Power Company and each of the nonelectric companies.

A PROVEN GROWTH STRATEGY | Expanding to borders far beyond the defined service territory of the
utility, Otter Tail Corporation now reaches customers in all 50 states and internationally. The bold step into diversification,
taken 15 years ago, has produced a proven track record. While our overall pace has been steady rather than rapid, we
never strayed from the course. From our long-term perspective, owning diverse, well-run companies brings more growth
opportunities and more balance to results. We avoid concentrating business risk within a single industry.

Today, our business segments are Electric, Plastics, Manufacturing, Health Services and Other Businesses. At the core
is Otter Tail Power Company, which produced 75% of consolidated net income in 2004. Nonelectric operations also provided

a significant contribution, producing 25% of 2004 net income.

AN EFFECTIVE BUSINESS MODEL | Ouroperating company leaders think like owners. In many cases,
this comes from direct experience. Prior owners —already deeply dedicated to bringing their companies to the next level—
often stay on in the critical role of operating company leader.

Through our business mode!, we offer a decentralized yet disciplined approach. Each management team's entrepreneurial
expertise and environment is enhanced by a supportive system. We provide access to capital, access to consolidated
purchasing power, consulting resources, compliance guidance, leadership development and, perhaps most important,
strategic analysis and feedback.

We apply a conservative approach to investment and only add companies that are expected to produce an immediate
positive impact on earnings along with long-term growth potential. We cultivate the best growth opportunities, whether
through acquisition or internal initiatives. As committed owners dedicated to creating long-term value, we are working

together to grow our companies.

OTTER TAIL CORPORATION 2004 ANNUAL REPQORT
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WHETHER BUILDING A LINE OR ANSWERING THE PHONE,

OTTER TAIL POWER COMPANY’'S CHALLENGE—AND RESPONSE—

IS TO SATISFY CUSTOMERS.

~

Laura Griffith at the

Customer Service Center
in Morris, Minnesota,
responds quickly and

knowledgeably to
customer inquiries from

anywhere in the region.
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553 TELEPHONE CALLS: Tying together 11 remote Customer Service Centers with telephone communications
and computer database technologies allowed Otter Tail Power Company representatives to answer an average of
553 telephone calls a day in 2004, 90% in less than 20 seconds. Fewer than 2% of calls are missed, far better than

the industry call-abandon average of more than 7%. Compared to building, equipping and staffing a brick-and-mortar

call center, this virtual call center achieved better results at a fraction of the cost.

__ELECTRI

e

A CULTURE OF CUSTOMER SERVICE | Dedicated customer service. This is how Otter Tail Power
Company delivers high-quality, low-cost electricity to customers across its tri-state area. In addition to strong wholesale
power sales, the combined efforts of utility employees to offer superb service and manage costs diligently resulted in a

successful year.

TECHNOLOGY STRENGTHENS CUSTOMER CONTACTS | Many commercial, industrial and
residential customers reduce electricity costs by participating in energy control programs, which allow Otter Tail Power
Company to manage energy use during times of peak demand. Because these conscientious customers deserve focused
communication about load control activity, a utility project team developed a progressive approach. The result: Customers
can sign up for email notices to alert them about specific control activity pertinent to their circumstances. Through the
company intranet, employees also stay informed about load control activity in order to help answer customer questions.
Another way Otter Tail Power Company employees are using technology to improve customer service is through a virtual
call center. All 11 Customer Service Centers across the utility’s service area are now connected to create a seamless
customer response system, This new approach provides faster response to callers while retaining the local touch.
Employee innovation led to the creation of this virtual call center, which uses Internet protocol telephone equipment and

the company's internal computer network.

SATISFACTION SCORES HIGH | To gain a verifiable benchmark on service levels for residential customers,
Otter Tail Power Company participated in the American Customer Satisfaction Index in the second quarter of 2004. ACSI
compared Otter Tail Power Company’s ratings with those of the top electric and gas utilities in the country, which in total
serve about 75% of all residential customers in the United States. The results were uplifting: Otter Tail Power Company
ranked significantly higher than the ACSI energy utilities industry average and as high as or higher than the leading

ACSI energy utility in all customer satisfaction aspects measured.

Otter Tail Power Company also met key North Dakota performance-based regulation targets for customer satisfaction,
price, reliability and safety in 2004. These are essential areas of focus in other states served as well.

Safety is always top of mind. Injury and incident numbers remained low, at about half the industry average. In South Dakota,
Big Stone Plant employees worked 125,000 hours without a single OSHA recordable injury. In North Dakota, Coyote
Station received the Occupationai Safety Merit Award for the fifth year running. In Minnesota, the company received a
governor's award for ongoing excellence in workplace safety.

Across the tri-state service area, cohesive effort among employees led to limited interruption of electric service, with an
average annual total outage of 74.6 minutes per customer. A new interruption monitoring system calculates this reliability
performance in accordance with heightened industry standards.

In 2004, 10.29% of Otter Tail Power Company’s total generation resources came from renewable and nontraditional

sources including hydropower, biomass, waste and wind.

OTTER TAIL CORPORATION 2004 ANNUAL REPORT



VINYLTECH KEEPS EXTRUSION LINES RUNNING 24/7 TO MEET

THE HIGH DEMAND FOR QUALITY PVYC PIPE USED IN WATERWORKS

PROJECTS THROUGHOUT THE SOUTHWEST.




290 TRUCKLOADS OF PIPE: Through innovative production efficiencies, Vinyltech reached maximum output levels
in 2004. The company manufactures large-diameter PVC pipe for use in municipal water, wastewater and water

reclamation systems. With daily average production at 285,000 pounds of pipe, the pace is constant. Each month,

about 290 truckloads of Vinyltech pipe are sent to distributors across Arizona and six nearby states.

Electric segment continued

ON THE HORIZON | Otter Tail Power Company is engaged on a national level with dynamic change in
transmission use, grid reliabllity and the Midwest Independent Transmission System Operator (MISO) electric markets as
the industry continues to evolve in response to federal energy policy. As a control area operator, transmission owner and
market participant, the company is working directly with MISO to steward shareholder and customer interests.

Otter Tail Power Company holds a long-standing commitment to meet customers’ energy needs in a low-cost,
environmentally responsible manner. Together with other area utilities, the company began exploring the possibility of
adding another electric generating station on the site of the existing Big Stone Plant in South Dakota. If built, Big Stone I
would come online in 2011 with a capacity of 600 megawatts and serve the participating utilities’ customer loads.

Otter Tail Power Company also is taking part in studies with Minnesota's other transmission-owning utilities to determine

how to best meet transmission requirements for the projected growth in customer demand through the year 2020.

STRONG OUTPUT AND RESULTS | Increased demand and production efficiencies drove strong earnings
contributions in the plastics segmenit. Net income reached $5.7 million, a 180% increase over the prior year. Otter Tail's
two plastic pipe manufacturing companies established a number of records in 2004.

Output reached maximum levels at Vinyltech’s Phoenix-based plant, with staff designing process improvements to
enhance production. Significant population growth in the southwestern United States is causing strong demand for
Vinyltech's products. The production output and sales volumes for 2004 were the highest in the company’s 22-year history.

Northern Pipe Products, based in Fargo, North Dakota, hit a throughput milestone of more than 100 million pounds of
PVC pipe produced for the year. This is more than double the annual amount of pipe produced in 1995, the year Otter Tall
Corporation purchased the company. Northern Pipe also focused on building market share for the company’s newest

product line of polyethylene pipe, manufactured at its plant in Hampton, lowa.

MANUFACTURING ON THE RISE | The Otter Tail manufacturing companies collectively had a successful
year, primarily resulting from improved productivity and an increase in customer demand. Overall, the manufacturing
companies experienced an upswing in orders, plant productivity and capacity utilization for 2004, delivering an increase

of 27% in revenues and 78% in net income.

MAXIMIZING PRODUCTIVITY GAINS | The extension of federal production tax credits (PTC) for
renewable energy, which occurred late in 2004, was welcome news at many Otter Tail companies including the large-scale

steel fabricators. Despite the PTC delays, which slowed demand in the wind industry, DMI maintained steady wind tower
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BTD MANUFACTURING IS GROWING ITS TEAM, LOCATIONS,
CUSTOMER BASE, SALES AND DESIGN INVENTORY—NOW

NUMBERED AT MORE THAN 5,000 CUSTOM METAL PARTS.




455 EMPLOYEES: With a culture that emphasizes values, teamwork and doing everything “Better Through Design,”

BTD Manufacturing in Detroit Lakes, Minnesota, is recognized as a great place to work. The production skills of the BTD
team are in high demand. In one year, the company added 110 people, bringing the workforce 1o 455 by early 2005. Offering

in-depth training, mentoring and ongoing educational opportunities, BTD helps employees reach peak performance.

Manufacturing segment continued

production throughout 2004 because of established commitments with major U.S. wind develcpers as well as a rise in
orders for Canadian clients. The company achieved good productivity gains in the past year, with focused performance

and improved throughput.

BETTER THROUGH DESIGN | BTD Manufacturing produced successive months of record sales, resulting in
a total increase in revenues of more than 36% over the prior year. BTD carefully managed commodity challenges, such as
cost and availabllity of steel. The company achieved record production levels and maintained rigorous quality standards.
The addition of eguipment used in tube bending and tube laser fabrication helped draw more work from both new and
existing customers.

To keep up with the growing demand, BTD began highly successful recruitment efforts, increasing total employee count
to 455 across its three Minnesota-based locations. Some of this employee growth occurred when the company acquired
Performance Tool & Die, Inc., in January 2005, expanding BTD’s reach in the Twin Cities metro area. While maintaining a
primary focus on producing custom parts for manufacturing partners, BTD also continued the development of its own
product, RHINO aluminum pallets.

A seamless transition of leadership occurred when retiring CEO Earl Rasmussen handed the BTD reins to Paul Gintner,
formerly COQ and sales manager. A proven and dynamic leader, Gintner has been instrumental in the success of BTD

throughout his 20-year career at the metal parts manufacturing firm.

EXPANDING WiTH ENTREPRENEURIAL FOCUS | Delivering on its brand promise of “We Cover the
Waterfront,” ShoreMaster introduced many innovative new products and approaches in 2004, contributing to its 20% growth in
revenues. New residential products included curved dock sections and a rotomolded floating lift. Partnerships with other
manufacturers expanded ShoreMaster’s dealer offerings for waterfront toys and accessories. During the year, ShoreMaster
moved into a new production plant and headquarters in Fergus Falis, Minnesota. The larger site provides significantly more
production space, adds a testing area for ongoing research and development, and allows for future growth and expansion.
The company also opened a production plant and distribution center in Adelanto, California. The site will house

ShoreMaster's plant for producing a concrete floating dock system with 1,700 boat slips, a $12 million project that is part
of a multivear marina rehabilitation project for the city of Long Beach. At the start of 2005, ShoreMaster acquired Shoreline

Industries of Pine River, Minnesota, a small firm that manufactures motors. for boat lifts as well as other dock and lift accessories.

CULTIVATING TOP PERFORMANCE | Sales rose to record levels for T.O. Plastics in 2004. The company
produces extruded and thermoformed products for customers in many industries as well as its own line of horticulture
containers. Demand remained high for new horticulture product fines introduced throughout the past year. The T.O. Plastics
team achieved these results by listening to customers, adapting product designs and enhancing distribution processes
nationwide. As part of expansion plans at its plant in Clearwater, Minnesota, the company completed a major warehouse

addition which improved inventory control.
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HEALTH SERVICES SEGMENT OVERVIEW

CONTINUED FOCUS ON EFFICIENCY AND COST CONTROL | The DMS Health Group
results in 2004 improved over 2003. The health services company operates through two primary business units: DMS
Health Technologies, which sells and services diagnostic imaging and patient monitoring equipment, and DMS Imaging,
which provides mobile, portable, interim and fixed-site diagnostic imaging services across 40 states. The health services
management team continued to make progress with operational improvements and expense control within DMS Imaging.
Healthcare provider demand remained high for interim imaging equipment, providing a positive impact on financial results.
DMS Health Technologies worked closely with DMS imaging to produce additional efficiencies by keeping service contracts

for imaging equipment in-house.

TRIBUTE TO TOP-NOTCH SERVICE | DMS employees are focused on exceptional customer service—
and it shows. In the annual readers’ choice survey, subscribers to major trade publication Medical Imaging selected the
DMS Health Group as one of the top vendors in the nation. The company placed second in the category of
Dealer/Distributor/Remanufacturer/Rebuilder and was named sixth in Accessories/Supplies and Service, following such

prestigious firms as the Eastman Kodak Company, GE Healthcare and Philips Medical Systems.

OTHER BUS?INESSES SEGMENT OVERVIEW

KEEPING COMPETITIVE | EW Wylie Corporation, a national trucking company, continued to be profitable
despite increasing fuel costs and a nationwide shortage of drivers. Wylie made great strides in retaining and recruiting
drivers, which is the foundation of a successful frucking company. Specializing in flat-bed freight, the company upgraded
its fleet with the addition of 40 new Mack trucks.

Our two construction firms based in Minnescta and Missouri faced tight competition in 2004, Marking its first year with
Otter Tail, Kansas City-based Foley Company completed several major water plant, wastewater and large-scale HVAC
projects. By demonstrating a deep commitment to safety, Foley was accepted into the OSHA Build Safe Partnership program.
To join this exclusive program, a company must prove exemplary in all aspects of its safety and health programs. In turn,

participating companies are able to work proactively with OSHA and receive incentives for maintaining high standards.

THE NEWEST OTTER TAIL COMPANY: IDAHO PACIFIC HOLDINGS, INC,

ldaho Pacific, the newest Otter Tail company, is a leading processor of dehydrated potato products for major food-
manufacturing clients in the United States and abroad. CEQ Dick Nickel and COO Rick Zirkelbach head an experienced,
talented leadership team dedicated to customer service and creating sustainable advantages in the marketplace. With
plants in Idaho, Colorado and the Canadian province of Prince Edward Island, the company is in the process of increasing

capacity and product offerings in response to customer demand.




ATED FINANCIAL DATA

(in thousands, except number of shareholders and per-share data) 2004 2003 2002 2001 20000} 19992 1994
Revenues
Electric (7) $ 266,385 $ 267,494 $ 244,005 $ 232,720 $ 219,718 $ 203,393 $ 186,495
Plastics 115,426 86,009 82,931 63,216 82,667 31,504 -
Manufacturing 226,577 177,805 142,390 123,436 97,506 87,086 13,083
Health services 114,318 100,912 93,420 79,129 66,319 68,805 45,555
Other business operations (6) 162,351 114,726 75,947 72,191 70,145 59,327 25,615
Intersegrnent eliminations {2,733) {2,254) {(1,036) - - - -

Total operating revenues $ 882,324 $ 744,692 $ 637,657 $ 570,692 $ 536,355 $ 450,115 $ 270,748
Income from continuing operations (5) 39,980 37,614 44,176 41,794 39,210 42,808 27,831
Income from discontinued operations 2,215 2,042 1,952 1,809 1,832 2,487 644
Net income 42,195 39,656 46,128 43,603 41,042 45,295 28,475
Cash flow from continuing operations (g) 56,127 72,644 72,360 73,808 58,007 78,835 50,245
Capital expenditures - continuing operations ) 49,792 48,094 74,074 51,894 44 956 33,733 29,804
Total assets (5) 1,134,148 986,423 914,112 817,778 772,562 728,118 612,749
Long-term debt ©) 261,810 262,363 254,279 222,291 188,939 172,850 153,183
Redeemable preferred - — - — 18,000 18,000 18,000
Basic earnings per share

from continuing operations (3) (5) 1.51 1.44 172 1.62 1.52 1.65 1.14
Diluted earnings per share

from continuing operations (3) (6) 1.50 1.43 1.71 1.61 1.52 1.65 1.14
Return on average common equity 12.0% 12.2% 15.3% 15.6% 15.4% 18.4% 15.1%
Dividends per common share 1.10 1.08 1.06 1.04 1.02 0.89 0.86
Dividend payout ratio 70% 72% 59% 62% 64% 57% 74%
Common shares outstanding—year end 28,977 25,724 25,592 24,653 24,574 24,571 22,360
Number of common shareholders (4) 14,889 14,723 14,503 14,358 14,103 13,438 14,115

Notes: (1) Restated to reflect the effects of two 2001 acquisitions accounted for under the pooling-of-interests method. The impact of the poolings on years prior to 1999 is not material.
(2} 1998 rasuits includs the sale of radio station assets for a net gain of $8.1 milion or 34 cents per share.

(3} Based on averags number of shares outstanding.
(4) Holders of record at year end.

(5) 2002 and prior years are restated to reflect reclassification of estimated removal costs from accumulated depreciation to a regulatory ligbiity.

(B) Prior years are restated to exclude the operations of Midwest Information Systems, Inc., which is classified as discontinued operations. See note 15 to consolidated financial statements.

2003 2002 2001 2000 1999 1994
Revenues (thousands)
Residential $ 76,365 $ 75,689 $ 72,180 $ 69,882 $ 66,168 $ 63,864 $ 62,687
Commercial and farms 88,853 88,550 84,143 79,227 76,875 72,784 69,060
Industrial 54,159 48,315 45,803 45,813 41,269 40,494 38,354
Sales for resale (7) 27,053 29,530 18,295 23,255 22,366 15,025 6,749
Other electric 19,955 25,410 23,584 14,543 13,040 11,226 9,645
Total electric $ 266,385 $ 267,494 $ 244,005 $ 232,720 $ 219,718 $ 203,393 $ 186,495
Kilowatt-hours sold (thousands)
Residential 1,119,067 1,141,612 1,130,770 1,098,149 1,058,999 1,026,631 1,000,248
Commercial and farms 1,386,358 1,396,638 1,383,128 1,318,569 1,298,271 1,254,553 1,147,175
Industrial 1,197,534 1,108,021 1,106,241 1,117,482 1,074,724 1,029,798 954,750
Other 70,105 70,071 70,447 71,450 70,482 72,343 91,007
Total retail 3,773,064 3,716,342 3,690,587 3,605,650 3,502,476 3,383,325 3,193,180
Sales for resale 3,845,299 3,786,397 3,048,786 2,830,079 2,172,928 1,700,083 1,145,667
Total 7,618,363 7,502,739 6,740,373 6,435,729 5,675,404 5,083,408 4,338,847
Annual retail kilowatt-hour sales growth 1.5% 0.7% 2.4% 2.9% 3.5% (2.6)% 3.6%
Heating degree days 9,097 9,071 8,033 8,575 8,993 8,048 8,961
Cooling degree days 18 81 129 186 55 71 9
Average revenue per kilowatt-hour
Residential 6.82¢ 6.63¢ 6.38¢ 6.36¢ 6.25¢ 6.22¢ 6.27¢
Commercial and farms 6.41¢ 6.34¢ 6.08¢ 6.01¢ 5.92¢ 5.80¢ 8.02¢
Industrial 4,52¢ 4.36¢ 4.14¢ 4.10¢ 3.84¢ 3.93¢ 4.02¢
All retail 5.95¢ 5.85¢ 5.61¢ 5.52¢ 5.38¢ 5.37¢ 5.50¢
Customers
Residential 100,952 100,515 100,092 99,667 99,724 99,323 96,706
Commercial and farms 26,157 25,900 25,950 25,825 25,917 25,861 25,402
Industrial 40 40 41 42 41 39 36
Other 1,069 1,079 1,074 1,084 1,068 1,069 1,089
Total electric customers 128,218 127,534 127,157 126,618 126,750 126,292 123,213
Residential sales
Average kilowatt-hours per customer (8) 11,251 11,525 11,504 11,306 10,714 10,549 10,546
Average revenue per residential customer $ 766.99 $ 756.83 $ 73264 $ 716.93 $ 67025 3 658.89 $ 660.92

Notes: {7) 2002 and prior years are restated to reflect implementation of accounting standard, EITF issue 03-11.

(8) Based on average number of customers during the vear.
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Otter Tail Corporation and our subsidiaries form a diverse group of
businesses with operations classified into five segments: electric, plastics,
manufacturing, health services and other business operations. Our primary
financial goals are to maximize earnings and cash flows and to allocate
capital profitably toward growth opportunities that will increase shareholder
value, Meeting these objectives enables us to preserve and enhance our
financial capability by maintaining optimal capitalization ratios and a
strong interest coverage position, and preserving solid credit ratings on
outstanding securities, which, in the form of lower interest rates, benefits
both our customers and shareholders.

Our vision is to create value and growth through the acquisition,
long-term ownership and decentralized operation of diverse businesses,
Our strategy is straightforward: It is designed to produce steady and
predictable growth. This includes growing our core electric utility business
which provides a strong base of revenues, earnings and cash flows. In
addition, we look to our nonelectric operating companies to provide
growth both crganically and through acquisitions. Organic, internal
growth comes from new products and services, market expansicn and
increased efficiencies. We adhere to strict guidefines when reviewing
acquisition candidates since our aim is to add companies that will produce
an immediate positive impact on earnings along with long-term growth
potential. Owning well-run, profitable companies across different
industries brings more growth opportunities and more balance to results.
In doing this, we avoid concentrating business risk within a single industry.
All our operating companies operate under a decentralized business
model with disciplined corporate oversight.

We assess the performance of our operating companies over time,
using the following criteria:
¢ ability to provide returns on invested capital that exceed our
weighted average cost of capital over the long term; and
e assessment of an operating company’s business and potential for
future earnings growth.

We are a committed long-term owner and therefore we do not acquire
companies in pursuit of short-term gains. However, we will divest operating
companies if they do not meet these criteria over the long term.

The following major events occurred in our company in 2004:

in August 2004 we acquired Idaho Pacific Holdings, Inc. (PH) of
Ririe, Idaho, a leading processor of dehydrated potato products in
North America, for approximately $69.0 million plus an earn-out of
up to an additional $6.0 million if IPH achieves certain financial
targets for the period from August 1, 2004 through July 31, 2005.
We issued 2.9 million of our common shares in a public offering
generating $70.8 million in cash proceeds net of expenses, which was
used to pay down the bridge loan that financed the acquisition of IPH.
In October 2004, we amended the terms of two of our credit
agreements solely to remove the ratings triggers that would require
accelerated repayment of debt under these agreements in the event
our senior unsecured debt is rated below Baa3 (Moody's) or BBB-
(Standard & Poor’s). The removal of the ratings triggers resulted in no
changes teo the interest rate charged on line borrowings and no
material changes to other terms of the agreements.

We announced our intention to sell Midwest Information Systems,
Inc. (MIS) and exit the telecommunications business. Therefore,

the results of operations of MIS are classified and reported under
discontinued operations on our consolidated financial statements.

L

Major growth strategies and initiatives in our company’s future include:
¢ Planned capital budget expenditures of $211 million for the years
2005-2008.
¢ The continued investigation and evaluation of acguisition opportunities.
¢ Completion of a feasibility study on building and being a joint owner
in a proposed 800-megawatt electric generating station at our Big
Stone Plant site. Our intent is to be the operator of the proposed
facility with an ownership interest of approximately 18%, if it is
built. This project has not yet been included in our five-year capital
budget pending the outcome of the feasibility study. A decision on
whether to move forward with the project is expected in 2005.
The following table summarizes our consolidated results of operations
for the years ended December 31:

{in thousands} 2004 2003
Operating revenues:
Electric $ 266,385 $ 267,494
Nonelectric 615,939 477,198
Total operating revenues $ 882,324 $ 744,602
Net income from continuing operations:
Electric $ 31,535 $ 34,146
Nonelectric 8,445 3,468
39,980 37,614
Net income from discontinued operations 2,215 2,042
Total net income $ 42,195 $ 39,856

The 18.5% increase in consolidated revenues in 2004 compared with
2003 was due to revenue growth in our nonelectric businesses. Revenues
grew $48.8 million in our manufacturing segment and $29.4 million in
our plastics segment in 2004, mainly as a result of increased unit sales
and price increases related to increases in raw material costs. Revenues
in our other business operations segment grew $47.6 million in 2004,
mainly due to the acquisitions of Foley Company in November 2003 and
IPH in August 2004. Increased sales of medical equipment and
increased imaging revenues contributed to a $13.4 million increase in
health services revenues in 2004.

The increases in nonelectric revenues along with productivity
improvements, better capacity utilization and improved operations in our
health services segment resulted in an increase in net income from
nonelectric operations of $5.0 million in 2004 compared with 2003, Net
income from our electric segment declined in 2004 compared with 2003
primarily due to lower wholesale revenues related to the one-time
recognition of $1.2 million in unrealized after-tax gains on forward energy
contracts as a result of the initial application of mark-tc-market accounting
in 2003 and a $1.0 million reduction in net income from contracted
construction work in 2004 compared with 2C03.

Following is a more detailed analysis of our operating results by
business segment for the three years ended December 31, 2004, 2003
and 2002, followed by a discussion of cur financial position at the end of
2004, our outlook for 2005 and risk factors that may affect our future
operating results and financial position.

@@7@@&?

This discussion and analysis should be read in conjunction with our
consolidated financial statements and related notes found elsewhere in
this report. See note 2 to our consolidated financial statements for a
complete description of our lines of business, locations of operations
and principal products and services.




Amounts presented in the segment tables below for 2004, 2003 and
2002 operating revenues, electric operation and maintenance expenses,
cost of goods sold and nonelectric segment operating expenses will not
agree with amounts presented in the consolidated statements of income
due to the elimination of intersegment transactions. The amounts of
intercompany eliminations by income statement line item are listed below:

(in thousands} 2004 2003 2002
Operating revenues $ 2733 3% 225 & 1,036
Electric operating and maintenance

expenses - — 222
Cost of goods sold 210 343 446
Operating expenses 2,523 1,911 368
ELECTRIC

The following table summarizes the results of operations for our electric
segment for the years ended December 31:

% %

(in thousands) 2004 change 2003 change 2002
Retail sales revenues $224,502 3 | $217611 5 $207.039
Wholesale revenues 23,825 6) 25472 39 18,295
Net marked-to-market gains 3,228 {20) 4,058 - -
Other revenues 14,830 (27) 20,353 9 18,671

Total operating revenues $266,385 - $267,494 10 $244,005
Production fuel 52,056 2 51,163 16 44,122
Purchased power—retail use 40,098 11 36,002 16 30,815
Cther operation and

maintenance expenses 85,361 (2 87,186 8 80,756
Depreciation and amortization 24,236 7 28,008 4 24,910
Property taxes 10,411 8 9,698 2 8,423
Operating income $ 54,223 () |$ 57,537 7 $ 53879

The $6.9 million increase in retail revenues from 2003 to 2004 is
mainly due to a $4.0 million increase in cost-of-energy (COE) revenues.
The remaining increase in retail revenues was due to a 1.5% increase in
retail kilowatt-hour (kwh) sales. The increase in retail sales reflects a
3.2% increase in kwh sales to commercial and industrial customers,
partially offset by a 2.0% decrease in kwh sales to residential customers.
The increase in commercial and industrial kwh sales reflects increased
sales to pipeline customers related to increased oil prices and increased
sales to large commercial customers due to a rebounding economy in
2004. Residential kwh sales decreased mainly as a result of a 77.8%
decrease in cooling degree-days in the summer of 2004 compared with
the summer of 2003. The increase in COE revenues is due to a 16.3%
increase in kwh purchases for retail use in 2004 compared with 2003,
Fuel and purchased power costs for retail use increased as a result of
the increase in retail kwh sales.

