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1.

Answer:

Provide capitalization and capitalization ratios for the last five-year period
and projected through the next two years (with shorf-term debt and
without short-term debt) for the Company, Parent and Consolidated
System.

a.  Provide year-end interest coverages before and after taxes for the last
three vears and at latest date, including Indenture and Securities and
Exchange Commission (SEC) bases, for the Company, Parent and
Consolidated System.

b.  Provide year-end preferred stock dividend coverages for the last
three years and at latest date, including Charter and SEC bases.

Please refer to schedule 2 of Exhibit 9-A. For 2009 and 2010
capitalization and capitalization ratios, please see attached.

a. Please refer to schedule 2 of Exhibit 9-A.
b. Please refer to schedule 2 of Exhibit 9-A.



Pennsylvania American Water Company
Capital Structure

Total Company ]

Actual at December 31,2009 Protorma al December 31,2010
Amount Ratics Amount Ratos
Qutstanding Excl. 5T inch S-T Outstanding Excl. 5-T Inci. §-T
Long term debl 1) 998,447,759 £1.08% 50.82% $ 1013085512 50.40% 49.88%
Preferred Stock 14,171,700 0.72% 0.72% 14,471,700 0.70% 0.70%
Commoen Equily
Common Stock 21,508,887 21,508,887
Paid in Capilal 607,873,322 623,873,322
Relained Eamings 315,033,637 337,607,637
Tola! Common Equity 944,413,846 48.26% 48.07% 982,687,846 48.90% 48 40%
Tolal Permanent Capital $  1,957,033,305 100.00% 98.61% $ 2,010,215,058 100.00% 98.98%
ST Debt 7,496,277 039% 20,900,266 1.02%
Total Capital Employed $ 1.964,529,582 100.00% 5  2,031,115,324 100.00%
CwiP 38,928,000 38,235,000
GENERAL LERGER 1,964,629.582

Total Company Exciuding Coatesvlile Wastewater PEDFA - Speclific Project Financing (Northeast, Claysville and Glarlon Filing)

Actual al Decemper 31,2008 Proforma al Becember 31,2010
Amount Ratios Amount Ralios
Qutstanding Excl. S-T Inct 8-T Qutstanding Exc! S-T Ingk. S-T
Long term debt ¥ 951,447,759 49.82% 49.62% $ 666,065,512 49.21% 48.68%
Prefarrag Stock 14,171,700 0.74% 0 74% 14,971,700 0.72% 0.71%
Commaon Equily
Common Stock 21,506,887 21,508,887
Paid in Capilat 607,873,322 623,873,322
Retained Earnings 315.033.637 337 607,637
Teotal Common Equily 944,413,846 49 44% 49.25% 982,987 846 50.07% 49.54%
Total Permanent Capilal §  1,910,033,305 100.00% 98.61% $ 1,963,215.058 100.00% 98.95%
ST Debl 7,486,277 0.39% 20,900,266 106%
Total Capital Employad $ 1917529582 100.00% $  1,984,115,324 100.00%
cwiP $ 36,926,000 38,235,000
Ganeral Ladger $  1,984,529,582

WW Coalesville Padfa 47,000,000

Coatesville Wastewater including PEDFA - Specific Project Financing

Aclual al December 31,2009 Proforma al December 31.2010
Amount Armount
Quistanding Ratics Qutstanding Ralios
Long term debl 3 10,176,723 17 00% $ 156,071,763 19.42%
LTD PEDFA Financing 39,455,802 65.89% 47,000,000 60.55%
Preferred Slock 151,160 0.26% 220,518 0.28%
Common Equily 10,098,101 16.86% 15,335,159 19.75%
Tolal Permanent Capital $ 59,882,786 100.00% $ 77,627,439 100.00%
Rale Basa $ 59,882,786 s 77,627,439
LTD PEDFA Financing 38,455,802 47,000,000

Amount financed by ovoralt
Company capilal structure
excluding PEDFA financing 3 20,426,984 $ 30,627,438
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2. Provide latest Prospectus for the Company and the Parent.

Answer: Please refer to the Investor Relations / Financial Reporting section of the
American Water internet site (htip://amwater.com).
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3. Supply projected capital requirements and the sources of Company, Parent and
Consolidated System for the historic test year and each of three (3) comparable
future years.

Answer: Following are the historic and projected capital requirements for PAWC:

Description 2009 2010 2011 2012
Bank Loans 7,496,277 20,900,266 43,049,000 48,346,000
Long Term Debt 998,447,759 1,013,055,512 1,076,946,000 1,136,946,000
Preferred Stock 14,171,700 14,171,700 14,171,700 14,171,700
Common Equity 944,413,846 982,987,846 1,092,817,000 1,153,530.000

*The Company is currently in the process of updating the projections for 2011
& 2012 through its normal annual budgeting process.
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VII. Rate of Return

4. Provide a schedule of debt and preferred stock of Company, Parent and
Consolidated System as of historic test year-end and latest date, detailing
for each issue (if applicable):

Date of issue
Date of maturity
Amount issued
Amount outstanding
Amount retired
Amount required
Gain on reacquisition
Coupon rate
Discount or premium at issuance
[ssuance expenses
Net proceeds
Sinking Fund requirements
. Effective interest rate
Dividend rate
Effective cost rate
Total average weighted effective Cost Rate

TOPRIATCIE MO Q0 o

Answer: Please see attached for the requested information as of December 31, 2008
and 2009,
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FRVIL5

Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL.5

Pennsylvania-American Water Company
Northeast Wastewater Operations
V1i. Rate of Return

5. Supply financial data of Company and/or Parent for last five years:

Earnings-price ratio (average)

Earnings-book value ratio (per share basis) (avg. book value)
Dividend yield (average)

Earnings per share (dollar)

Dividends per share (dollars)

Average book value per share yearly

Average yearly market price per share (monthly high-low basis)
Pre-tax funded debt interest coverage

Post-tax funded debt interest coverage

Market price-book value ratio

TR e A e o

Answer:
Below is Financial data of the Parent, American Water Works Co, Inc. for the last 5 years

2005 2006 2007 2008 2009
a.  Larnings-price ratio (average)} - - - - $5(14.50)
Earnings-book value ratio (per share basis)
b.  (avg. book value) . - - - $(16.41)
¢.  Dividend yield (average) - - - 3.8%
d.  Earnings per share (dollar) - . - 8(3.52)  $(1.39
e.  Dividends per share (dollars) Note 1 - - - $0.40 $0.82
f.  Average book value per share yearly Note 4 18.54 20.69 26.12 27.01 $22.81
Average yearly market price per share
g.  (monthly high-low basis) n/a n/a n/a $20.71 $20.16
h.  Pre-tax funded debt interest coverage Note 2 Note 2 Note 2 Note 2 Note 2
i.  Post-tax funded debt interest coverage Note 2 Note 2 Note 2 Note 2 Note 2
j.  Market price-book value ratio Note 3 n/a n/a n/a 0766753 (0.883823

Note 1 — 2008 dividends paid twice @ $.20 ea.

Note 2 — For interest coverage of the company, please see Paul Moul Exhibit No.9-A, schedule 2,
Note 3 — Calculated as follows: item g. divided by item 1.

Note 4 - Average of quarterly ending prices.
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Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR ViL6

Pennsylvania-American Water Company
Northeast Wastewater Operations

VIIL Rate of Return

6. Provide AFUDC charged by company at historic test year-end and latest
date, explain method by which rate was calculated and provide workpaper
showing derivation of the Company's current AFUDC rate.

Answer: The Company is using the AFUDC methodology proposed by the OTS
and adopted by the Commission in PAWC’s rate proceeding at Docket
No. R-922428. Attachment A contains a memo dated May 7, 1993, which
explains the calculations necessary to derive the AFUDC rate.
Attachment B sets forth the detailed calculation for the month of
December 2009
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ATTACHMENT A



R —~a s ' = 1 L it . -
: I e AR R R A Wy Etben
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50 West }-‘e-s}\ef Part Terve © PO, Bow BEL ¢ herey, PA ITTIIC0IS
T 53T
TGO J. L, Hader
‘FROM: Pete Mecrca
DATE: May 7, 1853
RE: Revised Caleulziion of AFUDC
e e e e T P e et s en , P e e T

%
In order to comply with a recent PUC order, it will be neceszazsy to
nodify the method cof calculating AFURC for inclusion into ras

base,

The new calculatlion shall be as follows:

Short Term Debt Portion

A. Daily Short Term Debt Qutstandinec + Beginning Balance

Rumber Of Days In Month + 1

E. Average Balance In CWIP Prior To Transferg To Plant For The

Month

X

C. Fede-=2l Funds Rate At Month End + Auoplicable Easis Points

| QOther Capltal Portion

+

D, l - % Calculated In A, Above
X

E, Cogt Of Capital Allcowed In Latest Rato Caca

' Al L (Y Faspahayser MITHEINY 'é??
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ATTACHMENT B



PENNSYLVANIA-AMERICAN WATER COMPANY
AFUDC CALCULATION BASED ON SHORT TERM DEBT
FOR: December 2009

Average Daily Borrowing : (Provided by Cash Management) 62,636,958
Beginning balance of CWIP | 41,831,000 |
Ending Balance prior to Transfer I 61,303,372 |
Average CWIP balance 51,567,186
Short term debt % (A / B) 100.00%

WA Debt Rate
AMERICAN WATER CAPITAL CORPORATION 0.003437
Weighted Debt Rate I 0.003437 |
Short term debt % X Adj Fed Funds Rate 0.3437% DEBT
1- % calculated in B 0.000000
Costof Capital allowedin
latest rate case Latest RRD Statement - Rate Case 11/06/09-per. 8.56%
Other capital % (D X E) 0.0000% EQUITY
AFUDC Rate per annum (C + F) 0.3437%

DEBT EQUITY TOTAL

AFUDC rate per month | 0.0286% - 0.0000%] 0.0286%
AFUDC rate per half-month 0.0143% 0.0000% 0.0143%
AFUDC rate per quarter-month 0.0072% 0.0000% 0.0072%
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Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL7

Pennsylvania-American Water Company
Northeast Wastewater Operations

VI. Rate of Return

7.

Answer;

Set forth provisions of Company's and Parent's charter and indentures, if
applicable, which describe coverage requirements, limits on proportions of
types of capital outstanding, and restrictions on dividend payouts.

Coverage Requirements:

The Twenty-Fifth Supplemental Indenture dated as of June 1, 1999,
supplemental to The Indenture of Mortgage dated May 1, 1968, states that
so long as any of the bonds of the 1999 Series A are outstanding, without
the consent of the registered owners of at least sixty-six and two-thirds per
cent (66-2/3%) in principal amount of the bonds of the 1999 Series A then
outstanding, the Company shall not issue and the Trustee shall not
authenticate additional bonds under Section 2.03 and Section 2.04 of the
Original Indenture unless the net income of the Company has been equal
to at least one and one-half times the aggregate annual interest charges on
all Long Term Debt outstanding immediately after such bonds are issued.

The Company shall meet the requirements of this Section by delivering to
the Trustee (together with the resolutions, opinions, certificates and
instruments provided for in Section 2.03 and Section 2.04) a “Certificate
of Required Net Income for Debt” which shall state in substance that the
net income of the Company, calculated as hereinafter provided, for a
period of twelve consecutive calendar months within the fifteen calendar
months immediately preceding the first day of the month in which the
additional bonds are to be issued by the Trustee has been equal to at least
one and one-half times the aggregate annual interest charges on all Long
Term Debt of the Company to be outstanding immediately after such
bonds are issued; provided, however, that in all calculations of such net
income effect shall be given to the issue or retirement of any indebtedness
that will be accomplished prior to or on the date of such issue and there
shall be excepted from such Long Term Debt any thereof for the payment
or redemption of which moneys in the necessary amounts have been
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irrevocably set aside by the Company or deposited with the Trustee or
other holder of a mortgage or other lien securing any such Long Term
Debt.

Limits:

The Twenty-Fifth Supplemental Indenture dated as of June 1, 1999,
supplemental to The Indenture of Mortgage dated May 1, 1968, limits the
issuance of bonds, so that the principal amount of all the outstanding long-
term debt does not exceed 65% of the total capitalization of the Company.

Dividend Restriction:

The Twenty-Fifth Supplemental Indenture dated as of June 1, 1999, states
that so long as any bonds of the 1999 Series A are outstanding, without the
consent of the registered owners of at least sixty-six and two-thirds per
cent (66-2/3%)in principal amount of the bonds of the 1999 Series A then
outstanding, if any, no dividends shall be declared or paid on any shares of
Common Stock of the Company (except dividends payable solely in the
shares of its Common Stock), nor shall any shares of Common Stock of
the Company be purchased or otherwise acquired by the Company, if
immediately after or as the result of any such declaration, payment,
purchase or other acquisition, the sum of the aggregate of the capital of the
Company attributable to its Common Stock plus the amount of all surplus
accounts of the Company would be reduced to less than § 42,000,000. In
determining the aggregate of the capital of the Company attributable to its
Common Stock and the amount of all surplus accounts for the purpose
hereof, any write-up or write-down of assets or write-off of the excess
over original cost of property made on the books of the Company
subsequent to December 31, 1980, shall be disregarded.
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Pennsylvania-American Water Company
Northeast Wastewater Operations

VII. Rate of Return

3. Attach copies of the summaries of the Company’s projected revenues,
expenses and capital budgets for the next two years.

Answer: Please see below for a summary of the total Company’s projected
revenues, expenses and capital budget for 2010 and 2011.

DESCRIPTION 2010 2011

Revenues 503,353 517,488
Operating Expenses 224506 245128
Depreciation and Amortization 59,087 60,280
Taxes Other Than Income 13,026 13,256
Income Taxes 58,070 54,438
Utility Operating Income 147,674 144,386
Income Deductions 60,077 62,806
Net Income to Common 87,597 81,580
DESCRIPTION 2010 2011

Gross 204012 264,952
Refunds /Cotributions/ Advances 11,567 13,000
Net 192,445 251,952

The amounts above are based upon budget information that was prepared
in 2009. It includes wastewater operations along with other forward
looking assumptions that are subject to change.

*The Company is currently in the process of updating the projections for
2011 through its normal annual budgeting process.
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Pennsylvania-American Water Company
Northeast Wastewater Operations

VII. Rate of Return

9.

Answer:

Describe long-term debt reacquisitions by Company and Parent as
follows:

a.  Reacquisitions by issue by year,
b.  Total gain on reacquisitions by issue by year.
¢.  Accounting of gain for income tax and book purposes.

Pennsylvania-American Water did not reacquire any fong term debt in
2007 or 2008. Pennsylvania-American Water had $52.9M in 3 variable
rate tax-exempt bonds that it was unable to remarket. The Company was
required to purchase and hold these bonds in house and remarketed them
{o fixed rates in 2009.
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Pennsylvania-American Water Company
Northeast Wastewater Operations

VII. Rate of Return

10. Provide the following information concerning compensating bank balances
requirements for the actual test year:

coe

oo

ga

Name of each bank

Address of each bank

Type of accounts with each bank (checking, savings, escrow, other
services, etc.)

Average Daily Balance in each account

Amount and percentage requirements for compensating bank balances at
cach bank

Average daily compensating bank balance at each bank

Documents from each bank explaining compensating bank balance
requirements

Interest earned on each type of account

Answer: The only bank account with potential compensating balances is the lockbox
account noted below:

e-h.

Bank of New York Mellon
BNY Mellon Chient Service Center
500 Ross Street, Suite 1260
Pittsburgh, PA 15262-0001

Lockbox account
Average Daily Balance - $1,050,261.

No compensating bank balances were required during the test year.
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V1I. Rate of Return

11

Answer:

Provide the following information concerning bank notes payable for the

actual per book test year:

a. Line of Credit at each bank.

b. Average daily balances of notes payable to each bank, by name of bank.

¢. Interest rate charged on each bank note (Prime rate, formula)

d. Purpose of each bank note (for example, construction, fuel storage,
working capital, debt retirement).

e. Prospective future need for this type of financing.

a. Pennsylvania-American has a short-term credit facility with American
Water Capital Corp (AWCC) that is renewed each year. The authorized
limit for 2009/2010 borrowing year is $134M,

b. The Average daily balance for 2009 was $94,251,180.

¢. The blended weighted average interest on short-term borrowings was
0.360% at 12/31/09.

d. Pennsylvania-American uses the short-term credit facility with AWCC to
finance its day-to-day working capital needs.

e. Pennsylvania-American will require this type of borrowing in the
foreseeable future to meet working capital needs.
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VIH. Rate of Return

12.

Submit details on Company or Parent common stock offerings for the past
five year to present as follows:

FRTICER S0 0 o

m.

Date of Prospectus.

Date of offering.

Record date.

Offering period including dates and number of days.
Amount and number of shares of offering.

Offering ratio, if rights offering.

Percent subscribed.

Offering price.

Gross proceeds per share.

Expenses per share.

Net proceeds per share in i and j above.

Market price per share.

(1) Atrecord date

(2) At offering date

(3) One month after close of offering

Average market price during offering.

(1) Price per share

(2) Rights per share--average value of rights
Latest reported earnings per share at time of offering.
Latest reported dividends at time of offering.



Answer:

FRV11.12

— o -

N

TR he oD oo

Date of Prospectus/supplement
Date of offering.
Record date.

Offering period including dates and number of days.

Amount and number of shares of offering.
Offering ratio, if rights offering.
Percent subscribed.
Offering price.
Gross proceeds per share.
Expenses per share.
Net proceeds per share in i and j above.
Market price per share,

1 Atrecord date

2 At offering date

3 One month after close of offering

m. Average market price during offering.

n.
o8

I Price per share
2 Rights per share--average value of rights

Latest reported earnings per share at time of offering.

Latest reported dividends at time of offering.

412412008 5/1/2009
4/22/2008 6/4/2009
nfa nfa
nfa nfa
63,173,300 11,500,000
nia n/a
nfa 100%
$21.50 $17.25
$21.50-No Proceeds to AWK $17.25
$0.65 $0.52

$20.855-No Proceeds to AWK

n/a n/a
$21.50 $17.49
$20.80 $18.62

n/a nfa

n/a nfa

n/a nfa

nfa - Initial Public Offering
nfa - Initial Public Offering $0.20

There were three secondary offerings of the Company’s stock but those were sold by RWE, Ag., the former
parent company of American Water Works Company, Inc. and provided ne benefit to the Company.
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13. Attach chart explaining Company's corporate relationship to its affiliates
showing System Structure.

Answer: Please see attached.
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VII. Rate of Return

14. If the utility plans to make a formal claim for a specified allowable rate of
return, provide the following data in statement or exhibit form:

Claimed capitalization and capitalization ratios with supporting data.
Claimed cost of long-term debt with supporting data.

Claimed cost of short-term debt with supporting data.

Claimed cost of total debt with supporting data.

Claimed cost of preferred stock with supporting data.

Claimed cost of common equity with supporting data.

hO oo o

Answer:
a.—e.} Please see attached

f. Please refer to Exhibit No, 9-A to support the testimony of Paul R.
Moul, the Company’s return on equity witness.



Totat Company Excluding Coatesville Wastewater PEDFA - Specific Project Financing

Pennsylvania American Water
Proforma at December 31,2010

Long term debt

Preferred Stock
Commeon Stock
Paid in Capital

Retainad Earnings
Totai Common Equity

Total Permanent Capital

Amount
Outsfanding Ratios Cost Rate Weighted Cost
$ 986,055,512 45.21% 6.16% 3.03%
14,171,700 0.72% 8.11% 0.06%
21,506,887
623,873,322
337,607,637
982,987,846 50.07% 11.50% 5.76%
$ 1,963,215,058 100.00% 8.85%
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VII. Rate of Return

15.

Answer:

Supply copies of the following documents for the Company and, if

~

applicable, its parent:

a.

b.
c.

a.