Wholesale revenues from sales of company-owned generation
decreased $0.6 million in 2004 compared with 2003 due to a 1.9%
decrease in kwh sales combined with a 1.5% decrease in revenue per
kwh of generation sold. Fuel costs per kwh of generation used for
wholesale sales decreased 2.6% between the years resulting in a
decrease in the gross margin per kwh sold from company-owned
generation of only 0.2%. Net margins on purchased power resold
decreased $1.0 million despite a 2.2% increase in kwh sales as a result
of a 16.3% decrease in the gross margin per kwh of purchased power
resold. The 2003 mid-year change in the revenue recognition methodology
applied to resales of purchased power from contract-based prices to
market-based prices as a result of adopting SFAS No. 133 in July 2003
is a contributing factor to the 16.3% decrease in the gross margin per
kwh of purchased power resold between 2003 and 2004. The $0.8 million
decrease in net marked-to-market gains on forward energy contracts
reflects the recognition of $2.1 million in net gains related to the initial
adoption of mark-to-market accounting on forward energy contracts in

July 2003, partially offset by a $1.3 million increase in mark-to-market
gains recognized in 2004 compared with 2003 as a result of applying
mark-to-market accounting to forward energy contracts for all of 2004
compared with applying it for only six months of 2003.

In 2003, other electric operating revenues inctuded revenues from
contracted construction work completed on a large wind farm project in
North Dakota. The electric utility did not have a construction contract of
similar magnitude in 2004, which is the main reason for the $5.5 million
reduction in other electric revenues between 2003 and 2004.

The $1.8 milion decrease in other operation and maintenance
expenses in 2004 compared with 2003 includes a $3.2 million reduction
in costs related to contracted construction work on the wind farm project
completed in 2003. This reduction was partially offset by increases in
regulatory expenses and increases in expenses related to transmission
services, and a $0.6 million net increase in labor and benefit expenses
after taking into account a $0.7 million reduction in retiree medical benefit
costs related to the Medicare prescription drug benefit subsidy recorded
in 2004.

The $1.8 million decrease in depreciation and amortization expense for
2004 compared with 2003 is related to the extension of the depreciable
service lives of certain units of electric utility property. The extension of
these depreciable service lives was included in the electric utility’s annual
depreciation study and depreciation rates approved by the Minnesota
Public Utilities Commission. The $0.8 million increase in property taxes in
2004 compared with 2003 is mainly related to a 9.0% increase in the
value of electric utility property apportioned to Minnesota related to the
value the state of Minnesota assigned to the utility’s Solway combustion
turbine generator property.

The $10.6 million increase in retail revenues in 2003 compared with 2002
is mainly due to a $9.4 million increase in CGOE revenues. The remaining
increase in retail revenues was due to a 0.7% increase in retail kwh
sales. The increase in retail sales reflects minor increases (less than 1%) in
residential, commercial and industrial kwh sales. Heating-degree-days
totaling 9,071 in 2003 compared with 9,033 in 2002 were not a
discernable factor contributing to 2003 sales variances. The increase in
COE revenues reflects a 13.2% increase in fuel and purchased power
costs per kwh for retail use in 2003 compared with 2002.

Wholesale revenues from sales of company-owned generation
increased $6.5 million in 2003 compared with 2002 due to a 19.6%
increase in kwh sales combined with a 28.0% increase in revenue per
kwh of generation sold. Net margins on resales of purchased power
increased 10.9% between 2003 and 2002 as a result of a 25.1%
increase in kwh sales combined with a 14.1% increase in the margin per
kwh resold. A 36.1% increase in overall wholesale electric prices reflects
increased demand for electricity in the Mid-Continent Area Power Pool
(MAPP) region. Higher prices in the wholesale power markets aiso reflect
generally increasing generation costs, reduced generation from regional
hydro facilities due to lower spring runoff and the lack of summer rainfall
and high-cost generation from natural gas-fired peaking units. The higher
prices, combined with increased availability of electric utility-owned
generation and well-timed energy purchases in 2003 compared to 2002,
put the electric utility in a favorable position to respond to the increased
demand for electricity resulting in the increase in wholesale electric sales.
Net marked-to-market gains include $2.1 million in net unrealized gains
on forward energy contracts at December 31, 2003 and $2.0 million in
net gains realized during 2003. )

Other electric operating revenues increased $1.7 million in 2003
compared with 2002, The increase reflects $2.5 million in increased
transmission-related revenues from control area services, transmission
tariffs and shared use deficiency payments, and a $1.3 million increase
in revenue from the sale of steam to an ethanol plant that began
operations in the third quarter of 2002, offset by a $2.1 million reduction
in revenues from contract work. Revenues from major projects included
$7.6 million from regional wind generation projects in 2003 compared to
$9.9 million from work on a North Dakota transmission line for another
area utility that was completed in the fourth quarter of 2002.
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The $7.0 miliion increase in production fuel expense in 2003 compared
with 2002 is due to an increase in fuel costs and generation at the
electric utility’s coal-fired generating stations, and an increase in fuel
costs from combustion turbine generation. A 12.0% increase in the fuel
cost per kwh generated reflects increases in fuel cost per kwh at all of the
electric utility’s generating units including fuel costs for the electric utility’s
new combustion turbine brought cnline in June 2003. The $5.1 million
increase in purchased power costs for retail use in 2003 compared with
2002 was the result of a 21.3% increase in the cost per kwh purchased
offset by a 4.0% decrease in kwh purchases for retail use.

The $6.4 million increase in other operation and maintenance expenses
in 2003 compared with 2002 includes increased laboer related expenses
of $2.7 million as a result of annual wage increases of about 3.5% and
increases in employee benefit costs. Pole maintenance and tree-trimming
costs increased $1.0 million and transportation and travel-related expenses
increased $1.0 million between the years. Insurance costs including
provisions for damages were up $0.8 million. Fuel procurement costs
increased $0.5 million, mainly related to litigation before the Surface
Transportation Board. Uncollectible accounts expense increased $0.4 million.

The $1.1 million increase in depreciation and amortization expense for
2003 compared to 2002 is due to an increase in depreciable plant base
as a result of 2002 and 2003 capital expenditures.

PLASTICS
The following table summarizes the results of operations for our plastics
segment for the years ended December 31:

% %
{in thousands) 2004 change 2003 change 2002
Operating revenues $115,426 34 $ 86,009 4 $ 82,931
Cost of gocds sold 96,834 28 75894 16 65,628
Operating expenses 6,010 &1 3,976 (15) 4,702
Depreciation and amortization 2,297 8 2,126 21 1,760
Operating income $ 10,285 156 {$ 4,013 (63) $ 10,841

The $29.4 million increase in plastics operating revenues in 2004
compared with 2003 reflects a 10.8% increase in the pounds of polyvinyl
chloride (PVC) pipe sold between the years combined with an 18.2%
increase in the average sales price per pound of pipe sold. The increase
in revenues was partially offset by a $20.9 million increase in cost of
goods sold reflecting an 11.5% increase in the average cost per pound
of pipe sold. The average cost per pound of resin, the raw material used
to produce PVC pipe, increased 19.0% between the pericds. The gross
margin per pound of pipe sold increased 68.0% in 2004 compared with
2003. The $2.0 million increase in operating expenses between the
periods primarily is due to increases in compensation, sales commissions,
travel and advertising directly related to increased sales along with
increases in building rental expenses and property taxes related to our
polyethylene pipe plant in Hampton, lowa, which began operations in
summer 2003. The increase in depreciation and amortization expense
relates mostly to manufacturing equipment purchased in 2003 and 2004.

The $3.1 million increase in plastics operating revenues in 2003
compared with 2002 was due to an 8.2% increase in the average sales
price per pound of pipe sold. The increase was partially offset by a 4.2%
decrease in pounds sold between the years. The increased revenue was
more than offset by the $10.3 million increase in cost of goods sold
resulting from a 20.9% increase in the average cost per pound of pipe
sold. The average cost per pound of resin, the raw material used to
produce PVC pipe, increased 26.3% between the pericds. Operating
expenses decreased $0.7 million between the periods primarily due to
decreased compensation directly related to the decrease in gross
margins. The $0.4 million increase in depreciation and amortization
expense is related to a $4.4 million increase in depreciable plant in 2002
and a $3.5 million increase in depreciable plant in 2003,

MANUFACTURING
The following table summarizes the results of operations for our
manufacturing segment for the years ended December 31:

% %
(in thousands) 2004 change 2003 change 2002
Operating revenues $226,577 27 $177,805 25 $142,390
Cost of goods sold 178,822 28 139,720 29 107,977
Operating expenses 25,145 13 22,244 21 18,411
Depreciation and amortization 8,701 13 7,708 18 6,525
Operating income $ 13,909 71 $ 8,133 (14) & 9477

The manufacturing segment’s improved performance in 2004 can be
attributed to certain companies within this segment being able to offset
increases in commodity prices with product pricing increases and
increased productivity and capacity utilization. The increases in
productivity at our metal parts stamping and fabrication company and
our wind tower manufacturer resulted in a combined increase in
manufacturing segment operating income from these two companies of
$6.5 million in 2004 compared with 2003. Revenue increases at the
other manufacturing companies were offset by increased costs and
operating expenses resulting in a combined net decrease in operating
income from these companies of $0.7 million in 2004 compared with 2003.

The $48.8 million increase in manufacturing operating revenues in
2004 compared with 2003 includes increases of $18.5 million from our
metal parts stamping and fabrication company, $10.7 million from our
manufacturer of wind towers, $8.6 million from our waterfront equipment
company, $5.8 million from our manufacturer of thermoformed plastic
and horticultural products and $5.7 million from our manufacturer of
structural steel products. The revenue increase at our metal parts
stamping and fabrication company is not only related to an increase in
raw material costs, especially steel, but also reflects a 12.7% increase in
the number of units produced and sold at this company’s expanded
manufacturing facilities in 2004 compared with 2003. The revenue
increase at our manufacturer of wind towers reflects increased steel
prices and increased productivity and plant utilization in 2004. Unit sales
at our manufacturer of thermoformed plastic and horticultural products
increased 14.2% in 2004 compared with 2003. The revenue increases at
our waterfront equipment company and our manufacturer of structural
steel products reflect increases in sales of residential waterfront equipment,
and increases in jobs in progress and product price increases related to
higher raw material costs.

The $39.1 million increase in cost of goods sold in 2004 compared
with 2003 includes increases of $13.3 million from our metal parts
stamping and fabrication company, $8.4 million from our waterfront
equipment company, $7.7 milion from our manufacturer of wind towers,
$5.2 million from cur manufacturer of thermoformed plastic and
horticuftural products and $4.8 million from our manufacturer of structural
steel products. The increases in costs of goods sold at these companies
reflect production increases and higher raw material costs. The $2.9 million
increase in manufacturing segment operating expenses includes
$1.9 million in increased expenses at our metal parts stamping and
fabrication company and $1.0 million in increased sales commissions at
our waterfront equipment company. The increase in operating expenses
at our metal parts stamping and fabrication company reflects increases
in compensation expenses and increased prometional expenses related to
increased sales and losses related to the disposal of equipment no longer
used in production. The $1.0 million increase in depreciation and
amortization expense in 2004 compared with 2003 is mainly due to 2004
and 2003 equipment purchases at three of our manufacturing companies.

The $35.4 million increase in manufacturing operating revenues for 2003
compared with 2002 includes a $25.7 milion increase in revenue from the
waterfront equipment companies acquired in 2002. Revenues from our
manufacturer of thermoformed plastic and horticuttural products increased
$8.0 million on an increase in the volume of products sold. Revenue at




our metal parts stamping and fabrication company increased $3.0 million
and our manufacturer of wind towers recorded $1.5 million in increased
revenue. These increases were offset by decreases in revenue of $2.5 million
from the manufacturer of structural steel products and $0.3 million from
our manufacturer of automobile frame-straightening equipment.

The $31.7 mitlion increase in cost of goods sold in 2003 compared
with 2002 primarily reflects a $19.1 million increase in costs of goods
sold at our waterfront equipment companies combined with increased
costs of $6.0 million at our manufacturer of wind towers mostly in material
costs, $5.3 million from our manufacturer of thermoformed plastic and
horticultural products related to increased sales, and $2.5 million from
our metal parts stamping and fabrication company primarily related to
material costs. These increases were offset by a reduction in cost of
goods sold of $0.4 million at our manufacturer of structural steel products,
mainly related to reduced labor expenses, and $0.1 million from our
manufacturer of automobile frame-straightening equipment. The
$1.2 million increase in depreciation and amortization expense in 2003
compared with 2002 is due to 2002 and 2003 plant expansions and
equipment purchases at all our manufacturing companies.

HEALTH SERVICES
The following table summarizes the results of operations for our health
services segment for the years ended December 31:

o/ﬂ °/o
(in thousands) 2004 change 2003 change 2002
Operating revenues $114,318 13 $100,812 8 $ 93420
Cost of goods sold 85,662 14 75085 13 66,680
COperating expenses 17,662 14 15,442 13 13,676
Depreciation and amortization 5,047 2) 5137 16 4,410
Operating income $ 5947 13 $ 5248 (399 $ 8,654

The $13.4 million increase in health services operating revenuss for
2004 compared with 2003 reflects $6.9 million in additional imaging
revenues and $6.5 million from sales and servicing of equipment. The
number of scans performed on a fee-per-scan basis decreased 14.1%
while the average fee per scan increased 17.7%. The increase in revenue
from equipment sales includes $1.8 million in increased revenue related
to the acquisitions of Topline Medical and North Star Medical Systems in
May and July of 2003. The $10.6 millicn increase in costs of goods sold
in 2004 compared with 2003 includes $4.5 million related to equipment
sales and $6.1 million related to imaging and other services. The
$2.2 million increase in operating expenses reflects increases in
compensation and benefits expenses and increases in travel expenses
related to the 2003 medical equipment company acqguisitions and an
expansion of imaging services.

The $7.5 million increase in health services operating revenues for
2003 compared with 2002 reflects $6.7 million in additional scan and
other services revenue, mostly from the acquisitions that occurred in
2002. Revenues from the sale of diagnostic imaging equipment
increased $0.8 million between the periods in part due to recent
acquisitions in 2003. The number of scans performed increased
12.6% mainly due to the 2002 acquisitions, while the average fee per
scan decreased 1.8%.

Although revenues from imaging services increased by $6.7 million in
2003 compared with 2002, the increase was more than offset by
increases in equipment and infrastructure costs incurred to support
expected revenue growth. While operating income for 2003 was
significantly less than operating income in 2002, the segment’s 2003
results improved significantly from early 2003 in part due to steps taken
by management to address increases in operating expenses of the
diagnostic imaging operations. The company that sells and services
medical diagnestic and monitoring equipment had a good year financially
in 2003, but the results from imaging services were disappointing,

primarily due to aggressive growth combined with subseguent
integration challenges.

OTHER BUSINESS OPERATIONS

The following table summarizes the results of operations for our other
business operations segment, which no longer includes our
telecommunications business now being reported in discontinued
operations, for the years ended December 31:

Yo %
{in thousands} 2004 change 2003 change 2002
Operating revenues $162,351 42 $114,726 51 § 75947
Cost of goods sold 124,433 51 82,378 77 46,414
Operating expenses 43,783 19 36,646 19 30,679

Depreciation and amortization 4,063 43 2,841 ) 2,921

Operating (loss) $ (9,928) (39) |$ (7,139 (76) $ (4.067)

The $47.6 million increase in operating revenues in 2004 compared
with 2003 includes $40.6 millicn from Foley acquired in November 2003
and $14.0 milion from IPH acquired in August 2004. Revenues at the
energy services company increased $8.6 million in 2004 compared with
2003 mainly due to increases in natural gas prices. Transportation
company revenues increased $1.9 million, reflecting increased brokerage
activity and the pass through of increased diesel prices to customers.
Transportation company brokered miles increased 5.5% between the
years while the combined miles driven by the company-owned flest and
contracted owner-operators decreased 7.4%. Revenues from our
electrical contracting company decreased $17.7 million in 2004 compared
with 20083 due to a lower volume of available work in combination with
excess capacity in its construction market.

The $42.1 million increase in cost of goods sold in 2004 compared
with 2003 includes $36.7 million from Foley and $11.4 million from IPH.
Cost of goods sold at our energy services company increased $8.5 million
in 2004 compared with 2003 due to increases in natural gas prices.
Cost of goods sold from our electrical contracting company decreased
$14.6 million as a result of a lower volume of available work in 2004
compared with 2003.

The $7.1 million increase in operating expenses in 2004 compared
with 2003 includes $2.7 million from Foley and $0.9 million from IPH.
Transportation company operating expenses increased $1.9 million
mainly related to increased fuel costs and increased brokerage activity.
Operating expenses also reflect $1.3 million in increased unallocated
corporate overhead costs mainly due to increases in employee benefit
costs and increased expenses for professional services related to
compliance with Sarbanes-Oxley Section 404 requirements. The
$1.2 million increase in depreciation and amortization expense is
attributable to the acquisitions of Foley and IPH.

The $2.8 miilion increase in operating losses in 2004 compared with
2003 includes $3.5 miillion in increased operating losses at the
corporation’s electrical contracting company as a result of losses
incurred on certain jobs in 2004 and $1.3 miillion in increased costs
related to the increases in unallocated corporate overhead. These
operating loss increases were partially offset by operating income
increases of $1.3 million related to the acquisitions of Foley and IPH,
$0.4 million from our energy services company and $0.3 million from our
transportation company.

The $38.8 million increase in operating revenue in 2003 compared
with 2002 was mostly due to a $13.8 million increase in revenues from
natural gas sales at our energy services company related to an increase
in natural gas prices. In addition, construction revenues increased by
$21.4 million, of which $7.9 million came from Foley. Transportation
revenues increased by $2.3 million between the periods as a result of an
85.6% increase in brokered miles. The $36.0 million increase in cost of
goods sold reflects a $14.4 million increase in the cost of natural gas
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sold by our energy services .company and a $21.6 million increase in
construction costs at our construction companies, of which $6.5 million
is attributable to Foley.

The $6.0 million increase in operating expenses between the periods
reflects a $2.4 million increase in transportation operating expenses
mainly related to increased brokerage activity. The construction companies
reported $1.0 million in increased operating expenses with $C.5 million
of the increase related to Foley. Operating expenses also reflect a
$3.3 million increase in unallocated corporate overhead costs mainly due
to increased employee benefit costs and increases in self-insurance
costs. Operating expense at the energy services company decreased
$1.9 million from 2002 to 2003 as a result of decreased activity. We had
recorded $250,000 in goodwill related to the acquisition of an energy
management firm in 2002. Based on an offer to purchase this entity in
the fourth quarter of 2003, we determined that the goodwil related to
this entity was impaired and, accordingly, recorded a $250,000 charge
to operating income in the fourth quarter of 2003.

DISCONTINUED OPERATIONS

As a result of our intention to sell MIS and exit the telecommunications
business, MIS is reported as discontinued operations in our consolidated
financial statements. The following table presents MIS operating
revenues, expenses, including interest and other income and deductions,
and income taxes, includedion a net basis in income from discontinued
operations on cur 2004, 2003 and 2002 consolidated statements of
income.

0/° 0/0
(in thousands} 2004 change 2003 change 2002
Operating revenues $ 8,739 2 $ 8,547 @ % 8680
Expenses 5,041 (2) 5,138 (5) 5,422
Income taxes 1,483 8 1,367 5 1,306
Income from discontinued
operations $ 2215 8 % 2042 5 $ 1952

CONSOLIDATED INTEREST CHARGES
Interest expense increased $0.5 million in 2004 compared to 2003
primarily as a result of interest expense on the bridge loan used to
finance the acquisition of IPH.

Interest expense increased $0.3 million in 2003 compared to 2002 as
a result of lower variable interest rates. The average interest rate paid on
short-term debt decreased from 2.2% in 2002 to 1.7% in 2003.

CONSOLIDATED INCOME TAXES

Our effective tax rate on income from continuing operations was 29.8%
for 2004 compared with 26.5% for 2003. The increase reflects the
impact of R&D tax credits claimed in 2003. Without these credits, the
20083 effective tax rate would have been 27.5%. The remaining 2.3%
difference in the effective tax rate for 2004 compared to 2003 is a
function of the level of fixed deductions and credits in proportion to
higher net income before tax in 2004 compared to 2003. See note 14
to consolidated financial statements.

Our effective tax rate on income from continuing operations was
26.5% for 2003 compared with 29.8% for 2002. The reduction reflects
the impact of prior-year R&D tax credits claimed in 2003. Without these
credits, the 2003 effective tax rate would have been 27.5%. The
remaining 2.3% difference in the effective tax rate for 2003 compared to
2002 is a function of the level of fixed deductions and credits in
proportion to lower net income before tax in 2003 compared to 2002.

IMPACT OF INFLATION
The electric utility cperates under regulatory provisions that allow price
changes in the cost of fuel and purchased power to be passed to most

customers through automatic adjustments to its rate schedules under
the cost-of-energy adjustment clause. Other increases in the cost of
electric service must be recovered through timely filings for electric rate
increases with the appropriate regulatory agency.

Our plastics, manufacturing, health services, and other business
operations consist entirely of unregulated businesses. Increased operating
costs are reflected in product or services pricing with any limitations on
price increases determined by the marketplace. The impact of inflation
on these segments has not been significant during the past few years
because of the relatively low rates of inflation experienced in the United
States. Raw material costs, labor costs and interest rates are important
components of costs for companies in these segments. Any or all of these
components could be impacted by inflation or other pricing pressures,
with a possible adverse effect on our profitability, especially where
increases in these costs exceed price increases on finished products.

In recent years, our operating companies have faced strong inflationary
and other pricing pressures with respect to steel, fuel and health care
costs, which have been partially mitigated by pricing adjustments.

We anticipate diluted earnings per share from continuing operations to
be in a range from $1.50 to $1.70. Total diluted earnings per share are
expected to be in a range from $1.70 to $1.90 which includes earnings
from discontinued operations.

Contributing to the earnings expectations for 2005 are the following items:

* We expect solid performance in the electric segment in 2005
although net income is anticipated to be lower than 2004 levels.
This is primarily because of uncertainty in the wholesale electric
markets due to the expected implementation of Midwest
Independent Transmission System Operator electric markets on
April 1, 2005 and anticipated increases in transmission service
costs. Regulated returns in 2005 for the electric segment are
expected to be consistent with authorized levels.
We expect the plastics segment to perform well in 2005 due to
continuing strong demand in the southwestern region of the
country. Net income for this segment is expected to be in a range
between 2003 and 2004 net earnings levels.
e The improving economy, continued enhancements in productivity
and capacity utilization and the extension of the federal Production
Tax Credit are expected to result in increased net income in our
manufacturing segment.
Our health services segment is expected to grow net income in
2005 as we continue to realize earnings improvement from our
imaging business.
We expect our food ingredient processing business, which we
anticipate will be a new reporting segment in 2005, to generate net
income in the range of $4.2 million to $5 million for the year ending
December 31, 2005.
Our other business operations segment is expected to show
improved results over 2004 due to the improving economy. The
extension of the Production Tax Credit is expected to have a
positive impact on our electrical contracting business.
We anticipate investing approximately $50 million in capital
expenditures during 2005 in addition to funding possible future
acquisitions.
Our outlook for 2005 reflects the anticipated impact of Statement of
Financial Accounting Standards No. 123(R), Share-Based Payment,
which could lower earnings per share results by as much as $0.02
per share in 2005. This standard requires all share-based
compensation awards be measured at fair value at the date of grant
and expensed over their vesting or service periods. This standard is
effective beginning in the third quarter 2005; however, it can be
adopted earlier.




* Contributing to our overall earnings expectation for 2005 is our
telecommunications business which is being held for sale and is
accounted for as discontinued operations. We expect to realize a
gain on the sale of this business in 2005. We also are exploring the
divestiture of certain other businesses in 2005 as part of an
ongoing evaluation of the prospects and growth opportunities of
our business operations.

| LieuibIT

We believe our financial condition is strong and that our cash, other liquid
assets, operating cash flows, access to capital markets through our
universal shelf registration and borrowing ability because of solid credit
ratings, when taken together, provide adequate resources to fund ongoing
operating requirements and future capital expenditures related to expansion
of existing businesses and development of new projects. However, our
operating cash flow and access te capital markets can be impacted by
macroeconomic factors outside our control. In addition, our borrowing
costs can be impacted by short-term and long-term debt ratings assigned
to us by independent rating agencies, which in part are based on certain
credit measures such as interest coverage and leverage ratios.
We have achieved a high degree of long-term liquidity by maintaining
desired capitalization ratics and solid credit ratings, implementing
cost-containment programs, and investing in projects that provide
returns in excess of our weighted average cost of capital.
Cash provided by operating activities from continuing and discontinued
operations was $59.9 million in 2004 compared with $77.0 million in 2003.
The $17.1 million decrease in cash from operations reflects an $8.6 million
increase in income tax payments between the years, $4.0 million in
discretionary pension plan contributions in 2004 and a net increase in
other components of working capital mainly influenced by a $15.8 million
increase in Costs and estimated earnings in excess of billings resulting
from an increase in the value of jobs in progress under percentage of
completion accounting. The reduction in income tax payments in 2003
and the subsequent increase in 2004 is partially due to an increase in
income before income taxes in 2004 compared to 2003, but also reflects
a change in the methodology used for determining estimated tax
payment requirements that resulted in a change in the timing of 2002,
2003 and 2004 estimated tax payments, This change in methodology
had the effect of reducing estimated tax payments made in 2003 and
deferring the payment of a portion of 2003 income taxes into 2004.
The $58.7 million increase in net cash used in investing activities in 2004
compared with 2003 reflects a $56.2 million increase in cash used to
complete acquisitions and a $6.8 million increase in cash used for other
investments, offset by a $4.3 million increase in cash proceeds from the
sale of assets. The increase in cash used for acquisitions and other
investments is mostly related to the 2004 acquisition of IPH, in which
$69.0 million in cash was paid and $6.0 milion was placed in escrow to
pay off earn-out contingencies if IPH achieves certain financial targets for
the period from August 1, 2004 through July 31, 2005. In 2004, proceeds
from the sale of assets included cash from the sale of used equipment,
the sale of our investment in Fargo Baseball LLC and the sale of a building.
Net cash provided by financing activities was $52.7 million in 2004
compared with $18.1 million in net cash used in financing activities in
2003. The $71.8 million increase between the years was mainly due to
the following items:
* Net proceeds of $70.8 million from the public offering of 2.9 million
common shares in December 2004,

* Proceeds of $7.3 million from the issuance of common stock for
our automatic dividend reinvestment and share purchase plan and
our employee stock purchase plan in 2004.

* Net short-term borrowings increased $10.0 million in 2004,

» Proceeds from the issuance of long-term debt decreased
$14.5 milion in 2004, Proceeds in 2003 included $16.3 million
borrowed under a loan agreement with Lombard US Equipment
Finance Corporation.

On August 16, 2004 we borrowed $76.0 million of unsecured and
unsubordinated debt from UBS Loan Finance LLC to finance the
acquisition of IPH. We repaid $71.1 million of the loan balance in
December 2004 with proceeds from the public offering of 2.9 million
shares of common stock. The remaining unpaid balance of $4.9 million
outstanding on December 31, 2004, was repaid in January 2005 from
proceeds received for 175,000 of our common shares upon the partial
exercise of the over-aliotment option granted t¢ the underwriters of the
December 2004 public offering and by borrowing from our line of credit.
The common stock was issued under a universal shelf registration
statement filed with the Securities and Exchange Commission that gives
us the ability to issue up to an additional $256 million of common stock,
preferred stock, debt and certain other securities from time to time.

CASH REALIZATION RATIOS— INTEREST-BEARING DEBT AS A
CONTINUING OPERATIONS PERCENT OF TOTAL CAPITAL (millions)
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Otter Tail has maintained a 40-50% interest-
bearing debt to total capital ratio for the past
three years. The decrease from 2003 to
2004 refiects the issuance of $71 million in
common equity in 2004,

The cash realization ratio represents cash
flows from continuing operations expressed
as a percent of net income form continuing
operations,

CAPITAL REQUIREMENTS

We have a capital expenditure program for the expansion, upgrade and
improvement of our plants and operating equipment. Typical uses of
cash for capital improvements are investments in electric generation
facilities, transmission and distribution lines, equipment used in the
manufacturing process, acquisitions of diagnostic medical equipment,
transportation equipment and computer hardware and information
systems. The capital expenditure program is subject to review and is
revised annually in light of changes in demands for energy, technology,
environmental laws, regulatory changes, the costs of labor, materials and
equipment, and our consolidated financial condition.

Consolidated capital expenditures for the years 2004, 2003 and 2002
were $49.8 million, $49.1 million and $74.1 million, respectively. The
estimated capital expenditures for 2005 are $50.3 million and the total
capital expenditures for the five-year period 2005 through 2009 are
estimated to be approximately $211 million.

The breakdown of 2002, 2003 and 2004 actual and 2005 through
2008 estimated capital expenditures by segment is as follows:

(in millions) 2002 2003 2004 2005 2005-'09
Electric $ 46 $ 28 % 25 $ 28 $ 135
Plastics 5 4 3 2 10
Manufacturing 15 10 13 I°] 47
Health services 4 6 4 2 5
Other business operations 3 1 5 el 14

Total $ 74 $ 49 $ 50 $ 50 $ 211
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The following table summarizes our contractual obligations at
December 31, 2004 and the effect these obligations are expected to
have on our liquidity and cash flow in future periods.

Less More

than 1-3 3-5 than 5
(in millions) Total {1 year years years vyears
Long-term debt obligations $268 1 $ 6 $ 59 & 6 $197
Interest on long-term debt obligations 152 15 30 23 84
Capacity and energy requirements 146 20 35 39 52
Operating lease obligations 11 30 47 25 9
Coal contracts {required minimums) 100 16 32 12 40
Other purchase obligations 6 S — — —
Total contractual cash obligations $7831 % 93 $203 $105 $382

Interest on $24.4 million of variable-rate debt outstanding on
December 31, 2004 was projected based on the interest rates
applicable to those debt instruments on December 31, 2004,

Financial flexibility is provided by operating cash flows, our universal shelf
registration, unused lines of credit, strong financial coverages, solid credit
ratings, and alternative financing arrangements such as leasing. We have
the ability to issue up to $256 million of common stock, preferred stock,
debt and certain other securities from time to time under our universal
shelf registration statement filed with the Securities and Exchange
Commission. Additional short-term or long-term financing may be
required in the period 2005 through 2009 in the event we decide to
refund or retire early any of our presently cutstanding debt cr cumulative
preferred shares, to complete acquisitions, to fund the construction of a
new generating station at the Big Stone Plant site if we decide to move
forward with the project or for other corporate purposes. There can be
no assurance that any additional required financing will be available
through bank borrowings, debt or equity financing or otherwise, or that if
such financing is available, it will be available on terms acceptable to us.
If adequate funds are not available on acceptable terms, our businesses,
results of operations, and financial condition could be adversely affected.

On April 28, 2004 we renewed our $70 million line of credit. The
renewed agreement expires on April 27, 2005. The terms of the renewed
line of credit at the time of renewal were essentially the same as those in
place prior to the renewal. In October 2004, we amended the terms of
our $70 million line of credit agreement to remove the ratings trigger that
would require accelerated repayment of any outstanding balance on the
line of credit in the event our senior unsecured debt is rated below Baa3
(Moody's) or BBB- (Standard & Poor’s). The removal of the ratings trigger
resulted in no changes to the interest rate charged on line borrowings
and no material changes to other terms of the agreement. Borrowings
under the line of credit bear interest at LIBOR plus 0.6%, subject to
adjustment based on the ratings of our senior unsecured debt up to
LIBOR plus 0.8% if the ratings on our senior unsecured debt fall to
BBB+ or below {Standard & Poor's) or Baal or below (Moody's). We do
not anticipate any difficulties in renewing this line of credit.

Our bank line of credit is a key source of operating capital and can
provide interim financing of working capital and other capital requirements,
if needed. This line is available to support borrowings of our nonelectric
operations. We anticipate that the electric utility’s cash requirements will
be provided for by cash flows from electric utility operations. As of
December 31, 2004, $35.0 milion of our $70 million line of credit was in use.
Our obligations under this line of credit are guaranteed by our 100%-cwned
subsidiary that owns substantially all of our nonelectric companies.

Qur line of credit, $30 milion 6.63% senior notes, and Lombard
US Equipment Finance note contain the following covenants: a
debt-to-total capitalization ratio not in excess of 60% and an interest
and dividend coverage ratio of at least 1.5 to 1. The 6.63% senior
notes also require that priority debt not be in excess of 20% of total
capitalization. We were in compliance with ali of the covenants under our
financing agreements as of December 31, 2004.

Our obligations under the 6.63% senior notes are guaranteed by our
100%-~-owned subsidiary that owns substantially all of our nonelectric
companies. in October 2004, we also amended the terms of our
$90 million 8.63% senior notes to remove a ratings trigger that would
require repayment of the notes with a make-whole premium if our senior
unsecured debt is rated below Baal3 (Moody’s) or BBB- (Standard &
Poor's). Our Grant County and Mercer County poliution control refunding
revenue bonds require that we grant to Ambac Assurance Corporation,
under a financial guaranty insurance policy relating to the bonds, a
security interest in the assets of the electric utility if the rating on our
senior unsecured debt is downgraded to Baa2 or below (Moody’s) or
BBB or below (Standard & Poor’s).

in December 2004 Standard & Poor’s Rating Services lowered our
corporate credit rating and senior unsecured debt rating from
A-/negative to BBB+/negative. Moody's rating remains at A2/negative

Our securities ratings at December 31, 2004 are:

Moody’s
Investors  Standard
Service & Poor’s
Senior unsecured debt A2 BBB+
Preferred stock Baal BBB-
Outlook Negative Negative

Disclosure of these securities ratings is not a recommendation to buy,
sell or hold our securities. Downgrades in these securities ratings could
adversely affect our company. Further downgrades could increase
borrowing costs resulting in possible reductions to net income in future
pericds and increase the risk of default on our debt obligations.

Cur ratio of earnings to fixed charges from continuing operations,
which includes imputed finance costs on operating leases, was 3.3x for
2004 and 2003 and our long-term debt interest coverage ratio before
taxes was 4.8x for 2004 compared to 4.2x for 2003. During 2005, we
expect these coverage ratios to increase over 2004 levels assuming
2005 net income meets our expectations.
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Otter Tail has maintained coverage ratios in
excess of its debt covenant requirements.



We do not have any off-balance-sheet arrangements or any relationships
with unconsolidated entities or financial partnerships. These entities are
often referred to as structured finance special purpose entities or variable
interest entities, which are established for the purpose of facilitating
off-balance-sheet arrangements or for other contractually narrow or limited
purposes. We are not exposed to any financing, liquidity, market or
credit risk that coutd arise if we had such relationships.

We are including the following factors and cautionary statements in this
Annual Report to make applicable and to take advantage of the safe
harbor provisicns of the Private Securities Litigation Reform Act of 1995
for any forward-looking statements made by us or on our behalf.
Forward-looking statements include statements concerning plans,
objectives, goals, strategies, future events or performance, and underlying
assumptions (many of which are based, in turn, upon further assumptions}
and other statements that are other than statements of historical facts.
From time to time, we may publish or otherwise make available forward-
looking statements of this nature. All these forward-looking statements,
whether written or oral and whether made by us or on our behalf, are
also expressly gualified by these factors and cautionary statements.
Forward-looking statements involve risks and uncertainties, which could
cause actual results or outcomes to differ materially from those expressed.
Our expectations, beliefs and projections are expressed in good faith
and are believed by us to have a reasonable basis. Nonetheless, our
expectations, beliefs or projections may not be accomplished.

Any forward-looking statement contained in this document speaks
only as of the date on which the statement is made, and we undertake
no obligation to update any forward-looking statement or statements to
reflect events or circumstances that occur after the date on which the
statement is made or to reflect the occurrence of unanticipated events.
New factors emerge from time to time, and it is not possible for us to
predict all of the factors, nor can we assess the effect of each factor on
our business or the extent to which any factor, or combination of factors,
may cause actual results to differ materially from those contained in any
forward-looking statement. The following factors and the other matters
discussed herein are important factors that could cause actual results or
outcomes for our company to differ materially from those discussed in
the forward-looking statements included elsewhere in this document.

GENERAL

Qur plans to grow and diversify through capital expenditures and
acquisitions may not be successful, which could result in poor
financial performance.

As part of our business strategy, we intend to acquire new businesses.
We may not be able to identify appropriate acquisition candidates or
successfully negotiate, finance or integrate acquisitions. If we are unable
to make acquisitions, we may be unable to realize the growth we anticipate.
Future acquisitions could involve numerous risks including: difficulties in
integrating the operations, services, products and personnel! of the
acquired business; and the potential loss of key employees, customers
and suppliers of the acquired business. If we are unable to successfully
manage these risks of an acquisition, we could face reductions in net
income in future periods.

Federal and state environmental regulation could require us to incur
substantial capital expenditures which could result in increased
operating costs.

We are subject to federal, state and local environmental laws and
regulations relating to air quality, water quality, waste management,
natural resources and health safety. These laws and regulations regulate
the modification and operation of existing facifities, the construction and
operation of new facilities and the proper storage, handling, cleanup and
disposal of hazardous waste and toxic substances. Compliance with
these legal requirements requires us to commit significant resources and
funds toward environmental monitoring, installation and operation of
pollution control equipment, payment of emission fees and securing
environmental permits. Obtaining environmental permits can entail
significant expense and cause substantial construction delays. Failure

to comply with environmental laws and regulations, even if caused by
factors beyond our control, may result in civil or criminal liabilities,
penalties and fines.

Existing environmental laws or regulations may be revised and new
laws or regulations seeking to protect the environment may be adopted
or become applicable to us. Revised or additional regulations, which
result in increased compliance costs or additional operating restrictions,
particularly if those costs are not fully recoverable from customers, could
have a material effect on our results of operations.

Volatile financial markets could restrict our ability to access capital
and increase our borrowing costs and pension plan expenses.

We rely on access to both short- and long-term capital markets as a
source of liquidity for capital requirements not satisfied by cash flows
from operations. If we are not able to access capital at competitive
rates, the ability to implement our business plans may be adversely
affected. Market disruptions or a downgrade of our credit ratings may
increase the cost of borrowing or adversely affect our ability to access
one or more financial markets.

Changes in the U.S. capital markets could also have significant effects
on our pension plan. Our pension income or expense is affected by factors
including the market performance of the assets in the master pension
frust maintained for the pension plans for some of our employees, the
weighted average asset allocation and long-term rate of return of our
pension plan assets, the discount rate used to determine the service
and interest cost components of our net periodic pension cost (returns)
and assumed rates of increase in our employees’ future compensation.
If our pension plan assets do not achieve positive rates of return, or if
our estimates and assumed rates are not accurate, our company's
earnings may decrease because we would be unable to recognize gains
from the pension plan assets as income and, instead, we may need to
provide additional funds to cover our obligations to employees under the
pension plan.

ELECTRIC

We may experience fluctuations in revenues and expenses related
to our electric operations, which may cause our financial resuits to
fluctuate and could impair our ability to make distributions to
shareholders or scheduled payments on our debt obligations.

A number of factors, many of which are beyond our control, may
contribute to fluctuations in our revenues and expenses from electric
operations, causing our net income to fluctuate from period to period.
These risks include fluctuations in the volume and price of sales of
electricity to customers or other utilities, which may be affected by factors
such as mergers and acquisitions of other utilities, geographic location
of other utilities, transmission costs (including increased costs related to
the formation and operation of regional transmission organizations),
changes in the manner in which wholesale power is sold and purchased
(such as standard market design when adopted by the Midwest
Independent Transmission System Operator), unplanned interruptions at
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our generating plants, the effects of regulation and deregulation,
demographic changes in our customer base and changes in our customer
demand or load growth. Other risks include weather conditions (including
severe weather that could result in damage to our assets), fuel and
purchased power costs and the rate of economic growth or decline in
our service areas. A decrease in revenues or an increase in expenses
related to our electric operations may reduce the amount of funds
available for our existing and future businesses, which could result in
increased financing requirements, impair our ability to make expected
distributions to shareholders or impair our ability to make scheduled
payments on our debt obligations.

Actions by the regulators of our electric operations could result

in rate reductions, lower revenues and earnings or delays in
recovering capital expenditures.

The corporation is subject to government regulations and regulatory
actions that may have a negative impact on its business and results of
operations. The electric rates that we are allowed to charge for our
electric services are one of the most important items influencing our
financial position, results of operations and liquidity. The rates that we
charge our electric customers are subject to review and determination
by state public utility commissions in Minnesota, North Dakota and
South Dakota. We are also regulated by the Federal Energy Regulatory
Commission. An adverse decision by one or more regulatory commissions
concerning the level or method of determining electric utility rates, the
authorized returns on equity or other regulatory matters, permitted
business activities (such as ownership or operation of nonelectric
businesses) or any prolonged delay in rendering a decision in a rate or
other proceeding (including with respect to the recovery of capital
expenditures in rates) could result in lower revenues and net income.

We may not be able to respond effectively to deregulation initiatives
in the electric industry, which could result in reduced revenues

and earnings.

We may not be able to respond in a timely or effective manner to the
changes in the electric industry that may occur as a result of regulatory
initiatives to increase competition. These regulatory initiatives may include
deregulation of the electric utility industry in some markets. Although we
do not expect retail competition to come to the states of Minnesota,
North Dakota and South Dakota in the foreseeable future, we expect
competitive forces in the electric supply segment of the electric business
to continue to increase, which could reduce our revenues and earnings.

Our electric generating facilities are subject to operational risks that
could result in unscheduled plant outages, unanticipated operation
and maintenance expenses and increased power purchase costs.
Operation of electric generating facilities involves risks which can
adversely affect energy output and efficiency levels. Most of our
generating capacity is coal-fired. We rely on a limited number of suppliers
of coal, making us vulnerable to increased prices for fuel and fuel
transportation as existing contracts expire or in the event of unanticipated
interruptions in fuel supply. Operational risks also include facility shutdowns
due to breakdown or failure of equipment or processes, labor disputes,
operator error and catastrophic events such as fires, explosions, floods,
intentional acts of destruction or other similar occurrences affecting the
electric generating facilities. The loss of a major generating facility would
require us to find other sources of supply, if available, and expose us to
higher purchased power costs.

PLASTICS

Our plastics operations are highly dependent on a limited number
of vendors for PVC resin and a limited supply of PVC resin. The
loss of a key vendor, or any interruption or delay in the supply of PVC
resin, could result in reduced sales or increased costs for our
plastics business.

We rely on a limited number of vendors to supply the PVC resin used in
our plastics business. Two vendors accounted for approximately 98% of
our total purchases of PVC resin in 2004 and approximately 96% of our
total purchases of PVC resin in 2003. In addition, the supply of PVC resin
may be limited primarily due to manufacturing capacity and the limited
availability of raw material components. The loss of a key vendor or any
interruption or delay in the availability or supply of PVC resin could disrupt
our ability to deliver our plastic products, cause customers to cancel
orders or require us to incur additional expenses to obtain PVC resin
from alternative sources, if such sources are available.

We compete against a large number of other manufacturers of PVC
pipe and manufacturers of alternative products. Customers may
not distinguish our products from those of our competitors.

The plastic pipe industry is highly fragmented and competitive, due to
the large number of producers and the fungible nature of the product.
We compete not only against other PVC pipe manufacturers, but also
against ductile iron steel, concrete and clay pipe manufacturers. Due to
shipping costs, competition is usually regional, instead of national, in
scope, and the principal areas of competition are a combination of price,
service, warranty and product performance. Our inability to compete
effectively in each of these areas and to distinguish our plastic pipe
products from competing products may adversely affect the financial
performance of our plastics business.

MANUFACTURING

Competition from foreign and domestic manufacturers, the price
and availability of raw materials, the availability of production tax
credits and general economic conditions could affect the revenues
and earnings of our manufacturing businesses.

Our manufacturing businesses are subject to risks asscciated with
competition from foreign and domestic manufacturers that have excess
capacity, labor advantages and other capabilities that may place
downward pressure on margins and profitability. Raw material costs for
items such as steel, lumber, concrete, aluminum and resin have recently
increased significantly and may continue to increase. Our manufacturers
may not be able to pass on the cost of such increases to their respective
customers. Each of our manufacturing companies has significant
customers and concentrated sales to such customers. If our relationships
with significant customers should change materially, it would be difficult
to immediately and profitably replace lost sales. We believe the demand
for wind towers that we manufacture will depend primarily on the
existence of either renewable portfolio standards or a federal production
tax credit for wind energy.

HEALTH SERVICES

Changes in the rates or methods of third-party reimbursements for
our diagnostic imaging services could result in reduced demand for
those services or create downward pricing pressure, which would
decrease our revenues and earnings.

Our health services businesses derive significant revenue from direct
billings to customers and third-party payors such as Medicare, Medicaid,
managed care and private health insurance companies for our diagnostic
imaging services. Moreover, customers who use our diagnostic imaging
services generally rely on reimbursement from third-party payors. Adverse
changes in the rates or methods of third-party reimbursements could
reduce the number of procedures for which we or our customers can
obtain reimbursement or the amounts reimbursed to us or our customers.




Our health services operations has a dealership and other
agreements with Philips Medical from which it derives significant
revenues from the sale and service of Philips Medical diagnostic
imaging equipment.

This agreement can be terminated on 180 days written notice by either
party for any reason. It also includes other compliance requirements. If
this agreement were terminated within the notice provisions or we were
not able to renew such agreesments or comply with the agreements, the
financial resuits of our health services operations would be adversely
affected.

Technological change in the diagnostic imaging industry could
reduce the demand for diagnostic imaging services and require our
health services operations to incur significant costs to upgrade its
equipment.

Although we believe substantially all of our diagnostic imaging systems
can be upgraded to maintain their state-of-the-art character, the
development of new technologies or refinements of existing technologies
might make our existing systems technologically or economically
obsolete, or cause a reducticn in the value of, or reduce the need for,
our systems.

Actions by regulators of our health services operations could result
in monetary penalties or restrictions in our health services operations.
Qur health services operations are subject to federal and state regulations
relating to licensure, conduct of operations, ownership of facilities,
addition of facilities and services and payment of services. Our failure to
comply with these regulations, or our inability to obtain and maintain
necessary regulatory approvals, may result in adverse actions by regulators
with respect to our health services operations, which may include civil
and criminal penalties, damages, fines, injunctions, operating restrictions
or suspension of operations. Any such action could adversely affect our
financial results. Courts and regulatory authorities have not fully interpreted
a significant number of these laws and regulations, and this uncertainty
in interpretation increases the risk that we may be found to be in violation.
Any action brought against us for violation of these laws or regulations,
even if successfully defended, may result in significant legal expenses
and divert management’s attention from the operation of our businesses.

OTHER BUSINESS OPERATIONS

Our transportation company may be unable to maintain profitable
operations if economic conditions restrict its ability to recover the
increasing costs of fuel, insurance and labor supplies.

Our construction companies may be unable to properly bid and
perform on projects.

The profitability and success of our construction companies require us to
identify, estimate and timely bid on profitable projects. The quantity and
quality of projects up for bids at any time is uncertain. Additionally, once
a project is awarded, we must be able to perform within cost estimates
that were set when the bid was submitted and accepted. A significant
failure or an inability to properly bid or perform on projects could lead to
adverse financial results for our construction companies.

Our company that processes dehydrated potato flakes, flour and
granules competes in a highly competitive market, and is dependent
on adequate sources of potatoes for processing.

The market for processed, dehydrated potato flakes, flour and granules
is highly competitive. The profitability and success of our potato
processing company, acquired in August 2004, is dependent on superior
product quality, competitive product pricing, strong customer relationships,
raw material costs and availability and customer demand for finished
goods. In most product categories, our company competes with
numerous manufacturers of varying sizes in the United States.

The principal raw material used by our potato processing company is
off-grade potatoes from growers. These potatoes are unsuitable for use
in other markets due to imperfections. They are not subject to the
United States Department of Agriculture’s general requirements and
expectations for size, shape or color. While our food ingredient processing
company has processing capabilities in three geographically distinct
growing regions, there can be no assurance it will be able to obtain raw
materials due to poor growing conditions, a loss of key growers and
other factors. A loss of raw materials or the necessity of paying much
higher prices for raw materials could adversely affect the financial
performance of this company.

QUANTITATIVE AND QUALITATIVE DISCLOSURES
ABOUT MARKET RISK

At December 31, 2004 we had fimited exposure to market risk associated
with interest rates and commadity prices and limited exposure to market
risk associated with changes in foreign currency exchange rates because
the Canadian operations of IPH transact all sales in U.S. dollars.

The maijority of our consolidated long-term debt has fixed interest rates.
The interest rate on variable rate long-term debt is reset on a periodic
basis reflecting current market conditions. We manage our interest rate
risk through the issuance of fixed-rate debt with varying maturities,
through economic refunding of debt through optional refundings, limiting
the amount of variable interest rate debt, and the utilization of short-term
borrowings to allow flexibility in the timing and placement of long-term
debt. As of December 31, 2004 we had $24.4 million of long-term debt
subject to variable interest rates excluding $2.8 million in long-term debt
included in Liabilities of discontinued operations on our December 31, 2004
consolidated balance sheet. Assuming no change in our financial structure,
if variable interest rates were to average one percentage point higher or
lower than the average variable rate on December 31, 2004, interest
expense and pretax earnings would change by approximately $244,000.

We have not used interest rate swaps to manage net exposure 1o
interest rate changes related to our portfolio of borrowings. We maintain
a ratio of fixed-rate debt to total debt within a certain range. It is our
policy to enter into interest rate transactions and other financial instruments
only to the extent considered necessary to meet our stated objectives.
We do not enter into interest rate transactions for speculative or trading
pUrposes.

The plastics companies are exposed to market risk related to
changes in commodity prices for PVC resins, the raw material used to
manufacture PVC pipe. The PVC pipe industry is highly sensitive to
commodity raw material pricing volatility. Historically, when resin prices
are rising or stable, margins and sales volume have been higher and
when resin prices are falling, sales volumes and margins have been
lower. Gross margins also decline when the supply of PVC pipe increases
faster than demand. Due to the commodity nature of PVC resin and the
dynamic supply and demand factors worldwide, it is very difficult to predict
gross margin percentages or to assume that historical trends will continue.

Our energy services subsidiary markets natural gas to approximately
160 retail customers. Some of these customers are served under
fixed-price contracts. There is price risk associated with a limited number
of these fixed-price contracts since the corresponding cost of natural
gas is not immediately locked in. However, any price risk associated with
these contracts is within the acceptable risk parameters established in
our risk management policy. We do not consider this price risk to be
material. These contracts call for the physical delivery of natural gas and
are considered executory contracts for accounting purposes. Current
accounting guidance requires losses on firmly committed executory
contracts to be recognized when realized.

In 2004, our energy services subsidiary entered into over-the-counter
natural gas forward swap transactions that qualify as derivatives subject
to mark-to-market accounting under SFAS No. 133. Although our energy
services subsidiary manages its risk by balancing its position in these
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transactions relative to its market position in the contracts entered into
for physical delivery, these swap transactions do not qualify for the
normal purchases and sales exception nor do they qualify for hedge
accounting treatment under SFAS No. 133. These contracts are held for
trading purposes with both realized and unrealized net gains and losses
reflected in revenue on our consclidated statement of income for the
year ended December 31, 2004 in accordance with the guidance
provided in EITF 02-3, /ssues Invoived in Accounting for Derivative
Contracts Held for Trading Purposes and Contracts Involved in Energy
Trading and Risk Management Activities.

The following table shows the effect of marking-to-market our energy
services subsidiary’s forward natural gas swap transactions on our
consolidated batance shest as of December 31, 2004:

{in thousand's) December 31, 2004

Current asset —marked-to-market gain $ 1,834
Current liability — marked-to-market loss (1,700)
Net fair value of marked-tc-market gas contracts $ 134

The $134,000 in recognized but unrealized net gain on these forward
natural gas swap transactions marked-to-market on December 31, 2004
is expected to be realized on settlement as scheduled over the following
quarters in the amounts listed:

1st 2nd 3rd 4th

Quarter Quarter Quarter Quarter
{in thousands) 2005 2005 2005 2005 Total
Net gain $ 8 % 54 8 54 $ 18, § 134

We have minimal credit risk associated with the nonperformance or
nonpayment by counterparties to these forward gas swap transactions
as we have only one major counterparty to these transactions and this
counterparty has a high investment grade credit rating.