Most recent Annual Report to shareholders including any statistical
supplements;

Most recent SEC Form 10K;

All SEC Form 10Q reports issued within the preceding 12 months of
the date of submittal of the rate increase request.

Please see attached for the 2009 PA annual report. The Parent

company annual report can be accessed through the Investor Relations
section of the American Water internet site (http://amwater.com).

b.

Parent company - the Investor Relations / Financial Reporting

section of the American Water internet site (hitp://amwater.com).

C.

See response to part b.
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16. Supply copies of the Company's balance sheets for each month/quarter for
the last two years.

Answer: Please refer 1o FR X1.1.
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Pennsylvania-American Water Company
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VII. Rate of Return
17. Provide the bond rating history for the Company and, if applicable, its parent
from the major credit rating agencies for the last five years.

Answer: Pennsylvania-American Water Company’s long term debt was rated by
Standard & Poor’s and Moody’s Investors Service in 2004 and 2009,

Standard & Poor’s Moody’s
2004 AAA Aaa
2009 A A3

The credit ratings of American Water Capital Corp. for the last five years are
as follows (senior unsecured debt/commercial paper):

Standard & Poor’s Moody’s
2009 BBB+/A-2 Baa2/P-2
2008 BBB-+/A-2 Baa2/P-2
2007 BBB+/A-2 Baa2/P-2
2006 A-/A-2 Baal/P-2
2005 A /NR Baal/NR

American Water Works Company, Inc. was also assigned a BBB+ corporate
credit rating by Standard & Poor’s on June 19, 2008.
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18. Provide copies of all bond rating reports relating to the Company and, if
applicable, its parent for the past two years.

Answer: Please see the attachment which includes the following:

AWK Moodys October 2007 Rating Action
AWK Moodys October 2007 Credit Opinion
AWCC Moodys October 2007 Rating Action
S&P Research Updates 2004 to 2008

PA Moodys February 2010 Credit Opinion
PA Moodys February 5, 2010 Credit Opinion
S&P Ratings Report September 16, 2009



Globhal Credit Research
Rating Action
12 OCT 2007

Moody’'s Investors Saervice

Rating Action: American Water Works Company, Inc (New)

Moody's Downgrades American Water to Baa2; Confirms P-2 Short-Term Rating

New York, Ociober 12, 2007 -- Moody's Investors Service today downgraded 1o Baa? Irom Baa1l the senior
unsecured issuer rating of American Water Capital Corp {"Capital”). Moody's also confirmed Capital's P-2
short-term rating. Al the same lime, Moody's assigned a (P) Baa2 senior unsacured rating to Capilal's
planned $1.5 billion note offering and a Baa2 senior unsecured issuer rating to Capital's parent, American
Water Works Company, Inc ("American Water”). The rating cutlook for boih issuers is slable. Today's raling
action concludes the review for possible downgrade initiated on August 28, 2607,

Moody's review of Capital's short and long-lerm ralings was prompted by American Water's planned
recapitalizalion of the company in advance of the divesimenl, via inilial public offering, from ils current parent,
RWE AG (A1 stable). The inilial sale of RWE's interest in American Water is expected to happen in lale-
2007: however, preceding that transaction, Capilal is expecled to issue $1.5 billion of senior unsecured notes
in order {o substlanlially repay approximately $2.0 billion of inter-company debt currently owed to RWE.
These notes are expected to be issued in Oclober 2007, 1t is Moody's understanding Lhat the company will
also issue $500 million of “equity units” concurrent with the 1PO that will fund out the balance of inter-
company debl owed to RWE,

The one-notch downgrade of Capital's senior unsecured issuer rating, and the assignment of a Baa2 issuer
rating to its parent, American Water, reflects the loss of implied support from RWE following the 1PO,
historically weak consolidated credil melrics, and the increase in financial and operating risk going forward as
a publicly traded sland-alone company. Moody's has also taken this opportunity to equalize the new rating for
American Water, a holding company, with its finance subsidiary, Capital, dus to the existance of a "support
agreement” between the two entities that effectively backstops Capitai's fimely payment of principal and
interest, as needed. Nevertheless, an additional concern is 1hal approximately 60% of American Water's
consolidated debt will be borrowed al Capital, with the balance at the various regulaled operaling
subsidiaries where the malerial cash flows are generated. We note that debt at Capital does not benelit from
any upstream guarantees (rom the regulated ulility operalions nor dogs Ihe debt obligations of the
subsidiaries, including Capital, benefit from any downstream guarantee from American Water,

Mouody's considers American Water's position as the largest invester-owned water uiility in the U.S. and
geographic diversily with regulated operations in 20 states as heing positive credit qualities. Moody's views
investor-owned water utililies in the U.S. as having greater long-term stabiiity and supportive regulatory
treatmenl than most of their electric utility counterparis which has resuited good levels of historical cash flow
from such regulated operations. Although American Walei's cash flow derived credit metrics have exhibiled
weakness for sorme time and are considered somewhat soft for the Baa2 rating {{funds from operations (FFO}
to total adjusted deb! was approximalely 7.5% for the trailing twelve month peried ended June 30, 2007),
Moody's believes Lhere is capacity for improvemenl as the company has either filed or is planning to file for
rate increases in ali of the jurisdictions in which it operates after a long period following RWE's acquisition
where the company's abilily to increase rales was limited due to stay-cut provisions agreed to in some
jurisdictions. Timely rate increases and the ability 1o attract new equity capital will be two key drivers for
maintaining lhe rating going forward as the water utility industry remains capital intensive with infrastructure
spending often fimes al a multiple of depreciation. American Water is lacing a sizeabls capital spending plan
and will need to finance additional rate base with debt and aquity at levels appropriate for the rating category
to avoid future downward pressure on the raling or eullook given the magnitude of the planned expendilures.

We note thal American Water also has a much smaller non-regulated water-relaled services segment
(approximately 12% of fiscal 2006 revenues) that will remain a part of ils business model going forward.
While this business segment is considered a growth area and is less capilal intensive, it is also less
profitable. Consequently, the regulated operating subsidiaries will continue 10 be the primary source of lunds
to sarvice debl and to pay the expected dividends to its public shareholders.

The slable ouliook reflects Moody's expectations that going forward there will be no material change 1o the
currenlly envisioned capital structure. The refinancing will fikely have a negalive impact on American Walar's
financiai fiexibility going forward as the company terminates ils historical reliance on funding from its larger
and more financlally secure parenl and swilches to meeling those capital negds from the public debt and
equily markets as a slandalone enlity. Moody's expects the company lo maintain adequate tiquidity for its
operations primarily through Capital's $700 miflion commercial paper program which is currenlly back-
slopped by a cemmilled multi-year $800 mitlion revolving bank facilily expiring in Seplember 2012, Although
currenily lightly drawn, Moody's expacts the company may moderately increase its ulilization of commercial
paper borrowings over the balance of 2007.



Headquartered in Voarhees, New Jersey, American Water Works Company, Inc. is an indirec! wholly-owned
subsidiary of RWE AG and is the largest investor-owned provider of waler, wastewaler and relaled services
in Norlhy America. It is the parent company of numarous water utililies in the United Stales and reporied
revenue in 2006 of $2.1 billion,

New York

William L. Hess

Managing Cirector

Corporate Finance Group
Moody's Invesiors Service
JOURNALISTS: 212-553-0376
SUBSCRIBERS: 212-553-1653

New York

James O'Shaughnessy

Analyst

Corporate Finance Group
Moody's investors Service
JOURNALISTS: 212-553-0376
SUBSCRIBERS: 212-563-16563

© Copyright 2007, Moody's Investors Service, Inc. andfor its licensors including Mocdy's Assurance Company, inc.
{together, "MCODY'S"). All righls reserved.
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Global CGredit Research
Credit Opinion

" Moody’s investors Sorvice 17 OCT 2007

Credit Opinion: American Water Works Company, Inc.

American Water Works Company, Ine.

New Jersey, Unilod Slafes

Ratings

Category Moody's Rating
Qullook Stable
Issuer Raling BaaZ
Contacts

Analyst Fheone
James O'Shauvghnessy/New York 212.553.1607
William L. Hess/New York 212.553.3837

Key Indicators

American Water Works Company, Inc. (New)
2004 2005 2006 LTM 6-2007

Funds from Operations ! Adjusted Debt [1)[2] 70% 6.7% 8.9% 7.9%

Retzined Cash Flow / Adjusted Debt [2] 70% 6.7% 69% 7.9%

Common Dividends / Net Income Available for Common 0.0% 0.0% 0.0% 0.0%

Funds from Operations + Adjusted Inlerest / Adjusted 2.6x  2.4x  2.2% 2.4%
Interest {3]

Adjusted Debt / Adiusled CapHalization [2][{4) 67.0% 68.8% 59.3% 53.5%

Net Income Available for Common / Common Eguily 2% 2% 4% 3%

[1] FFO includes add-back of 2/3 annual operaling lease expense [2) Debt is adjusied to include preferred stock,
6X rent, and underfunded pension obligation [3) interest is adjusled to include 1/3 rent and preferred slock
dividends [4] Adjusted capitalization reflects the adjusiments made 1o debt

Nots: For definitions of Moody's most common ratio terms please see the accompanying User's Guide,

Opinion

Company Profile

Headquarierad in Voorhees, New Jersey, American Water Works Company, Inc. ("American Water"), is an indirecl
whelly-owned subsidiary of RWE AG and is the largest investor-owned provider of water, waslewater and refaled
services in Neorth America, It is the parent company of numarous regulated water utility subsidiarigs in the Uniled
States and reported revenue in 2006 of $2.1 billion. American Waler is mulliples larger than olher investor owned
water ulility companies within ils peer group in the U. S, Assels supporting this revenue base Include its operalions
in 32 states serving a populalion of approximately 16.2 million. Aithough American Water has non-regulaied
businesses (approximately 12% of revenues) it is primarily viewed, on a consolidated basis, as a regulated waler
utilily company.

American Waler is a parent holding company with no direct debt obligations. its primary financing vehicle is
American Waler Capital Corp. ("Cagital"), a finance subsidiary. American Waler also incurs debt al lhe regulated
subsidiary tevel,

Recent Developments

On October 12, 2007, Moody's downgraded to Baa2 from Baal the senior unsecured issuer raling of Capital.
Moody's also confirmed Capilal's P-2 short-term rating. At the same lime, Moody's assigned a (P) BaaZ senior



unsecured rating 1o Capital's planned $1.5 billion note offering and a Baa2 senior unsacured issuer rating fo
Capital's parent, American Water.

The downgrade of Capital's fong-term rating was prompled by RWE AG's planned divestiture of the company, via
inilial public offering. The initial sale of RWE's interest in American Water is expecled to happen in lale-2007,
however, preceding Ihat transaction, Capital is expecied to issue $1.5 billion of senior unsecured noles in order fo
substanlislly repay approximalely $2.0 billion: of inter-company debl currently owed to RWE. These notes are
expeacied to be issued in October 2007, 11 is Moody's underslanding that the company will also issue 3500 miflion
of "equity units" concurrent with the 1PO thal will fund out the balance of inler-company debl owad to RWE,

The one-nolch downgrade of Capital's senior unsecured issusr rating, and the assignment of a Baa2 issuer raling
1o ils parent, American Water, reflects the loss of implied support from RWE following the |PO, historically weak
cansolidated credit metrics, and the increase in financial and operating risk going forward as a publicly traded,
stand-alono company. Moody's has also taken this opporlunily lo equalize the new rating for American Waler, a
holding company, with ils finance subsidiary, Capital, due to the existence of a "suppont agreementi” between the
two entities that effectively backstops Capilal's limely payment of principal and inlerest, as needed,

Rating Rationale

American Water has a number of positive rating factors contributing to its investment grade raling including
gasographic diversity of operations and a mostiy requlaled rate struciure which provides stability to cash flows over
lime (approximately 88% of revenuss were derived from reguiated operations in 2008). The importance of water lo
the communities it serves is also an imperlant rating consideration. The ratings also reflect the company's current
soft consolidated credit melrics, large capilal spending forecast, and risks surrounding the company's transition to
a stand-alone publicly traded company.

The key factor's influencing American Waler's raling and cullook include:
GEOGRAPHIC DIVERSITY AND REGULATED OPERATIONS

With operations in 32 states and areas of Canada, American Water's operaling reach is considerable. On the
regulated side, American Waler operates in 20 states including ils largest opsrations in New Jersey, Pennsylvania,
and 1llinois, which together accounted for nearly 50% of consolidated revenues in 2006. Although here can be
gifferences in the leve! of profitability at ¢cach subsidiary jurisdiction, the regulated nature of the business should
ensure a relatively slable and healthy return over fime, Barriers to entry in this business are also very high given
the imporlance of water and the constraints refated to collection and dislribution of water. The geographic diversity
can also provide a balancing effect on the company's cash flows due to seasonal weather effects or timing of rate
filings.

SOFT CREDIT METRICS

American Waler's cash flow derivad credit metrfcs have exhibiled weakness for some time and are considered
somewhat soft for the Baa? rating (funds from operations (FFQ) 1o lolal adjusted debt was approximately 7.9% lor
the trailing twelve manth period ended June 30, 2007). Mocdy's believes there is capacily for improvement as the
company has either filed or is planning to file for rate increases in many of the jurisdictions in which il operales
after a long period following RWE's acquisition where the company's abilily 1o increasa rates was limited due fo
stay-oul provisions agreed to in some jurisdictions. Going forward as a public company, we expect American
Water will also be under pressure 1o initiale and continually pay dividends on ils common slock.

CAPITAL INTENSIVE INDUSTRY

The regulated water ulility business is highly capital inlensive. Capital spending rates for American Waler have
averaged 240% of depreciation from 2004-06 and this lavel of expenditures often {eads ¢ negative free cash flow,
which is not uncommon for regulated water and electric wtilities. This funding is often financed wilh debt untit "rate-
base" is established and factored into allowed returns. This typicaily requires equity contributions to maintain the
targated balance of debl and equily in the capital structure. Timely rate increases and the ability to attract new
equily capital will be lwo key drivers for maintaining the rating going forward as the water ulility industry remains
capital inlensive with infrastructure spending often a multiple of depreciation. American Water is facing a sizeable
capital spending plan and will need to finance additional rate base with debt and equily at levels appropriate for the
rating category 1o avoid future downward pressure on the rating or outlook given the magnitude of the planned
expendilures.

SUPPORT AGREEMENT WITH AMERICAN WATER CAPITAL. CORP

Capilal, a Delaware corporation, is the wholly-owned finance subsidiary of American Waler and whose puipose is
1o streamline the financing function, creale cash managemaent efficiency, and lower the cost of capital for American
Walter's regulated water ulility subsidiaries, Capital's senior unsecured BaaZ rating is now equalized with its parent,
American Water. We note thal American Waler has provided credit enhancement through a suppor agreement
between American Waler and Capital. American Waler will continue to own, during the ferm of the support



agreement, ail of the voling stock of Capilal. American Waler has also commitled (o ensure that a posilive tangible
net worth at Capilal will be maintained al all times, in addition, if Capital is unable to make timely payment of
interest, principal, or premium on any debt issued and outstanding, American Waler has comimnilted to provide
immediate and timealy funds to Capital.

Moody's effectively views this structure a guarantee and has made no notching differentiation between the two
gnlities, Nevertheless, we note that approximately 60% of American Water's consolidaled debt will be borrowsd at
Capital, wilh the balance at the various regulaled operating subsidiaries where the malerial cash flows are
generated,. We note that debt at Capital does not benefit from any explicit upstream guarantees from the regulated
ulility operations nor does ihe debt obligations of {he subsidiaries, including Capital, benefil from any explicit
downsiream guaraniee from American Waler. Also important to note is that American Waler's primary source of
cash to service debl al Capital comes from the company's regulated utifity operalions. Although Moody's believes
the current ralings capiure the cash generating ability of those subsidiary eperations, we nole tha! dividends will be
fimited to the retained, undistribuled or current earnings of each jurisdiction.

NON-REGULATED OPERATIONS

We note that American Water also has a much smaller non-regulated water-refated services segment
(approximately 12% of fiscal 2006 revenues) that will remain a pan of ils business model going forward, While this
business segment is considered a growth area and is less capilal intensive, it is also less profitable. We note the
segment reported negative EBIT in 2005 and 2006. Consequently, the regulated operating subsidiaries will
continue to be the primary source of funds to service debt and to pay the expectad dividgends to its public
shareholders.

Liquidity

In terms of internal liquidity, Moody's generally expects American Water to generate at least $500 million in FFO
per year, with a weighting lowards the second hall of the year due to seasonality. In addition fo internally
generaled cash flows, Moody's axpacts that American Water will fund some shorl-term capital needs with
commaergial paper borrowings. The $700 million cornmercial papar program eslablished at Capital is backstopped
by a five-year 3800 million revolving credit agreament that expires in September 2012, Thera is a relatively
balanced maturity schedule for existing debt. Although currently lighlly utilized, Moody's expecls the company may
moderalely increase ils ulilization of commercial paper borrowings ovar the balance of 2007, Despile the modest
negative free cash flow expecied over the next four quarters, American Water's liquidity appears 1o be suflicient to
mael the company's needs.

Rating Outlook

The rating cutlook is stabie, Moody's considers the company's current weak cash flow driven credit metrics but
also the room for improvement as the company files for additional rale increases across many of its operaling
jurisdictions. Although Moody's does nol expect a material increase in leverage post-1PO, there are number of
other potential cash flow uncertainties lo consider, including possitle dividend pressure as ngw publicly traded
company.

What Could Change the Rafing - Up

The ralings for American Water are not likely lo be upgraded in the near-term given the credit metrics and the
plannad large capital spending program, Levels that would be seen as appropriale for the category include
consolidated FFO to adjusted debt in the mid teens with retained cash flow (FFO - dividends) lo adjusted debt
measuring near 10%.

What Could Change the Rating - Down

There are a number of considerations that Moody's would take inlo account and likely see as placing negalive
pressure on American Waler or Capital's raling. These considerations include any changes to the existing support
agreement between Capital and American Waler as well as any significant deteriorafion in credit melrics due fo
fundamental business pressure. A prelonged period of financial results leading o FFQ to adjusted debl in the low-
to-mid single digils for an extended period would place severe pressure on the raling.