The electric utility has market, price and credit risk associated with
forward contracts for the purchase and sale of electricity. As of
December 31, 2004 the electric utility had recognized, on a pretax basis,
$301,000 in net unrezalized gains on open forward contracts for the
purchase and sale of electricity. Due to the nature of electricity and the
physical aspects of the electricity transmission system, unanticipated
events affecting the transmission grid can result in transmission constraints
and the cancellation of scheduled transactions by the independent
transmission system operator. In these situations, the counterparties to
the cancelled transaction are generally not made whole for the difference
in the contract price and the market price of the electricity at the time of
cancellation. In some instances the electric utility may deliver on a sale
where its offsetting purchase has been cancelled or is undeliverable, or
take delivery on a purchase where its offsetting sale has been cancelled
or is undeliverable. All forward energy transactions are subject to a
small, and likely unguantifiable, risk of cancellation by the independent
transmission system operator due to unanticipated physical constraints
on the transmission system. At the time of cancellation, the electric utility
could be in a gain or loss position depending on the market price of
electricity relative to the contract price and the electric utility’s position in
the transaction.

The market prices used to value the electric utility’s forward contracts
for the purchases and sales of electricity are determined by survey of
counterparties by the electric utility's power services’ personnel
responsible for contract pricing. Of the forward energy contracts that
are marked-to-market as of December 31, 2004, 45% of the forward
purchases of electricity have offsetting sales in terms of volumes and
delivery periods. The amount of unrealized marked-to-market gains
recognized on forward purchases of electricity that are not offset by
forward sales of electricity is $144,000.

We have in place an energy risk management policy with a goal to
manage, through the use of defined risk management practices, price
risk and credit risk associated with wholesale power purchases and
sales. These policies require that most forward sales of electricity in
wholesale markets be covered by offsetting forward purchases of
electricity with matching terms and delivery dates or by the portion of
company-owned generation projected to be in excess of retail load
reguirements. Currently, a portion of marked-to-market gains or losses
on a sales contract will be offset by a marked-to-market loss or gain on
the offsetting purchase contract.

Our energy risk management policy allows for open long positions
with limitations on the aggregate marked-to-market value of open
positions. These positions are closely monitored and covered with
cffsetting sales when the risk of loss exceeds predefined limits. The
exposure to price risk of these open positions as of December 31, 2004
was not material.

The following tables show the effect of marking-to-market forward
contracts for the purchase and sale of electricity on our consolidated
balance sheet as of December 31, 2004 and the change in our
consolidated balance sheet position from December 31, 2003 to
December 31, 2004:

(in thousands) December 31, 2004

Current asset—marked-to-market gain $ 711
Regulatory asset—deferred marked-to-market loss 331

Total assets 1,042
Current liability —marked-to-market loss (544)
Regulatory liability — deferred marked-to-market gain (197)

Total liabilities (741)
Net fair value of marked-to-market energy contracts $ 301

Year ended

{in thousands) December 31, 2004

Fair value at beginning of year $ 2057
Amount realized on contracts entered into in 2003 and settled in 2004 (1,967)
Changes in fair value of contracts entered into in 2003 Q0

Net fair value of contracts entered into in 2003 at year-end 2004 —
Changes in fair value of contracts entered into in 2004 301

Net fair value end of year 3 301

The $301,000 in recognized but unrealized net gains on the forward
energy purchases and sales marked-to-market on December 31, 2004
is expected to be realized on physical settlement as scheduled over the
following quarters in the amounts listed:

1st 2nd

Quarter Quarter
(in thousands) 2005 2005 Total
Net gain $ 276 % 251 % 301




We have credit risk associated with the nonperformance or
nonpayment by counterparties to our forward energy purchases and
sales agreements. We have established guidelines and limits to manage
credit risk associated with wholesale power purchases and sales.
Specific limits are determined by a counterparty's financial strength.

Our credit risk with our largest counterparty on delivered and marked-to-
market forward contracts as of December 31, 2004 was $10.6 million.
As of December 31, 2004 we had a net credit risk exposure of $3.2 million
from thirty-nine counterparties with investment grade credit ratings.

The $3.2 million credit risk exposure includes net amounts due to the
electric utility on receivables/payables from completed transactions billed
and unbilled plus marked-to-market gains/iosses on forward contracts
for the purchase and sale of electricity scheduled for delivery after
December 31, 2004. Individual counterparty exposures are offset
according to legally enforceable netting arrangements.

Counterparties with investment grade credit ratings have minimum
credit ratings of BBB- (Standard & Poor's), Baa3 (Moody’s) or BBB- (Fitch).

Our significant accounting palicies are described in note 1 to consolidated
financial statements. The discussion and analysis of the financial
statements and results of operations are based on our consolidated
financial statements, which have been prepared in accordance with
accounting principles generally accepted in the United States. The
preparation of these consolidated financial statements requires
management to make estimates and judgments that affect the reported
amounts of assets, liabilities, revenues and expenses, and related
disclosure of contingent assets and liabilities.

We use estimates based on the best information available in recording
transactions and balances resulting from business operations. Estimates
are used for such items as depreciable lives, asset impairment evaluations,
tax provisions, collectability of trade accounts receivable, self-insurance
programs, valuation of forward energy contracts, unbilled electric
revenues, unscheduled power exchanges, service contract maintenance
costs, percentage-of-completion and actuarially determined benefits
costs. As better information becomes available or actual amounts are
known, estimates are revised. Operating results can be affected by
revised estimates. Actual results may differ from these estimates under
different assumptions or conditions. Management has discussed the
application of these critical accounting policies and the development of
these estimates with the audit committee of the board of directors.

The following critical accounting policies affect the more significant
judgments and estimates used in the preparation of the consolidated
financial statements.

PENSION AND OTHER POSTRETIREMENT
BENEFITS OBLIGATIONS AND COSTS
Pension and postretirement benefit liabilities and expenses for our electric
utility and corporate employees are determined by actuaries using
assumptions about the discount rate, expected return on plan assets,
rate of compensation increase and healthcare cost-trend rates. Further
discussion of our pension and postretirement benefit plans and related
assumptions is included in note 11 to consolidated financial statements.
These benefits, for any individual employee, can be earned and related
expenses can be recognized and a liability accrued over periods of up to
40 or more years. These benefits can be paid out for up to 40 or more
years after an employee retires. Estimates of liabilities and expenses
related to these benefits are among our most critical accounting estimates.

Although deferral and amortization of fluctuations in actuarially determined
benefit obligations and expenses are provided for when actual results on
a year-fo-year basis deviate from long-range assumptions, compensation
increases and healthcare cost increases or a reduction in the discount
rate applied from one year to the next can significantly increase our
benefit expenses in the year of the change. Also, a reduction in the
expected rate of return on pension plan assets in our funded pension
plan or realized rates of return on plan assets that are well below
assumed rates of return could result in significant increases in recognized
pension benefit expenses in the year of the change or for many years
thereafter because actuarial losses can be amortized over the average
remaining service lives of active employees.

The pension benefit cost for 2005 for our noncontributory funded
pension plan is expected to be $2.9 million compared to $2.0 million in
2004. The estimated discount rate used to determine annual benefit
cost accruals will decrease to 6.00% in 2005 from 6.25% used in 2004.
In selecting the discount rate, we use the yield of a fixed income debt
security, which has a rating of “Aa” published by a recognized rating agency
along with a bond matching model as a basis to determine the rate.

Subsequent increases or decreases in actual rates of return on plan
assets over assumed rates or increases or decreases in the discount
rate or rate of increase in future compensation levels could significantly
change projected costs. For 2004, all other factors being held constant:
a 0.25 increase (or decrease) in the discount rate would have decreased
(or increased) the 2004 pension benefit cost by $150,000; a 0.25
increase (or decrease) in the assumed rate of increase in future
compensation levels would have increased (or decreased) the 2004
pension benefit cost by $325,000; a 0.25 increase (or decrease) in the
expected long-term rate of return on plan assets would have decreased
{or increased) the 2004 pension benefit cost by $365,000.

Increases or decreases in the discount rate or in retiree healthcare
cost inflation rates could significantly change our projected postretirement
healthcare benefit costs. A 0.25 increase (or decrease) in the discount
rate would have decreased (or increased) the 2004 postretirernent
medical benefit costs by $140,000. See note 11 to consolidated financial
statements for the cost impact of a change in medical cost inflation rates.

We believe the estimates made for the pension and other postretirement
benefits are reasonable based on the information that is known at the
point in time the estimates are made. These estimates and assumptions
are subject to a number of variables and are subject to change. We
continue to use current methodologies to determine plan costs.

REVENUE RECOGNITION

Our construction companies and three of our manufacturing companies
record operating revenues on a percentage-of-completion basis for
fixed-price construction contracts. The method used to determine the
progress of completion is based on the ratio of costs incurred to total
estimated costs. The duration of the majority of these contracts is less
than a year. Revenues recognized on jobs in progress as of December 31,
2004 were $106 million. Expected losses on jobs in progress at year-end
2004 have been recognized. We believe the accounting estimate related
to the percentage-of-completion accounting on uncompleted contracts
is critical to the extent that any underestimate of total expected costs on
fixed-price construction contracts could result in reduced profit margins
being recognized on these contracts at the time of completion.
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FORWARD ENERGY CONTRACTS CLASSIFIED

AS DERIVATIVES

Our electric utility's forward contracts for the purchase and sale of
electricity and our energy services company’s forward natural gas swap
transactions are derivatives isubject to mark-to-market accounting under
accounting principles generally accepted in the United States. The
market prices used to value the electric utility’s forward contracts for the
purchases and sales of electricity are determined by survey of
counterparties by the electric utility’s power services personnel
responsible for contract pricing and, as such, are estimates. Of the
forward electric energy contracts that are marked-to-market as of
December 31, 2004, 45% of the forward energy purchases have
offsetting sales in terms of volumes and delivery periods. The amount of
unrealized marked-to-market gains recognized on forward energy
purchases that are not offset by forward energy sales is $144,000.

All of the forward energy contracts for the purchase and sale of electricity
marked-to-market as of December 31, 2004 are scheduled for settlement
prior to June 1, 2005.

ALLOWANCE FOR DOUBTFUL ACCOUNTS

Our operating companies encounter risks associated with sales and the
collection of the associated accounts receivable. As such, they record
provisions for accounts receivable that are considered to be uncollectible.
In order to calculate the appropriate monthly provision, the operating
companies primarily utilize historical rates of accounts receivables written
off as a percentage of total revenue. This historical rate is applied to the
current revenues on a monthly basis. The historical rate is updated
periodically based on events that may change the rate such as a
significant increase or decrease in collection performance and timing of
payments as well as the calculated total exposure in relation to the
allowance. Periodically, operating companies compare identified credit
risks with allowances that have been established using historical experience
and adjust allowances accordingly. In circumstances where an operating
company is aware of a specific customer’s inability to meet financial
obligations, the operating company records a specific allowance for bad
debts to reduce the net recognized receivable to the amount it
reasonably believes will be collected.

We believe the accounting estimates related to the allowance for
doubtful accounts is critical because the underlying assumptions used
for the allowance can change from period to period and could potentially
cause a material impact to the income statement and working capital.

During 2004, $1.6 million of bad debt expense (0.18% of total 2004
revenue of $882 million) was recorded and the allowance for doubtful
accounts was $2.8 million (2.2% of trade accounts receivable) as of
December 31, 2004. General economic conditions and specific
geographic concerns are major factors that may affect the adequacy of
the allowance and may result in a change in the annual bad debt
expense. An increase or decrease of one percentage point in our
consolidated allowance for doubtful accounts based on outstanding
receivables at December 31, 2004 would result in a $1.3 million increase
or decrease in bad debt expense.

Although an estimated allowance for doubtful accounts on our
operating companies’ accounts receivable is provided for, the allowance
for doubtful accounts on the electric segment’s wholesale electric sales
is insignificant in proportion to annual revenues from these sales. The
electric segment has not experienced a bad debt related to wholesale
electric sales due largely to stringent risk management criteria related to
these sales. However, nonpayment on a single wholesale electric sale
could result in a significant bad debt expense.

DEPRECIATION EXPENSE AND DEPRECIABLE LIVES
The provisions for depreciation of electric utility property for financial
reporting purposes are made on the straight-line method based on the
estimated service lives (5 to 65 years) of the properties. Such provisions
as a percent of the average balance of depreciable electric utility property
were 2.77% in 2004, 3.07% in 2003 and 3.08% in 2002. Depreciation
rates on electric utility property are subject to annual regulatory review
and approval, and depreciation expense is recovered through rates set
by ratemaking authorities. Although the useful lives of electric utility
properties are estimated, the recovery of their cost is dependent on the
ratemaking process. Deregulation of the electric industry could result in
changes to the estimated useful lives of electric utitity property that could
impact depreciation expense.

Property and equipment of our nonelectric operations are carried at
historical cost or at the current appraised value if acquired in a business
combination accounted for under the purchase method of accounting
and are depreciated on a straight-line basis over useful lives (3 to 40
years) of the related assets. We believe that the lives and methods of
determining depreciation are reasonable, however, changes in economic
conditions affecting the industries in which our nonelectric companies
operate or innovations in technology could resutt in a reduction of the
estimated useful lives of our nonelectric operating companies’ property,
plant and equipment or in an impairment write-down of the carrying
value of these properties.

TAXATION

We are required to make judgments regarding the potential tax effects of
various financial transactions and our cngoing operations to estimate our
obligations to taxing authorities. These tax obligations include income,
real estate and use taxes. These judgments include reserves for potential
adverse outcomes regarding tax positions that we have taken. While we
believe the resulting tax reserve balances as of December 31, 2004
reflect the most likely probable expected outcome of these tax matters
in accordance with SFAS No. 5, Accounting for Contingencies, and
SFAS No. 1089, Accounting for Income Taxes, the ultimate outcome of
such matters could result in additional adjustments to our consolidated
financial statements. However, we do not believe such adjustments
would be material based on items currently reserved for.

Deferred income taxes are provided for revenue and expenses which
are recognized in different periods for income tax and financial reporting
purposes. We assess our deferred tax assets for recoverability based on
both historical and anticipated earnings levels. We have not recorded a
valuation allowance related to the probability of recovery of our deferred
tax assets as we believe reductions in tax payments related to these
assets will be fully realized in the future.

ASSET IMPAIRMENT

We are required to test for asset impairment relating to property and
equipment whenever events or changes in circumstances indicate that
the carrying value of an asset might not be recoverable. We apply SFAS
No. 144, Accounting for the Impairment or Disposal of Long-Lived
Assets, in order to determine whether or not an asset is impaired. This
standard requires an impairment analysis when indicators of impairment
are present. If such indicators are present, the standard requires that if
the sum of the future expected cash flows from a company’s asset,
undiscounted and without interest charges, is less than the carrying value,
an asset impairment must be recognized in the financial statements. The
amount of the impairment is the difference between the fair value of the
asset and the carrying value of the asset.




We Dbefieve the accounting estimates related to an asset impairment
are critical because they are highly susceptible to change from period to
period reflecting changing business cycles and require management to
make assumptions about future cash flows over future years and the
impact of recognizing an impairment could have a significant effect on
operations. Management'’s assumptions about future cash flows require
significant judgment because actual operating levels have fluctuated in
the past and are expected to continue to do so in the future.

As of December 31, 2004 an assessment of the carrying values of
our long-lived assets and other intangibles indicated that these assets
were not impaired.

GOODWILL IMPAIRMENT

Goodwill is required to be evaluated annually for impairment, according
to SFAS No. 142, Goodwill and Other Intangible Assets. The standard
requires a two-step process be performed to analyze whether or not
goodwill has been impaired. Step one is to test for potential impairment,
and requires that the fair value of the reporting unit be compared to its
book value including goodwill. if the fair value is higher than the book
value, no impairment is recognized. If the fair value is lower than the
book value, a second step must be performed. The second step is to
measure the amount of impairment loss, if any, and requires that a
hypothetical purchase price allocation be done to determine the implied
fair value of goodwill, This fair value is then compared to the carrying
value of goodwill. If the implied fair value is lower than the carrying value,
an impairment must be recorded.

We believe accounting estimates related to goodwill impairment are
critical because the underlying assumptions used for the discounted
cash flow can change from period to period and could potentially cause
a material impact to the income statement. Management's assumptions
about inflation rates and other internal and external economic conditions,
such as earnings growth rate, reguire significant judgment based on
fluctuating rates and expected revenues. Additionally, SFAS No. 142
requires goodwill be analyzed for impairment on an annual basis using
the assumptions that apply at the time the analysis is updated.

As of December 31, 2004 an assessment of the carrying values of
our goodwill indicated no impairment.

We currently have $1.0 million of goodwill recorded on our balance
sheet related to our energy services subsidiary that markets natural gas
to approximately 160 retail customers. An evaluation of projected cash
flows from this operation in December 2004 indicated that the related
goodwill was not impaired. However, actual and projected cash flows
from this operation are subject to fluctuations due to low profit margins
on natural gas sales combined with high volatility of natural gas prices.
Reductions in profit margins or the volume of natural gas sales could
result in an impairment of alf or a portion of its related goodwill. We will
continue to evaluate this reporting unit for impairment on an annual basis
and as conditions warrant.

We currently have $6.7 million of goodwill recorded on our balance
sheet related to the acquisition of EW. Wylie Corporation (Wylie), our
flatbed trucking company. Highly competitive pricing in the trucking
industry in recent years had resulted in decreased operating margins
and lower returns on invested capital for Wylie. Wylie’s performance
improved in 2004 and current projections are for operating margins to
increase from current levels over the next three to five years as demand
for shipping continues to increase relative to available shipping capacity
and additional revenues are generated from added terminal locations
and increased brokerage activity. If current trends reverse and operating
margins deo not increase according to our projections, the reductions in

anticipated cash flows from transportation operations may indicate that
the fair value of Wylie is less than its book value resulting in an impairment
of goodwill and a corresponding charge against earnings. At December 31,
2004, assessment of Wylie indicated that its goodwill was not impaired.
We will continue to evaluate this reporting unit for impairment on an
annual basis and as conditions warrant.

PURCHASE ACCOUNTING

We account for our acquisitions under the purchase method of accounting
and, accerdingly, the acquired assets and liabilities assumed are recorded
at their respective fair values. The excess of purchase price over the fair
value of the assets acquired and liabilities assumed is recorded as
goodwill. The recorded values of assets and liabilities are based on third
party estimates and valuations when available. The remaining values are
based on management’s judgments and estimates, and, accordingly, our
consolidated financial position or results of operations may be affected
by changes in estimates and judgements.

Acquired assets and liabilities assumed that are subject to critical
estimates include property, plant and equipment and intangible assets.

The fair value of property, plant and equipment is based on valuations
performed by qualified internal personnel and/or outside appraisers. Fair
values assigned to plant and equipment are based on several factors
including the age and condition of the equipment, maintenance records
of the equipment and auction values for equipment with similar
characteristics at the time of purchase.

Intangible assets are identified and valued using the guidelines of
SFAS No. 141. The fair value of intangible assets is based on estimates
including royaity rates, customer attrition rates and estimated cash fiows.

While the allocation of purchase price is subject to a high degree of
judgment and uncertainty, we do not expect the estimates to vary
significantly once an acquisition is cocmplete. We believe our estimates
have been reasonable in the past as there have been no significant
valuation adjustments to the final allocation of purchase price.
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FASB Interpretation (FIN) No. 46 (revised December 2003),
Consolidation of Variable Interest Entities, is an interpretation of
Accounting Research Bulletin No. 51, that addresses consclidation by
business enterprises of variable interest entities which have certain
characteristics related to equity at risk and rights and obligations to
profits and losses. The effective date for application of certain provisions
of FIN 48 was the first quarter of 2004 for interests in variable interest
entities created before February 1, 2003 and held by a public entity that
has not previously applied the provisions of FIN 46. We have determined
that we do not have any arrangements with unconsolidated entities
under FIN 46 except for majority interests in eight limited partnerships
that invest in tax-credit-qualifying, affordable-housing projects. The net
investment in these entities, which are currently accounted for on an
equity-method basis, totaled $2.7 million as of December 31, 2004, Full
consolidation of these entities would not have a material effect on our
consolidated financial statements and would have no effect on our
consolidated net income. We include these entities in our consolidated
financial statements on an equity method basis due to immateriality.
Consolidating these entities would have represented less than 0.5% of
total assets of the Company.

FASB Staff Position No. FAS 106-2 (FSP 106-2), Accounting
and Disclosure Requirements Related to the Medicare Prescription Drug,
improvement and Modernization Act of 2003 (the Act)—FSP 106-2
provides guidance on accounting for the effect of the federal subsidy for
prescription drug plans when the plan’s sponsor determines that the
prescription drug benefits it offers to its retirees are actuarially equivalent
to those offered under Medicare Part D and will qualify for the federal
subsidy offered under the Act. The provisions of the Act provide for a
federal subsidy for plans that provide prescription drug benefits and
meet certain qualifications, and alternatively would allow prescription
drug plan spensors to coordinate with the Medicare benefit. We elected
the one-time deferral of accounting for the effects of the Act in the
quarter ended March 31, 2004, the first period in which accounting for
the effects of the Act normally would have been reflected in our financial
statements.

Our postretirement medical plan provides prescription drug coverage
for alt electric utility company retirees. We have determined that the
prescription drug benefits we offer to our retirees who retired prior to
2003 are actuarially equivalent to those offered under Medicare Part D
and will qualify for the federa! subsidy offered under the Act. We expect
that our share of the cost of the underlying postretirement prescription
drug coverage on which the subsidy is based will be reduced by the
expected subsidy.

During the third quarter of 2004, we adopted FSP 106-2 retroactive
to the beginning of the year. With the assistance of our actuarial advisors,
we determined that the expected federal subsidy reduced our
accumulated postretirement benefit obligation (APBO) at January 1, 2004
by approximately $4.9 million and reduced our net periodic benefit cost
for 2004 by $757,000 of which approximately 13.1% was credited to
capital additions as a reduction of capitalized labor. The APBO reduction
will be accounted for as an actuarial experience gain in accordance with
the guidance in FAS 106 and, accordingly, was not included as a
reduction to our net periodic benefit cost in 2004. The adoption of FSP
106-2 had the effect of reducing 2004 operating expenses by $658,000.
Retroactive application will result in the restatement of first and second
quarter 2004 operating expenses and net income when these periods
are presented in subseqguent financial reports, reducing operating
expenses and increasing net income by $164,000 in each guarter. In
accordance with the provisions of the Act, the expected subsidy will
have no effect on income tax expense.

SFAS No. 151, inventory Costs an amendment of ARB No. 43,
Chapter 4, was issued in November 2004 to clarify that abnormal
amounts of idle facility expense, freight, handling costs and wasted
materials {spoilage) should be recognized as current-period charges. This
statement also requires that allocation of fixed production overheads to
the costs of converting materials into finished products be based on the
normal capacity of the production facilities. The provisions of this statement
shall be effective for inventory costs incurred during fiscal years beginning
after June 15, 2005 with earlier application permitted. We do not expect
the application of the requirements of SFAS No. 151 to have an effect
on our consolidated net income, financial position or cash flows.

SFAS No. 123 (revised 2004), Share-Based Payment (SFAS No.
123(R), issued in December 2004 is a revision of SFAS No. 123,
Accounting for Stock-based Compensation, and supersedes APB
Opinion No. 25, Accounting for Stock Issued to Employees. We currently
report our stock-based compensation under the requirements of APB
Opinion No. 25 and furnish related pro forma footnote information
required under SFAS No. 123. Under SFAS No. 123(R), we will be
required to record our stock-based compensation as an expense on our
income statement over the period earned based on the fair value of the
stock or options awarded on their grant date. SFAS No. 123(R)
becomes effective in July 2005 with early adoption allowed and, when
adopted, can be applied under a modified prospective basis or on a
modified retrospective basis back to January 1, 2005. We will adopt
SFAS No. 123(R) in July 2005 but have not determined whether we will
apply the requirements prospectively or retrospectively. In either event,
we have determined that the application of SFAS No. 123(R) reporting
requirements will have the effect of reducing our 2005 net income by
$300,000 to $600,000.



Management is responsible for the preparation and integrity of the consolidated
financial statements and representations in this annual report. The consolidated
financial statements of Otter Tait Corporation have been prepared in conformity
with generally accepted accounting principles applied on a consistent basis
and include some amounts that are based on informed judgments and best
estimates and assumptions of management.

In order to assure the consolidated financial statements are prepared in
conformance with generally accepted accounting principles, management is
responsible for establishing and maintaining adequate internal controls over
financial reporting, as such term is defined in Exchange Act Rules 13a-15(f.
These internal controls are designed only to provide reascnable assurance,
cn a cost-effective basis, that transactions are carried out in accordance with
management’s authorizations and assets are safeguarded against loss from
unauthorized use or disposition.

Management has completed its assessment of the effectiveness of the
Company’s internal controls over financial reporting as of December 31, 2004.
In making this assessment, management used the criteria set forth by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO)
in Intemal Control—Integrated Framework to conduct the required assessment
of the effectiveness of the Company’s internal controls over financial reporting.

As a part of this assessment, management excluded its acquisition of
Idaho Pacific Holdings, Inc. from its report on internal control over financial
reporting due to the fact this acquisition was completed in August 2004.

Companies are allowed to exclude acquisitions from its assessment of internal
control during the first year of an acquisition under guidelines established by the
Securities and Exchange Commission. [daho Pacific Holdings, Inc. represents
8.1% of consolidated assets and 1.6% of consolidated revenues as of and
for the year ended December 31, 2004.

Based on this assessment, we believe that, as of December 31, 2004 the
Company’s internal controls over financia! reporting are effective based on
those criteria.

The Company’s independent registered public accounting firm, Deloitte &
Touche LLP, has audited our consolidated financial statements included in
this annual report and has also issued an attestation report on management'’s
assessment of the Company’s internal controls over financial reporting.

me—

John Erickson
President and Chief Executive Officer

firs o

Kevin Moug
Chief Financial Officer and Treasurer
February 18, 2005

TO THE SHAREHOLDERS OF OTTER TAIL CORPORATION

We have audited the accompanying consclidated balance sheets and statements
of capitalization of Otter Tail Corporation and its subsidiaries (the Company)
as of December 31, 2004 and 2003, and the related consolidated statements
of income, common shareholders’ equity, and cash flows for each of the
three years in the period ended December 31, 2004. We also have audited
management’s assessment, included in the accompanying Management’s
Report Regarding Internal Controls Over Financial Reporting, that the Company
maintained effective internal control over financial reporting as of December 31,
2004, based on the criteria set forth by the Committee of Sponsoring Organizations
of the Treadway Commission (COSQ) in Internal Control—Integrated Framework.
The Company’s management is responsible for these financial statements, for
maintaining effective internal control over financial reporting, and for its
assessment of the effectiveness of internal control over financial reporting.
Our responsibility is to express an opinion on these financial statements, an
opinion on management's assessment, and an opinion on the effectiveness
of the Company’s internal control over financia!l reporting based on our audits.

We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement and whether
effective internal control over financial reporting was maintained in all material
respects. Our audit of financial statements included examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by
management, and evaluating the overall financial staternent presentation.

Cur audit of internal control over financial reporting included obtaining an
understanding of internal control over financial reporting, evaluating
management’s assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audits
provide a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed
by, or under the supervision of, the company's principal executive and principal
financial officers, or persons performing similar functions, and effected by the
company’s board of directors, management, and other personne! to provide
reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to
the maintenance of records that, in reasonable detail, accurately and fairly

reflect the transactions and dispositions of the assets of the company;

(2) provide reasonable assurance that transactions are recorded as necessary
to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the
company are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of
the company's assets that could have a material effect on the financial statements.

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

in our opinion, such consolidated financial statements referred to above
present fairly, in all material respects, the financial position of the Company at
December 31, 2004 and 2003, and the results of its operations and its cash
flows for each of the three years in the period ended December 31, 2004, in
conformity with accounting principles generally accepted in the United States
of America. Also in our opinion, management’s assessment that the Company
maintained effective internal control over financial reporting as of December 31,
2004, is fairly stated, in all material respects, based on the criteria established
in Internal Controf—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission. Furthermore, in our
opinion, the Company maintained, in all material respects, effective internal
contro! over financial reporting as of December 31, 2004 based on the criteria
established in Internal Controf—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission.

As discussed in notes 5 and 16 to the consolidated financial statements,
effective in 2003 the Company adopted Statement of Financial Accounting
Standards (SFAS) No. 143, Accounting for Asset Retirement Obligations and
SFAS No. 149, Amendment of Financial Accounting Standards Board
Statement No. 133 on Derivative and Hedging Activities.

DELOITTE & TOUCHE LLP
W E Tl £ A’

Minneapolis, Minnesota
February 18, 2005
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(in thousands) 2004 2003
ASSETS
Current assets
Cash and cash equivalents $ - 3 7,311
Accounts receivable:
Trade (less allowance for doubtful accounts of
$2,822 for 2004 and $2,424 for 2003) 124,537 107,463
Other 6,677 7,830
Inventories 77,296 56,915
Deferred income taxes 5,014 3,498
Accrued utility revenues 15,344 14,866
Costs and estimated earnings in excess of billings 20,398 4,591
Cther 7,828 10,385
Assets held for sale from discontinued operations 16,430 17,265
Total current assets 273,524 230,124
Investments and other assets 42,655 33,452
Goodwill —net 92,196 66,631
Other intangibles—net 19,692 7,096
Deferred debits
Unamortized debt expense and reacquisition premiums 7,29 8,081
Regulatory assets 14,971 14,669
Other 1,721 1,600
Total deferred debits 23,983 24,350
Plant
Electric plant in service 890,200 875,364
Nonelectric operations 214,079 169,005
Total 1,104,279 1,044,369
Less accumulated depreciation and amortization 440,650 437,493
Plant—net of accumulated depreciation and amortization 663,629 606,876
Construction work in progress 18,469 17,894
Net plant 682,098 624,770
Total $1,134,148 $ 986,423

See accompanying notes 10 consclidated financial statements.




(in thousands, except share data) 2004 2003
LIABILITIES AND EQUITY
Current liabilities
Short-term debt $ 39,950 $ 30,000
Current maturities of long-term debt 6,055 8,598
Accounts payable 86,631 81,994
Accrued salaries and wages 17,817 14,521
Accrued federal and state income taxes 3,947 3,731
Qther accrued taxes 11,485 10,448
Other accrued liabilities 10,417 9,888
Liabilities from discontinued operations 5,211 6,622
Total current liabilities 181,513 165,802
Pension benefit liability 16,703 16,8919
Other postretirement benefits liability 25,053 23,230
Other noncurrent liabilities 11,874 11,102
Commitments (note 8)
Deferred credits
Deferred income taxes 121,605 101,016
Deferred investment tax credit 10,477 11,630
Regulatory liabilities 56,909 42,926
Other 1,662 2,048
Total deferred credits 190,653 157,620
Capitalization (page 39)
Long-term debt, net of current maturities 261,810 262,363
Class B stock options of subsidiary 1,832 —
Cumulative preferred shares 15,500 15,500
Common shares, par value $5 per share —authorized, 50,000,000 shares;
outstanding, 2004 —28,976,919 shares; 2003 25,723,814 shares 144,885 128,619
Premium on common shares 87,865 26,515
Unearned compensation (2,577) (3,313)
Retained earnings 199,427 186,495
Accumulated other comprehensive loss (390) (4,429)
Total common equity 429,210 333,887
Total capitalization 708,352 611,750
Total $1,134,148 $ 986,423

See accompanying notes to consolidated financial statements.
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(in thousands, except per-share amounts) 2004 2003 2002
Operating revenues $ 882,324 $ 744,692 $ 637,657
Operating expenses
Production fuel 52,056 51,163 44122
Purchased power 40,098 36,002 30,915
Electric operation and maintenance expenses 85,361 87,186 80,534
Cost of goods sold 485,541 372,734 286,253
Other nonelectric expenses 90,077 76,397 67,100
Depreciaticn and amortization 44,344 43,820 40,526
Property taxes 10,411 9,598 9,423
Total operating expenses 807,888 676,900 558,873
Operating income 74,436 67,792 78,784
Other income—net 820 1,145 1,654
interest charges 18,272 17,760 17,507
Income from continuing operations before income taxes 56,984 51,177 62,831
Income taxes-continuing operations 17,004 13,563 18,755
Income from continuing operations 39,980 37,614 44176
Income from discontinued ioperations
net of income taxes of $1,483, $1,367 and $1,306, respectively 2,215 2,042 1,952
Net income 42,195 39,656 46,128
Preferred dividend requirements 736 735 736
Earnings available for common shares $ 41,459 3 38,921 $ 45,382
Average number of common shares outstanding—basic 26,089 25,673 25,176
Average number of common shares outstanding—diluted 26,207 25,826 25,397
Basic earnings per share:
Continuing operations {net of preferred dividend requirement) $ 1.51 3 1.44 $ 1.72
Discontinued operations 0.08 0.08 0.08
1.59 1.52 1.80
Diluted earnings per share:
Continuing operations (net of preferred dividend requirement) $ 1.50 $ 1.43 $ 1.71
Discontinued operations 0.08 0.08 0.08
1.58 1.51 1.79
Dividends per common share $ 1.10 3 1.08 $ 1.06

See accompanying notes to consolidated financial statements.




Accumulated

Common Par value, Premium on other
shares common common Unearned Retained comprehensive Total
(in thousands, except common shares outstanding) outstanding shares shares compensation earnings income/(loss) equity
Balance, December 31, 2001 24,653,490 $ 123267 $ 1,526 $ (151) $ 156641 $ (1,975) $ 279,308
Common stock issuances 938,670 4,694 22,094 (2,674) 24114
Amortization of unearned compensation—stock awards 879 879
Comprehensive income:
Net income 46,128 46,128
Minimum pension liability adjustment (10,014) (10,014)
Total comprehensive income 386,114
Tax bengfit for exercise of stock options 720 720
Purchase stock for employee purchase plan (205) (2085)
Cumuiative preferred dividends (736) (736)
Common dividends (26,729) (26,729)
Balance, December 31, 2002 25,592,160 127,961 24,135 (1,946) 175,304 (11,989) 313,465
Common stock issuances 140,621 703 2,793 (2,477) 1,019
Common stock retirements (8,967) (45) (225) (270)
Amortization of unearned compensation—stock awards 1,110 1,110
Comprehensive income:
Net income 39,656 39,656
Minimum pension liability adjustment 7,560 7,560
Total comprehensive income 47,218
Tax benefit for exercise of stock options 111 11
Purchase stock for employee purchase plan (299) {299)
Cumulative preferred dividends (735) (735)
Common dividends {27,730) (27,730)
Balance, December 31, 2003 25,723,814 128,619 26,515 (3,313) 186,495 (4,429) 333,887
Common stock issuances, net of expenses 3,266,266 16,332 63,373 (566) 79,139
Common stock retirements (13,161) (66) (283) (349)
Amortization of unearmned compensation—stock awards 1,302 1,302
- Comprehensive income:
Net income 42,195 42,195
Unrealized loss on marketable equity securities (14) (14)
Foreign' currency exchange translation 1,014 1,014
Minimum pension liability adjustment 3,039 3,039
Total comprehensive income 46,234
Tax benefit for exercise of stock options 92 92
Valuation of stock options of subsidiary acquisition in 2004 (1,832) (1,832)
Cumulative preferred dividends (735) (735)
Common dividends (28,528) (28,528)
Balance, December 31, 2004 28,976,919 $ 144,885 $ 87,865 $ (2,577) $ 199,427 $ (390)a) $ 429,210
() Accumutated other comprehensive loss on December 31, 2004 is comprised of the following:
{in thousands) fore tax Tax effect Net-of-tax
Minimum supplemental pension liability adjustment 3 (2.317) 3 927 3 (1,390)
Foreign cumency exchange translation 1,680 676) 1,014
Unrealized loss on marketable equity securities (23) 9 (14)
Net accumulated other comprehensive loss $ (650) 3 260 $ (320)

See accompanying notes to consolidated financial statements.

OTTER TAIL CORPORATION 2004 ANNUAL REPORT

37



1HOd3Y IVANNY $002 NOILYHOdHOOD TVl 43110

38

2003

2002

{in thousands) 2004
Cash flows from operating activities
Net income 42,195 39,656 $ 46,128
Adjustments to reconcile net income to net cash provided by operating activities:
Income from discontinued operations (2,215) (2,042) (1,952)
Depreciation and amortization 44,344 43,820 40,526
Deferred investment tax credit—net (1,152) (1,152) (1,153)
Deferred income taxes 3,854 3,134 2,823
Change in deferred debits and other assets (1,640) 3,324) (5,178)
Discretionary contribution to pension plan (4,000) - -
Change in noncurrent liabilities and deferred credits 2,110 8,026 1,049
Allowance for equity (other) funds used during construction (716) (1,355) (1,742)
Unrealized losses/(gains) on derivatives net of regulatory deferral 1,621 (2,057) —
Other —net 1,457 1,629 1,399
Cash provided by {used for) current assets and current liabilities:
Change in receivables and inventories (18,707) (35,402) 4,292)
Change in other current :assets (16,453) (2,520) (2,498)
Change in payables and other current iiabilities 6,395 19,048 1,822
Change in interest and income taxes payable (966) 5,182 (4,572)
Net cash provided by continuing operations 56,127 72,644 72,360
Net cash provided by discontinued operations 3,797 4,311 4,437
Net cash provided by operating activities 59,924 76,955 76,797
Cash flows from investing activities
Capital expenditures (49,792) (49,094) (74,074)
Proceeds from disposal of noncurrent assets 5,875 1,607 2,482
Acquisitions—net of cash acquired (69,069) (12,896) (6,591)
(Increases)/Decreases in other investments {5,099) 1,671 (84)
Net cash used in investing activities—continuing operations (118,085) 58,712) (78,267)
Net cash used in investing activities—discontinued operations (1,033) (1,696) (1,390)
Net cash used in investing activities (119,118) (60,408) (79,657)
Cash flows from financing activities
Net short-term borrowings 9,950 - 25,607
Proceeds from issuance of common stock, net of issuance expenses 78,780 1,072 3,091
Payments for retirement of common stock (349) - —
Proceeds from issuance of long-term debt, net of issuance expenses 4,085 18,592 62,447
Payments for retirement of long-term debt (9,380) (8,786) 61,041)
Dividends paid and other distributions (29,263) (28,937) (27,465)
Net cash provided by (used in) financing activities—continuing operations 53,803 (18,059) 2,539
Net cash provided by {used in) financing activities —discontinued operations (1,126) (1,092) (1,120
Net cash provided by (used in) financing activities 52,677 (19,151) 1,419
Effect of foreign exchange rate fluctuations on cash (794) - -
Net change in cash and cash equivalents (7,311) (2,604) (1,441)
Cash and cash equivalents at beginning of year— continuing operations 7,311 9,915 11,356
Cash and cash equivalents at end of year—continuing operations - 7,311 $ 9,815
Supplemental disclosures of cash flow information
Cash paid during the year from continuing operations for:
Interest (net of amount capitalized) 16,447 16,583 $ 16,432
Income taxes 15,657 6,963 $ 21,301
Cash paid during the year from discontinued operations for:
Interest (net of amount capitalized) 107 198 $ 399
Income taxes 1,387 1,474 $ 1,634

See accompanying notes to consolidated financial statements.




{in thousands, except share data) 2004 2003
Long-term debt
Lombard US Equipment Finance note, variable, 3.44% at December 31, 2004, due October 2, 2006 $ 1397 $ 16,300
Senior debentures 6.375%, due December 1, 2007 50,000 50,000
Senior notes 6.63%, due December 1, 2011 90,000 90,000
Insured senior notes 5.625%, due October 1, 2017 40,000 40,000
Senior notes 6.80%, due October 1, 2032 25,000 25,000
Pollution control refunding revenue bonds, variable, 2.24% at December 31, 2004, due December 1, 2012 10,400 10,400
Grant County, South Dakota pollution control refunding revenue bonds 4.65%, due September 1, 2017 5,185 5,185
Mercer County, North Dakota pollution control refunding revenue bonds 4.85%, due September 1, 2022 20,735 20,765
Obligations of Varistar Corporation:
8.156% five-year term note, due October 31, 2005 540 1,957
7.80% ten-year term note, due October 31, 2007 1,483 3,960
Various up to 11.83% at December 31, 2004 11,235 7,678
Total 268,549 271,245
Less:
Current maturities 6,055 8,598
Unamortized debt discount 684 284
Total long-term debt 261,810 262,363
Class B stock options of subsidiary 1,832 —
Cumulative preferred shares—without par value (stated and
liquidating value $100 a share)—authorized 1,500,000 shares;
Series outstanding: (@)
$3.60, 60,000 shares 6,000 6,000
$4.40, 25,000 shares 2,500 2,500
$4.65, 30,000 shares 3,000 3,000
$6.75, 40,000 shares 4,000 4,000
Total preferred 15,500 15,500
Cumulative preference shares—without par value, authorized 1,000,000 shares; outstanding: none
Total common shareholders’ equity 429,210 333,887
Total capitalization $ 708,352 $ 611,750

{a) All four series of preferred stock are redeemable at the option of the Company. As of December 31, 2004 the call price by series is:

Series Call price
$ 380 $ 102.25
4,40 102.00
4.65 101.50
8.75 103.0375

See accompanying notes to consolidated financial statements.
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PRINCIPLES OF CONSOLIDATION

The consolidated financial statements of Otter Tail Corporation and its
wholly owned subsidiaries (the Company) include the accounts of the
following segments: electric, plastics, manufacturing, health services and
other business operations. The electric segment is regulated while the
other segments are not. See note 2 to the consolidated financial
statements for further descriptions of the Company's business segments.
All significant intercompany balances and transactions have been
eliminated in consolidation except profits on sales to the regulated electric
utility company from nonregulated affiliates, which is in accordance with
the requirements of Statement of Financial Accounting Standards (SFAS)
No. 71, Accounting for the Effects of Certain Types of Regulation. These
amounts are not material.

REGULATION AND STATEMENT OF FINANCIAL
ACCOUNTING STANDARDS NO. 71
As a regulated entity, the Company and the electric utility account for the
financial effects of regulation in accordance with SFAS No. 71. This
statement allows for the recording of a regulatory asset or liability for
costs that will be collected or refunded through the ratemaking process in
the future. In accordance with regulatory treatment, the Company defers
utility debt redemption premiums and amertizes such costs over the
original life of the reacquired bonds. See note 4 for further discussion.
The Company’s regulated business is subject to various state and
federal agency regulations. The accounting policies followed by this
business are subject to the Uniform System of Accounts of the Federal
Energy Regulatory Commission (FERC). These accounting policies differ in
some respects from those used by the Company's nonelectric businesses.

PLANT, RETIREMENTS AND DEPRECIATION

Utility plant is stated at original cost. The cost of additions includes
contracted work, direct labor and materials, allocable overheads and
allowance for funds used during construction (AFC). AFC, a noncash
item, is included in utility construction work in progress. The amount of
AFC capitalized was $949,000 for 2004, $1,970,000 for 2003 and
$2,636,000 for 2002. The cost of depreciable units of property retired
less salvage is charged to accumulated depreciation. Removatl costs,
when incurred, are charged against the accumulated reserve for estimated
removal costs, a regulatory liability. Maintenance, repairs and replacement
of minor items of property are charged to operating expenses. The
provisions for utility depreciation for financial reporting purposes are
made on the straight-line method based on the estimated service lives
of the properties. Such provisions as a percent of the average balance
of depreciable electric utility property were 2.77% in 2004, 3.07% in
2003 and 3.08% in 2002. Gains or losses on asset dispositions are
taken to the accumulated provision for depreciation reserve and impact
current and future depreciation rates.

Property and equipment of nonelectric operations are carried at
historical cost or at the then-current appraised value if acquired in a
business combination accounted for under the purchase method of
accounting, and are depreciated on a straight-line basis over the assets
estimated useful lives (3 to 40 years). Maintenance and repairs are
expensed as incurred. Gains or losses on asset dispositions are included
in the determination of operating income.

JOINTLY OWNED PLANTS

The consolidated financial statements include the Company’s 53.9% (Big
Stone Plant} and 35% (Coycte Station) ownership interests in the assets,
liabilities, revenue and expenses of Big Stone Plant and Coyote Station.

Amounts at December 31, 2004 and 2003 included in the consolidated
balance sheet are as follows: .

Big Stone Coyote
{in thousands) Plant Station
December 31, 2004
Electric plant in service $ 116,405 $ 146,343
Accumulated depreciation (70,904) (75,431}
Net plant $ 45,501 $ 70912
December 31, 2003
Electric plant in service $ 116,240 $ 146,431
Accumulated depreciation (68,387) (72,948)
Net plant $ 47,853 $ 73,485

The Company’s share of direct revenue and expenses of the jointly
owned plants is included in operating revenue and expenses in the
consolidated statements of income.

RECOVERABILITY OF LONG-LIVED ASSETS

The Company reviews its long-lived assets whenever events or changes
in circumstances indicate the carrying amount of the assets may not be
recoverable. The Company determines potential impairment by comparing
the carrying value of the assets with net cash flows expected to be
provided by operating activities of the business or related assets. Should
the sum of the expected future net cash flows be less than the carrying
values, the Company would determine whether an impairment loss
should be recognized. An impairment loss would be quantified by
comparing the amount by which the carrying value exceeds the fair
value of the asset where fair value is based on the discounted cash
flows expected to be generated by the asset.

INCOME TAXES

Comprehensive interperiod income tax allocation is used for substantially
all book and tax temporary differences. Deferred income taxes arise for
all temporary differences between the book and tax basis of assets and
liabilities. Deferred taxes are recorded using the tax rates scheduled by
tax law to be in effect when the temporary differences reverse. The
Company amortizes the investment tax credit over the estimated lives of
the related property.

REVENUE RECOGNITION
Due to the diverse business operations of the Company, revenue
recognition depends on the product produced and sold. The Company
recognizes revenue when the earnings process is complete, evidenced
by an agreement with the customer, there has been delivery and
acceptance, and the price is fixed or determinable. In cases where
significant obligations remain after delivery, revenue is deferred until such
obligations are fulfilled. Provisions for sales returns and warranty costs are
recarded at the time of the sale based on historical information and current
trends. In the case of derivative instruments, such as the electric utility's
forward energy contracts and the natural gas marketing company’s swap
transactions, marked-to-market and realized gains and losses are
recognized on a net basis in revenue in accordance with SFAS No. 133 and
Emerging Issues Task Force (EITF) Issues 02-3 and 03-11. Gains and
losses on forward energy contracts subject to regulatory treatment are
deferred and recognized on a net basis in revenue in the period realized.

For those operating businesses recognizing revenue when shipped,
the operating businesses have no further obligation to provide services
related to such product. The shipping terms used in these instances are
FOB shipping point.

Electric customers' meters are read and bills are rendered monthly.
Revenue is accrued for electricity consumed but not yet billed. Rate
schedules applicable to substantially all customers include a cost-of-energy




adjustment clause —under which the rates are adjusted to reflect changes
in average cost of fuels and purchased power—and a surcharge for
recovery of conservation-related expenses. Revenue is accrued for fuel
and purchased power costs incurred in excess of amounts recovered in
base rates but not yet billed through the cost-of-energy adjustment clause.

Revenues on wholesale electricity sales from Company-owned
generating units are recognized when energy is delivered.

The Company’s unrealized gains and losses on forward energy
contracts that do not meet the definition of capacity contracts are
marked-to-market and reflected on a net basis in electric revenue on the
Company’s consolidated statement of income. Under SFAS No. 149, the
Company’s forward energy contracts that do not meet the definition of a
capacity contract and are subject to unplanned netting do not qualify for
the normal purchase and sales exception from mark-to-market accounting.
The Company is required to mark-to-market these forward energy
contracts and recognize changes in the fair value of these contracts as
components of income over the life of the contracts.

Plastics operating revenues are recorded when the product is shipped.

Health services operating revenues on major equipment and installation
contracts are recorded when the eguipment is delivered or when
installation is completed and accepted. Amounts received in advance
under customer service contracts are deferred and recognized on a
straight-line basis over the contract period. Revenues generated in the
imaging operations are recorded on a fee-per-scan basis when the scan
is performed.

Manufacturing operating revenues are recorded when products are
shipped and on a percentage-of-completion basis for construction type
contracts.

Other business operations operating revenues are recorded when
services are rendered or products are shipped. in the case of construction
contracts, the percentage-of-completion method is used.
~ Some of the operating businesses enter into fixed-price construction
contracts. Revenues under these contracts are recognized on a percentage-
of-completion basis. The method used to determine the progress of
completion is based on the ratio of costs incurred to total estimated
costs. if a loss is indicated at a point in time during a contract, a projected
loss for the entire contract is estimated and recognized. The following
table summarizes costs incurred and billings and estimated earnings
recognized on uncompleted contracts:

December 31, December 31,
(in thousands) 2004 2003
Costs incurred on uncompleted contracts ~ $ 109,906 $ 124,839
Less hillings to date (105,974) (137,881)
Plus estimated earnings recognized 13,172 13,611
$ 17,104 $ 569

The following costs and estimated earnings in excess of billings are
included in the Company’s consolidated balance sheet. Billings in excess
of costs and estimated earnings on uncompleted contracts are included
in accounts payable.

December 31, December 31,
(in thousands) 2004 2003
Costs and estimated earnings in excess of
billings on uncompleted contracts $ 20,398 $ 4,591
Bilings in excess of costs and estimated
earnings on uncompleted contracts (3,294) 4,022
$ 17,104 $ 569

FOREIGN CURRENCY TRANSLATION

The functicnal currency for the operations of the Canadian subsidiary of
ldaho Pacific Holdings, Inc. (IPH), acquired in August 2004, is the
Canadian dollar. The translation of Canadian currency into U.S. dollars is
performed for balance sheet accounts using exchange rates in effect at

the balance sheet dates, except for the common equity accounts, and
for revenue and expense accounts using a weighted average exchange
during the year. Gains or losses resulting from the translation are included
in Accumulated other comprehensive loss in the equity section of the
Company's consolidated balance shest. All sales of the Canadian
operations are in U.S. dollars so there are no foreign currency transaction
gains or losses on receivables to be reported in the Company's
consolidated statements of income.

PRE-PRODUCTION COSTS

The Company incurs costs related to the design and development of
molds, dies and tocls as part of the manufacturing process. The
Company accounts for these costs under EITF issue 99-5, Accounting
for Pre-production Costs Related to Long-Term Supply Arrangements.
The Company capitalizes the costs related to the design and development
of molds, dies and tools used to produce products under a long-term
supply arrangement, some of which are owned by the Company. The
balance of pre-production costs deferred on the balance sheet was
$1,632,000 as of December 31, 2004 and $1,489,000 as of December 31,
2003. These costs are amortized over a three-year period and

evaluated annually for impairment.

SHIPPING AND HANDLING COSTS

The Company includes revenues received for shipping and handling in
operating revenues. Expenses paid for shipping and handling are recorded
as part of cost of goods sold.

STOCK-BASED COMPENSATION

As described in note 8, the Company has elected to follow the accounting
provisions of Accounting Principles Board (APB) Opinion No. 25,
Accounting for Stock Issued to Empioyees, for stock-based compensation
and to furnish the pro forma disclosures required under SFAS No. 123,
Accounting for Stock-Based Compensation.

Had compensation costs for the stock options issued been determined
based on estimated fair value at the award dates, as prescribed by SFAS
No. 123, the Company's net income for 2002 through 2004 would have
decreased as presented in the table below. This may not be representative
of the pro forma effects for future years if additiona! options are granted.

{in thousands, except per share amounts) 2004 2003 2002
Net income
As reported $ 42195 | § 39656 $ 46,128

Total stock-based employee
compensation expense determined
under fair value-based method for

all awards net of related tax effects {1,087) (984) (1,038)
Pro forma $ 41,108 | $ 38672 $ 45090
Basic earnings per share
As reported $ 159 | $ 152 $ 1.80
Pro forma $ 155 | & 148 § 1.76
Diluted earnings per share
As reported $ 1581 ¢ 151 8 1.79
Pro forma $ 154 | 3 147 $ 1.75

USE OF ESTIMATES

The Company uses estimates based on the best information available in
recording transactions and balances resulting from business operations.
Estimates are used for such items as depreciable lives, asset impairment
evaluations, tax provisions, collectability of trade accounts receivabie,
self-insurance programs, unbilled electric revenues, valuations of forward
energy contracts, unscheduled power exchanges, service contract
maintenance costs, percentage-of-completion and actuarially determined
benefit costs. As better information becomes available (or actual
amounts are known), the recorded estimates are revised. Consequently,
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operating results can be affected by revisions to prior accounting
estimates.

RECLASSIFICATIONS

Certain prior year amounts have been reclassified to conform to 2004
presentation. Such reclassifications had no impact on net income,
shareholders’ equity or cash flows provided from operations.

CASH EQUIVALENTS
The Company considers all highly liquid debt instruments purchased
with maturity of 80 days or less to be cash equivalents.