© Copyright 2007, Moody's Investors Service, Ing. andfor its licensors including Moody's Assurance Company, Inc.
(logether, "MCODY'S"), All rights reserved.
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Rating Actlon: American Water Gapital Corp. (New)

Moody's Downgrades American Water fo Baaz; Confirms P-2 Shori-Term Rating

New York, Octobor 12, 2007 —~ Moody's Inveslors Sarvice loday downgraded to Baa2 from Bea1 the senlor
unsacured fssusr raling of Amarican Water Capitel Corp ("Caplla®*). Moody's also conflimed Caplial's P-2
short-lerm rating, At the seme time, foody's assigned & (P} Baa2 senlor unsecured rating to Capltal's
planned $1.6 biillon note offering and a Baa2 senlor unsecured issyer raling lo Capllsl's parent, American
Water Works Company, Inc {"Amerlcan Waler"), The rafing ouflook for bofh Issuers Is stable. Today's rating
action conciudes the revisw for possible downgrade inliiated on Aupgust 28, 2007,

Moody's review of Gapllal's short and long-lerm ratings was prompled by Amerlcan Water's planned
racapltalization of the eompany In advance of the divesiment, vla Inltial public offering, from Ks currant parent,
RWE AG [A1 siable). The Inllial sale of RWE's Inlerest in American Waier [s expected to happen In late-
2007; howaver, preceding thal transaction, Gapllal Is expected to Issue $1,6 bllllon of senler unsscurad noles
In order to substardially zepay spproximately 52,0 billlon of Infer-company debl currently owed to RWE,
‘Thest noles are oxpectod 1o ba issued In Oclober 2007, It is Moody's undarstanding thal the company will
also lssue $600 miklon of *squity units" concurrent with the 1PQ that will fund out the balance of Inter-
company deht owed to RWE,

The one-noich dawngrade of Capllal's senlor unsecured lssuer raling, and the essignment of a Bued issusr
tatlng lo Its parent, Amarlcan Water, reflects the loss of implled support from RWE following the 1PC,
historically weak consolidated credi metrlos, and ths Increase In financial and opsrating risk golng forward as
a publlely traded sland-alone company, Moody's has also taken thls opportunily to aqualize the new railng for
American Water, & holding company, with Its finance stbsldlary, Capital, due fo the existance of & “supporl
agreament” helween the two enlities ihat effestively backslops Capital's timely paymsnt of princlpal and
interest, as needed. Nevertheless, an.addillonal concern {s that approximately §0% of Ametlcan Water's
consolidated debt will be horrowed at Capital, with {he batance at the vatious regulated operating
subsidlarios where the material cash fiows are gensrated, We hote thet debt al Caplial doss nol benefil from
any upstream guarantees from the reguiated ulilily operations nor doss the debt cbligations of the
subsidlarles, Inciuding Caplial, beneft from any downstresm guersntas from Amercan Water,

Moody's considers American Watar's posilion as the fargest Inveslor-owned veater ullity In the U.S. and
guographic diversily with regulated operalions In 20 stales as belng posiiive credit qualilies, Moody's views
invastor-ownad water ulllties In the U.S. as having greater long-lerm stablllty and supportive reguiatory
wreatment than most of lialr slestric ulility counterparts which has resuited good tevels of historlcal cash flow
from such regulatad operallons. Although American Waler's cash flow derived credit melrics have exhlbited
waaknoss for soma fime and ars consldersd somewhat soft for the Baa? ratlng (funds from operatlons (FFO)
{0 lotal adjusted deb! was approximately 7.5% for the lraliing twelve month period ended June 30, 2007),
Moody's balleves there [s capacity for Improvement as the company has either liled or Is planning to flle for
safe Increases In alf of the Jurlsdiclions n which It operales afier a long period foliowlng RWE's acqulsition
where the company's abiiily to increase rales was limied due to slay-oul provislens agreed lo In some
furisdictions. Timely rzle Increases and the abilily io atiract new equily capltal wii bo two key drivers for
malntaining the rating golng forward as the waler wiilly Industry remalns capital infensive with infrastructure
spending often times at a mulliple of depreciation. American Water is facing a skzeable capllat spending plan
and will need to finance additionat rate base with debl ang equlty at levels appropriate for the rallng category
1o avold future downwaerd pressure on the raling of cutlook givan the magniiude of the planned expendllures.

We nole thal American Water also has a much smaller non-reguiatad water-related services segment
{approximately 12% of fiscal 2006 revenues) that will remain a part of lts buslness model going forward.
While thls business segmenl Is considered a growth area and Is fess capltal Intenslve, It Is also less
profitable. Consequently, the regulated operailng subsidiares will cenfinue {o be the primary source of funds
{e service debl and lo pay the expecled dividends 1o lts public shargholders.

The stable outlock reflucls Moody's expectations that golng forward there will be no matertal change to the
currenily envisloned capite! stiucture. The refinancing will Iikely vave a nagative Impact on Amerlcan Water's
financlal fexibliy golng forward as the company terminales Hs historlcal rellance on funding from lte izrger
and more financlally secure paront and switches to meafing those capitel neads from the public dabt and
equity markets as a standalons entlly, Moody's expects the company to malntaln adequate Hlquidity for its
operalions primartly through Capltel's 700 milllon commerclal paper program which ls cumently back-
stopped by a commitied multl-year $800 milllon revaiving bank factilly explring in Seplember 2012, Although
currently lightly drawn, Moody's expects the company may moderately increase |l ulliizatlon of commerclal
paper borrewings over the balance of 2007,
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Headguariered In Voorhess, New Jersey, American Water Works Company, ino. 1a an indirec{ wholly-owned

“subsidifiry of RWE AG and s the largest Investor-owned provider of waler, wastewaler and related services

in North America, Il |s tha parent company of numerous waler ulilliles In the United States and reported
revenue in 2006 of $2.7 billion,

New York

Witilam (.. Hess

tanaging Direstor

Corporate Finance Group
Moody's Invesiors Service
JOURNALISTS: 212-553-0376
SUBSCRIBERS: 212-553-1653

New York

James O'Shaughnassy
Analyst

Corporate Flnance Group
Maoody's Investors Service
JOURNALISTS: 212-553-0376
SUBSCRIBERS: 212-553-1653

& Copyrignt 2007, Meody's Invasiors Service, Inc, andfor its Ticensors Including Moody's Assuranse Company, Ina,
{tegsther, "MOODY'S"), All rights reserved,

ALL TNFQRMATION CONTAINED HEREIN TS PROTECTED BY GOFYRIGHT LAY AND NONG OF SUCH INFORMATION MAY BE
COPLED DR OTHERWISE REFRODUCED, REPACKAGED, FURTHER TRANSMIYTED, TRANSFERRED, DISSEMINATED,
REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE CR IN PART, I ANY
FORM OR MANMER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON VATHOUT MOODY'S PRIOR VIRITTEN CONGEMT. All
inferroption contalned herein is obtalned by FMODDY'S from sources belloved by it te be accurate and rellable, Because of the
possibility of human ar mechanical ervor as well ap ovihar factors, howaver, such information is provided *as Is™ vdthout warcanty
of any kind and NOODY'S, in particular, mokes no reprasentation or warcanty, express or Implled, as to tha accuracy, timeliness,
completeness, merchantability or fitness for any partticular purpose of ary such Information, Undur no slrcumstances shall
MOCDY'S ava any labliity to any person or anlity far (a) any loss or damage In whale or In past caused by, resultng from, or
relating Yo, tiny arcor (neghigent or otherwise} or other dreumstance or contingency vithta or outslda the coatrol of MOODDY'S or
any ol ILs directors, officers, enployeas or agents In connoetion with the procurament, collecton, compliotion, enalysis,
Interprotation, communtcatlon, pubilcation or duilvery of any such information, or (b} any, diract, Indirect, speclal, consequential,
¢ampensatary or incldental dainages whatsoever (including without limitation, lost profits), evan If HOCDY'S (s advised in
advonce of the possibillty of such damages, resuiting from the use of or Inahlity to use, any such laformation, The credit ratings
and Anancial repeting analysis observations, it any, constituting part of the information contatnad heraln are, end raust be
construed solely as, statements of opiion and not stelements of fact or recommendations to pitrchsse, sell or held any
securities. NO WARRANTY, EXPRESS OR HAPLIED, AS TO THE ACCURACY, THMELINESS, COMPLETENESS, MERCHANTABILITY OR
FETNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPFINION OR INFORHMATION 15 GIVEN OR MADE BY
MOODY'S TN ANY FORM OR MANNER WHATSOEVER, Each rating or other opinion must be walghed solely ps one factor In ony
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the SEC an ownership Interast In MGO of miore Wan 5%, is posted anpunily on Meody's viebsite at vaww.moodys.com undey the
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Cradit ©pinlon: American Water Works Gompany, Ine.

Amearlean Water Works Company, Inc.
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Amasrlcan Water Works Company, inc. (New)
2004 2008 2006  LTH 6-2007

Funds from Operatiens / Adjusted Daebt (1}{2) 7.0% 6.7% 698% 7.9%

Retalned Cash Flow / Adjusted Debt [2) 7.0% 67% 69% 7.9%

Common Dividends / Nal Income Available for Common 0.0% 0.0% 0.0% 0.0%

Funds from Operallons + Adjusled Interesi / Adjusted 2.6% 24X 2.2x 2.4%
Interest (3]

Adlusted Debt/ Adjusted Caplialization [2][4) G7.0% 88.8% 63.3% 53.5%

Net Incomo Avaliable for Common / Common Equlty 2% 12% 4% 3%

11 FFO includes add-back of 2/3 annuat aperating lvase expense [2) Dabt |s adjusted to Include preferred stock,
6X ront, and underfunded psnsion obiigation [3] Interest Is adjusted to Include 1/3 rent and preferred stock
dividends [4] Adjusted capilelization reflects the adjustments made lo deb!

Nole: For definitions of fcody's most common ralio terms please see the accornpenylng Users Gulde.
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Company Profie

Headquarerad In Voorhees, New Jersey, American Water Works Compsny, Ino. {"American Water"), ls an Indirect
wholly-ownad subsidlary of RWE AG and Is the larges! Investor-cwned provider of waler, waslewater end related
salvices In North America. It Is the parent company of numerous regulated weter utility subsidiarles in the Unlted
States and reperted ravenus In 2006 of $2.1 billen. Amerlcan Water Is multiples larger than other Investor owned
water Ullilty companles within its peer group in (he U, S, Assels supporling this revenus base include Its operations

-1n-32 states-serving a-populalion-of approximately-16:2-milllon~Although-American Waler has non-egulated

businesses (approximately 12% of revanuss) It is primarily vlewed, on a consolidaled basls, as a regulsted water
ulility company. .

Amarlcan Water I8 & parent holdlng company with no dlract debt obligations, its primary financing vehicle Is
Amerlean Water Cepllal Corp. {"Cepltal’), & finance subsldlary. Amerlcan Waler also lncurs dabt at the regulaiad

subsldlary level.
Recent Developments

On Oclobor 12, 2007, Moody's downgraded to Baa? from Baat the senlor unsecured tssuer eting of Capital,

Moedy's also confirmed Caplial's P-2 short-erm rating. At the same e, Moody's assigned 8 {P) Baa2 senlor
Page 5ol 8
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k
‘{'“unsocuced ratlng to Capital's planned $1.5 bilion note oifering and a Bae2 senlor unsecurad issusr rating to
Capilal's persnt, Amerlcen Watar,

- The downgrade of Capital's long-lern raling was prompted by RWE AG's planned divestiture of the company, via
intia! public offering. The Inlital sale of RWE's Intersst in American Waler ls expeotad o happen In lale-2007,
however, preceding that trensaclion, Gapltal Is expecied lo fssue $1.5 bililon of senfor unsecured notes In order to
substanifally repay approximatsly $2.0 bllion of intor-company debl currgnfly owed to RWE, Thesa notes are
expecled to ba Jssued in October 2007, [t s Moody's understanding that the company will also Issus $500 miliion
of "eqully units® concurrent vith the IPO that will fund oul the balanca of infer-company dabt owed to RWE,

The one-noleh downgrads of Capllal's sanior unsacured Issuer rating, and the esslgnment of a Baa2 Isster raling
to it parent, American Water, reflocts the loss of Implied support from RWE following tha 170, histareally weak
consolldated cratlt melrus, and Whe Increase In financlal and operatirig iisk going forward as & pulillcly traded,
stand-alone company. Moody's has elso taken this opportunity to equellze the new rating for American Waler, a
holding company, with Its finance subsldiary, Gapilal, die 1o the existence of & "support agreament” setwean the
two sniitles that offeciively backstops Caplfal's timely payment of princlpul and interes!, as needed.

Rating Ratlonale

Arerican Watar has a number of pesilive ratlng faclors contrbuling to its investment grade raling Including
gaagraphic divarsily of oparatlons and a mostly reguiated rate struciure which provides stabllity to cash flows over
imo (approximalely 88% of revenues were darlvad from regulated aperallons In 2006) The importance of water to
the communtiles [t serves |s also an Imporiant rating consideration. The ratings also reflect the company’s current
soft eonsolldated credlt malics, large capital spending farecast, and rlsks surrounding the company's franshion 1o
a stand-slone publicly traded company.

‘Tha key faclor's Influencing Amerlcan Walar's raling and ouliook include:
GEQGRAPHIC DWERSITY AND REGULATED OPERATIONS

With operstions In 32 states and areas of Canada, Amerlcan Water's operating reach Is considerable. On the
requiated slds, Amerlcan Waisr operates In 20 states including its fargost oparations In Nev Jorsey, Pennsylvanla,
and Iiinols, which together accaunted for neasly 60% of consclidated revenues in 2006. Although there can be
dilferences in ie leved of profilability at each subsidlary Jerlsdictlon, the regulaled rature of the businass should

the Importance of water and the conslrainis related to collsclion and distribution of water, The geographic diversity
can also provide a balancing effect on the company’s cash flows dus to seasons! weather effacis or timing of rate

filings.

( \/(3 ensure a relatively stable and heallhy retusn over lime. Barsiers to entry in lhls buslness ata also very high given

SOET CREDIT METRICS

Amellcan Water's cash flow derived credit melrics have exhiblied weakness for some lime and are considered
somawhat soft for the BaaZ rating {funds from operations (FFO) to tolal adjusled debt was approximalely 7.9% for
the trafling twelve month pertod ended Jurs 30, 2007). Moody's belleves ihare Is capacily for improvement as the
company has elther tled or Is planning to fite for rale Increases In many of the Jurisdislions In which it oparates
afler a long parlod following RWE's acqulsition where the company's abiily to Increase rates was Iimited due o
slay-out provislons agroed to In soms jurlsdiolions. Golng forward as a publlc company, we expect American
Water wil aiso bs under pressure to Inltlate and continually pay dividends on s common stock.

CAPITAL INTENSIVE iNDUS'i'RY

The regulated water ullity buslness Is highly caplial Intensive, Capltal spending rales for American Water have
averaged 240% of depreclallon from 2004-08 and {hls leval of expendliures often leads to negalive free cash flowr,
which Is not uncommen for reguiated waler and olecirlc uiifilles, This funding ls often financed with dabt untif “rate-
vase" le ostablished and factored into allowed returna. This typlcally requlres equlty contributlons o malnlain the
targeled balance of dabt and eguily In the capllal struclure. Timely rate Increases and the abilty fo attract now
euulty capltal wii ba twe key drivers for maintalning ihe raflng gong ferward a6 the water ulllity industry remains
capilal ntansive with infrasiructure spending often a multiple of depreciallon, Amerlcan Wator [s faclng a stzeable
caphtal spending plan and will need fo finance addilional rate base vith debl and equily at lovels appropriale for the
raling (cﬁategury to avoid future downward pressure on the rating or outlook given the magnliude of the plenned
expendliures, '

SUPPORT AGREEMENT WITH AMERICAN WATER CAPTAL CORP

( _) Capia), a Delawars corporation, is the wholly-owned flnance subsldlary of Amerlcan Waler and whose purpose is

to streamline the financing function, creals cash managomen efficlency, and lower the cost of capital for Amerlean
Watal's regulaled waler wlilily subsidiaries. Capltal's senlor unsecured Bav2 raiing Is now equalized with {is parent,
American Water, We note that Amerlcan Watar has provided cradit enhancement through a support agreement
pelwean American Waler and Capilal. American Waler will continue o own, during lhe term of tha support
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{ -agraement, el of the voling slock of Capifal, Amerlcan Waler has also committad lo ensure that a posiive langibis
net worlh at Capilal will be malntained at all thmas, In addlllon, if Capital [s unable to make {imely payment of
N interast, principal, or premium on any debl lssugd and ouistanding, American Water has commilied to provide
) tmmediale and timely funds o Capilal,

\ ) Moody's effectively views ihis structure a guarantee and has mada no notching differentiation batwaan the two

~<" anlliles. Neveriheless, We note that approximalely 60% of Amerlcan Water's consolldated debt will bo borroved at
Capital, with the balance at the varous regulated opsrating subsidlaries vihers the materlal cash flows are
generated. We note that debt at Capilal does not bensfit from any explicll upsiream gusrantges from the regulated
uliilly operations nor does the debt obligailons of the subsldlarios, Including Capltal, bonefit from any explicit
downstream guarantes from Amotigan Water, Also imporiant to nole |s that American Water's primary scurce of
cash lo servico debt at Capilal comea from the company's regulatad ufiily operations. Although Mocgy's bellaves
the current ratings caplure the cash generating abliily of those subsidiary aperallons, we note that dividends vl be
Himilad to the rdlalnad, undisiibuled or current earnings of sach Jurlsdiction.

NON-REGULATEDR OPERATIONS

We note that Amatican Water also has a rauch smaller non-regulated water-related services segment
(approximalely 12% of flscal 2008 revenues) that witl rematn a part of Its business model going forward. While this
business segment Is considered a growih area and Is less caplial infensive, It is also lass profilable. We note the
segment raported negative EBIT In 2005 and 2008. Consegquently, the raguleted operating substdlarles vill
conlinue fo bs the primary source of funds to service debt and to pay the sxpected dividends to its publle

shareholders,

Liquidlty

Ins torsss of Internat liquidily, Moody's generaliy expects American Water 10 gencrate ai least $500 million In FFO
per year, with a weighting fowards the seconc half of the year dug lo seagonallly. in addltion fo Internally
generated cash flows, Moody's expecls that Amerlcan Water will fund some shori-lerm capiial neads with
commsrcial paper borrawings, The $700 milllon commercial paper program established al Capltal Is backstopped
by a five-year $800 milion revoiving credlt agreement that explres In Seplember 2012, There is a rolatively
balancad maturity schedula for axisting debt, Although surrently lighlly utiized, Moody's expects the company mey
moderaiely Increase {ls ulilization of commerclal paper borrowlngs over the baance of 2007, Despite the modest
negative free cash flow expected over the next four quarters, Amerlcan Water's llquidity appears 1o be sufficlent to
mest! the company's needs, ’

| \.../D Rating Qutlook

The rallag oullook Is stable, Mocdy's conslders the company's current weak cash flow driven ¢radit metrlcs bl
also the room for Improvement as the company files for addliions! rale Increases across many of lts eparaling

Jurisdictions, Although Moody's does nol expact a maleral Increase In laverage posiIPO, there are number of
other potential cash flow uncertalniles to conslder, Including possible dividend pressure as new publlely traded

company.,
What Could Change the Rating - Up

The rallngs for American Water are not likely lo be upgraded n the near-term given the credil matrics and the
planned large capilel spanding program. Levels that would be seen as apprapriate for the category Includa
consolidaled FFO to adjusted debi in the mid teens with retelned cash flow (FFO - dlvidends) fo adjustod debt
measwiing near 10%. .

Wiat Could Change the Raling - Down

There are & number of considerallons that Moody's would teke Into account snd Ekely ses as placing negalive
prassura on Amarlean Water or Capilal's refing. Thess conslderatlons Include any changes to the existing support
agreament batwesn Capita! and Amerlcan Waler as wall as any significant deterforation In credit metrics due to
fundamantal business pressurs, A prolonged perlog of Ananclal results leading to FFO to adjusied debtin the low-
to-mid single dlgits for an extandad perlad would place severe pressure on Whe rating,
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“any of (t$ dircctors, offlcors, employees or agants In conpection with the procurement, <oflection, compliation, analysis,
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Rating Actio_n: Amerlean Wator Caplital Corporation

Moody's asslgns P-2 short-term rating to American Water Caphal

Approximately $700 milion of debt securlties affacted

New York, October 17, 2006 -- Moody's Investors Service assigned & Prime-2 short term fating to Amerlcan
Watar Capital Corp. (Capital) in conneclion wilh 1ls new $700 milllon cemmerclal paper (CP) program. At the
sams time, Moody's affiirmed Capltal's exisling Baa{ leng-ferm senior unsacured rating and VMIG-2 short
term rating. The outiook remains negative,

The P-2 raling considers Capital's position as a financial conduit of American Water Works Company, Inc.
(Water Works), and reflects the understanding thaf the existing support agreement between the two enlities
will continue o be maintained, Waler Works has commitied to ensure that a posilive tangible net worth at
Capital will be maintalnad at alt times. In addition, if Caplial is unable to make limely payment of Inlerasi,
principal, or pramium on any dabt Issued and oulstanding, Walaer Works has committed to provide immediate
and timely funds to Capital,

Capital's commerclal paper program is fully backstopped by an $800 miillon five-year committed revolving
credit facllily. Use of proceeds under the program includes general corpurale purposes and refinancing of
exisling credi Hines. The backsfop fasility, which was signed on Seplember 18, 2008, terminates in five years
(2011}, has same-day borrowing avallabllity and one financial covenant permitting a maximum level of debt
to capitalization at Water Works of 70%. The credit agreemant contalns a materlal adverse change clause
only at the initial extenslon of credlt; an event that occurrad at the closing of the faclilly with the Issuance of
L/C's.

s \Moody s long-term rating of Baa1 for Capital's exisling senior unsecured obligations reflects the relatively

‘A\ siab%e nature of the cash flows expected from Water Works' regulated water utility businasses. Also
consudered in the rating Is Water Work’s plan fo be divested, via Inilial public offsring, from its current owner,
RWE AG (A1 stable), of Germany. Moody's anticipates the company's capltal struclure following the spin-off,
expected by mid-2007, wili reflact a partial reflnanclng of Water Works' exIsting debt that should not result In
a material increase in leverage hut will requlire a significant amount of refinancing of inter-company debt with
RWE.