INVESTMENTS
The following table provides a breakdown of the Company’s investments
at December 31, 2004 and 2003:

December 31, { December 31,
(in thousands) 2004 ] 2003
Cost method:
Acquisition escrow account $ 6,017 3 -
Economic development loan pools 879 811
Other 1,743 1,518
Equity method:
Affordable housing partnerships 3,802 4,616
Cther - 1,662
Marketable securities classified as
available-for-sale 2,009 -
Total investments $ 14,450 $ 8,607

The Comipany’s investments in limited partnerships that invest in
tax-credit-qualifying affordable-housing projects provided tax credits of
$1,418,000 in 2004, $1,412,000 in 2003 and $1,418,000 in 2002, The
reduction in other equity investments relates to the sale of the Company’s
investment in Fargo Baseball, LLC. The Company’s marketable securities
classified as available-for-sale are held for insurance reserve purposes
and are reflected at their market values on December 31, 2004, with
$14,000 in unrealized losses included in other comprehensive losses in
the equity section of the Company’s December 31, 2004 consolidated
balance shest. See further discussion under note 12.

INVENTORIES
The electric segment inventories are reported at average cost. All other
segments’ inventories are stated at the lower of cost (first-in, first-out) or
market.

Inventories consist of the following:

December 31, December 31,

{in thousands) 2004 2003
Finished goods $ 36,639 $ 20,349
Work in process 4,531 6,234
Raw material, fuel and supplies 36,126 30,332
Total inventories $ 77,296 $ 56,915

GOODWILL AND INTANGIBLE ASSETS

The Company accounts for goodwill and other intangible assets in
accordance with the requirements of SFAS No. 142, Goodwill and Other
Intangible Assets, which eliminates the requirement to amortize goodwil
and indefinite-lived intangible assets, requiring instead those assets be
measured for impairment at least annually and more often when events
indicate an impairment could exist. Intangible assets with finite lives are
amortized over their estimated useful lives and reviewed for impairment
in accordance with SFAS No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets.

The changes in the carrying amount of goodwill by segment are as
follows:

Adjustment
Balance to goodwill
December 31, acquired in

Goodwill Balance
acquired in December31,

{in thousands) 2003 2003 2004 2004
Plastics $ 19,302 $ -3 — % 19,302
Manufacturing 8,232 1,448 - 9,680
Health services 24,333 249 - 24,582
Other husiness operations 14,764 617 23,251 38,632
Total $66631 $ 23141 % 23251 $ 92,196

Intangible assets with finite lives are being amortized over average
lives that vary from one to 25 years. The amortization expense for these
intangible assets was $305,000 for 2004, $630,000 for 2003 and
$535,000 for 2002, The estimated annual amortization expense for
these intangible assets for the next five years is: $947,000 for 2005,
$815,000 for 2006, $693,000 for 2007, $642,000 for 2008 and
$518,000 for 2009.

Total other intangibles as of December 31 are as follows:

Gross Net
carrying Accumulated carrying
2004 (in thousands) amount  amortization amount
Amortized intangible assets:
Covenants not to compete $ 2,609 $ 1925 § 684
Customer relationships 10,045 148 9,897
Other intangible assets
including contracts 2,599 1,423 1,176
Total $ 15,253 $ 3,496 $ 11,757
Nonamortized intangible assets:
Brand/trade name $ 7,935 $ - $ 7935
2003 (in thousands)
Amortized intangible assets:
Covenants not to compete $ 2,610 $ 1,483 $ 1,127
Other intangible assets
including contracts 2,367 1,118 1,249
Total $ 4977 $ 2601 $ 2376
Nonamortized intangible assets:
Brand/trade name $ 4,720 $ — § 4720

The Company periodically evaluates the recovery of intangible assets
based on an analysis of undiscounted future cash flows. Evaluations of
intangible assets including goodwill completed in January 2005
indicated none of the intangible assets reported on the Company’s
consolidated balance sheet as of December 31, 2004 is impaired.

NEW ACCOUNTING PRONOUNCEMENTS

FASB Interpretation (FIN) No. 46 (revised December 2003),
Consolidation of Variable Interest Entities is an interpretation of Accounting
Research Bulletin No. 51, that addresses consolidation by business
enterprises of variable interest entities which have certain characteristics
related to equity at risk and rights and obligations to profits and losses.
The effective date for application of certain provisions of FIN 46 was the
first quarter of 2004 for interests in variable interest entities created before
February 1, 2003 and held by a public entity that has not previously
applied the provisicns of FIN 46. The Company has determined that it does
not have any arrangements with unconsolidated entities under FIN 46
except for majority interests in eight limited partnerships that invest in
tax-credit-qualifying, affordable-hcusing projects. The net investment in
these entities, which are currently accounted for on an equity method basis,
totaled $2.7 milion as of December 31, 2004, Full consclidation of these
entities would not have a material effect on the Company’s consolidated
financial statements and would have no effect on its consclidated net income.
The Company includes these entities in its consolidated financial statements
on an equity method basis due to immateriality. Consolidating these entities
would have represented less than 0.5% of total assets of the Company.



FASB Staff Position No. FAS 106-2 (FSP 106-2), Accounting
and Disclosure Requirements Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003 (the Act) - FSP 108-2
provides guidance on accounting for the effect of the federal subsidy for
prescription drug plans when the plan’s sponsor determines that the
prescription drug benefits it offers to its retirees are actuarially equivalent
to those offered under Medicare Part D and will qualify for the federal
subsidy offered under the Act. The provisions of the Act provide for a
federal subsidy for plans that provide prescription drug benefits and
meet certain qualifications, and alternatively would allow prescription
drug plan sponsors to coordinate with the Medicare benefit. The Company
elected the one-time deferral of accounting for the effects of the Act in
the quarter ended March 31, 2004, the first period in which accounting
for the effects of the Act normally would have been reflected in the
Company's consolidated financial statements.

The Company's postretirement medical plan provides prescription
drug coverage for all electric utility company retirees. The Company has
determined that the prescription drug benefits it offers to its retirees who
refired prior to 2003 are actuarially equivalent to those offered under
Medicare Part D and will qualify for the federal subsidy offered under the
Act. The Company expects that its share of the cost of the underlying
postretirement prescription drug coverage on which the subsidy is
based will be reduced by the expected subsidy.

During the third quarter of 2004, the Company adopted FSP 106-2
retroactive to the beginning of the year. The Company and its actuarial
advisors determined that the expected federal subsidy reduced the
Company's accumulated postretirement benefit obligation (APBO) at
January 1, 2004 by approximately $4.9 milion and reduced its net periodic
benefit cost for 2004 by $757,000 of which approximately 13.1% was
credited to capital additions as a reduction of capitalized labor. The APBC
reduction will be accounted for as an actuarial experience gain in accordance
with the guidance in FAS 106 and was not included as a reduction to the
net periodic benefit cost in 2004. The adoption of FSP 106-2 had the effect
of reducing 2004 operating expenses by $658,000. Retroactive application
resulted in the restatement of first and second guarter 2004 operating
expenses and net income, reducing operating expenses and increasing net
income by $164,000 in each quarter. in accordance with the provisions
of the Act, the expected subsidy will have no effect on income tax expense.

SFAS No. 151, Inventory Costs an amendment of ARB No. 43
Chapter 4, was issued in November 2004 1o clarify that abnormal
amounts of idle facility expense, freight, handling costs and wasted
materials (spoilage) should be recognized as current-period charges.
This statement also requires that allocation of fixed production overheads
to the costs of converting materials into finished products be based on
the normal capacity of the production facilities. The provisions of this
statement are effective for inventory costs incurred during fiscal years
beginning after June 15, 2005 with earlier application permitted. The
Company does not expect the application of the requirements of SFAS
No. 151 to have an effect on the Company's consolidated net income,
financial position or cash flows.

SFAS No. 123(R) (revised 2004), Share-Based Payment,
issued in December 2004 is a revision of SFAS No. 123, Accounting for
Stock-based Compensation, and supersedes APB Opinion No. 25,
Accounting for Stock Issued to Employees. The Company currently
reports its stock-based compensation under the requirements of APB
Opinion No. 25 and furnishes related pro forma footnote information
required under SFAS No. 123. Under SFAS No. 123(R), the Company
will be required to record its stock-based compensation as an expense
on its income statement over the period earned based on the fair value
of the stock or options awarded on their grant date. SFAS No. 123(R)
becomes effective in July 2005 with early adopticn allowed and, when
adepted, can be applied under a modified prospective basis or on a
modified retrospective basis back to January 1, 2005. The Company will
adopt SFAS No. 123(R} in July 2005 but has not determined whether it

will apply the requirements prospectively or retrospectively. In either
event, the Company has determined that the application of SFAS No.
123(R) reporting requirements will have the effect of reducing its 2005
net income by $300,000 to $600,000.

| 2. BUSINESS COMBINATIONS, DISPOSITIONS
| AND SEEMENT INFORMATION -

On August 18, 2004 the Company acquired all of the outstanding
common stock of Idaho Pacific Holdings, Inc., (IPH) of Ririe, Idaho, a
leading processor of dehydrated potato products in North America, for
approximately $69.0 million in cash. An additional $6.0 million in cash
was placed in escrow to pay off earn-out contingencies if IPH achieves
certain financial targets for the period from August 1, 2004 through July 31,
2005. See notes 6 and 9 for information related to the financing of this
acquisition. The results of operations of IPH have been included in the
Company’s consolidated results of operations since the date of acquisition.
Pro forma results have not been presented for the acquisition since the
effect of the acquisition on 2004 and previcus years’ revenues, net income
or earnings per share was not significant. This acquisition adds a new
platform to the Company’s diversified portfolic of businesses. IPH is
headquartered in Ririe, Idaho, where its largest processing facility is
located. It also has potato dehydration plants in Souris, Prince Edward
Island, Canada, and Center, Colorado. IPH supplies products for use in
foods such as mashed potatoes, snacks and baked goods. Its customers
include many of the largest domestic and international food manufacturers
in the snack food, foodservice and baking industries. IPH exports potato
products to Europe, the Middle East, the Pacific Rim and Central America.
IPH had revenues of $43.5 miillion for its fiscal year ended July, 31, 2004.
For 2004 IPH was included in the other business operations segment.
The Company expects that for 2005 IPH will be a separate segment.

Below is a condensed balance sheet at the date of the business
combination disclosing the preliminary allocation of the purchase price
assigned to each major asset and liability category for IPH.

(in thousands)
Assets
Current assets $ 17,768
Plant 35,286
Goodwill 23,087
Qther intangible assets 13,200
Total assets $ 89,349
Liabilities and equity
Current liabilities $ 5485
Deferred income taxes 12,408
Long-term debt 1,087
Class B common stock options 1,832
Equity 67,637
Total lizbilities and equity $ 89,349

The above allocations are preliminary, subject to adjustment. Goodwill
and other intangible assets related to the IPH acqguisition are not
deductible for income tax purposes. Other intangible assets related to
the IPH acquisition include $10.0 million for customer relationships being
amortized over 25 years and a $3.2 million nonamortizable trade name,

On November 1, 2003 the Company acquired the assets and
operations of Foley Company (Foley) for $12.3 million in cash. Foley is a
mechanical and prime contracting firm based in Kansas City, Missouri,
that provides a range of specialty contracting including design-and-build
services for new construction, retrofitting, process piping, equipment
settings, and instrumentation and control systems. Major clients include
water and wastewater treatment plants, hospital and pharmaceutical
facilities, power generation plants, and other industrial and manufacturing
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projects across a multi-state service area. Foley Company had gross
revenues of $44.8 million in 2002. This acquisition expanded the
Company’s construction services to a broader geographic region. Foley
is included in the other business operations segment.

In 2003, the Company also acquired Topline Medical, Inc., and North
Star Medical Systems, Inc. The aggregate price paid for the companies
in 2003 was $1.9 million in cash. These acquisitions allowed the health
services segment to increase sales opportunities with an expanded (ine
of products.

Below is a condensed balance sheet disclosing the allocation of the
purchase price assigned tc each major asset and liability category for
the companies acquired in 2003.

(in thousands) Foley Others
Assets
Current assets $ 9847 3 875
Plant 3,783 45
Goodwill 7,319 1,924
Other intangible assets 1,653 102

Total assets $ 22612 $ 2,746

Liabilities and equity

Current liabilities $ 8618 $ 669
Long-term debt - 136
Other long-term liabilities 1,712 —
Equity 12,282 1,941

Total liabilities and equity $ 22612 $ 2,746

Goodwill related to the Foley acquisition is not deductible for income
tax purposes. The goodwill related to the other acquisitions is deductible
for income tax purposes over 15 years. Other intangible assets related
to the Foley acquisition include a $1.1 million nonamortizable trade name
and $558,000 in intangible assets being amortized over five years, Other
intangible assets related to the other acquisitions are being amortized
over four years.

On May 1, 2002 the Company acquired 100% of the outstanding
stock of Computed Imaging Service, Inc. (CIS), of Houston, Texas, for
158,257 shares of Otter Tail Corporation common stock and
approximately $1.2 million in cash. CIS provides computed tomography
and magnetic resonance imaging mobile services, interim rental, and
sales and service of new, used and refurbished diagnostic imaging
equipment. CIS serves hospitals and other healthcare facilities in the
south-central United States. The acquisition of CIS allowed the Company
to expand its existing health services operations into another region of
the country. CIS annual revenues were approximately $5.9 million in 2001.

On May 28, 2002 the Company acquired 100% of the outstanding stock
of ShoreMaster, Inc. (ShoreMaster), of Fergus Falls, Minnesota, for 303,124
shares of Otter Tail Corporation common stock and $2.3 million in cash.
ShoreMaster is a leading manufacturer of waterfront equipment ranging
from residential-use boatlifts and docks to commercial marina systems.
The acquisition of ShoreMaster provides diversification and growth
oppartunities for the Company’'s manufacturing segment. ShoreMaster’s
annual revenues were approximately $20 million in 2001.

On October 1, 2002 the 'Company acquired 100% of the outstanding
stock of Galva Foam Marine Industries, Inc. (Galva Foam), of Camdenton,
Missouri, for 256,940 shares of Otter Tail Corporation common stock and
approximately $1.0 million in cash. Galva Foam is a leading manufacturer
of waterfront equipment ranging from residential boatlifts and docks to
commercial marina systems. The acquisition of Galva Foam in combination
with the May 2002 acquisition of ShoreMaster expands the market reach
of the Company’s waterfront manufacturing product line nationwide with
both saltwater and freshwater products. Galva Foam had annual revenues
of approximately $13 million in 2001,

In 2002, the Company also acquired two other businesses—one in
energy management services and the other in health services. The total
purchase price for these businesses was approximately $2 milion in cash.

Below is a condensed balance sheet disclosing the fair value assigned
to each major asset and liability category for the companies acquired in 2002,

{in thousands) CIS ShoreMaster Galva Foam Others
Assets
Current assets $ 1439 ¢ 9510 $ 4953 § 131
Plant 3,975 4,599 1,713 298
Goodwill 5,847 4,292 2,650 1,616
Other intangible assets 30 4,461 41 60
Total assets $ 11,291 $ 22,862 $ 9357 & 2,105
Liabilities and equity
Current liabilities $ 1747 $ 9842 § 2304 3 32
Long-term debt 2,584 2,723 — —
Other long-term liabilities 707 797 372 —
Equity 6,253 9,700 6,681 2,073

Total liabilities and equity $ 11,291 $ 22,862 $ 9357 $ 2,105

All of the acquisitions were accounted for using the purchase method
of accounting. The pro forma effect of these acquisitions on 2003 and
2002 revenues, net income o earnings per share was not significant.

SEGMENT INFORMATION

The accounting policies of the segments are described under note 1 -
Summary of Significant Accounting Policies. The Company’s businesses
have been classified into five segments based on products and services
and reach customers in all 50 states and international markets. The five
segments are: Electric, Plastics, Manufacturing, Health Services and
Other Business Operations.

Electric includes the production, transmission, distribution and sale of
electric energy in Minnesota, North Dakota and South Dakota under the
name Otter Tail Power Company. Electric utility operations have been the
Company's primary business since incorporation.

Plastics consist of businesses producing polyvinyl chioride and
polyethylene pipe in the Upper Midwest and Southwest regions of the
United States.

Manufacturing consists of businesses in the following manufacturing
activities; production of waterfront equipment, wind towers, frame-
straightening equipment and accessories for the auto body shop industry,
material and handling trays and horticultural containers, fabrication of
steel products, contract machining, and metal parts stamping and
fabrication. These businesses are located primarily in the Upper
Midwest, Missouri and Utah.

Health Services consists of businesses involved in the sale of diagnostic
medical equipment, patient monitoring equipment and related supplies and
accessories. These businesses also provide service maintenance, diagnostic
imaging, positron emissicn tomography and nuclear medicine imaging,
portable X-ray imaging and rental of diagnostic medical imaging equipment
to various medical institutions located throughout the United States.

Other Business Operations consists of businesses involved in food
ingredient processing; residential, commercial and industrial electric
contracting industries; fiber optic and electric distribution systems;
waste-water, water and HVAC systems construction; transportation;
energy services and natural gas marketing and the portion of corporate
general and administrative expenses that are not allocated to other
segments. These businesses operate primarily in the Central United
States, except for the transportation company which operates in 48
states and six Canadian provinces and the food ingredient processing
business that has sales to the United States, Canada, Europe, the
Middle East, the Pacific Rim and Central America.

The Company’s electric operations, including wholesale power sales,
are operated as a division of Otter Tail Corporation, and the Company’s
energy services and natural gas marketing operations are operated as a
subsidiary of Otter Tail Corporation. Substantially all of the other
businesses are owned by a wholly owned subsidiary of the Company.

The Company evaluates the performance of its business segments



and allocates resources to them based on earnings contribution and
return on total invested capital. Information on continuing operations for
the business segments for 2004, 2003 and 2002 is presented in the
following table.

{in thousands}) 2004 2003 2002
Operating revenue
Electric $ 266,385 | $ 267,494 $ 244,005
Plastics 115,426 86,009 82,831
Manufacturing 226,577 177,805 142,330
Health services 114,318 100,812 93,420
Other business operations 162,351 114,726 75,947
Intersegment eliminations (2,733) (2,254} (1,036)
Total $ 882,324 | $§ 744,692 $ 637,657
Depreciation and amortization
Electric $ 24236 | $ 28008 $ 24910
Plastics 2,297 2,126 1,760
Manufacturing 8,701 7,708 6,525
Health services 5,047 5,137 4,410
Other business operations 4,063 2,841 2,921
Total $ 44344 | § 43820 $§ 40,526
Income before income taxes
Electric $ 45234 | $§ 48683 $ 45643
Plastics 9,453 3,341 9,478
Manufacturing 11,448 5,695 7.510
Health services 5,075 4,197 7,691
Other business operations {14,226) {10,745) 7.381)
Total $ 56984 | $ 51,177 $ 62,931
Earnings available for common shares
Electric $ 30,799 | $§ 33411 § 31,244
Plastics 5,657 2,019 5,668
Manufacturing 6,911 3,885 4,524
Health services 2,951 2,464 4,555
Cther business operations (7,074) (4,900) 2,551}
Total $ 39244 $ 36,879 $ 43,440
Capital expenditures
Electric $ 25368 | $ 28,177 $ 45842
Plastics 2,544 3,984 5,592
Manufacturing 13,471 9,803 15,049
Health services 3,919 5427 3,874
QOther business operations 4,490 1,603 3,717
Total $ 49792 | $ 49,094 3% 74,074
Identifiable assets
Electric $ 634,433 | $ 609,190 $ 586,231
Plastics 67,574 58,538 54,926
Manufacturing 165,307 138,493 114,120
Health services 66,506 87,587 64,785
Other business operations 183,898 95,350 76,334
Discontinued operations 16,430 17,265 17,716
Total $1,134,148 | $ 986,423 $ 914,112

No single external customer accounts for 10% or more of the
Company’s revenues. Substantially all of the Company’s long-lived assets
are within the United States except for a food ingredient processing
dehydration ptant in Souris, Prince Edward Island, Canada. For the year
ended December 31, 2004, 97.1% of the Company’s consolidated
revenue came from sales within the United States and 2.0% came from
sales in Canada, with the remaining 0.9% coming from various foreign
countries in Burope, the Middle East, the Pacific Rim and Asia. For the
year ended December 31, 2003, substantially all of the Company's
consolidated revenue came from sales within the United States.

On December 29, 2000 the North Dakota Public Service Commission
(NDPSC) approved a performance-based ratemaking plan that links
allowed earnings in North Dakota to seven defined performance standards

in the areas of price, electric service reliability, customer satisfaction and
employee safety. The plan is in place through 2005, unless suspended
or terminated by the NDPSC or the Company. This plan provides the
opportunity for the electric utility to raise its allowed rate of return and
share income with customers when earnings exceed the allowed return.
Because the electric utility’s 2002 and 2003 rates of return were within
the allowable range defined in the plan, no sharing occurred in 2003 or
2004. The electric utility’s 2004 rate of return is expected to be within
the allowable range defined in the plan.

4. REGULATORY ASSETS AND LIABILITIES

The following table indicates the amount of regulatory assets and
liabilities recorded on the Company’s consolidated balance sheets:

December 31, December 31,
{in thousands) 2004 2003
Regulatory assets:
Deferred income taxes $ 14,526 $ 12,750
Debt expenses and reacquisition premiums 3,424 3,863
Deferred conservation program costs 1,203 882
Plant acquisition costs 240 285
Deferred marked-to-market losses 331 1,802
Accrued cost-of-energy revenue 3,348 3,693
Accumulated ARQ accretion/
depreciation adjustment 114 117
Total regulatory assets $ 23,186 3 23,392
Regulatory liabilities:
Accumulated reserve for
estimated removal costs $ 49,823 $ 33,579
Deferred income taxes 6,727 7,496
Deferred marked-to-market gains 197 1,684
Gain on sale of division office building 162 167
Total regulatory liabilities $ 56,909 3 42,926
Net regulatory liability position $ 33,723 3 19,5634

The regulatory assets and liabilities related 1o deferred income taxes
are the result of the adoption of SFAS No. 109, Accounting for income
Taxes. Debt expenses and reacquisition premiums are being recovered
from electric utility customers over the remaining original lives of the
reacquired debt issues, the longest of which is 17.6 years. Deferred
conservation program costs included in Deferred dehits — Other represent
mandated conservation expenditures recoverable through retail electric
rates over the next 1.5 years. Plant acquisition costs included in
Deferred debits — Other will be amortized over the next 5.4 years.
Accrued cost-of-energy revenue included in Accrued utifity revenues will
be recovered over the next nine months. All deferred marked-to-market
gains and losses are related to forward purchases and sales of energy
scheduled for delivery prior to June 2005. The Accumulated reserve for
estimated removal costs is reduced for actual removal costs incurred.
The remaining regulatory assets and liabilities are being recovered from,
or will be paid to, electric customers over the next 30 years.

If for any reason, the Company’s regulated businesses cease to mest
the criteria for application of SFAS No. 71 for all or part of their operations,
the regulatory assets and liabilities that no longer meet such criteria
would be removed from the consolidated balance sheet and included in
the consolidated statement of income as an extraordinary expense or
income item in the period in which the application of SFAS No. 71 ceases.

ELECTRICITY CONTRACTS

With the issuance of SFAS No. 149 in 2003, all of the electric utility's
wholesale purchases and sales of energy under forward contracts that do
not meet the definition of capacity contracts are considered derivatives
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subject to mark-to-market accounting. The electric utility’s objective in
entering into forward contracts for the purchase and sale of energy is 1o
optimize the use of its generating and transmission facilities and leverage
its knowledge of wholesale energy markets in the region to maximize
financial returns for the benefit of both its customers and shareholders.
The electric utility’s intent in entering into these contracts is to settle
them through the physical delivery of energy when physically possible
and economically feasible. Although these contracts are classified as
derivatives, the electric utility does not use them for hedging and does
not presently hold these contracts for trading purposes.

Electric revenues include $27,053,000 in 2004 and $29,530C,000 in
20083 related to wholesale electric sales and net unrealized derivative
gains on forward energy contracts broken down as follows for the years
ended December 31:

(in thousands) 2004 2003
Wholesale sales — company-owned generation $ 17,795 | $ 18,428
Wholesale sales — purchased power at market prices 134,715 121,303
Market cost of purchased power resold (128,685) (114,259)
Net margins on wholesale sales of purchased power 6,030 7,044
Marked-to-market gains on settled contracts 12,663 2,978
Marked-to-market losses on settled contracts (9,736) Q77
Net marked-to-market gain on settled contracts 2,927 2,001
Unrealized marked-to-market gains on open contracts 514 5,338
Unrealized rmarked-to-market losses on open contracts (213) (4,281)
Net unrealized marked-to-market gain on open cortracts 301 2,057
Wholesale electric revenue

$ 27,053 r $ 29,530

The following tables show the effect of marking-to-market forward
contracts for the purchase and sale of energy on the Company’s
censolidated balance sheets as of December 31, 2004 and 2003 and
the change in its consolidated balance sheet position from Decemper 31,
2003 to December 31, 2004:

Of the forward energy contracts that are marked-to-market as of
December 31, 2004, 45% of the forward energy purchases have offsetting
sales in terms of volumes and delivery periods. The amount of unrealized
marked-to-market gains recognized on forward energy purchases that
are not offset by forward energy sales is $144,000,

NATURAL GAS CONTRACTS
The Company’s energy services subsidiary markets natural gas to
approximately 160 retail customers, Some of these customers are
served under fixed-price contracts. These contracts call for the physical
delivery of natural gas and are considered executory contracts for
accounting purposes. Current accounting guidance requires losses on
firmly committed executory contracts to be recognized when realized.

iIn November and December 2004, the Company's energy services
subsidiary entered intc over-the-counter natural gas forward swap
transactions that qualify as derivatives subject to mark-to-market
accounting under SFAS No. 133. Aithough the energy services subsidiary
manages its risk by balancing its position in these transactions relative to
its market position in the contracts entered into for physical delivery,
these swap transactions do not gualify for the normal purchases and
sales exception nor do they qualify for hedge accounting treatment
under SFAS No. 133. These contracts are held for trading purposes with
both realized and unrealized net gains and losses reflected in revenue on
the Company’s consolidated statement of income for the year ended
December 31, 2004 in accordance with the guidance provided in EITF
02-3, Issues Involved in Accounting for Derivative Contracts Held for
Trading Purposes and Contracts involved in Energy Trading and Risk
Management Activities. The Company’s intent in entering into these
forward natural gas swap transactions is to make a profit on the change
in prices of natural gas contracted for future delivery.