Atthis time, the fong-term rafing is constralned by the uncertainty surrounding the liquldity and capitat
structure of American Water Works post [PO. Although RWE has no obligation to guaraniee payments on
securitlas issued by Capital or other subsidiaries of Water Works, Moody's has historically consldered the
financial strength of RWE and its ownarship of Water Works in Capltal's rating. The elimination of this
relationship will likely be viswed negallvely with respect to the company's averall credil profila which could
possibly result In a reassessment of the long and short tarm ratings, following the planned change of
ownership. Apart from the anticipated IPO transaction, the negativa outtook glso reflects the continuing
uncertainty surrounding prospects for rate recovery and the ability of Water Works to strenglhen credit ralios
over time. We note as well that Water Works will soon be operaling as a stand alene entlly following its spin-
off from RWE, with all the financial and operaling responsibilities allached thereto as a publicly traded
company.

Headquartered In Voorhees, New Jersey, American Water Works Company, Inc. Is an indirect wholly-owned
subsidiary of RWE AG and Is the largest investor-owned provider of waler, wastewater and related services
in North America. It Is the parent company of numerous water utlilties in the United States and reported
revenus in 2005 of $2.0 billlon.

New York
Willlamn L. Hess .
Senior Vice President
Corporale Finance Group
Moody's Investors Service
- JOURNALISTS: 212-553-0376
( PUBSCRIBERS: 212-553-1653
-

James O'Shaughnessy
Analyst
Corporate Finance Group
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1ssuer Gomment: American Water Capital Gorp.

Moody's Comments on American Watar's $500 mhllen Private Placement -

American Water Works Company Inc.'s (Amerlcan Water) planned $500 million senior unsacured bond offering
will have nc immediate impact on Moody's rating of tha campany's financlal condult, Amaerican Water Capitat
Corp. {Baat, negalive outlook). The notes are expected to be placed privately and will have American Watsr
Capilal Corp. as the sole obligor, As Moody's understands the transaction, procgeds will be used 1o refinance
exlsting inter-company advances from SWE AG, its cusrent parent, and wili become a more permanant
companent of iis capital structure geoing forward. Both Moody's and American Water have historically considered
this inter-company class of obllgations as dent. Consequently, for ratio calcutalion puiposes this debt financlag Is
not viewed as being Incremental. However, It wiil remove & certain [evet of flexibiiy on the part of Amerlcan
Water as this obligation becomes a mora defined contractual debt obligation with a stated maturity rather than an
obligation thal could, In effect, be rolled over Indefinitely at the discretion of RWE. Amerlcan Waler is largeling the
completion of this financing by year-end 2006.

Moody's will continue to monitor the ratings of American Water as s plan to he divested from Hs current owner,
via initial pubile offerlng, progresses; aiong with any developments related to the company's fulure slrategy,
business risk profile, and the uitirate levet of debt 1o be employed in ifs capilal structure post PO, We note that
Moody's current negalive outlook for senior unsecurad obligations of Amerlcan Water Caplial reflacts both the
refatively weak credit melrics for ils rating category as well as the future alimination of support from its financlally
stronger parent, RWE, post PO, which Is expected fo oueur sometime in mid-2007.

Headquarterad in Voorhees, New Jersey, American Water Warks Company, Inc. Is an indirect wholly-gwned
subsidiary of RWE AG and Is the largest investor-owned provider of water, waslewater and related services in
Norh America. It is the parent company of numercus weator utilitios In the United States and reported revenues of

( m)approximately $2.0 billion for the last tweive months ended Septembor 30, 2006.

C

Contacts Phone
James Q'Shaughnessy/New York 212-553-1607
Jamss Hempstead/New York 212-553-4318
Michasl Rowan/New York 212-553-4485
wWilitam L. Hess/New York 212-663-3837
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Rating Action: Amerlcan Water Gapltal Corporation

MOODY'S EONFIRMS THE Baat SENIOR UNSECURED RATING OF AMERICAN WATER CAPITAL CORP.;
RATING QUTLOOK IS NEGATIVE

Approximately $95 Million of Debt Affected

New York, June 07, 2004 — Moody's Investors Service confirmed the Baa senlor unsecured rating of
Amerloan Walsr Capltal Corp. (AWCC}, with a negalive cutlook. The company’s short-lerm raling of VMIG 2
for remarketable industvlal revenue bonds was nol placed under review and remains unchanged, This raling
action concludes the review for possible downgrade that was inltieted on MNovember 26, 2008,

The rating of AWCC is primarily based upon the support of Ifs parent, Amefican Water Works, Company, Inc.
{AWW), which operates regulaled water uillittes in 18 states. The confirmation of AWCC's rating reflecis 1he
relalively stable nalure of AWW's water utlilty business, and financia! stranglh that Is expected to be derivad
from Jls ownership by RWE AG (A1 senior unsecured, nagative oullock), RWE funds substantially all of
AWW's shorl-term capital requirements. The rating confirmalion also incerporates Moody's expectation that
regulators will approve rate increases thal resull in Improvernent of AWW's consolidated cash flow coverages
to a level that is morse consistent with the rating calegory.

The negative raling outlook reflects the possibilily that American Water Capital's ralings coutd be
downgraded if regulators do not approve rate increases of sufficient magniiude to improve AWW's
consolldated cash flow coverages to a level tha! Is more commensurale with the rating calegory, The
ragative outlook Is also Influenced by the negative rating oullook for RWE, whose ratings ara a meaningful
considaration for the rating of AWCC.

-
{ Amarican Water Works' financial resulis deteriorated in 2002 and 2003, with an increasing level of

~_” consolidated debt, However, consalidated lunds from operations and cash from operations are anticipated to
Increase over the next fow years. Financial results are expected to improve in 2004 and 2005 dus 1o
regulatory rate Increases, Some of this axpected improvement will rasult from rate increases ihat have
already baen aulhorized In late 2003 and thus far In 2004, AWW's need to flle for rate increases In most
states Tn which i operates reflects the high tevel of capital spending necessaiy to upgrade and maintaln its
waler systems in compllance with reguiatory slandards.

American Water Capital Corp. (AWCC), a Delaware corporation, 1s a wholiy-cwned finance subsidlary of
Amarican Water Works Company {American Water Works or AWW). The purpose of this firance subsidiary
s to sireamiine the financing function, creale cash management efficiency, and lower the cost of capital for
AVWW's regulated water utllily subsidlaries. AWCC Is the primary funding vehlcle for AWW and its ulility
subsidlarles, Amerloan Water Works has provided cradit enhancement through a supporl agreement
petwean AWW and AWGC. Amerlcan Water Works will continue to own, during the term of the support
agreement, all of the voting slock of AWGC, American Weler Works has commilted to ensure that 2 positive
tangible net worth at AWCC will be malntained at all limes. in addition, if AWCC is unable to make limely
payment of laterest, principal, or premium on any debt issued and outstanding, American Water Works has
commilted to provide immediate and timely funds to AWCC.

A marger between RWE AG and American Water Works Company was consiimmated in January 2003,
Amarican Water Works and ts regulated water utliittes operate as subsidiaries of RWE., Amarican Water
Gapital has & commited credit facility for borrowing from RWE In amounts up to $550 milllon, There is
currently $330 milllon outstanding under this credit agresment.

Tha rating of AWCC Incorporatas the benefil of AWW's ownership by RWE. The consolidated financial
metrics of AWW would nol support the Baa rating of AWCC on a stand-alone basts, The rating Incorporates
Moody's view thal AWW derlves significant financlal flaxibliity from the abilily to defer {if necessary) ils
preferred dividend payments to the parent, and lts ability to borrow from the RWE famity of companies.

Amerloan Water Works Company is the parent company of numerous water ulilities in the United Siates.

. T\, American Water Warks Company Is an indirect wholly-owned subsidiary of RWE AG. Hoadquariered in

‘

. Essen, Germany, RWE AG [s alarge Internalionat energy and ulllity company with core aclivities in
= gleciricity, gas, water, and wastewaler,

New York
Danial Gates
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Research Update:

American Water Works, Sub Ratings Remain
On CreditWatch; IPO Timing Still Uncertain

Rationale

On Jan. 29, 2008, Standard & Poor's Ratings Services said that its 'A-!
corporate credit rating on water and wastewater utility company American Water
Works Co. Inc. (AWW) and its funding subsidiary, American Water Capital Coxp.
(AWCCY will remain on CreditWatoh with negative implications. Standard &
Poor's placed the ratings on CreditWateh on Nov, 15, 2007, aftexr pavent RWE AG
(A+/Negative/A-1) postponed AWW's equity offering. The reaffirmation of the
CregitWatch listing follows recent statements by R¥E's management that the AWW
spin-off could still be delayed beyond Rpril and possibly oceur in late 2008.
We still believe the postponement of the IPO distracts AWW'as management and
could stall necessary improvements to the company's financial profile, which
depends on the successful execution of a number of rake cases acxross several
gtates. Additional delays to the IPD or AWNW's inability to achieve improved
financial performance in 2008 is likely to result in a downgrade.

As of Sept. 30, 2007, AWW's pro forma total debt, including capitalized
operating leases and tax-effected pension and postretirement obligations, was
$%.7 billion.

The ratings on the Voorhees, N.J,-based AWW reflect cur assessment of the
company’s stand-alone credit guality based on its proposed post-IPC husiness
plan, whicnh includes improvements in the utility's financial profile above
current levels. AWW has received all regulatory approvals necesgary for its
divestiture from RWE AG., The ratings are also bassd on our expectation of
regulatory support to fund the company's sizable capital-spending requirements
through rate cases or supportive pelicies, such as Ilnfrastructure surcharges,
forward-looking test years, and single tariff pricing,

AWW's excellent business risk profile is characterized by an excellent
competitive position with high barriers to entry; a diverse and supportive
regulatory environment that provides reascnably allowed ROEs, incentives for
infragtructure improvements and support for acgquiring small water companies;
an above-average service terxritory that provides some market, cash flow, and
regulatory diversification; a stable customer bkase that is predominantly
residential and commercial; and the relatively low operating risk of regulated
and nonregulated operations. AWW's aggressive financial profile, uncertainties
associated with its planned equity and equity unit offerings, elevated
capital-spending requirements forx infrastructure replacement, increased
compliance costs with water-quality standards, and the company's reliance on
acquisitions to provide growth partly offset these strengths,

RWE indirectly owns AWW. Through RWE's regulated subsidiaries, AWW
provides water and wastewater sexrvices to more than 3.3 million custowers in
20 gtates. AWW's regulated ubility subsidiaries represent almost 3$0% of total
revenues, but have provided almost 100% of adjusted EBIT for the past three
vears, The company's nonregulated subsidiaries consist of water and wastewater
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facdililty management and maintenance, as well as design and construction
consulting services related to water and wastewater plants, We view these
nonregulated segments as having modest incremental risk to AMY due to their
lack of cash flow contribution and modest expected capital reguirements.

AWW's finangclal metrlcs are weak for the rating and partly result from
agreements with some state regulators not to file rate cases for up to three
vears. This was a condition of RWE's acquisition of AWW. As evidenced by the
filing of 11 rate cases in 2007, we expect AWW to actively pursue additional
rate cases as determined by its rising operating costs, capital-spending
plans, and pension and other postretirement obligations, We antigipate that
current rate case activity way lead t¢ annual revenue increases of up to 5175
million, if granted. Anocther reason for the weak pexformance is AWW's
significant goodwill impajrments over the past three years. The impairments,
which have totaled more than $1 billion, were based on slower-than-expected
growth in RWE's North American water segment, privatization of waler utilities
in RNorth America, and valuation of ite nonregulated bhusinesses. Based on
indicative market values, an impairment of up to $300 million could be
reported in fourth-quaxrter 2007.

Adjusted funds from operations [(FFO) to total debt is still below 10%,
which is weak for the rating. In addition, significant vate relief is
necesaary for the company to earn its authoriszed rate of return of about 10%.
We expect adjusted FFC, which is subpar at $475 million for the 12 wmonths
ended Sept. 30, 2007, to benefit from continued customexr growth and rate
increases in several key states. After AWW issued $1.5 billion of senior
notes, which the cowmpany used to redeem RWE intercompany prefexred stock,
adjusted debt to capital increased to 56% as of Sept. 30, 2007, from 48% as of
June 30, 2007. The increase in leverage is partly due to the intermediate
aquity treatment of the preferved stock, compared with the 100% debt treatment
of the newly issued debt,

Az a condition of the regulatory approvals for the sale, RWE has agreed
that AWH's capital structure will consist of at least 45% common equity at the
time of the IPO., As of Sept. 30, 2007, common equity consgisted of 47% of AWW's
total book capitaliszation, RWE must infuse additional cash eguity if leverage
increases from current levels.

Short-term rating factors

The 'A-2' shorxl-term ratings on AWW and AWCC reflect sizable borrowing
capacity under the company's revolving coredit facility and stable cash flows
from regulated subsidiaries. However, AWW's cash uses include high levels of
capital spending, substantial upcoming debt maturities, and expectations that
the company will institute a common stock dividend after it completes the
proposed IPQ, Capital expenditures are projected at $4 billion to $4.5 billion
during the next five years for infrastructure replacements, new facility
gonstruction, wmaintenance of water-guality and environmental standards, and
system reliability.

With cash from operations for the past 12 months of only %320 wmillion,
AVR's cash flow generation ls insufficient to meet its ongeing operating and
capital needs, and will require additional access to the capital markets over
the intermediate term. Scheduled debt maturities of $196 wmillion in 2008, $585
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milldon in 2009, and $54 million in 2010 are fairly sizable. AWW is expected
to implement a dividend policy with ite equity issuvance, roughly matching the
average dividend yield of other companies in its peer group, which is about
2%. BAg such, annual dividend payments could exceed $100 million.

As of Sept, 30, 2007, AWW had %151 million in unrestricted cash, about
$41% million available under its §800 wmillion revolving credit facility, which
matures on Sept. 15, 2011, and a $10 million short-term working-capital line
of credit. Financial covenants include a waximum debt to capital (with
adjustments) of 70% and restyictions on liens, distributicong, debt incurred at
AWy, and assel sales.

Ratings List

Ratings Remain On CreditWatch Negative

American Waler Works Co. Inc,
Corp. credit xralting A-/Watch Neg

American Water Capital Corp.

Corp. credit rating A-/Watch Neg
Senior unsecured debl A-/Watch Neg
preferred stock BBB/Watch Neg

Complete ratings information is available to subscribers of Ratingsbirect, the
real-time Web-based source for Standard & Poor's cvredit ratings, research, and
rigk analysis, at www.ratingsdirect.com. All ratings referenced herein can be
found on Standard & Poor's public Web site at www.standardandpoors.com; select
your preferred country ox region, then Ratings in the left navigation bar,
followed by Credit Ratings Seaxch.
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Research Update:

American Water Works 'A-" Long-Term Ratings
Placed On Watch Negative After Postponing
PO

Rationale

On Nov. 15, 2007, Standard & Poor's Ratings Services placed its long-term
ratings on American Water Works Co. Inc. (AWM} and its funding subgidiary
American Water Capital Corp. (AWCC) on CreditWatch with negative implications,
incluqing its 'A-' corporate credit ratings. The 'A-2' short-teym ratings were
not placed on CredifWatch.

The CreditWatceh placement follows an announcement by AWW's parent, RWE AG
{a+/Negative/A-1}, that it has postponed AWH's equity offering, which will
delay financial improvements and will likely result in a downgrade 1f the IPO
is not completed prior to the end of the first quarter of 2008, Ratings could
be affirmed and removed from Credit¥Wateh if the equity offering ils completed
prior te that time and financial performance improves in line with
management ‘s forecast. RWE atated that the timing of the IP0O has not yet been
determined, because the company expects the current value paid for AWW will
not be sufficient to fund RWB‘s planned dividend paywents and share repurchase
program.

The 'A-' corporate credit rating on the Voorhees, N.J.-based water and
wastewater utility company reflects our agsessment of AWN's stand-alone credit
guality based on its proposed post-IPO businesa plan, which includes
improvements in the financial profile. The ratings are also based on ouxr
expectation of regulatory support to fund the company®s sizable
capital-spending requirements through rate cases or supportive policies such
as infrastructure surcharges, forward-looking test yeaws, and single cariff
pricing.

As of June 30, 2007, AWW's pro-forma total debt, including capitallzed
operating leases and tax-effected pension and postretlrsment obligations, was
about $5.3 billion.

AWW'e excellent business risk profile of '2° (utility business profiles
are categorized from 'l' {excellent} to '10' (vulnerable}} ie characterized
by
» Rn excellent competitive pogition with high barriers to enktry;

» A supportive regulatory environment;

¢+ An above-average service territory in texms of size and interconneationsy

s A stable customer base that is predominantly residential and commercial,
and .

a The relatively low operating risk of regulated and nonxegulated
operations,

The partly offsetting factors ave AWW's weak Linancial profile,
uncertainties associated with its planned equity and equity unit offerings,
elevated capital-spending reguirements for infrastructure replacement,
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increased compliance costs with water quality standards, and the company's
reliance on acquisitions to provide growth.

AWM, indirectly owned by RWE and through its regulated gupsidiaries,
provides water and wastewater services to more than 3.3 million customers in
20 states. The company's regulated utility subsidiaries represent almost 20%
of total revenues, but have provided almost 100% of adjusted EBIT for the past
three years. The company's nonregulated subsidiaries consist of the management
and maintenance of water and wastewater facilities as well as the design and
construction consulting services related to water and wastewater plants. We
view these nonregulated segments as having modest incremental risk to AWW due
to their lack of cash flow contribution and modest expected capital
reguirements.

AWW's financial metrics are weak for the rating and are partly attributed
to agreements not to file rate cases with some state regulators for up Lo
three years as a condition of RWE's acquisition of the company. A1l of the
regulatory stay-out provisions expired on June 30, 2007, and AWW is expected
to pursue rate cases actively in all jurisdictions as determined by its rising
operating costs, capital-spending plans, and pension and other postretirement
obligations. Another reason for the weak performance is AWW's goocdwill
impairments of more than $700 million recoxded during the past three years.
The impairments were based on slower-than-expected growth in RWE's North
american water segment, privatization of water utilities in North America, and
valuation of its nonregulated businesees.

ndjusted FRO to total debt was 9%, which is well below the minimum
expectation of 12% for the 'A' rating category. In addition, significant rate
relief ig necessary for the company to earn its authorxized rate of return,
which is about 10%. We sxpect adjusted FFO, which was subpar at $460 million
in 2006, to benefit from continued customer growth and rate increases In
saveral key states. Adjusted debt to capital of 53% and FFO interest coverage
of 2.6x are appropriate for the rating.

Although AWW's subsidiaries recover underfunded pension and
postretirement benefit obligations through regrlatory deferrals, AWW's
congolidated pension and other postretirement obligations were underfunded by
4459 million as of Dec. 31, 2006, the last reported date.

Short-term credit factors

The 'A-2' short-term ratings on AWH and AWCC reflect sizeable borrowing
capacity under the company's revolving credit facility and stable cash flows
from regulated subsidiaries. However, AWH's uses of cash include high lavels
of capital spending, substantial upcoming debt maturities, and expectationsg
that the company will instituke a common stock dividend on completion of its
proposed IPO. Capital expenditures are projected at $4 billion to 44,5 billion
during the next five years for infrastrxucture replacements, construction of
new facilities, maintenance of water guality and environmental sténdards, and
sysbem reliability.

For 2007, the company has forecast capital spending of between 8740
willion and $780 million. Despite the current debt and eguity ilssuances, AWW's
cash flow generation is insufficient to meet its ongolng operating and capital
needs, and will require additional access to the capital markets over the
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intermediatbe term. Before the IPO and refinancing of its debt obligations,
ANW's scheduled debt maturities of $287 million and 3196 willion in 2007 and
2008, respectively, are fairly sizable. Proceads fxom the company's $1.5
billion debt issue completed in October 2007 were used to repay a portlon of
the intercompany debl owed to RWE, AWNW is expected to implement a dividend
policy wikh ite eguity issuance, roughly matching the average dividend yield
of other companies in its peer group, which is about 2%, As such, amnmual
dividend payments could exceed $100 million.

as of June 30, 2007, AWW had $51 million in cash, about $74¢ million
available under its $800 million revolving credit facility, which watures on
gept. 15, 2011, and a $10 million short-term working capital line of credit,
which matures on Dec. 31, 2007, unless extended. Financial covenants include a
maximum debt to capital (with adjustments) of 70% and restrictions on liens,
distributions, debt incurred at AWW, and asset sales. As a condition to the
regulatory approvals for the sale, ARW has agreed that its capitcal structure
must be comprised of at least 45% common equity at the time of the IPC., The
change-of -control provision is wore yestrictive than mest revolving credit
agreements, as a change of control is defined as one entity owning 25% ox more
of Lhe post-IPO outstanding commen stock or certain majority changes to the
wmempership of the board of directors,

Ratings List

Ratings Placed On CreditWatch

To From

American Water Worka Co. Inc.
Corp. c¢redit rating A-/Watch Neg A-/Negative

American Water Capital Coxp.
Corp. credit rating A-/Watch Neg A-~/Negative
Senior unsecured debt A-/Watch Neg A-
pPreferred stock BBB/Watch Neg BBB

complete ratings information is available to subscoribers of RatingsDirect, the
raal-time Web-based source for Standard & Poor's credit ratings, research, and
rigk snalysle, at www.ratingsdirect.com. All ratings affected by this rating
action can be found on Standard & Poor's public Web site at
www.standardandpoors. com; select your preferred country or region, then
Ratings in the left navigation bar, followed by Credit Ratings Search.
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Research Update:

American Water Works 'A-' Corp Rating Is

Affirmed, Off Watch, Outlook Neg; Debt Tssues

Rated

Rationale

on Sept. 1%, 2007, Standaxd & Poor's Ratings Services affirmed its 'A-'
corporate eredit rating on American Water Works Co. Inc. (aww) and its funding
subsidiary, American Water Capital Corp. (AWCC}. The ratings were removed from
CreditWatch with negative implications. The outlook is negative.

The rating action reflects the stand-alone credil quality of AWW, which
has received all regulatory approvals necegsary for its parent RWE AG
(A+/Negative/A-1} to sell the company via an IPO in late 2007. The rating
action alsn reflects our reassessment of AWW!s financial risk profile, based
on the company's post-IP0O business plan and proposed capital structure.

At the same time, Standard & Foor's asgigned its *A-' senior unsecured
debt rating to AWCC'se proposed $1.5 billion debt and 'BBB! preferred stock
rating to RWCC's 3500 willion proposed equity unit offering. The specific
amount of five-year, 1l0-year, and 30-year notes has not yelt been determined.

AWH's subsidiary debt of $2.1 billion is less than 20% of the company's
assets, after adjusting for goodwill. Therefore, the senior unsecured debt
issued by the holding company does not wmerit a lower rating due to structural
subordination. However, there is little cushion fox additional subsidiary
obligations before the 20% threshold would be breached.

The equity unit consists of a debtlike cowponent, the payment of
quarterly interest, and a forward common stock purchace contract with the
number of shares dependent on AWH's stock price at maturity. Ve treat the
equity units as two financings rather than a single “met" eguity financing.
Although the transaction incorporating the eguity issuance could theorstically
be applied to repaying the debt, there is no legal or in-substance defeasance,
or any other basis to expect that this will be the case, ad there are also
remarketing provisions available for the debt portion of the security.

AWW's excellent business risk profile of '2' (Utility buginess profiles
are categorized from 'i’ (excellent) to '10° {vulnerahle}} is characterized
by:

s An excellent competitive position with high barrlers to entry;

+ A supportive regulatory environment ;

+ An above-average service terrikory in terms of size and interconnections;

e A stable customer base that is predominantly residentlal and commercial;
and

s The relatively low operating risk of regulated and nonregulated
operations.

These strengths are partly offset by uncertainties associated with AWW‘e
weak financial profile, planned IPO and debt offerings, elsvated
capital-spending reguirementa for infrastructure replacement, increased
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compliance costs with water guality standards, and the company's reliance on

‘acquisitions to provide growth partly offset its strengths.

AWW is currently indirectly owned by RWE, and through its regulated
subsidiaries, provides water and wastewater services to more than 3.3 million
customers in 20 states. The company's regulated utility subsidiaries represent
aimost 90% of total revenues and have provided almost 100% of adjusted EBIT
for the past three years. The company's nonregulated subsidiaries include the
management and maintenance of water and wastewater facilities, and the deelign
and construction consulfiing services related to watexr and wastewater plants,
We view these nonregulated segments as having modest incremental risk to AWW
due fo their limited revenue and cash flow contribution, modest expected
capital reguirements, and contractual texms, which are largely with a
municipal or governmental entity.

AWW's financial metrice are weak for the current rating. The weak
financial measures are partly attributed to agreements not to file rate cases
with some state regulators for up to three years as & conditicn ©f RWE's
acquisition of the company. Another reason for the weak performance ils AWW's
goodwill impairments of morxe than $700 million recorded over the past three
years. The impairments were based on downward adjustments to the growth
expectations in RWE's North america watex segment, slower-than-expected
privatization of water utilities in North America, and valuation of its
nonregulated buainesses. All of the stay-out provisions expired on June 30,
2007, and AWW ls expected to actively pursue rate cases in all jurisdictions
as determined by its rising operating costs, capital-spending plans, and
pension and cther postretirement obligations. As of June 30, 2007, AWW's pro
forma total deblt, including capitalized operating leases and tax-effected
pension and postretirement obligations, was about 5.3 billion, with adjusted
debt to capital of 53%. For the 12 months ended Dec. 31, 2006, adjusted funds
from operations (FFO) was $460 million and FFO interest coverage was 2.6X,
which are appropriate figures for the current rating. However, adjusted FFO to
total debt of 9% is well below the minimum expectation of 12% for the 'A!'
category. In addition, significant rate relief is necessary for the company Lo
earn its authorized rate of return, which is about 10%.

although MWW's subsidiaries recover undexfunded pension and
postretirement benefit obligations through regulatory deferxals, AWW's
consolidated pension and other postretirement obligations were underfunded by
$459 milliion as of Dec. 31, 2006, the last reported date.

Short-term credit factors

The 'A-2' ghort-term rating on AWW and AWCC xeflects:

¢ Adequate liquidity sources;

¢ Stable cash flows from regulated subsidiaries;

s The expectation of regulatory support to fund the company's sizable
capital-spending reguirements through rate cases oOr supportive policies
such as infrastructure surcharges, forward-looking test years, and single
tariff pricing; and

¢ Meaningful debt maturities over the next few years.

As of June 30, 2007, AWM had $51 willion in cash, about: $740 million
available under its $800 million revolving credit facility, which matures on
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Sept. 15, 2011, and a $10 million short-term working capital line of credit,
which matures on Dec. 31, 2007, unless extended. Financial covenants in the
revolving credit facility include a maximum debt to capital (with adjustments}
of 70% and restrictions on liens, distributions, debt incurred at AWW, and
asset sales. The change-~of-control provision is wore restrictive than most
revolving credit agreements, as a change of control is defined as one entity
owning 25% or more of the post-IPO outstanding commen stock or certain
majority changee to the membership of the beard of directors.

Over the past three years, cash Flow has steadily declined due to the
regulatory stay-out provisions implemented after the company's acquisition by
RWE. We expect adjusted FFQ, which was subpar at $460 million in 2006, to
benefit from continued customer growth and rate increases in sevexal key
states. AWW's uges of cash include high levels of capital spending,
substantial upcoming debt maturitles, and expectations that the company will
institute a common stock dividend on cowpletion of iks proposed IPC. Capital
expendituxes are projected at §4 billion to $4.5 billien for the next five
years for infrastructure replacements, construction of new facilities,
maintenance of water guality and environmental standards, and system
reliability. Foxr 2007, the cowpany has forecast capital spending of between
$740 million and $780 million. Despite the current debt and equity issuances,
AWK's cash flow generation is insufficient to meet its ongolng operating and
capital needs, and will require additional access to the capital markets over
the intermediate term. Before the IFO and refinsncing of its debt cbligations,
AWN's scheduled debt wmaturities of $287 million and $196 willion in 2007 and
2008, raspectively, are fairly sizable. We expect AMH's dividend policy Lo
roughly match the average dividend yield of olher companies in its peer group,
which is about 2%, and, therefore, annual dividend payments could exceed $109
million.

Qutlook

The outlook on AWW is negative. The negative outlook raflects Lhe company's
current weak financial profile. A downgrade could occur if the pending rate
cases, particularly in New Jersey and Pennsylvania, do not allow for adequate
rate relief to improve the company's financial profile, the company 1s unable
to complete its planned debt and equity offerings and achieve its stated
leverage target in the near term, or if debt leverage steadlly increases over
the intermediate term. Conversely, we could revise the outlook to stable if
Awv's financial profile impxoves through favorable regulatory rate increases
al current ROEs, with limited additional debt leverage.

Ratings List

Ratings Affirmed, Off Watch, Qutlook Negative

To Frowm
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Research Update: American Water Works 'A-' Corp Rating Is Affirmed, Off Watch, Ontlook Neg; Debt Issues
Rated

american Water Works Co. Inc.

Corp. credit rating A-/Negative/A-2 A-/Watch Neg/A-2
American Water Capital Corp,

Corp. credit rating A-/Negative/A-2 A-/Watch Neg/A-2

Senior unsecured debt A- BEB+/Watch Neg

Ratings Assigned

Prefaerrad Stock
$500 million equity units BBR

Senior unsecured debt
$1.5 billion senior unsecured debt A~

Complete ratings information is avallable to subscribers of Ratingspirect, the
real-time Web-based source for Standard & Poor's credit ratings, research, and
risk analysis, at www.ratingsdirect,com, All ratings affected by this rating
action can be found on Standard & Poor's public Web sike at
www.standardandpoors, com; select your preferred country or region, then
Ratings in the left navigation bar, followed by Credit Ratings Search.
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Research Update:
American Water Works Assigned "A-' Corporate Credit
Rating, On Waich Neg

Publication date: 13-0ci-2006
Primary Credit Analyst: Kenneth L Farer, New York (1) 212-438-1679;
kenneth_ferer@standardandpoors.com

Rationale

On Oct. 13, 2006, Standard & Poor's Ratinge Services assigned its 'A-/A-2F
corporate credit rating to American Water Works Co. Inc. At Lhe same time,
Standard & Pooris affirmed its *A-' rating on American Water Capital Corp., a
wholly owned subsidlary of American Water Works, that serves as the funding
vehicle for american Water Works' regulaked water utility subsidiaries.
standard & Poor's also asaigned its 'A-2' rating to American Water Capital's
£700 million commercial paper program.

The ratings on American Water Works were placed on CreditWatch with
negative implications, The ratings on American Watex Capital are also on
CreditWatch with negative implications, where they wexe placed on Nov. 7,
2005.

The ratings on the cowpanies will remain on CreditWatch until che
completion of the sale of Awerican Water Works by parent RWE AG
{rh+/Negative/A~1), which is expected im 2007. The QreditWateh listing reflects
continued uncertainty surrounding the extensive regulatory process associated
with approving the sale, the need for an updated business plan, und completiocn
of significant debt and equity offerings.

The ratings on American Water Works and America Water Capital reflect the
astand-alone credit quality of American Water Works. Amerigan Water Works'
gtand-alone business risk profile is '2' {excellent). {Utility business
profiles are categorized from f1' {excellent) to '10! {vulnerable}). The
gtrength of the business profile stems from insulation from competition,
geographically diverse and largely residential markets, supportive regulatoxy
enviyronment, and the relatively low operating risk of managing groundwater and
water treatment facilities. Uncertainty associated with American Watexr Works'
IPQ in 2007, increasingly stringent water guality standards, and the company's
reliance on acgquisitions to provide growth partly offset its strengths.

American Viater Works' stand-alone financial rigk profile is intermediate
and includes management's projected post«IF0 debt-to-capital xatlo of 45% to
55%. We will reassess the financial risk profile when additional information
is available concerning the company's post-IP0O business plan and capital
gtxucture.

Higtorical earnings and margins are stable, supported by heslthy markets
and regulatory recovery of operating and eapital costs, although increased
operxating and capital expensen can lag regulatory recovery. For the past five
yvears, funds from operations (FFO) to debt has been about 10% and FFO intexcst
coverage was Iin the 1.5x to 2.3x area. Given the business risk profile of '27,
Bmerican Water Works' cash flow metrics are momewhat weak for the ‘A-' rating.

In RWE's investor presentalbion related to the sale of its water
buginesaes, the company stated that its North Awmerican Water segment, which
includes some operations outeide of Amerlcan Water Works, plans to spend $3.6
billion on capital exponditures from 2005 to 2009, compared with about §500
million per year recently., American Water Woxks' increased capital spending is
needed to upgrade aging water systems, accommodate population and economic
growth, and comply with envircnmental regulaticas. RWE projects negative free
cash flow and external financing to fund the higher capital spending. Over the
intermediate term, continued customer growth and regulatory rate increasec




could improve credit measures. However, improvements could be hindered if
future regulatory rate increases do not keep pace with the company's increased
capital spending.

Short-term credit factors
The 'A-2! short-term rating on American Wakter Works and Amevican Water Capital
reflects:

¢ Adequate ¢onsclidated liguidity,

e Stable cash flows from regulated subsidiaries,

¢ Amorican Water Capital's §800 million revolving credit facility, which
watures on Sept. 15, 2011 {excluding extensions}, and

= ifanageable debt maturities over the next few years.
Amexican Water Works has maintained adeguate cash balances, typically
exceeding $50 million, although future levels could differ after the sale by
RWE. Uses of Americen Water Capital's $B00 million revolving credit facility,
which matures on Sept. 185, 2031, are targeted for backup teo the company's $700
million commercial paper program and LOCs, as needed. Financial covenants in
the revolving eredit facility include a maximum debt to capital {with .
adjustments) of 70% and restrictions on liens, distributions, debt incurred at
American Water Works, and asset sales. The change of control provision is more
restrictive than mosk revolving credit agreements as a change of cantrol is
defined as one eptity owning 25% or moxe of the post-IPO vutstanding commen
stock or certain majority changes to the membership of the poard of directoxs.

Ratings List
Ratings Assigned

american Water Works Co. Inc.
Corporate ¢redit rating A-/Watch Neg/A-2

American Water Capital Coxp.
Commercial paper rating A2

Ratings Affirmed

amnerican Water Capital Corp.
Corporate credit rating A~/Watch Neg/--
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action can be found on Standard & Poor's public Web eite at
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Summary: American Water Capital Corp.

Primary Credit Analyst: Kevin L Beicke, CFA, New York (1) 212-438-7847; kevin_beicke@slandardandpocrs.com

Rationale

Americah Water Capital Corp, (AWCC) is a wholly owned subsidiary of
American Water (unrated) and serves as the funding vehicle for American
Water's regulated water utility subsidiaries. The ratings on AWCC remain on
CreditWatch with negafive implications. American Water Is a wholly owned
subsidiary of parent RWE AG (A+/Negallve/A-1).

The ratings on AWCC reflect the stand-alons credit quality of American
Water. In November 2005, RWE announced its intention o sell its U.K. and
LS. water businesses and focus on is electricity and gas operations in
Europe. The intercompany funding support RWE has given AWCC is
axpected to remain until all the Intercompany debt has heen refinanced,
which should occur sometime before the sale has been completed. The sale
process will start with RWE's U.S. water operations, and then will continue
with its U.K. water business, RWE Thames Water PLC (AMWatch Neg/a-1).
The process will be lengthy, because it requires the approval of RWE's

, "”) supetvisory board, as well as several regutatory jurisdictions. The goal is to
complete both transactions during 2007.

The CreditWatch listing on AWCC Is not expected to be resolved until the
completion of the sale, because of the greater amount of uncertainty
regarding the future plans for the American Water operations versus those of
RWE Thames Water. This uncertainty is the resuit of the extensive regulatory
approval process that will be required, due to American Water's large and
geographically diverse operatlons,

American Water's stand-alone credit quality is supported by its '2' (excallent)
business risk profile. {Utility business risk profiles are categorized from 1"
{excellent) to '10" (vulnerable)). The company's business risk profile benefils
from geographic and reguiatory diversity, a large customer base that is
mostly residential and commercial, and a generally supportive regulatory
environment. These strengths are slightly offset by the somewhat increased
risk from Amerlcan Water's nonregulated water and wastewater opgrations,

American Water's excellent business risk profile is partly countered by the
company’s intermediate, stand-alone financial risk profile, which is weak for
the rating. Debt leverage has improved dramatically since the merger with
RWE, dropping to 47.5% from 69.1% at year-end 2002, due to RWE's $3
billion infusion: of preferred stock and common equity in 2003. However, for
) the 12-months ended Sept. 30, 2008, adjusted funds from operations (FFQ)
k to average total debl was just 13%, which is low, but a significant
improvement from 7.5% In fiscal 2003, Adjusted FFO interest coverage and

(1 of 2)
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adjusted EBIT interest coverage have also improved since 2003, to 3.6x and
2.2x, respectively. The company's ROE was a mere 1.4%, but is expected to
improve due to the continued filing of rate cases,

Liquidity

AWCC's liquidily position is adequate. American Water has recelved
previous support from RWE in the form of infercompany ioans, but this
support will fessen going forward, Leading up to the completion of the sale of
RWE's U.8. water operations, American Water will most tikely need to start
sourcing its own funding. However, Standard & Poor's expects RWE's
continued, although diminished, support to American Water until the sale has
been completed to alleviate ary near-term liquidity constraints,

Capital-spending needs for American Water will be partially funded internally,
with the balance funded through tax-exempt debt issuances in the capital
markets or through intercompany toans from RWE, American Water has
$1,219.9 million of long-term debt maturing in 2008, nearly all of which is [h
the form of RWE intercompany loans.