The following table provides a breakdown of the energy services
subsidiary’s natural gas swap transactions trading activity in 2004:

(in thousands) 2004
December 31, December 31, Gains on settled contracts $ 780
(in thousands) 2004 2003 Losses on settled contracts (747)
Current asset—marked-to-market gain $ 7 3 5,443 Net Gain on settled contracts $ 33
Regulatory asset—deferred Unrealized gains on open contracts (derivative asset) 1,834
marked-to-market loss 331 1,802 Unrealized losses on open contracts (derivative liability) (1,700)
Total asssts 1,042 7,245 Net unrealized gain on open contracts 134
Current liability — marked-to-market loss {544) (3,504) Net revenue recognized $ 167
Reguiatory liability — deferred
marked-to-market gain {197) (1,684)
Tota! liabilities {741) 5,188)
Net fair value of marked-te-market
energy contracts $ 301 $ 2,057

Year ended

{in thousands) December 31, 2004

Falr value at beginning of year $ 2,057
Amount realized on contracts entered into in 2003 and settled in 2004 (1,967)
Changes in fair value of contracts entered into in 2003 (90)
Net fair value of contracts entered into in 2003 at year end 2004 -
Changes in fair value of contracts entered into in 2004 301
Net fair value at end of year $ 301

The $301,000 in recognized but unrealized net gains on the forward
energy purchases and sales marked-to-market as of December 31, 2004
is expected to be realized on physical settlement or settled by offsetting
agreement with the counterparty to the original contract as scheduled
over the foliowing quarters in the amounts listed:

1st Quarter 2nd Quarter Total
(in thousands) 2005 2005

$ 276 $ 25 $ 301

Net gain

EEEEEEE—————— ]

NEW ISSUANCES

During December 2004, the Company completed a public offering of
2,900,000 shares under its universal shelf registration statement filed with
the Securities and Exchange Commission in June. The public offering
price was $25.45 per share with proceeds after underwriting discounts
and commissions of $24.50 per share. In addition during 2004, the
Company issued 223,165 shares to mest the requirements of the
Company’s dividend reinvestment program and share purchase plan,
66,958 shares to meet the requirements of the Company’s employee stock
purchase plan, 51,542 shares as a result of stock options exercised, 8,179
shares of restricted stock for officers’ and directors’ compensation, net of
shares withheld for taxes and 3,261 shares as directors’ compensation.

In January 2008, 175,000 shares of common stock were issued as a
result of the underwriters exercising a portion of their over-allotment
option in connection with the Company’s public offering. The proceeds to
the Company were $24.50 per share.



STOCK INCENTIVE PLAN
Presented below is a summary of the stock options activity:

Stock Option Activity 2004 2003 2002
Average Average Average
exercise exercise exercise
Options price Options price Options price
Outstanding, beginning of year 1,531,125 $ 25.16 1,360,721 $ 24.68 1,265,042 $ 22.62
Granted 72,400 26.50 222,750 27.24 278,750 31.34
Exercised 51,468 19.83 47,700 20.21 130,797 19.71
Forfeited 43,780 27.37 4,646 23.09 52,274 22.83
Qutstanding, year-end 1,508,277 $ 25.35 1,531,125 25.16 1,360,721 24.68
Exercisable, year-end 1,111,681 $ 24,27 791,661 $ 22.97 449,385 $ 21.75
Fair value of options granted during year $ 5.27 $ 5.42 3 7.07

Under the 1999 Stock Incentive Plan (Incentive Plan) a total of 2,600,000
common shares were authorized for granting stock awards. The Incentive
Plan provides for the grant of options, performance awards, restricted
stock, stock appreciation rights and other types of stock grants or
stock-based awards. The exercise price of the stock options is equal to
the fair market value per share at the date of the grant. Options granted
to outside directors are exercisable immediately and all other options
granted prior to 2004 vest over a four-year period. Stock options granted
during April 2004 vested six months from the grant date. Restricted
stock granted as of December 31, 2004 vests ratably over a four-year
period. The options expire ten years after the date of the grant. The
Company accounts for the Incentive Plan under APB No. 25.

The fair values of the options granted were estimated using the
Black-Scholes option-pricing model under the following assumptions:

2004 2003 2002
Risk-free interest rate 3.9% 37% 5.2%
Expected lives 7 years 7 years 7 years
Expected volatility 25.7% 26.3% 26.0%
Dividend vyield 4.0% 4.0% 4.0%

The following table summarizes information about options outstanding
as of December 31, 2004:

Options outstanding Options exercisable

Weighted-
average  Weighted- Weighted-
Outstanding remaining average | Exercisable average
Range of as of contractual exercise as of exercise
exercise prices 12/31/04 life (yrs) price 12/31/04 price
$18.80-321.94 440,377 4.6 $ 19.48 440,377 $ 1948
$21.95-8$25.07 — — — — —
$25.08-$26.77 583,400 66 $ 2628 476,180 $ 26.29
$26.78-%$31.34 484,500 7.7 $ 29.55 195,154 $ 30.15

In addition to the stock options granted, 21,340, 90,900 and 85,800
shares of restricted stock were granted during 2004, 2003 and 2002,
respectively. The total compensation cost recognized in income for
stock-based employee compensation awards was $1,302,000 in 2004,
$1,110,000 in 2003 and $879,000 in 2002. See note 1 for pro forma
stock option information.

During 2004, the Company’s Board of Directors granted performance-
based stock incentive awards to the Company’s executive officers under
the Incentive Plan. Under these awards, the officers could earn up to an
aggregate of 70,500 shares of common stock based on the Company's
stock performance relative to the stock performances of its peer group of
companies in the Edison Electric Institute Index over a three-year period
ending on December 31, 2006. The number of shares earned, if any,
would be awarded and issued at the end of the three-year performance

period. The officers have no voting or dividend rights related to the eligible

shares until the shares are issued at the end of the performance period.

Due to the performance of the stock price during 2004, no compensation
expense was recognized during 2004 for this award.

EMPLOYEE STOCK PURCHASE PLAN

The 1899 Employee Stock Purchase Plan (Purchase Plan) allows eligible
employees to purchase the Company’s common shares at 85% of the
lower market price at either the beginning or the end of each six-month
purchase period. Of the 400,000 common shares authorized for purchase
under the Purchase Plan, 64,267 were still available for purchase as of
December 31, 2004. To provide shares for the Purchase Plan, 66,958
common shares were issued in 2004 and, prior to 2004, common
shares were purchased in the open market totaling 66,724 shares in
2003 and 57,997 shares in 2002. Beginning in 2005, the Company will
purchase shares on the open market for this plan.

DIVIDEND REINVESTMENT AND SHARE
PURCHASE PLAN

On August 30, 1886 the Company filed a shelf registration statement
with the Securities and Exchange Commission (SEC) for the issuance of
up to 2,000,000 common shares pursuant to the Company’s Automatic
Dividend Reinvestment and Share Purchase Plan {the Plan), which permits
shares purchased by shareholders or customers who participate in the
Plan to be either new issue common shares or common shares purchased
in the open market. From June 1899 through December 2003, common
shares needed for the Plan were purchased in the open market. From
January through October 2004 new shares were issued for this Plan.
Starting in November the Company began purchasing common shares
on the open market. Through December 31, 2004, 944,507 common
shares had been issued to meet the requirements of the Plan.

SHAREHOLDER RIGHTS PLAN

On January 27, 1997 the Company’s Board of Directors declared a
dividend of one preferred share purchase right (Right) for each outstanding
common share held of record as of February 10, 1837. One Right was
also issued with respect to each common share issued after February 10,
1997. Each Right entitles the holder to purchase from the Company one
one-hundredth of a share of newly created Series A Junior Participating
Preferred Stock at a price of $70, subject to certain adjustment. The
Rights are exercisable when, and are not transferable apart from the
Company’s common shares until, a person or group has acquired 15%
or more, or commenced a tender or exchange offer for 15% or more, of
the Company’s common shares. If the specified percentage of the
Company's common shares is acquired, each Right will entitle the holder
(cther than the acquiring person or group) to receive, on exercise, common
shares of either the Company or the acquiring company having value
eqgual to two times the exercise price of the Right, The Rights are
redeemable by the Company's Board of Directors in certain circumstances
and expire on January 27, 2007.
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EARNINGS PER SHARE

Basic earnings per common share are calculated by dividing earnings
avaitable for common shares by the average number of common shares
outstanding during the period. Diluted earnings per common share are
calculated by adjusting outstanding shares, assuming conversion of all
potentially dilutive stock options. Stock options with exercise prices
greater than the market price are excluded from the calculation of diluted
earnings per common share.

The Company's Articles of Incorporation, as amended, contain provisions
that limit the amount of dividends that may be paid to common shareholders
by the amount of any declared but unpaid dividends to holders of the
Company's cumulative preferred shares. Under these provisions none of
the Company's retained earnings were restricted at December 31, 2004.

At December 31, 2004 the electric utility had commitments under
contracts in connection with construction programs aggregating
approximately $6,431,000. For capacity and energy requirements, the
electric utility has agreements extending through 2008 at annual costs
of approximately $19,850,000 in 2005, $17,165,000 in 2008,
$18,140,000 in 2007, $18,963,000 in 2008 and $20,089,000 in 2009.

The electric utility has contracts providing for the purchase and delivery
of a significant portion of its current coal requirements. These contracts
expire in 2007 and 2016. In total, the electric utiiity is committed to the
minimum purchase of approximately $99,812,000 or to make payments
in lieu thereof, under these contracts. The cost-of-energy adjustment
mechanism lessens the risk of loss from market price changes because
it provides for recovery of most fuel costs.

The amounts of future operating lease payments are as follows:

(in thousands) Electric Nonelectric Total
2005 $ 1,818 3 28,294 $ 30,112
2008 1,818 24,821 26,639
2007 1,580 19,019 20,609
2008 1,135 12,601 13,736
2009 1,135 9,850 10,985
Later years 1,035 8,122 9,157
Total $ 8,531 $ 102,707 $ 111,238

Rent expense from continuing operations was $28,343,000,
$25,503,000 and $22,032,000, for 2004, 2003 and 2002, respectively.

The Company occasionally is a party to litigation arising in the normal
course of business. The Company regularly analyzes current information
and, as necessary, provides accruals for probable liabilities on the eventual
disposition of these matters. The Company belisves the effect on its
consolidated results of operations, financial position and cash flows, if
any, for the disposition of all currently pending matters will not be material.

SHORT-TERM DEBT

There was $39,950,000 in short-term debt outstanding as of December 31,
2004, of which $35,000,000 was borrowed against the Company’s line
of credit and $4,950,000 was the remaining unpaid balance on a bridge
loan used to finance the 2004 acquisition of IPH. As of December 31,
2004 the composite interest rate on the line borrowings was 2.8% and
the interest rate on the bridge loan was 3.0%. As of December 31, 2003

the Company had $30 milfion in short-term debt outstanding at a
composite interest rate of 1.5%. The average interest rate paid on
short-term debt was 2.2% in 2004 and 1.7% in 2003.

In August 2004 the Company borrowed $76.0 milion of unsecured
and unsubordinated debt from UBS Loan Finance LLC as a bridge loan
to finance its acquisition of IPH. The Company repaid $7 1,050,000 of
the $76.0 million loan in December 2004 with proceeds from the
issuance of 2.9 million shares of common stock. The remaining unpaid
balance of $4,850,000, outstanding on December 31, 2004, was repaid
in January 2005 from the proceeds of 175,000 shares of common stock
issued from the over-allotment related to the public offering and by
borrowing from the Company’s line of credit. The interest rate paid on the
outstanding balance on the bridge loan was LIBOR plus 0.6%.

On Aprit 28, 2004 the Company renewed its $70 million line of credit,
The renewed agreement expires on April 27, 2005. The terms of the
renewed line of credit at the time of renewal were essentially the same
as those in place prior to the renewal. In October 2004, the Company
amended the terms of its $70 million line of credit agreement solely to
remove the ratings trigger that would require accelerated repayment of
any outstanding balance on the line of credit in the event the Company’s
senior unsecured debt is rated below Baa3 (Moody’s) or BBB- (Standard
& Poor’s). The removal of the ratings trigger resufted in no changes to
the interest rate charged on line borrowings and no material changes to
other terms of the agreement. Borrowings under the line of credit bear
interest at LIBOR plus 0.6%, subject to adjustment based on the ratings
of the Company’s senior unsecured debt. The Company does not
anticipate any difficulties in renewing this line of credit.

The interest rate under the ling of credit is subject to adjustment in the
event of a change in ratings on the Company's senior unsecured debt, up
to LIBOR plus 0.8% if the ratings on the Company's senior unsecured
debt fall to BBB+ or below (Standard & Poor’s) or Baal or below
(Moody's). In December 2004 Standard & Poor’s Rating Services
lowered the Company’s corporate credit rating and senior unsecured
debt rating from A-/negative to BBB+/negative. Moody's rating remains
at A2/negative. As a result of this split rating, the Company’s interest rate
on its line of credit increased to LIBOR plus 0.6%.

The Company's bank line of credit is a key source of operating capital
and can provide interim financing of working capital and other capital
requirements, if needed. The Company’s obligations under this line of
credit are guaranteed by a 100%-owned subsidiary of the Company that
owns substantially all of the Company’s nonelectric companies.

LONG-TERM DEBT

The Company has the ability to issue up to $256 milion of common stock,
preferred stock, debt and certain other securities from time to time
under its universal shelf registration statement filed with the Securities
and Exchange Commission on June 4, 2004 and declared effective on
August 30, 2004.

The Company issued no long-term debt under its universal shelf
registration in 2004. In 2004, $30,000 of Mercer County, North Dakota
pollution control refunding revenue bonds 4.85%, due September 1, 2022
were redeemed for estate settlement purposes and retired.

On September 24, 2003, the Company borrowed $16.3 million under
a loan agreement with Lombard US Equipment Finance Corporation in
the form of an unsecured note. The terms of the note require quarterly
principal payments in the amount of $582,143 commencing in January
2004 with a final installment due on October 2, 2008, the stated maturity
date of the note. The term of the note can be extended for additional
one-year periods following the stated maturity date through October 1,
2010. The note bears interest at a variable rate of three-month LIBOR
plus 1.43% on the unpaid principal balance with interest payments due
quarterly commencing on October 1, 2003 until the principal balance is
repaid in full. The Company used proceeds from the note to pay down
borrowings under the Company's line of credit that were used to finance
acquisitions and capital expenditures of its nonelectric subsidiaries. The




covenants associated with the note are consistent with existing credit
facilities. There are no rating triggers associated with this note.

On November 3, 2004 a Second Amendment to the Note Purchase
Agreement dated as of December 31, 2001 for the $30 million 6.63%
senior notes due December 1, 2011 between Otter Tail Corporation and
the holders of the notes was signed and made effective as of October 1,
2004. This amendment eliminated the provision that would require
repayment of the $90 million senior notes with a make-whole premium if
the Company's senior unsecured debt is rated below Baa3 (Moody's) or
BBB- (Standard & Poor’s). The amendment resulted in no changes to
interest rates and no material changes to other terms of the agreement.
The Company's obligations under the 6.63% senior notes are guaranteed
by a 100%-owned subsidiary of the Company that owns substantially all
of the Company’s nonelectric companies.

The Company's Grant County and Mercer County pollution control
refunding revenue bonds reguire the Company grant to Ambac
Assurance Corporation, under a financial guaranty insurance policy
relating to the bonds, a security interest in the assets of the electric utility
if the rating on the Company's senior unsecured debt is downgraded to
Baa2 or below (Moody's) or BBB or below (Standard & Poor's).

The aggregate amounts of maturities on bonds outstanding and other
long-term obligations at December 31, 2004, excluding the long-term
debt reported under Liabilities from discontinued operations, for each of
the next five years are $6,055,000 for 2005, $4,331,000 for 2008,
$54,628,000 for 2007, $2,888,000 for 2008 and $2,848,000 for 2009.

COVENANTS
The Company’s line of credit, its $90 million 6.63% senior notes due
2011 and Lombard US Equipment Finance note contain covenants that
require the Company to maintain a debt-to-total capitalization ratio not in
excess of 60% and an interest and dividend coverage ratio of at least
1.5 to 1. The 6.63% senior notes also require that priority debt not be in
excess of 20% of total capitalization.

As of December 31, 2004 the Company was in compliance with all of
the covenants under its line of credit and its other debt obligations.

In connection with the acquisition of IPH in August 2004, IPH management
and certain other employees elected to retain stock options for the
purchase of 1,112 IPH Class B common shares valued at $1.8 million.
The combined exercise price of all the outstanding options is $487,000.
The options are exercisable at any time and the option holder must deliver
cash to convert the option into a Class B share. Once the options are
converted to Class B shares, the Class B shareholder cannot put the
shares back to the Company for 181 days. At that time, the Class B
common shares are redeemable at any time during the employment of
the individual holder, subject to certain limits on the total number of
Class B common shares redeemabile on an annual basis. The Class B
common shares are non-voting, except in the event of a merger, and do
not participate in dividends but have liquidation rights at par with the
Class A common shares owned by the Company. The value of the Class
B common shares issued on exercise of the options represents an
interest in IPH that changes as defined in the agreement.

PENSION PLAN

The Company's noncontributory funded pension plan covers substantially
all electric utility and corporate employees. The plan provides 100%
vesting after five vesting years of service and for retirement compensation

at age 65, with reduced compensation in cases of retirement prior to
age 62. The Company reserves the right to discontinue the plan but no
change or discontinuance may affect the pensions theretofore vested.
The Company's policy is to fund pension costs accrued. All past service
costs have been provided for.

The pension plan has a trustee who is responsible for pension payments
to retirees. Four investment managers are responsible for managing the
plan’s assets. An independent actuary performs the necessary actuarial
valuations for the plan.

The plan assets consist of common stock and bonds of public
companies, U.S. government securities, cash and cash equivalents.
None of the plan assets are invested in common stock, preferred stock
or debt securities of the Company.

The following tables provide a reconciliation of the changes in the
plan’s benefit obligations and fair value of assets over the two-year period
ended December 31, 2004 and a statement of the funded status as of
December 31 of both years:

(in thousands) 2004 2003

Reconciliation of benefit obligation:
Chligation at January 1 $ 154,159 $ 145,262
Service cost 4,063 3,779
Interest cost 9,458 9,491
Benefit payments (8,600} (8,190)
Actuarial loss 7,110 3.817
Cbligation at December 31 $ 166,190 $ 154,159

Reconciliation of fair value of plan assets:
Fair value of plan assets at January 1 $ 132,811 $ 113,803
Actual return on plan assets 13,474 27,198
Discretionary company contributions 4,000 -
Benefit payments (8,600) (8,190)
Fair value of plan assets at December 31 $ 141,685 $ 132,811
Funded status $ (24,505) $ (21,348)
Unrecognized net actuarial loss 28,607 22,533
Unrecognized prior service cost 6,127 7,025
Net amount recognized $ 10,229 $ 8,210

The following table provides the amounts recognized in the
consolidated balance sheets as of December 31:

{in thousands) 2004 2003

Prepaid pension cost $ 10,229 $ 8,210

Additional information on the status of the pension plan as of
December 31:

(in thousands) 2004 2003

Projected benefit obligation $ 166,190 $ 154,159

Accumulated benefit obligation 137 682 130,072
Fair value of plan assets 141,685 132,811
Components of net periodic pension benefit cost:

{in thousands)} 2004 2003 2002
Service cost—benefit earned

during the period $ 4063} 8 3779 $ 3,120
Interest cost on projected

benefit obligation 9,458 9,491 9,269
Expected return on assets {12,438) (12,933) (14,957)
Amortization of transition asset - - (73)
Amortization of prior-service cost 897 1,170 1,285
Amortization of net gain - - (1,284)
Net periodic pension cost/(income) $ 1980 | $ 1,507 $ (2,640
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Weighted-average assumptions used to determine benefit obligations
at December 31:

2004 2003
Discount rate 6.00% 6.25%
Rate of increase in future compensation level 3.75% 3.75%

Weighted-average assumptions used to determine net periodic pension
cost for the year ended December 31:

2004 2003
Discount rate 6.25% 8.75%
Long-term rate of return on plan assets 8.50% 8.50%
Rate of increase in future compensation level 3.75% 4.25%

To develop the expected long-term rate of return on assets assumption,
the Company considered the historical returns and the future expectations
for returns for each asset class, as well as the target asset allocation of
the pension portfolio.

The assumed rate of return on pension fund assets for the determination
of 2005 net periodic pension cost is 8.5%.

The Company's pension plan weighted-average assst allocations at
December 31, 2004 and 2003, by asset category are as follows:

Asset Category 2004 2003

Large capitalization equity securities 48.4% 52.9%
Small capitalization equity securities 11.2% 10.4%

International equity securities 14.7% 12.9%
Total equity securities 74.3% 76.2%
Cash and fixed-income securities 25.7% 23.8%

100.0% 100.0%

The following objectives guide the decisions and investment strategy
of the Company’s pension committee for the pension plan (the Plan).
* The Plan is managed to operate in perpetuity.
* The Plan will meet the pension benefit obligation payments of
Otter Tail Corporation.

¢ The Plan’s assets should be invested with the objective of meeting
current and future payment requirements while minimizing annual
contributions and their volatility.

¢ The asset strategy reflects the desire to meet current and future

benefit payments.

The asset allocation strategy developed by the Company’s pension
committee is based on the current needs of the Plan, the investment
objectives listed above, the investment preferences and risk tolerance of
the committee and a desired degree of diversification.

The asset allocation strategy contains guideline percentages, at market
value, of the total Plan invested in various asset classes. The strategic
target allocation shown in the table below is a guide that will at times not
be reflected in actual asset allocations that may be dictated by prevailing
market conditions, independent actions of the pension committee and/or
investment managers, and required cash flows to and from the Plan. The
tactical range shown below provides flexibility for the investment managers’
portfolios to vary around the target allocation without the need for
immediate rebalancing. The Company’s pension committee monitors
actual asset allocations and directs contributions and withdrawals toward
maintaining the targeted allocation percentages listed in the table below.

Security class Strategic Target Tactical Range
Large capitalization equity securities 48% 40%-55%
Small capitalization equity securities 12% 9%—-15%
International equity securities 10% 5%-15%
Total equity securities 70% 80%-80%
Fixed-income securities 30% 20%—-40%

Cash Flows | The Company is not required to make a contribution to
the pension plan in 2005. The following benefit payments, which reflect
expected future service, as appropriate, are expected to be paid:

(in thousands) Years
2005 2006 2007 2008 2009 2010-2014
$ 8,422 $8,453 $ 8,594 $8,743 $8,919 $ 50,136

EXECUTIVE SURVIVOR AND SUPPLEMENTAL
RETIREMENT PLAN (ES&SRP)
The Company has an unfunded, nonqualified benefit plan for executive
officers and certain key management employees. This plan provides
defined bensfit payments to these employees on their retirement for life
or to their beneficiaries on their death for a 15-year postretirement period.
Life insurance carried on certain plan participants is payable to the
Company on the employee's death. There are no plan assets in this
nonqualified benefit plan due to the nature of the plan.

The foliowing tables provide a reconciliation of the changes in the plan's
benefit obligations over the two-year period ended December 31, 2004
and a statement of the funded status as of December 31 of both years:

fin thousands) 2004 2003

Reconciliation of benefit obligation:

Obligation at January 1 $ 24,451 $ 20,309
Service cost 820 417
Interest cost 1,489 1,426
Plan amendments - 1,083
Actuarial (gain) loss (2,543) 2,242
Benefit payments (1,094) (1,026)

Obligation at December 31 $ 23123 $ 24451
Funded status:

Funded status at December 31 $ (23,123 $  (24,451)

Unrecognized prior-service cost 1,626 1,772

Unrecognized net actuarial loss 8,737 11,961

Net amount recognized $ (12,760) $ (10,718

The following table provides the amounts recognized in the consolidated
balance sheets as of December 31:

(in thousands) 2004 2003
Accrued benefit liability $ (16,703) $ (16,919
Intangible asset 1,626 1,772
Accumulated other comprehensive 10ss 2,317 4,429
Net amount recognized $ (12,760) $ (10,718)

Additional information on the ES&SRP defined benefit pension plan as
of December 31:

(in thousands) 2004 2003
Projected benefit obligation $ 23123 $ 24,451
Accumulated benefit obligation 16,703 16,919
Fair value of plan assets - —
Components of net periodic pension benefit cost:

(in thousands) 2004 2003 2002
Service cost—benefit earned

during the pericd $ 820 | $ 417 & &1
Interest cost on projected benefit

obligation 1,489 1,426 1,175
Amortization of prior-service cost 147 147 86
Recognized net actuarial loss 680 573 398
Net pericdic pension cost $ 3136 $ 2563 $ 1,608
Early retirement benefit - — 240
Total $ 3136 $ 2563 & 1,848




The change in the additional minimum liability included in other
comprehensive loss was ($2,112,000) in 2004 and ($606,000) in 2003.

Weighted-average assumptions used to determine benefit obligations
at December 31:

2004 2003
Discount rate 6.00% 6.25%
Rate of increase in future compensation level 4.74% 5.88%

Weighted-average assumptions used to determine net periodic pension
cost for the year ended December 31:

2004 2003
Discount rate 6.25% 8.75%
Rate of increase in future compensation fevel 5.88% 5.63%

Cash Flows | The ES&SRP is unfunded and has no assets;
contributions are equal to the benefits paid to plan participants. The
following benefit payments, which reflect future service, as appropriate,
are expected to be paid:

(in thousand's) Years
2005 2006 2007 2008 2009 2010-2014
$1,152 $1,1581 $1,147 $1,132 $1,131 $ 6,016

On January 1, 2005, the Company amended this plan to reduce
future benefits to plan participants and reduce costs to the Company.

POSTRETIREMENT BENEFITS
The Company provides a portion of health insurance and life insurance
benefits for retired electric utility and corporate employees. Substantially
all of the Company’s electric utility and corporate employees may
become eligible for health insurance benefits if they reach age 55 and
have 10 years of service. On adoption of SFAS No. 106, Employers’
Accounting for Postretirement Benefits Other Than Pensions, in January
1993, the Company elected to recognize its transition obligation related
to postretirement benefits earned of approximately $14,964,000 over a
period of 20 years. There are no plan assets.

The following tables provide a reconciliation of the changes in the plan’s
benefit obligations over the two-year period ended December 31, 2004
and a statement of the funded status as of December 31 of both years:

(in thousands) 2004 2003

Reconciliation of benefit obligation:
Obligation at January 1 $ 42,008 $ 39,318
Service cost 1,133 1,009
Interest cost 2,271 2,612
Benefit payments (3,449) {2,981)
Participant premium payments 1,134 1,051
Decrease due to Medicare Part D subsidy (4,935) -
Actuarial loss 1,477 992
Obligation at Decemnber 31 $ 39,639 $ 42,008

Funded status:
Funded status at December 31 $ (39,639) $  (42,008)
Unrecognized transition obligation 5,985 6,734
Unrecognized prior-service cost 1,005 700
Unrecognized loss 7,596 11,344
Net amount recognized $ (25,053) $ {23,230

The net amounts recognized are shown on the consolidated balance
sheets as of December 31, 2004 and 2003 under the title of Other
postretirement benefits liability.