As of Sept. 30, 2005, American Water had $51.6 million In cash and cash
equivalents. AWCC also has a $550 million, 364-day revolving credit
agreement with RWE, AWCC had $239.9 million in availability from these
credit lines as of Dec, 31, 2004, Borrowing under the credit agreement is
based on LIBOR, and AWCC pays a commitment fee of 6.575 basis points
on the entire amount. For 2004, the weighted-average interest rate on the
outstanding lines was 1.43%.
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Corporate Credit Rating
A/Negative/NR

Business Profile
1 @ 345678910

Financlal risk profile:
intermediate

Debt maturities:

As of Dec. 31, 2004,

2005: $45.7 milllon

20086: $1,219.9 million
2007: $244.2 million

2008: $23.4 millicn

2009: $116 million
Thereafter, $2,350.3 million

Total rated debt:

As of Dec. 31, 2004, American Water, the unrated parent, had $4,359.8 million of debt,
$1,754.7 million of preferred stock without mandatory redemplion requirements, and
$26.3 miltion of preferred stock with mandatory redemption requirements.

QOutstanding Rating{s)
Amerlcan Water Capital Corp.
Sr unsecd debt

-Local currency : A-

Corporate Credit Rating History

Sept. 21, 2000 AJA-2
July 15, 2003 AJA-1
Dec. 30, 2003 NR

Major Rating Factors

Strengths:

o Strong support from ultimate parent, RWE AG;
o Geographic and regulatory diversity;
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s Large customer base that Is mostly resldential and commercial; and
» Generally supportive regulatory environment.

Weaknesses:

+ Monregulated water and wastewater operalions; and
+ [niermediate financial sisk profile, which Is weak for the rating.

Ratlonale

The ratings on American Water Capital Corp. {AWCC) largely reflect the consolidated
credit guality of the company's ultimate parent, German mulliutility RWE AG
(A+/Negative/A-1). AWCC s a wholly owned subsidiary of American Water and serves
as the funding vehicle for Amerlcan Water's regulated water utility subslidiaries. RWE
has a strong support arrangemsnt with the company and has provided an equity
infusion to American Water and substantially all the debt funding to AWCC.

American Water's stand-alone credit quality is supported by its *2' {excellent) business

. profile. (Utility business profiies are categorized from '{' {excellent) to 10" (vulnerabie).)

The company's business profile benefits from gaographic and regulalory diversity, a
large customer base that is mostly residential and commercial, and a generally
supportive regulatory environment. These strengths are only slightly offset by
American Water's nonregulated water and wastewater operations. American Water is
also hampered by a weak, but Improving, financial risk profile. ‘

American Water is the largest U.S, water ulility holding company, with regulated utility
operations in 21 states. This geographic diversity mitigates adverse weather effects on
the company's cash flows and cushions the company from unfavorable rate decisions
in any parlicular regulatory jurisdiction. The majorlty of revenues come from residential
and commercial customers, which provide a stable customer base whh predictable
water-usage patterns,

The overall regutatory environment s considered supportive, because the Jurisdictions
where the regulated ulility operations are located allow soeme combination of the
following policles: use of a forward-looking test yaar, recovery of construction
expenses in a relatively timely manner, regular rate increases, and single-tariff pricing.
However, while being acquired by RWE, Amarlcan Water postponed filing for rate
Increases to prevent what may have been perceived as a foreign parent trying o
ncrease returns, These rale cases wers then filed within the last two years and the full
effect of these rate case decistons will be realized this year, -

These strengths are cnly siightly offset by American Water's Involvement in
nonreguiated water and wastewater operations, Although they are largely fee-based,
contract-managemsnt operations that are clossly related to the company’s core
business and not capital intensive, some of these nonragulated operations may pose a
greater business risk than the company's regulated utilities due o contract renewal risk
and also depending on the structure of each contract,

Ametican Water's excellent business sk profile Is partly countered by the company’s
intermediate, stand-alone financial risk proflle, which Is weak for the rating. Debt
leverage has improved dramatically since the merger with RWE, dropping to 48% from
69.1% at year-end 2002, due to RWE’s $3 billion irduslon of preferred stock and
common equity in 2003, For year-ended Dec, 31, 2004, adjusted funds from operations
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(FFO) to average total debt was Just 12.5%, which is low, but a significant improvemant
from 7.5% In fiscal 2003. Adjusted FFO interest coverage and adjusted EBIT Interest
coverage have also Improved over the past year, to 3.7x and 2.2 respectively. The
company's ROE was a mere 1.2% in 2004, but it is expected to improve this year due
to the full realization of rate increases in many of the company’s service areas.

- RWE's performance improved significantly in 2004, FFO increased despite

deconsolidation effects, due to increasing prices and cost cutting. Together with
disposals of noncore assets, this reduced net debt by 33% to about @2 billlon ($15
billon), ahead of the company's net debt-reduction target of 47 billion {before currency
offects and disposals) by year-end 2008. Credit ratios improved, with net debt interest
coverage of almost 6x and slightly above 4x when adjusted for pensions, compared
with about 5x and slightly less than 4x, respeclively, in 2003. FFQO to net pension-
adjusted debt Improved to 23% from 18% in 2003, Additional debt reduction in 2005
and ongolng operating improvements, moderated by high capital expenditures on
water, are expected to improve credit ratios further, However, management does not
rule out moderated acquisitions in its existing markets, which could slow short-term
improvements and siightly increase the company’s exposure to high-growth, but riskier,
activities. '

Liquidity

AWCC's liquidity position largely reflects that of its uitimate parent. RWE's short-term
credit quality is supported by large and predictable cash flows, a benign maturity
profile, and other material liquldity sources, These include its €3.6 billion cash and
secwrities portfolio {noticnally held to offset on-batance-sheet pension and nuclear
habilitiss) at year-end 2004, largs credit facHities, and an undrawn syndicated loan
facllity of @ billion, of which € billion is for 364 days and  bllllon for five years.
Operaling cash flows before dividends and acquisitions are expected fo remain
robustly positive, despite considerable capital expenditures,

Standard & Poor's expects RWE to continue 1o support AWCC via Intercompany loans,
alleviating any liquidity constraints for American Water, Capital-spending needs for
American Water will be partially funded Internally, with the balance funded through tax-
exempt debt issuances in the capltal markets or through intercompany loans from
RWE, American Water's long-tarm debt maturities are manageable In the near term,
with $45,7 million maturing in 2005. In 2006, $1,219.9 milllon comes due, nearly all of
which is in the form of RWE intercompany loans.

As of Dec. 31, 2004, American Water had $52.8 million in cash and cash equivalents,
AWCC also has a $550 million, 364-day revolving credit agrsement with RWE that will
be up for renewal on Oct. 28, 2006 and Is expected to be renewed. AWCC had $239.9
miliion r availability from these credit iines as of Dec. 31, 2004, Borrowing under the
credit agreement Is based on LIBOR, and AWCC pays a commitmaent fee of 8,676
basis points on the entire amount, For 2004, the weighted-average interest rate on the
outstanding lines was 1.43%.

Outlook

AWCC's negative outlook mirrors that of ultimate parent, RWE. The negalive outlook
on RWE reflacts the moderate financlal headroom avallable at the existing rating level,
Credit-dilutive, debt-funded acquisitions or a faster-than-expected compelitive pace In
the German electricity market could pressure the ratings.
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A ratings downgrade of one notch for RWE would result in a one-noich downgrade for
AWCC. A downgrade of more than one notch for RWE would likely result in the
equalization of the two ratings, reflecting the stand-alone credit profile of AWCC
combined with the parent's rating as a celling.

Accounting ,

The flnancial statements for American Water are prepared according fo U.S. GAAP.
The company's independent auditor, PricewaterhouseCoopers LLP, expressed a
nonqualified opinion for 2004,

In 2004, American Water discovered errors In its 2003 consolidated financial
statements ralated to the inciusion of preferred dividends in comprehsnsive incoms
and the computation of unrealized holding gainsfiosses on marketable securities,
Including the retated deferred taxes. Because of these errors, the company restated Its
consclidated financial statements for year-ended Dec. 31, 2003,

American Water's pension and other postretirement benefit plans are significantly
undarfundad, by $277.1 million and $177.3 million, respectively. The utility's total
penslon funding ratio, which Standard & Poor's defines as the fair value of the plan
assels divided by the plan's projected benefit obligation, is low for the ufllity sector, at
60.7%. The average funding ratio for the industry is about 90%. The total additional
minimum liabllity for American Water's pension plans ingreased to $222 million as of
Dec. 31, 2004, from $44 million at Dec. 31, 2003, This Increase is primarily attributable
to a dacrease in the discount rate to 6% from 6,25%. American Water plans to
contribute amounts equal to the minimum required contributions in 2005 to the
qualified pension plans and its 2005 other postretirement beneflf cost (o its Voluntary
Employees'-Baneficlary Association (VEBA) trusts. Pension expense in excess of the
amount contributed to the pension plans Is deferred by certain regiated subsidiaries
pending future recovery in rates charged for utilily services, as contributions are made
to the plans. '

Standard & Poor's also makes adjustments to account for the company’s operating
leases. We calculate an off-balance-sheet (OBS) amount for debt, interest expense,
and depreclation, and include these amounts in the calculation of adjusted raties. The
amounts included In American Water's adjusted ratios for 2004 waere $47.2 million for
CBS debt, $4.9 miliion for OBS Interest expense, and $11.1 million for OBS
depreciation expense,

Tablo 1 Américan Water Gapital Corp:...Compotitors - -+
«-Average of past three fiscat years--
P Cennecticut
. Aqua America  § California Water

American Watar oy Service Group }f::ter Service

Raling ANegativels-* A+Stablel-- AtiStable/--§ A/Stable/.-
[eril. -

Salas ! 1,770.1 i 3771 2853 471
i S S S
irom cont, oper. LY 72.7 215 8.1
fFunds from
oper. (FFO) 395.5 142.2 48,3 16.6
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Gapltal 491.1 165.1. 76.8 13.0

axpandilures

Total debt 4,267.9 828.2 281.1 73.0

Preferred stock 1,181.4 0.4 3.5 0.8

Common equlty 12,6198 632.5 243.8 83.7

Total capital 8,068.9 1,481.8 528.4 157.6
Ratr'os]

Ad]. EBIT .

Interast 1.8 3.4 28 3.5

coverage (x)

Adl. FFO

inferest 2.9 4,0 3.5 4.6

coverage {x)

Adj. FFOfavg.

total dabt (%) 9.9 18.1 | 17.6 218

Net cash

flowfcapex (%) 63.3 61.9 40.6 68.1

Ad], total .

dablicapital (%) 53.2 57.0 54.1 15.8

Return on

commen aguity 22 129 8.7 107§

(%)

(':‘ommen

dividend payout 51.4 56.2 85.1 71.3

(%)

‘Reting reflscts that of American Water Capital Corp.; American Water Is the unrated

parant. §jRating refiects that of Aqua Pennsylvanla Inc.; Aqua America Inc, Is the

unrated parent. §Rating reftects that of Callfornia Water Service Co.; California Waler

Service Group Is tho unrated parent,

VR

Table 2 Ameilca

i Wator -~ FinanCial Summary. .+ %

--Fiscal year ended Dec. 31--

ﬁg{g’g AfNegalive/-- | AlNegativel-- | A-Match PosiA-2 | A-Walch PosfA-2 I A-IStable/A-2

2004 2003 2002 2001 | 2000

iy

Salos 18300] 17661 1.715.2 143891 13506
Net Inc. from -
tont eoar 145.1 57.6 144.4 161.5 161.1
Funds from o "
oper. (FEO) 642.2 307.4 337.0 342.7 345.5
Capltal §26.0 506.0 442.2 371.7 363.5
expenditures ) ’ ’ ' )
Total debt 4,386 1 4,354.2 4.063.3 3.130.2 2,844.8
Preferrad - - .
T 1,754.7 17567 33.9 49.4 52.7
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Common 3,047.4 3,009.4 1,801.9 1,758.0 1,669.7
aquily

Tolal capital 9,188.2 8,119.3 5,898.1 4,937.6 4,667.2
[ratios)
it < S . ssscareas —_— .

Ad). EBIT

interest 2.2 1.8 1.8 2.4 2.3
coverage {x)

Adj. FFO

Interest KN 2.5 2.5 27 2.8%
coveraga (X}
1 e R A AT A A Y ron : L NS SO SO
Adj.

FFOlavg.

total debl 12.5 7.5 9.5 1.6 12.7
(%)

Net cash

flow/capex 83.6 50.2 54.0 66.9 69.8
{%)

Adj, totat ;
debt/capital 48.0 48.0 69.1 63.6 62.5
(%)

Return on

common 1.2 {0.4) .3 89 - a.1
equity {%}

Common

dividend 0.0 0.0 67.9 : 58.0 £6.0
payout (%)

*Ratings reflact that of American Water Capilat Corp.; Amerman Water is the unratod parent.

RS T A AT ALY 3%’&“’1‘5? ST

e ‘cﬁ%i, féﬁ’é@re*ctf‘t%e;m‘ém%?ﬁ
.
A 2 ‘n ¥ % XY it \
spechiatleadeisinto jectwecre -
50 n,e;pro DELES
e nm e R
orratings
.E%ﬁ“g
S;‘,
bli\."{t.{?f‘

Published by Slandard & Poor's, a Divislon of The McGraw-Hill Companies, Inc. Execulive offices: 1221
Avenue of the Americas, New York, NY 10020. Editorial offices: 56 Water Street, New York, NY 10041.
Subscriber services: (1) 212-438-7280. Copyright 2003 by The McGraw-Hilf Companies, Inc.
Reproduction in whole or in part prohibited except by permission. All rights resarved. Information has
been oblained by Standard & Paor’s from sources belleved to ba reliable. However, becauss of the
possibility of human or mechenlcal error by our sources, Slandard & Poor's or others, Standard & Poor's
does not guaraniee the accuracy, adequacy, or completeness of any information and Is not responsible
for any errors or omlaslons or the result obtained from the use of such Information. Ralings are
statements of opinion, not stataments of fact or recommendalions to buy, hold, or sel any securifles.

i The MeGraw-Kill Companies




STANDARD RATINGEBDIRECST
&POORS

Ruturn lv Rugular Formal

Research:
Research Update: American Water Capital Ratings Are Lowered To

'A-', On Watch Neg Re: Sale By Parent

Publicaiion date: 07-Nov-2005

Primary Cradit Analyst: Kevin L Beicke, CFA, New York (1) 212-438-7847;
kevin_belcke@standardandpoors.corn

Credit Rating: A-Waltch Neg/NR

2 Rationaie :

" pn Nov. 7, 2005, Standard & Poor's Ratings Services lowered its coxpoxate
credit rating on American Water Capital Corp. {AKCC) to *A-' from 'A' and
placed the ratings on CreditWatch with negative implications. In addition,
AWCC's senior upsecured ratings were lowered to 'BBE+! from 'A-'.

AUCC is & wholly owned subsidiary of American Water and serves as the
funding vehicle for American Watex's regulated water utility subsidiaries.
American Water is a wholly owned subsidiary of parent RRE RG -
(A+/Negative/A-1) .

The rating action follows the announcement made by RWE of its
intention to sell its 0.K. and U.§. water businesses and reflects the
weaker, stand-alone credit guality of AWCC, absent RWE's suppoxt, Standard
& Poor's will meet with American Water's management to discuss in detail
the effect of this announcement, especially in relation to the future
strategic divection, financial policy, capital stxucture, liguidity, and
funding of the company. The CreditWatch listing on ARCC is not expected to
be resolved until the compietion of the sale, due to the greatexr amount of
uncertainty regarding the future plans for the American Water operations
versus those of Lhe U.K, water business, RWE Thames Water PLC [(A/Watceh
Neg/A-1} .

RWE's decision is oriven by its desire to focus on electricity and
gas operations in Europe. The sale process will start with the U.3. water
opexations. Once this transaction is well underway, it will continue with
RWE Thames Water. The process will he lengthy, as it requires the approval
of RHE's supervisory board and regulatory approvals, The geal is to
complete both transactions during 2007, - :

American Watexr's stand-alone credit guality is supported by its *2°
{excellent) business profile. {Utility businuss profiles are categorized
from ‘1' (excellent) to '10' (vulnerable}.) The company's business profile
benefits from geographi¢ and regulatoxy diversity, a large customer base
that is mostly residential and commexcial, and a generally supportive
regulatory environment. These strengths are only slightly offset by
American Water's nonregulated water and wastewater opevations. american
Water is also hampered by a weak, but improving, financial risk profile.

American Watsr's excellent business risk profile is partly countered
by the company's intermediate, stand-alone financial risk profile, which
is weak for the rating. Debt leverage has improved dramatically since the
merger with RWE, dropping to 48% from 69.1% at year-end 2002, due to RWE's
$3 Billfon infusion of preferred stock and common equity in 2003, Fox
year-ended Deg. 31, 2004, adiusted funds from operations {FFO} to average
total debt was just 12.%%, which is low, but a significant improvement
from 7.5% in fiscal 2003. Adjusted FFO interest coverage and adjusted EBIT
interest coverage have also improved over the past year, to 3.7x and 2.2x,
respectively. The company's ROE was a mere 1.2% in 2004, but is expected
to improve this year due to the full realization of rate increases in many
of the company's service areas. ’

Liquidity

AWCC's liquidity position.is adequate. American Water has received
previcus support from RWE in the form of intercompany leans, but this
support will lessen godng forward. Leading up to the completion of
the sale of RWE's U.S. water operations, it is expected that American
water will gradually need to start sourcing its own funding. However,
Standard & Poor's expects RWE's continued, although diminished,
support to American Water before the completion of the sale to




alleviste any near-term liguidity constraints. .
Capital-spending needs for American Water will be parcially -
funded internally, with the balance funded through tax-exempt debt
issuances in Lhe capital markets or through intercompany loans from
RWE. American Water has $1,219.9 million of long-temm debt maturing
in 2006, nearly all of which is in the form of RWE intercompany loans.
As of March 31, 2005, American Water had $41,7 million in cash
and cash equivalents. AWCC also has a $550 million, 364~day revolving
credit agreement with RWE. AWCC had $238.9 million in availability
from these credit lines as of Dec. 31, 2004. sorrowlng undex the
credit agreement is based on LIBOR, and AWCC pays a cormitment fee of
§.%7% basis points on the entire amount. For 2004, the
weighted-average iaterest rate on the outstanding lines was 1.43%.

E Ratings List

Retings Lowered, Placed On Watch Neg
American Watexr Capital Corp.

To From

Corp. credit rating A-/¥atch Neg/-- A/Negative /-~
Senior unsecured rating BBB+/Watch Neg A-

Complete ratings information is available to subscribers of RatingsDirect, .
standard & Poorts Web-based credit analysis system, at
www.ratingsdirect.com. All ratings affected by this rating action can be
found on Standard & Poor's public Web site at wwy . standardandpoors. com,
under Credit Ratings in the left navigation bar, select Find a Rating,

then Credit Ratings Search. .
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Summary: American Water Capital Corp.

E Rationale
'&5’}\3&"93 é&{ﬁ@ The ratings on American Water Caphtal Corp. (AWCC) largely reflect the
SRR consolidated credit quality of its ultimate parent, German multiutility RWE

AG. AWCC is a wholly owned subsidiary of American Water and serves as
the funding vehlcle for American Water's regulated water utility companies.
RWE has a strong support arrangement with the company and has provided
an equlty infusion to American Water and substantially all the debt funding to
AWCC.

American Water's stand-alone credit quality is supported by a strong
business position, which Is characterized by geographic and regulatory
diversity, a large customer base that Is mostly residential and commerciat,
and a generally supportive regulatory environment. These strengths are
slightly offset by Amsrican Water's nonregulated water and wastawater
operations, despite the fact that these operations are closely related to the
s company's core business and are mostly fee based and not capital intensive,
) American Water is also hampered by a weak, but improving, financial profile,

Amerlcan Water is the largest U.S. water utility holding company, with
regulated utllity operations in 21 states. This geographic diversity mitigates
adverse weather effects on the company's cash flows and cushions the
company from unfavorable rate decisions in any particular regulatory
jurisdiction, The majority of revenues come from resldential and commercial
custamers, which provide a stable customer base with predictable water-
usage patterns.

The overali regulatory environment is viewed as supportive, because the
jurisdictions in which the regulated utility cperations are located allow some
combination of ihe following policles: use of a forward-looking test year,
recovery of construction expsnses In a relatively timely manner, regular rate
increases, and single-tariff pricing. However, while being acquired by RWE,
American Water postponed filing for rate increases to prevent what may have
been parceived as a foreign parent trying to increase returns, These rate
cases have since been filed and rate increases have been allowed in several
jurisdictions.

These strengths are slightly offset by Amerlcan Water's involvement in
nonregulated water and wastewater operations. Although they are largely fee-
- based, contract management operations that are closely related to the
f ) company's core business and not capltal Intensive, some of these
: nonregulated operations may pose a somewhat grealer business risk than
the cormpany's regulated utllities,

{10f3)




Summary: American Water Capital Corp.
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American Water's strong business profile is partly countered by the
company's weak, but improving, stand-aione financial profile. Debt leverage
has improved dramatically since the merger with RWE, dropping to 47.7%
from 69.1% at year-end 2002. For the 12-months ended QOct. 1, 2004,
adjusted funds from operations (FFO) to average total debt was just 11%,
which is low, but an improvement from 8.2% in fiscal 2003, Adjusted FFO
interest coverage and adjusted EBIT interest coverage have improved from
previous years, to 3.4x and 2.2x, respectively. The company's ROE was a
mere 1.3%, malnly due to RWE's $3 billion infusion of common equity and
preferred stock in 2003 and American Water's postponement of filing for rate
increases during a period of Indusirywide Inflation.

RWE’s performance improved significantly in 2004, FFO Increased despite
deconsolidation effects, due fo increasing prices and cost cutling. Together
wilh disposals of noncore assets, this reduced net debt by 33% to about @2
hiltion ($15 billion), ahead of the company's net debt-reduction farget of 87
billion {before currency effects and disposals) by year-end 2005. Credit ratios
improved, with net debt interest coverage of almost 6x and slightly above 4%
when adjusted for pensions, compared with about 5x and slightly less than
4x, respectively, in 2003, FFO to net pension-adjusied debt improved to 23%
from 18% in 2003. Additional debt reduction in 2005 and ongoing operating
Improvements, moderated by high capital expenditures on.water; are
expected fo Improve credit ratios further. However, management does not
rule out moderated acaulsitions In Its existing markets, which could slow
short-term improvements and slightly increase the company's exposure to
high-growth, but riskier, activities.

Liquidity

AWCC's liquidiy position largely reflects that of its ultimate parent. RWE's
short-term credit quality Is supported by large and predictable cash flows, a
benign maturily profile, and other material sources of liquidity. These include
its €3.6 billon cash and securities portfofio (notionally held to offsst on-
balance-shest psnsion and nuclear liabilities) at year-end 2004, large credit
facililies, and an undrawn syndicated loan faciiity of @ billion, of which €
billion is for 364 days and € biflion for flve years. Operating cash flows before
dividends and acquisitions are expected to remain robustly positive, despite
considerable capital expenditures.

Standard & Poor's expects RWE to continue to support AWCG in the form of
intercompany loans, alleviating any liquidity constraints for American Water.
Capitat-spending needs for American Water will be partially funded internally,
with the balance funded through tax-exempt debt issuances in the capital
markets or through intercompany loans from RWE. American Watet's long-
term debt maturilies are manageable In the near term, with $61.9 million
maturing In 2005, In 2006, $1,219.8 milllon comes due, nearly all of which Is
in the form of RWE intercompany loans,

As of Oct, 1, 2004, American Water had $35.6 million in cash and cash
equivalents, AWCC also has a $550 milllon, 364-day revolving credit
agreement with RWE that will be up for renewal on Oct. 238, 20085, Borrowing
under ihe credit agreemant Is based on LIBOR, and AWCC pays a




Summary: American Water Capital Corp.
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commitment fee of 7.25 basis polnts on the entire amount. For 2003, the
welghted-average Interest rate on the outstanding lines was 1.16%.

Outlook

AWCC's negative outlook mirrors that of ultimate parent RWE. The negative
outlook on RWE reflects the moderate financial headroom available to the
company at the existing rating level. Credit-dilutive, debt-funded acquisitions
or a faster-than-expected competitive pace in the German electricity market

“gould pressure the ratings.
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Summary: American Water Capital Corp.

Rationale

The ratings on American Water Capital Corp. (AWCC) largely reflect the
consotidated credit quality of its uitimate parent, German multiutllity RWE AG
{A+iNegative/A-1). AWCC is a wholly owned subsidiary of American Water
(unrated) and serves as the funding vehicle for American Water's regulated
water utility companies. RWE has a strong supporl arrangement with the
company and has provided an equity [nfuston to Amsrican Water and
substantialiy afl the debt funding to AWCC,

American Waltar's stand-alone credit quallty Is supported by a strong
business position, which is characterized by geographic and regulatory
diversity, a large customer bass that is mostly residential and comimercial,
and a generally supportive regulatory environment. These strengths are
slightly offset by American Water's nonregulaled water and wastewater
operations, despite the fact that these operations are closely related 1o the

company's core business and for the most part, are feg-based and not capital -

. ) intensive. American Water is also hampered by a weak, but impraving,
financlal profils.

Voorhees, N.J.-based Amerlcan Water had $4,208.1 million of debt and
$26.4 million of hybrid-preferred securities as of Oct. 1, 2004,

American Water is the largest U.S, water utility holding company, with
regulated utility operations in 21 states. This geographic diversity mitigates
adverse weather effects on the company's cash flows and cushicns the
company from unfavorable rate decisions In any particular reguiatory
jurisdiction. The majority of revenuss come from residential and commercial
customers, which provide a stable customer base with predictable water-
usage patterns.

The overall regulatory environment is viewed as supportive, because the
jurisdictions in which the regulated utllity operations are [ocated allow some
combination of the following policies: use of a forward-looking test year,
recovery of construction expenses In a refatively timely manner, regular rate
increases, and single-tariff pricing. However, while being acquired by RWE,
American Wailer postponed filing for rate increases 1o prevent what may have-
been percelved as a foreign parent trylng to incraase returns. Thess rate
cases have since been filed and rale Increases have been allowed In several
jurisdictions,

These strengths are slightly offset by Ametican Water's involvement in

{1of3)
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nonregulated water and waslewater operatlons. Although they are largely fee-
based contract management operations that are closely related to the
company's core business and not capital intensive, some of these
nonregulated operations may pose a somewhat greater business risk than
the company's regulated ulilitles,

American Water's strong business profile is partly countered by the
company's weak, but improving, stand-alone financial profile, Debl leverage
has improved dramatically since the merger with RWE, dropping to 47.7%
from 69.1% at year-send 2002, For the 12-months ended Oct. 1, 2004,
adjusted funds from operations (FFQO) to average total debt was just 11%,
which is low, but an Improvement from 8.2% In fiscal 2003. Adjusted FFO
interest coverage and adjusted EBIT Interest coverage have improved from
previous years, to 3.4x and 2.2x, respactively. The company's ROE was a
mere 1.3%, mainly due to RWE's §$3 billion infusion of commen equity and
preferred stock in 2003 and American Water's postponement of flling for rate
increases during a period of Industrywide inflation.

RWE's financial profile Is constrained by a high debt balance. Debt peaked
after the American Water acquisition, bul decreased thereafter due 10
significantly lower investment and noncore disposals. Gross debt increased
moderately to about @0 biflion by year-end 2003, and FFO to net pension-
adjusted interest coverage decreased slightly to less than:4x. FFO to debt
and to net pension-adjusted debt deteriorated to 18%.

Liguidity

AWCC's liquidity position largely reflects that of its ullimate parent. RWE's
short-term credit guality Is underpinned by large and fairly predictable cash
flows, a benign maturity profife, and material other sources of liquidity. These
Include Its @4.8 bllllon cash and securities portfolio (notlonally held to offset
on-balance-shaet pension and nuclear liabilities} and large credit facllitfes of
which a portlon is unused, including a recently renewed undrawn syndicated
loan facility of @ hillion, of which @ billion is for 364 days and €.5 billion is for
five years. Operating cash flows before dividends and acquisitions are
expected to be positive for the next few years. Working capilal has fluctualed
significantly In recent years, mainly due to one-off factors related to
disposals, but warking-capital neads are genarally falrly predictable.

Standard & Poor's expects RWE to continue o support AWCC in the form of
intercompany loans, alleviating any liquidity constralnis for American Water,
Capltal-spanding needs for American Water will be partially funded internally,
with the balance funded through tax-exempt debt Issuances in the capital
markets or through Intercompany loans from RWE. American Water's long-
term debt maturities are manageable In the near term, with $61.9 million
maturing in 2008, In 2006, $1,219.8 mililcn comes due, nearly all of which is
in the form of RWE Intercompany loans,

As of Qct. 1, 2004, American Water had $35.6 million in cash and cash
equivalents. AWCC also has a $5650 milllon, 364-day revolving credit
agreement with RWE that will be up for renewal on Cct, 28, 2008. Borrowing
under the credit agreement Is based on LIBOR, and AWCC pays a
commitment fes of 7.25 basls points on the entire amount, For 2003, the
welghled-average interest rate on the outstanding Hnes was 1.16%.
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QOutlook

AWCC's negative outlook mirrors that of uitimate parent RWE. The negative
outlook on RWE reflects the moderate financial headroom available at the
existing rating level. Credit-diluting acquisitions, which are not expected, or a
faster-than-expected competitive pace in the German electiicity market due
to the regutator or earlier-than-expected investments would pressure the
ratings.
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Summary: American Water Capitai Corp.

Rationale

The ratings on American Water Capital Corp. (AWCC) largely reflect the
consolidated credit quality of Its ultimate parent, German multiutility RWE AG
(A+/Negative/A-1). AWCC is a wholly owned subsidiary of Amarican Water -
(unrated) and serves as the funding vehicle for American Water's regulated
water utility companies. RWE has a strong support arrangement with the
company and has provided an equity infusion to American Water and
substantially all the debt funding to AWCC,

American Water's stand-alone credit quality is supported by a strong

business position, which is characterized by gecgraphic and regulatory

diversity, a large customer base that is moslly residential and commercial,

and a generally supportive regulatory environment. These strengths are

somewhat offset by American Water's nonregulated water and wastewater

: operations, despite the fact that these operations are closely related to the
j company's core business and for the most part, are fee-based and not capital

L intensive. American Water Is also hampered by a weak, but improving,
financial profile.

Voorhees, N.J.-based American Water had $4,298.1 milfion of debt and
$26.4 million of hybrid-preferred securities as of Octl. 1, 2004,

American Water is the largest U.S. water utllity holding company, with
regulated utility operations in 21 stales. This geographic diversity mitigates
adverse weather effects on the company’s cash flows and cushions the
company from unfavorable rate decisions in any particular reguiatory
jurisdiction. About 80% of revenues come from residential and commercial
customers, which provide a stable customer base with predictable water-
usage palterns.

The overall regulatory environment Is viewed as supportive, because the
jurisdictions in which the regulated utility operations are located allow some
combination of the foliowing policies: use of a forward-looking test year,
recovery of construction expenses in a relatively timely manner, regular rate
increases, and single-tariff pricing. However, while being acquired by RWE,
Amarican Water postponed fliing for rate increases to prevent what may have
heen percelved as a forelgn parent trying to increasse returns.

P These strengths are slightly offset by American Water's invclvament in
o ) nonregulated water and wastewater operations. Although they are {argely fee-
based contract management operations, closely related to the company's

{tof 3)
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core bustness, and not capital intensive, sorme of these nonregulated
operations may pose a somewhat greater business risk than the company's
regulated utilitfes.

American Water's strong overall business profile Is parlly countered by the
company's weak, but improving, stand-alone financlal profile. Debt leverage
has improved dramatically since the merger with RWE, dropping to 47.7%
from 69.1% at year-end 2002, For the 12-months ended Oct. 1, 2004,
adjusted funds from operations (FFO) to average total deht was just 11%,
which is low, but an Improvement from 8.2% in fiscal 2003, Adjusted FFO
interest coverage and adjusted EBIT interest coverage have improved from
previous years, to 3.4x and 2.2x, respectively. The company's ROE was a
mere 1,3%, mainly due to RWE's $3 billion infusion of common equity and
preferred stock In 2003 and American Water's postponement of filing for rate
increases during a period of Industrywide inflation.

RWHE's financial profile is constrained by a high debt balance. Net debt
peaked at £3 billion after the American Water acquisition, but decreased
thereafter due to strict investment discipline and disposals. The net debt
target for year-end 2005 has been tightened to €7 billlon from €0 billion,
excluding key disposals. Gross debl increased moderately to about @0 billlon
by year-end 2003 and FFO to net pension-adjusted debt deteriorated to 18%.
FFO net pension-adjusted interest coverage deteriorated slightly to less than
4x.

Liguidity. ‘ :
AWGC's liquidity position largely reflects that of its ultimate parent. RWE's
robust liquidity position is supported by its large and fairly prediclable cash
flows, a benign maturity profile, and other material liquidity sources. RWE
has a €2.3 billion securities portfolio (notlonally held to offset on-balance-
sheet pension and nuclear liabilities), large credit facilities of which a portion
is unused, and an undrawn syndicated loan facility of €.5 billlen, of which €
bilkon is for 364 days and €.5 billion is for five years. Operating cash flows
before dividends and acquisitions are expected to be posilive for the next few
years, Working capital has fluctuated significantly in recent years, mainly due
to one-off factors related to disposals, but working-capital needs are
generally fairly stable and predictable.

Standard & Poor's expects RWE to continue to supporf AWCC in the form of
intercompany loans, aileviating any liquidity constraints for American Water.
Capilal-spending nesds for American Water will be partially funded internally,
with the balance funded through tax-exempt debt issuances in the capltal
markets or through Intercompany loans from RWE, American Waler's fong-
tarm debt maturitics are manageable in the near term, with $61.9 milion
maturing in 2005, [n 2006, $1,219.8 million comes due, nearly ali of which Is
in the form of RWE intercompany loans.

As of Oct, 1, 2004, American Water had $35.6 million In cash and cash
sguivaients, AWGCC also has a $550 miilion, 364-day revolving credit
agreement with RWE that will be up for renewal on Oct. 28, 2005. As of Dec.
31, 2003, $126.7 milllon was available under this agreement. Borrowing
under the credit agreement is based on LIBOR, and AWCC pays a
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commitment fee of 7.26 basis points on the entire amount. For 2003, the
weighted-average Interest rate on the outstanding lines was 1.16%.

Outlook

The negative outlook on AWCC reflects the outlook of its ultimate parent
RWE. The negative outlook on RWE reflects the continued, limited financial
headroom avallable at the existing rating level. Credit-diluting acquisitions,
which are not expected, or a faster-than-expected competitive pace in
eleclricily supply would pressure the ralings.
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Corporate Credit Rating
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Business Profile

1@345678910

Financial policy;
Moderate

Debt maturifies:

As of Dec. 31, 2003:

2004: $78.6 million

2005: $61.9 miilion

2006: $1,219.8 mililon
'2007: $74.1 million

2008: $23.3 miltion

- Theraafter; $2,365.1 million

Bank lines/Liquid assets:

The company has a $550 milllon, 364-day revolving credit agreement with ultimate
parent RWE that Is up for renewal on Oct. 28, 2004. As of Dec. 31, 2003, $128.7
milllon was avallabie under this agreement, '

Total rated dsbt:
American Water, the unrated parent, had $4,296.8 million of debt and $26.6 miiflon of
hybrid-preferred securitles as of July 2, 2004,

Outstanding Rating(s)
Amerlcan Water Capital Corp.

Sr unsecd debt
Local currency A-

Corporate Credit Rafing History

June 19, 2000 A-
Sept. 21, 2000 A-IA-2
July 15, 2003 AJA-1
Dec. 30, 2003 AINR

e Major Rating Factors

Strengths:

(1 of 8)
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s Strong support from ultimate parent, RWE AG;

« Geographic and regulatory diversity;

« Large customer base that is mostly residential and cormmercial; and
¢ Generally suppertive regulatory environment.

Weaknesses:

» Nonregulated water and wastewater operations, which are largely fee-based;
and
» Waak, but improving, financial profite for the rating.

Rationale

The ratings on American Water Capital Corp. (AWCC) largely reflect the consolidated
credit quality of its ullimate parent, German multiutllity RWE AG, AWCC is a whoily
owned subsidiary of American Water and serves as the funding vehicle for American
Water's regulated water utility companies, RWE has a strong support arrangement with
the company and has provided an equity Infusion to Amerlcan Water and substantially
all the debt funding to AWCC.

American Water's stand-alone credit quality is supported by a strong business position,
which is characterized by geographic and regulatory diversity, a large customer base
that Is mostly residential and commercial, and a generally supportive regulatory
envircnmeant, Thase strengths are somewhat offset by American Water's nonregutated
water and wastewater operations, despite the fact that these operations are clossly
related to the company's core business and for the most part are fee based and not
capital intensive. American Water is also hampered by a weak, but improving, financial
profile,

Voorhees, N.J.-basad American Water had $4,295.8 miillion of daebt énd $26.6 miiion
of hybrid-preferred securitios as of July 2, 2004.

American Water is the largest U.S. water utility holding company, with operations in 29
states and three Canadian provinces. This geographic diversity miligates adverse
woather effects on the company's cash flows and cushions the company from
unfavorable rate decisions in any particular regulatory jurisdiction, About 80% of
revenues come from residential and commercial customers, which provide a stable
customer hase with predictable water-usage patterns,

The overall regulalory environment is viewed as supportive, because the Jurlsdictions
in which the regulated utility operations are located allow some combination of the
following policles, use of a forward-looking test vear, recovery of consiruction
expenses in a ralatively timely manner, regular rate increases, and singfe-tarlff pricing.
However, while in the process of being acquired by RWE, American Water postponed
filing for rate increases to prevent what may have been percelved as a foreign parent
trying 1o increase raturns,

These strengths are slightly oifset by American Water's involvement in nonregulated
water and wastewater operatlons. Although they are largely fee-based contract
management operations, closely related to the company's core business, and not
capital intensive, some of these nonregulated operations may pose a somewhat
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greater business risk than the company's core opsrations.

American Water's strong overall business profile is parily countered by the company's
weak, but improving, stand-alone financiat profile, Debt laverage has improved
dramatically since the merger with RWE, dropping to 47.8% from 69.1% at year-end
2002. For the 12-months ended July 2, 2004, adjusted funds from operaiions (FFO) to
average total debt was just 10.8%, which is low. Adjusted FFQ interest coverage and
adjusted EBIT interest coverage have improved from previous years, to 3.3x and 2.2,
respectively. The company's ROE was a mers 1%, mainly due to RWE's $3 billion
infusion of common equily and preferred stock in 2003 and American Water's
postpenement of flling for rate increases during a period of industrywide rising costs.

RWE's financial proflle is constrained by a high debt balance. Net debl peaked at €3
billion after the American Water acquisition, but decreased thereafter due to strict
investment discipline and disposals. The net debt target for year-end 2005 has been
tightened to 47 billion from €0 bitlion, excluding key disposals. Gross debt increased
moderately to about 80 billion by ysar-end 2003 and FFO to net pension-adjusted debt
deteriorated to 18%. FFO net pension-adjusted interest coverage deterlorated slightly
to less than 4x,

Liquidity.