Components of net periodic postretirement bengfit cost:

(in thousands) 2004 2003 2002
Service cost $ 11701 $ 1009 % 615
Interest cost 2,580 2,619 2,168
Amortization of transition obligation 748 748 748
Amoartization of prior-service cost (305) (305) (305)
Amortization of net loss 702 708 —
Expense decrease due to Medicare

part D subsidy (757) — -
Net periodic postretirement benefitcost $ 4,138 | § 4,779 & 3,224

Weighted-average assumptions used to determine benefit obligations
at December 31:

2004 2003

Discount rate 6.00% 8.25%

Weighted-average assumptions used to determine net periodic
postretirement benefit cost for the year ended December 31:

2004 2003

Discount rate 6.25% 6.75%

Assumed healthcare cost-trend rates as of December 31:

2004 2003
Healthcare cost-trend rate assumed for next year 10.0% 11.0%
Rate at which the cost-trend rate is assumed to decline 5.0% 5.0%
Year the rate reaches the ultimate trend rate 2010 2010

Assumed healthcare cost-trend rates have a significant effect on the
amounts reported for healthcare plans. A one-percentage-point change
in assumed healthcare cost-trend rates for 2004 would have the
following effects:

1 point 1 point

increase decrease

Effect on total of service and interest cost $ 547 $ (440)
Effect on the postretirement benefit obligation $ 4,909 $  (4,086)

Cash Flows | The Company expects to contribute $2.6 million net of
expected employee contributions for the payment of retiree medicall
benefits in 2005. The following benefit payments, which reflect expected
future service, as appropriate, are expected to be paid:

(in thousands} Years
2005 2006 2007 2008 2009 2010-2014
$ 2,581 $ 2,267 $2,395 $ 2,457 $2,519 $ 13,026

LEVERAGED EMPLOYEE STOCK OWNERSHIP PLAN
The Company has a leveraged employee stock ownership plan for the
benefit of all its electric utility employees. Contributions made by the
Company were $930,000 for 2004, $1,030,000 for 2003 and
$1,100,000 for 2002.
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| 14, INCOME TAXE

The following methods and assumpticns were used to estimate the fair
value of each class of financial instruments for which it is practicable to

estimate that value:

CASH AND SHORT-TERM INVESTMENTS

The carrying amount approximates fair value because of the short-term

maturity of those instruments.

OTHER INVESTMENTS

The carrying amount approximates fair value. A portion of other
investments is in financial instruments that have variable interest rates
that reflect fair value. The remainder of other investments is accounted
for by the equity method which, in the case of operating losses, results

in a reduction of the carrying amount.

LONG-TERM DEBT

The fair value of the Company’s long-term debt is estimated based on
the current rates available to the Company for the issuance of debt.
About $24.4 milion of the Company’s long-term debt, which is subject

The total income tax expense differs from the amount computed by
applying the federal income tax rate (35% in 2004, 2003 and 2002) to
net income before total income tax expense for the following reasons:

{in thousands) 2004 2003 2002

Tax computed at federal statutory rate $ 19,944 | § 17912 $ 22,026
Increases (decreases) in tax from:
State income taxes net of federal

income tax benefit 1,774 1,792 2,227

Investment tax credit amortization {1,152) (1,152) (1,152}
Differences reversing in excess

of federal rates (136) (1,283) (1,055)
Dividend received/paid deduction (703) (707) (699)
Affordable housing tax credits (1,418) (1,412) (1,418)
Permanent and other differences {1,305) (1,587) (1,174)
Total income tax expense $ 17,004 | $ 13563 $ 18,755

Incorne tax expense —
discontinued operations $ 1483 !% 1367 $ 1,306
Overall effective federal and state

to variable interest rates, approximates fair value. income tax rate 30.5% 27.4% 30.3%
Income tax expense includes the following:

Current federal income taxes $ 15006 | $ 10666 $ 17,863

(in thousand's) December 31, 2004 December 31, 2003 Current state income taxes 2,894 2,813 3,492

Carrying Fair Carrying Fair Deferred federal income taxes 1,672 2,678 (162)

amount value amount value Deferred state income taxes 177 27) 132

Cash and short-term Affordable housing tax credits (1,418) (1,412) (1,418)

investments $ - 3 - % 7311 ¢ 7,311 Investment tax credit amortization (1,152) (1,152) (1.152)

Other investments 14,450 14,450 8,607 8,607 Foreign income taxes a7s) - -

Long-term debt (261,810) (291,155) | (262,363) (289,774) Total $ 17,004 | $ 13563 § 18,755

The Company's deferred tax assets and liabilities were composed of
the foliowing on December 31, 2004 and 2003:

(December 31, in thousands) 2004 2003 (in thousands} 2004 2003
Electric plant: Deferred tax assets
Production $ 347,800 $ 346,890 Amortization of tax credits $ 6,698 $ 7,437
Transmission 180,150 175,953 Vacation accrual 2,219 1,926
Distribution 285,253 272,909 Unearned revenue 2,005 1,602
General 76,997 79,612 Benefit liabilities 20,100 18,051
Electric plant 890,200 875,364 Cost of removal 19,431 13,086
Less accumulated depreciation and amortization 363,696 368,899 Differences related to property 6,565 6,079
Electric plant net of accumulated depreciation 526,504 506,465 gf;sfer o regulatory liability 2 831 63
Construction work in progress 12,212 13,938 er 853 2,068
Net electric plant S 538.716 $ 520403 Total deferred tax assets $ 59,992 $ 50312
Nonelectric operations plant $ 214,079 $ 169,005 D;ffefrred tax ha:)mt'zs $ (1554 s
Less accumulated depreciation and amortization 76,954 68,594 erences related to propgrty (155,491) (128,568
- — Excess tax over book pension {4,041) (3,260)
Nonelectlnc plant nlet of accumulated depreciation 137,125 100,411 Transfer to reguiatory asset (14,528) (12,751)
Construction work in progress 6,257 3,956 Other (2,523) (3,251)
Net nonelectric operations plant $ 143,382 | $ 104367 Total deferred tax lizoilities $ (176,583 | $ (147,830) ‘
Net plant $ 682,008 | § 624770 Deferred income taxes $ (116,591) | $ (97.518)

The estimated service lives for rate-regulated properties is & to 65
years. For nonelectric property the estimated useful lives are from 3 to

40 years.
Service Life Range
(years) Low High
Electric fixed assets:
Production plant 34 62
Transmission plant 40 55
Distribution plant 15 55
General plant 5 65
Nonelectric fixed assets 3 40

Midwest Information Systems, Inc. (MIS) | As part of an ongoing
evaluation of the prospects and growth opportunities of the Company’s
business operations, the Company has decided to exit the telecommunications
business. As of December 31, 2004 MIS met the requirements to be
reported as discontinued operations in accordance with SFAS No. 144,
Accounting for the Impairment or Disposal of Long-Lived Assets. The
Company expects to complete the sale of this business prior to the end
of 2005. For segment reporting purposes, the discontinued operations
have been included in the other business cperations segment.

R




The results of discontinued operations for the years ended December 31,
2004, 2003 and 2002 are summarized as follows:

{in thousands) 2004 2003 2002
Operating revenues $ 8739 % 8547 § 8680
Income before income taxes 3,698 3,409 3,258
Income tax expense 1,483 1,367 1,308

At December 31, 2004 and 2003 the major components of assets
and liabilities of the discontinued operations were as follows:

{in thousands) 2004 2003
Current assets $ 275 $ 250
Investments and other assets 2,270 2,535
Goodwill—net 5,925 5,925
Net plant 7,960 8,555

Assets of discontinued operations $ 16,430 $ 17,265
Current liabilities $ 2920 $ 3199
Deferred credits 581 593
Long-term debt 1,710 2,830

Liabilities of discontinued operations $ 5,211 3 6,622

MENT OBLIGATIONS (AROS)

The Company’s asset retirement obligations include site restoration, the
closure of ash pits and the removat of storage tanks and asbestos at
certain electric utility generating plants. The Company has legal obligations

associated with retirement of other long-lived assets used in its electric
operations that cannot be reasonably estimated because the useful lives
of those assets are not determinable. There are no assets legally restricted
for the settlement of any of the Company’s asset retirement obligations.

The present value of the legal asset retirement obligations as of
December 31, 2004 of $1,437,000 is included in Other noncurrent liabilities
on the Company’s December 31, 2004 consolidated balance sheet. The
ARO liability includes the original obligation of $377,000 less a 2004
subsequent measurement adjustment of $28,000 plus accumulated
accretion expense of $1,088,000. Accumulated accretion on the AROs
as of December 31, 2003 was $1,218,000. The change in accumulated
accretion in 2004 included accretion expense of $90,000 and an adjustment
to accumulated accretion of ($220,000) as a result of approved extensions
of the depreciable lives of Coyote Station and Big Stone Plant which
pushed back the expected retirement date for these plants.

17. SUBSBQUENT BYENTS

On January 3, 2005 the Company acquired the assets of Performance
Tool & Die, Inc., a manufacturer of mid to large dies, of Lakeville,
Minnesota, for $4.0 milion. This company is a division of BTD
Manufacturing, Inc. Also on January 3, 2005 the Company acquired the
stock of Shoreline Industries, Inc., a manufacturer of boat fift motors
located in Pine River, Minnesota, for $2.2 million. This company is a
subsidiary of ShoreMaster, Inc.

On February 2, 2005 the Company entered into a nonbinding letter of
intent to sell the stock of St. George Steel Fabrication, Inc., which had
2004 revenues of $17.2 million. The sale is not expected to have a
material impact on the 2005 results of operations.

IFORMATION (UNAVBITED):

Because of changes in the number of common shares outstanding and the impact of diluted shares, the sum of the quarterly earnings per common

share may not equal total earnings per common share.

Three Months Ended March 31 June 30 September 30 December 3t
fin thousands, except per share data) 20040 2003 20040) 2003 2004 2003 2004 2003
Operating revenues (a) $ 204,608 | $ 170,187 $ 209,115 $ 178,029 $ 220,106 | $ 198,860 | $ 248,495 $ 197,616
Operating income (a) 15,486 17,520 14,628 14,137 19,815 21,566 24,507 14,569
Net Income:
Continuing operations 7,817 9,415 7,532 7,960 10,497 11,627 14,134 8,712
Discontinued operations 442 447 500 474 529 434 744 687
8,259 9,862 8,032 8,434 11,026 11,961 14,878 9,399
Earnings available for common shares:
Continuing operations 7,633 9,231 7,348 7776 10,313 11,343 13,950 8,529
Discontinued operations 442 447 500 474 529 434 744 687
8,075 9,678 7,848 8,250 10,842 11,777 14,694 9,216
Basic earnings per share:
Continuing operations $ 29 | $ 3618 28 | § 30 | 8 40 | B 44 18 52 | § .33
Discontinued operations .02 .02 .02 .02 .02 .02 .03 .03
.31 .38 .30 .32 42 .46 .55 .36
Diluted earnings per share:
Continuing operations $ 29 | § 36 1S 28 | 8 30 8 40 | 8 44 1 8 52 | § .33
Discontinued operations .02 .02 .02 .02 .02 .02 .03 .03
31 .38 .30 .32 .42 .46 .55 .36
Dividends paid per common share 275 .27 275 27 275 27 275 .27
Price range:

High $ 2750 $ 2859 $ 2719 $ 2890 | $ 2696 | $§ 2841 $ 2736 $ 2850
“Low 26.00 23.76 24.07 25.27 23.77 25.60 24,99 25.92
Average number of commen shares

outstanding-basic 25,793 25,592 25,891 25,673 26,010 25,708 26,663 25,719
Average number of common shares

outstanding—diluted 25,936 25,730 26,014 25,855 26,122 25,869 26,780 25876

{a) From continuing operations,

(b} Includes adjusiment for Medicare Part D benefit of $164,000 per quarter under FSP 106-2 adopted in July 2004 but applied retroactively to January 1, 2004.
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| CONSOUBATED

Operating Ratios

{in thousands) 2004 2003 2002 2001 2000 1999 1994
Operating revenues () {g) $ 882,324 $ 744,692 $ 637,657 $ 570,692 $ 536,355 $ 450,115 $ 270,748
Operating expenses (o} (g) $ 807,888 $ 676,900 $ 558,873 $ 496,875 $ 465,917 $ 386,983 $ 216,086
Operating ratio 91.6 90.9 87.6 87.1 86.9 86.0 79.8
Selected Common Share Data
(in thousands) 2004 2003 2002 2001 2000 1999 1994
Earnings available for common shares $ 41,459 $ 38,921 $ 45392 $ 41,610 $ 39,183 $ 43,067 $ 26,117
Average number of shares —diluted 26,207 25,826 25,397 24,832 24,649 24,575 22,360
Diluted earnings per share $ 1.58 3 1.51 $ 1.79 $ 1.68 $ 1.59 3 1.75 $ 1.17
Comman dividends . $ 28,528 $ 27,730 $ 26,729 $ 25256 $ 24328 $ 23,554 $ 19,230
Dividends paid per share $ 1.10 $ 1.08 $ 1.06 $ 1.04 $ 1.02 $ 0.99 $ 0.86
Payout ratio 70% 72% 59% 62% 64% 57% 74%
Market price:
High $ 27.50 $ 28.80 3 34.90 $ 31.00 $ 29.00 $ 22.78 $ 17.38
Low $ 23.77 $ 23.76 3 22.82 $ 23.00 $ 17.75 $ 17.00 $ 14.75
Common price/earnings ratio:
High 174 19.1 185 18.5 18.2 13.0 14.9
Low 15.0 16.7 127 13.7 11.2 9.7 12.6
Book value per common share $ 14.81 $ 12.98 $ 12.25 $ 11.33 $ 10.71 $ 10.12 $ 7.90
Selected Data and Ratios
2004 2003 2002 2001 2000 1999 1994
Net income (in thousands) $ 42,195 $ 39,656 $ 46,128 $ 43603 $ 41,042 $ 45295 $ 28,475
Interest coverage before taxes (g) 4.3x 4.0x 4.6x 5.0x 4.5x 5.7x 4.4%
Effective income tax rate (percent) 30 27 30 32 31 35 36
Capital ratios:
Long-term debt and current maturities (percent) 37.5 43.7 442 45.9 40.5 39.1 42.8
Preferred stock and other equity (percent) 2.4 2.5 2.6 2.8 6.7 7.2 10.3
Comman equity (percent) 60.1 53.8 532 51.3 52.8 53.7 46.9
100.0 100.0 100.0 100.0 100.0 100.0 100.0
Capitalization
(in thousands) 2004 2003 2002 2001 2000 1999 1994
Long-term debt and current maturities (g $ 267,865 $ 270,961 $ 260,850 $ 250,117 $ 202,107 $ 180,751 $ 160,935
Preferred stock and other equity 17,332 15,500 15,500 15,500 33,500 33,500 38,831
Common stock equity:
Par 144,885 128,619 127,961 123,267 122,871 122,857 55,901
Premium 87,865 26,515 24,135 1,526 50 — 30,335
Unearned compensation (2,577) (3,313) (1,946) (151) (226) (301) —
Retained earnings 199,037 182,066 163,315 154,666 140,576 126,210 90,412
Total common equity $ 429,210 $ 333,887 $ 313,465 $ 279,308 $ 263,271 $ 248,766 $ 176,648
Total capitalization including current maturities (g) $ 714,407 $ 620,348 $ 589,815 $ 544,925 $ 498,878 $ 463,017 $ 376,414
Income before interest charges
{includes AFC borrowed) (g) $ 58,485 $ 550989 $ 62,576 $ 57,768 $ 55864 $ 57,529 $ 41,095
Percent return on capitalization (g) 8.2 9.0 10.6 10.6 11.2 12.4 10.9
Percent return on average common equity 12.0 12.2 16.3 15.5 15.4 18.4 15.1
Times Interest Earned and Preferred Dividend Coverage (g)
2004 2003 2002 2001 2000 1999 1994
Before income taxes:
Long-term debt interest (c) 4.8 4.2 4.9 5.2 4.8 6.1 4.6
After income taxes:
Long-term debt interest (d) 3.7 3.4 3.8 3.9 3.6 4.3 3.3
Long-term debt interest and preferred dividends (g) 3.6 3.2 36 3.4 3.2 3.7 2.8
Preferred dividends () 54.3 51.2 60.0 21.0 20.9 19.2 11.8

{a) 2002 and prior restated to reflect EITF Issue 03-11 reporting reguirements.
(b} Excludes income taxes

{c) Income before interest charges + income taxes + long-term debt interest
(d) Income before interest charges + long-term debt interest

O]

(H Netincome + preferred dividends

{g) 2003 and prior restated to exclude discontinued operations.

Income before interest charges + long-term debt interest and preferred dividends




| BLECTRIC UTILITY STATISTICAL SUPPLEMENT

Depreciation Reserve

(in thousands) 2004 2003 2002 2001 2000 1999 1994
Electric plant in service $ 890,200 $ 875,364 $ 835,382 $ 810,470 $ 795,357 $ 779,037 $ 698,437
Depreciation reserve (a) $ 363,696 $ 368,899 $ 357,555 $ 341,004 $ 323,447 $ 308,138 $ 242,602
Reserve to electric plant (g) (percent) 40.9 421 42.8 42.1 40.7 39.6 34.7
Composite depreciation rate {percent) _2.77 3.07 3.08 3.08 3.08 3.06 2.98
Ratio of Debt to Electric Plant
fin thousands) 2004 2003 2002 2001 2000 1999 1994
Electric plant:

Gross (o) $ 902,412 $ 889,302 $ 874,505 $ 835564 $ 805,896 $ 790,016 $ 708,922

Net (@ $ 538,716 $ 520,403 $ 516,950 $ 494,560 $ 482,449 $ 481,878 $ 466,320
Debt () $ 166,975 $ 166,975 $ 166,975 $ 155,485 $ 152,617 $ 153,502 $ 140,558
Ratio to electric plant—net (a) (percent) 31 32 32 31 32 32 30
Peak Demand and Net Generating Capability

2004 2003 2002 2001 2000 1999 1994

Peak demand (kw) 686,044 668,703 640,220 630,262 642,826 628,259 580,374
Net generating capability (kw):

Steam 554,330 555,085 557,308 557,400 559,093 561,008 552,400

Combustion turbines 136,506 136,915 87,358 89,085 90,344 91,071 89,202

Hydro 4,327 4,380 4,336 4,365 4,296 3,991 4,375
Total generating capability 695,163 696,380 649,002 650,850 653,733 656,068 645,877
Electric Investment

2004 2003 2002 2001 2000 1999 1994

Electric utility plant—net (a) () (in thousands) $ 538,716 $ 520,403 $ 516,950 $ 494,560 $ 482,449 $ 481,878 $ 466,320
Total retail electric revenue (in thousands) $ 224,326 $ 217,439 $ 208,870 $ 199,101 $ 188,879 $ 181,733 $ 175,720
Total retail electric customers 128,157 127,474 127,093 128,548 126,687 126,231 123,162
Investment per dollar revenue (a) $ 2.40 $ 2.39 $ 2.50 3 2.48 $ 2.55 $ 2.65 $ 2.65
Investment per customer (a) $ 4,204 3 4,082 $ 4,087 3 3,808 $ 3,808 $ 3,817 3 3,786
Output Kilowatt-hours
{in thousands) 2004 2003 2002 2001 2000 1999 1994
Net generated 3,774,115 3,672,616 3,548,413 3,765,265 3,610,301 3,546,048 2,832,026
Purchased and net interchange 4,910,428 5,808,456 4,135,932 3,224,662 2,724,190 2,099,207 1,921,177

Total (e) 8,684,543 9,671,072 7,684,345 6,989,927 6,334,491 5,645,255 4,753,203

{a) 2002 and prior years are restated to reflect reclassification of estimated removal costs from accumulated depreciation to a regulatory liability.
(o) Inciudes construction work in progress

{c) Includes cument maturities

(d) Electric plant in service less accumulated provision for depreciation plus construction work in progress

{e) Not including wheeled energy
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OTTER TAIL CORPORATION STOCK LISTING | Otter Tail
Corporation common stock trades on The Nasdag Stock Market. The daily closing
price is printed in The Wall Street Journal, Minneapolis Star Tribune, Fargo Forum
and other major daily newspapers. Our ticker symbol is OTTR. You also can find
our daily stock price on our web site, www.ottertail.com. Shareholders who sign up
for Internet account access can view their account information online.

DIVIDENDS | Otter Tail Corporation has paid dividends on our common
shares each quarter since 1938 without interruption or reduction and has increased
them annually since 1975. 2004 dividends were $1.10 per share. The indicated
annual rate for 2005 is $1.12. The 2004 yield was 4.1% and the 2004 payout ratio
was 70%. Total return has compounded at an average rate of 8.5% per year for the
past ten years.

DIVIDEND REINVESTMENT | The corporation’s Dividend
Reinvestment and Share Purchase Plan provides shareholders of record with a
convenient method for purchasing shares of Otter Tail Corporation common stock.
About 74% of eligible shareowners holding about 17% of our eligible common
shares are enrolied. Through this plan, participants may have their dividends
automatically reinvested in additional shares without paying any brokerage

fees or service charges. Shareholders may also contribute a minimum of $10 and

a maximum of $5,000 per month. Automatic withdrawal from a checking or savings
account is available for this service. Shareholders may sell up to 25 shares a month
through the plan. For more information, contact Shareholder Services.

ELECTRONIC DIVIDEND DEPOSIT | Shareholders, including
institutional holders, can arrange for electronic direct deposit of their dividends to
their checking or savings accounts. Electronic depostt is safe, reliable and convenient.
For authorization materials, contact Shareholder Services.

PROTECTING STOCK CERTIFICATES | Since replacing missing
certificates is a costly and time-consuming process, shareholders should keep a
separate record of the certificate number, purchase date, date of issue, price paid
and exact registration name. if you are enrolled in the Dividend Reinvestment and
Share Purchase Plan, you have the option of depositing your common certificates
into your plan account.

TRANSFER AGENTS
Common and preferred: Common only:
Shareowner Services
Wells Fargo Bank, N.A.
PO. Box 64854

St. Paul, MN 55164-0854
Phone: 800-468-9716 or

651-450-4064

Shareholder Services

Otter Tail Corporation

PO. Box 496

Fergus Falls, MN 56538-0496

Phone: 800-664-1259 or
218-739-8479

2005 ANNUAL MEETING OF SHAREHOLDERS
Monday, April 11, 2005

10 am, CST

Bigwocod Event Center

921 Western Avenue

Fergus Falls, Minnesota

EX-DIVIDEND  RECORD PAYMENT
Feb. 11 Feb. 15 P Mar 1
C Mar.10
May 11 May 13 P Junet
C  Juneltd
Aug. 11 Aug. 15 P Sept 1
C Sept.10
Nov. 11 Nov. 15 P Dec. 1
C Dec.10

CASH INVESTMENT AND SELL DATES
FOR DIVIDEND REINVESTMENT

Jan. 3 Feb. 1 Mar. 1
April 1 May 2 June 1
July 1 Aug. 1 Sept. 1
Oct. 3 Nov. 1 Dec. 1
NASDAQ .. .. o OTTR
Senior unsecured debt ratings

Moody’s Investor Service . ... .. A2/negative

Standard & Poor's . ........ BBB*/negative
Year-end stock price. . . ............ $25.53
Year-end price/earningsratio .......... 16.2
Year-end market-to-bock ratio . . ... ... .. 1.7
Annual dividend yield. . .............. 4.1%
Shares outstanding .. .......... 28.9 million
Market capitalization

(as of December 31, 2004). . . .. $740 million
2004 average daily trading volume . . . . 43,695

Institutional holdings
(shares as of December 31, 2004). . . 8.3 milion




*{Ages-years of service) are as of the
2005 Annual Meeting of Shareholders.

JOHN D. ERICKSON | (46-24)°

President and
Chief Executive Officer

LAURIS N. MOLBERT | (47-10)

Executive Vice President and
Chief Operating Officer

KEVIN G. MOUG | (45-8)
Chief Financial Officer and
Treasurer

GEORGE A. KOECK | (52-5)

General Counsel and
Corporate Secretary

L TO R: GEORGE KOECK, KEVIN MOUG, LAURIS MOLBERT, JOHN ERICKSON

D IRECTORS |

“(Ages-years as director) are as of the
2005 Annual Meeting of Shareholders.

A | Audit Committee
C | Compensation Committee
CcG \ Corporate Governance Committeg

m

Executive Committee

JOHN C. MACFARLANE | (65-22)" | E

Chairman of the Board of Directors
Fergus Falls, Minnesota

Retired President and Chief Executive
Officer, Otter Tail Corporation

KAREN M. BOHN | 51-1) | A/CG
Edina, Minnesota

President and Chief Executive Officer,
Galeo Group, LLC

{management consulting firm)

THOMAS M. BROWN | (74-14) | C/CG
Minneapolis, Minnesota

Retired Partner, Dorsey & Whitney LLP
{law firm)

DENNIS R. EMMEN | (71-21) | A/C

Fergus Falls, Minnesota

Retired Senior Vice President, Finance,
Treasurer and Chief Financial Officer,
Ctter Tail Power Company

ARVID R. LIEBE | (63-10) | C/CG/E
Milbank, South Dakota

President, Liebe Drug, Inc. (retail business)
Owner, Liebe Farms, Inc.

KENNETH L. NELSON | (63-15) | A
Perham, Minnesota

President and Chief Executive Officer,
Barrel O’ Fun, Inc.; Kenny’s Candy, inc.;
Tuffy's Pet Foeds, Inc.

(snack and pet foods manufacturers)

BACK L TO R: ROBERT SPOLUM, KAREN BOHN, ARVID LIEBE, DENNIS EMMEN, THOMAS BROWN

FRONT L TO R: NATHAN PARTAIN, KENNETH NELSON, GARY SPIES, JOHN MACFARLANE

NATHAN |. PARTAIN | (48-12) | A/C/E
Chicago, llinois

President, Chief Executive Officer, and
Chief Investment Officer,

DNP Select Income Fund, Inc.
(closed-end utility income fund)
President and Chief Executive Officer,

Duff & Phelps Investment Management Co.

GARY J. SPIES | 63-4) | A/CG

Fergus Falls, Minnesota

Chairman and President,

Service Food, Inc., and Spies, Inc.
{retail business)

Partner, Fergus Falls Development
Company and Midwest Regional
Development Company, LLC
{land and housing development)

ROBERT N. SPOLUM | (74-14) | A/E

Fargo, North Dakota

Retired Chairman, President, and Chief
Executive Officer, Melroe Company
(industrial equipment manufacturer)
Principal, Robert N. Spolum & Associates
(business consultants)
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SHAREHOLDER SERVICES

OTTER TAIL CORPORATION

215 SOUTH CASCADE STREET

P.O. BOX 496

FERGUS FALLS, MN 56538-0496

PHONE: 800-664-1259 OR 218-738-8479

FAX: 218-998-3165

EMAIL: SHARESVC@OTTERTAIL.COM