AWCC's liquidity position largely reflects that of its ultimate parent. RWE's robust
liquidity position Is supported by its Jarge and falrly predictable cash flows, a benign
maturlty profile, and other material liquidity sources, RWE has a €2.3 billion securities
portfolio {notionally held to offset on-balance-sheet pension and nuclear fiabilities),
large credit facilities of which a portion is unused, and an undrawn syndicated loan
facllity of .5 bilfion, of which € billion is for 364 days and €.5 billion Is for five years.
Operating cash flows before dividends and acquisitions are expected to be positive
over the next few years. Working capital has fluctuated significantly in recent years,
mainly due to one-off factors related to disposals, but working-capital needs are
generally fairly stable and predictabla.

Standard & Poor's expects RWE to continue to provide support to AWCC in the form of
intercompany loans, alleviating any liquidity constraints for American Water. Capital-
spending needs for American Water will be partially funded Internally, with the balance
funded through tax-exempt debt issuances In the capital markets or through
intercompany loans from RWE. Amerlcan Water's long-term debt maturities are
manageable for the next two years, with $78.6 million maturing In alf of 2004 and $61.9
million in 2005. In 20086, $1,219.8 million comes due, nearly all of which Is In the form
of RWE Intercompany loans.

As of July 2, 2004, Amerlcan Water had $29.9 million in cash and cash equivalents.
AWCC also has a $550 milllon, 364-day revolving credit agreement with RWE that is
up for renewal on Qct. 28, 2004. As of Dec. 31, 2003, $126.7 million was available
under this agreement, Borrowlng under the credit agreement is based on LIBOR, and
AWCC pays a commitment fee of 7.25 basls points on the entlre amount. For 2003, the
weightad-average interest rate on the ocutstanding iines was 1.16%.

Outlook

The negative cutlook on AWCC reflects the cutlook of its uitimate parent RWE. The
negative outiook on RWE reftects the continued, limlted financial headroom avallable
at the existing rating level. Credil-diluting acquisiions — which are not expected — or &
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faster-than-expected competitive pace In eleciricity supply would pressure the rating.

Business Description

AWCC Is the financing subsidiary of American Water, the largest U.S. water utility
holding company with regulated utility operations serving about 2.9 million customers
in 21 states. American Water was purchased by RWE in January 2003 for $4.6 billion.
American Water contributes about 40% of RWE's waler division revenues and
EBITDA.

AWCC's ultimate parent, RWE, Is one of Germany's largest corporations. The
company has been commercially managed for a long time. Ownership is widesproad,
with municipalities jointly holding about 35%. RWE is the group's managsmant holding
parent, responsible for group strategy and treasury. Fully owned core businesses
inciude:

o A veriically integrated, but unbundled electricity business, consisting of eight
separate entities (Including Innogy, Including the generation units RWE Power
and RWE Rhalnbraun {also the world's largest lignite producer), and separate
trading (RWE Trading), supply (RWE Plus), and transmission units {(RWE Net),
which are mostly active in Germany. RWE Plus is lhe country’s largest or
second-largest supplier, depending on the measures used,

« Innogy, RWE's vertically integrated U.K. energy business. Innogy is the third-
largest utility In the U.K.'s electricity and gas markets;

» Thames Water, the U.K.'s largest and the world's third-largest water utility,
which also manages the group's non-U.S. international water activities;

o American Water, the largest company in the fragmented U.8. water market;

e RWE DEA, an upstream ofl and gas unit; and

o RWE Umwelt, which is the largest company in the fragmented German waste
market. This business has recently been reclassified as noncore.

Core operations also include the 80%-owned RWE Gas, the second-largest supplier in
Germany, albelt by a considerable distance, which also holds Transgas, the Czech
Republic's vertically integrated gas monopoly.

Rating Methodology

in determining the ratings on AWCC, Standard & Poor's conslders the stand-alone
cradit profile of its parent, American Water. As a result of the support agreement
between the two entities, the cradit quality of AWCC is the same as that of American
Water. In turn, the credit quality of American Water reflects the consolidated credit
profiles of its operating subsidiaries,

Standard & Poor's then notches up the stand-alone rating of AWCC to reflect the
material level of support from RWE and the core nature of American Waler's regulated
water operations fo the RWE waler division, However, Standard & Peor's does not
equalize the ratings on RWE and AWCC. While the operations of American Water are
core to the RWE group, the stand-alone credit profile of American Water is significantly

. weaker than that of the consofldated credit profile of RWE.

The outlook on AWCC reflects Standard & Poor's presumption that AWCC's credit
guality will be dictated by RWE, and ratings movement could be in the same direction,
Nevertheless, ratings movement will be evaluated pertodically, to ensure that the
ratings accurately reflect Standard & Poor's assessment of the level of support from
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RWE to American Water.

Business Profile

Amerlcan Water's above-average business prcfile is a '2' measured on & 10-point scale
(1" equals fow risk and "10" equals high risk), largely reflacting the water utility
industry’s regulated operating environment and monopolistic structure. The company's
business profile is supported by geographic and regulatory diversity, a large custemer
base thal is mostly residential and commercial, and a generally supportive regulatory
environment. These strengths are somewhat offset by American Water's nonregulated
water and wastewater operations, despite the fact that these operations are closely
related 1o the company's core business and for the most part are fee-based and not

capital intenslve.

American Water is the largest U.S. water ufility holding company, with regulated water
utility operations andfor contract management operations In a total of 29 states and
three Canadian provinces, American Water's regulated water utility operations are
spread throughout 21 states. This geographic diversity mitigates adverse weather
effects on the company's cash flows and cushions the company from unfavorable rate
decisions in any particular regulatory jurtsdiction,

The customer bass is largely residential (about 58% of revenues) and commercial
(about 21% of revenues), which provides for significant stability in the revenues and
pregictable water usage patterns. There is also no material customer concentration.
The consistency of the customer hase has remalined relatively stable over time, despite
rapld growth the past few years. The large degree of fragmentation present In the
water ulility industry, combined with the substantiai capital needs of many smalier
water companles to meet increasingly siringent waler quality standards, affords
numerous opportunities for consolidation. American Water has besn aggressively
acquiring private and municlpat water systems, leading to an above-average customer
growth rate.

American Water's regulatory environment Is viewed as supportive, because each of the
21 jurisdictions in which the company's regulated operations are located provides for
some comblnation of the foliowing policies: .

+ Use of a forward-ooking test year, which resuits In rates reftective of future
costs:

+ Interim-period recovery of Interest and depreciation expense for major
construction projects, untll new rates reflect the cost of the project;

+ Rate recovery for utility-plant returns before a plant goes Into service, Instead of
capitalizing an allowance for funds used during construction;

» Cost recovery for distribution-system infrastructure replacements without fiiing
a full rate proceeding, and

« Single tarlff pricing, which is easier to implement, reduces the complexity of
rate proceedings, and spreads fixed costs over a larger customer base.

These strengths are slightly offset by American Waler's Involvement In nonregulated
water and wastewater operations, Although these operations are closely related to the
company's core business and are mainly fee-based and not capital intensive, some of
these nonregulated operations may pose a somewhat greater business risk than the
company's core operations. The risk inherent in these ventures is overbidding for a
contract and not earning an adequate return, or earning a return over a
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disproportionately long period of time, Nevertheless, American Waler's capital
spending needs for nonregulated operations continue to be modest at less than 4% of

total capltal spending.

Financial Policy: Moderate

American Water's financlal policy is considered moderate, having become iess
aggressive alter the company was acquired by RWE., Before becoming a part of
RWE's water division, American Waler had used a liberal amount of debt to fund
growth throughout the U.S, As a result, by year-end 2002, debt leverage had increasad
0 89.1% of total capital, This measure then dropped to 48.1% in 2003 after the
acquisition of American Water by RWE and RWE's subsequent $3 billion infusion of
cormmeon equily and preferred stock, However, American Water's debt balance Is stlll
large and somewhat burdensome on the company's cash flow protection measures,

Financial Profile

Profitabillty and cash flow,

American Water's profitability measures are weak, partly because the company
postponed filing for nacessary rate increases following its acquisition by RWE. For the
12-months ended July 2, 2004, EBIT margin was just 23% and income from continuing
operations was $144.8 million. Adjusied EBIT interest coverage was 2.2x, and ROE
was a mere 1%, mainly due o RWE's $3 billion infusion of common equity and
preferred stock in 2003 and American Water's postponement of fillng for rate increases
during a period of industrywlde rlsing costs,

American Water has reliable cash flows, although the company's cash flow protection
measures remain weak for the rating on a standalone basis due to the company's large
debt balance, For the 12-months ended July 2, 2004, adjusted FFO interest coverage
was 3.3x and adjusted FFO to average total debt was a paltry 10.8%. Free operating
cash flow (cash flow from operations less capital expenditures) was negative $158.7
million, showlng American Water's current inabillty to fund capital spending nesds
solely with internally generated funds.

Capital structure and financial flexibillty,

Debt leverage decreased significantly In 2003, following the company's acquisition by
RWE and RWE's subsequent $3 billion infusion of common equity and preferred stock.
Adlusted total deb! to total capital decreased to 48.1% in 2003 from 69.1% at year-end
2002. Although American Water's equity increased as a result of the infusion, the
absolute level of debt also increased, placing pressure on the finangial profile.
Furthermore, debt leverage is should continue to rise, because free operating cash
flow remains insufficient to fund capkal spending needs.

American Water has adequate financial flexibility, mainly due to the strong parental
support from RWE, which Standard & Poor's assumes will provide funding for
American Water's short-term debf needs. The level of capital expenditures poses a
challenge hecause a large part of the spending (over 40%) is for transmission and
disiribution projects, including expansion, implying that such capital expenditures may
not be delayed or postponed. Near-term debt matwrlties are manageable, with a total of
$78.6 million maturing in 2004 and $61.9 million in 2005, In 2008, $1,219.8 million
comes due, nearly ait of which is In the form of RWE intercompany loans,
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industry Sector: Regulated T&D - Water’l

«-Avarage of past

fhree fiscal years--

Aqua Connecticut
Amaerican Middlosex
Wator Pennsylvanlai Water Service Water Co,
Inc. Inc.
Rating N.R. At{Stablef-- A/Stablel- ] AiNegative/--
M. $)
Sales 1,636.7 223.2 6.4 61.9
Nat Income
from cont. oper. 121.2 49.5 8.8 7.1
Funds from . .
oper, (FFO) 338.8 86.0 15.0 12.5
Capifal
expenditures 440.0 100.2 13.5 18.3
Total debt 3,849.2 497.4 71.6 106.0
Preferred stock 513.0 0.0 0.8 4.1
Common equily 2,186.9 4317 78.0 76.1
Total capital 6,649.1 928.15 150.4 r 1686.2
tﬁaﬂoif
Ad). EBIT ' o
inferest 2.0 3.6 35 3.0
coverage (x)
Ad). FFO
Intergst 2.6 3.8 4.2 3.4
coverage {x)
Ad]. FFO/avg.
total debt (%) 9.6 18.6 21.3 2.1
Net cash
fow/capex {%) 58.4 60,7 649 4.7
Adj, tolal
dsbifcapital (%) 58.2 53.8 47.6 56.9
Retum on )
common equily 4.6 12.1 11.1 13.0
(%)
- o
Common
dividend payout 61.8 54.9 71.8 94,7
{%)

N.R.--Not rated.
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Rationale

The ratings on Ametrican Water Capltal Corp. (AWCC) largely reflect the
consolldated credit quality of its ullimate parent, German multiutility RWE
AG. AWCC is a wholly owned subsidiary of American Water and serves as
the funding vehicle for American Water's regulated water ulility companies,
RWE has a strong support arrangement with the company and has provided
an equity Infusion to American Water and substantially all the debt funding to
AWCC,

American Water's stand-alone credit quality is supported by a strong
business position, which is characterized by geographlic and regulatory
diversily, a large customer base that is mostly residential and commaercial,
and a generally supportive regulatory environment. These strengths are
somewhat offset by American Waler's largely fee-based, nonreguiated water
and wastowater operations, which are closely related to the company's core
business and are not capltal intensive, and a weak, but improving, financial
profile.

American Water is the largest U.S. water ulility halding company, with
operations In 29 states and three Canadian provinces. This geographic
diversity miigates adverse weather effects on the company's cash flows and
cushlons the company from unfavorable rate declsions in any particular
regulatory jurlsdiciion. About 80% of revenues come from residential and
commercial custormers, which provide a stable customer base with
predictable water-usage patterns, Overall, the regulatory environment Is
viewsed as supporilve, because many states allow recovery of construction
expenses in a refatively timely manner, provide regular rate increases, and
allow the implemantation of single-tariff pricing, which reduces the complexity
of multitariff rate proceedings.

These strengths are slightly offset by American Water's involvement in
nonregulated water and wastewater operations, Although they are largely fee-
based contract management operations that are closely related to the
company's core business and are not capital intenslve, some of these
nonregulated operations may pose a somewhat greater business risk than
the company's core operatlons.

Amarican Water's strong overall business profile Is partly countered by the
company's weak, but Improving, stand-alone financial profile. Debt leverage
has improved dramatically since the merger with RWE, dropping to 48% from
Just under 70% at year-end 2002, For the 12-months ended April 2, 2004,
adjusted funds from operations (FFQ) to average fofal debt was just 9.3%,
which is very fow. Adjusted FFO Interast coverage and adjusted EBIT
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interest coverage were also below the benchmarks for the raling category, at
2.9x and 1,9x, respectively, The company's ROE was a mere 0.5%, mainly
due to RWE's $3 billion equity infusion in 2003 and the lack of rate increases
during a period of industrywide rising costs.

RWE's financial proflle is constrained by a high debt balance. Net debt
peaked at €3 billion after the American Water acquisition, but decreased
thereafter due to strict investment discipline and disposals. The net debt
target for year-end 2005 has been tightened to @7 billion from €0 hillion,
exciuding key disposals. Gross debt increased moderately to about €0 billion
by year-end 2003 and FFO to net pansion-adjusted debt deteriorated to 18%.
FFO net pension-adjusted interest coverage deteriorated slightly to less than
4x, ‘

Liquidity.
AWCC's liquidity position largely reflects that of its ullimate parent, RWE's
adequate liquidity position is supported by its large and fairly predictable
cash flows, a benign maturity profile, and other material sources of liquidity.
RWE has a €2.3 billlon sacuritles portfolio (noflonally held to offset on-
balance-sheet pension and nuclear liabilities), large credit facilities of which 2
portion is unused, and an undrawn syndicated loan facility of @.5 biliien, of
which € billion s for 364 days and 2.5 billion is for five years. Operating
cash flows before dividends and acquisifions are expectad to be positive over
the next few years, Working capital has fluctuated significantly in recent
years, mainly due to one-off factors related to disposals, but working-capital
neads are generally falrly stable and predictable.

Standard & Poor's expects RWE to continue to provide support to AWCC In
the form of intercompany loans, alleviating any liquidity constraints for
American Water, Capital-spending needs for American Water will be partiaily
funded internally, with the balance funded through tax-exempt debt
Issuances In the capital markets or through Intercompany loans from RWE.
AWCGCC's long-term debt maturities are manageable for the next two years,
with $41.5 million maturing in 2004 and $59.7 million In 2005, In 2006, the
hefty sum of $1,069.8 milllon comes due, nearly all of which is In the form of
RWE intercompany loans.

AWCC has a $550 million, 364-day revolving credit agreement with RWE
that is up for renewal on Oct. 28, 2004. As of Dec, 31, 2003, $126,7 million
was available under this agreement. Borrowing under the credit agreement is
based on LIBOR, and AWCC pays a commitment fee of 7.25 basis polnis on
the entire amount of the commitment. For 2003, the welghted average
interest rate on the outstanding lines was 1.16%.

Qutlook

The negative outicok on AWCC reflects the outlook of its ultimate parent
RWE. The negative outiook on RWE reflects the continued, limited financial
headroom available at the existing rating level. Credit-diiuting acquisitions —
which are not expected -~ or a faster-than-expected competitive pace in
electricily supply would pressure the rating.
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Rationale

The ratings on American Water Capital Corp. {AWCC) reflect the strong
support arrangement with parent and sole owner American Water and, in
turn, the strong parental support stemming from AWCC's ultimate parent,
German multi-utility RWE AG. AWCC acts as the funding vehlcle for
American Water's regulated water utility companies.

In determining the ratings on AWCC, Standard & Poor's considers American
Water's stand-alone credit profile and than notches up the stand-alone rating
to reflect the material level of parental support from RWE and the core nature
of American Water's regulated water operations to the RWE water division,
However, Standard & Poor's does not equalize the ratings on the two
companles, While American Water's aperations are core to RWE, American
Water's stand-alone cradit profile is weaker than that of RWE's consolidated
credit profile. The outlook is negative, reflecting Standard & Poor's
presumption that RWE will dictate AWCC's credit quality, and that
movements in ratings could ba In the same direction. Nevertheless, ratings
movement will be evalualed periodically to ensure that the ratings accurately
reflect Standard & Poor's assessment of the level of support RWE provides
to Amerlcan Water.

AWCC's sland-alene credit profile reflects American Water's strong business
poslition, which is characterized by regulatory diversity and operations in
generally supportive regulatory environments, a steadily growing customer
base that is largely residential and commercial, geographic diversity with
operations in more than 20 states, high-quality operations that meset all Safe
Drinking Water Act standards, and a sirong competitive position. These
strengths are tempered mainly by American Water's Involvement in the
nonregulated, contract-management water business, which is significantly
more risky than regulated water operations. Although American Water's
nonregulated ventures do not represent a significant portion of revenues and
cash flows, if these ventures Increase In slze and scope, they could influence
American Water's business risk profile. Given American Water's relatively
weak financial profile, Standard & Poor's estimates that on a stand-alone
basis, AWCC would be rated at the upper end of the ‘BBB' rafing category.

American Water is the largest water utility holding company in the L1.S., with
2.8 milllon customers and operations in 23 states, It is expected to contribute
40% of RWE's water division revenues and EBITDA. About 80% of revenues
and 78% of sales come from residential and commaercial customers,
providing a stable customer base with predictable water-usage patterns, The
geographic diversity miligates the effect of adverse weather on the
company's cash flow and cushions the company from unfavorable rate
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decisions in any particular jurisdiction. Overall, the regulatory environment is
viswed as supportive, becauss many states allow recovery of construction
expenses with minimal delay, provide regular rate incroeases, and allow the
implementation of single-tardff pricing, which reduces the complexity of
multitariff rate proceadings.

AWCC's financlal profils largely reflects that of RWE, as well as that of
American Water. At financial year-end 2002, RWE had about 29.9 billion
{$32.8 hillion) In debt and on-balance-sheel pension liabilities of about €3.3
billion, offset by more than €2 billion of cash and securities, EBITDA to net
interest coverage was about 11, while adjusted funds from operations (FFO)
Interest coverage was about 8x (about 5x when adjusted for pension
llabilities). After acqulring American Water In 2003, RWE began to
consolidate and remains committed to stabilizing its debt burden by refraining
from further large debt-financed acquisitions and selling noncore operations,
As of June 30, 2003, net debt stood al £2.3 biflion, but it is targeted to be
less than €0 billion by year-end 2005. RWE’s debt-protection meastires are
oxpected to stabilize or improve from 2004 due to continugus improvemenis
in core operating profitability from full-year consolidatlons of acquisitions, a
continued, favorable trend in German electricity prices, and new cost-culling

initiatives.

American Watet's financial profile is relatively weak for the rafing. Debt
leverage has improved dramatically since the merger with RWE was
completed, dropping to under 50% from just under 70% at year-end 2002,
Adjusted FFO interest coverage is expecied to remain undsr 3x and adjusted
FFO to average fotal debt Is expecied to remain at stightly more than 10% for
the intermediate term, Capltal-spending needs will only be partly internally
funded, with the balance funded through debt issuances in the capital
markets or through Intercompany loans with RWE,

Liquidity.

AWCC's llquidity position largely reflects that of its ultimate parent. RWE's
adequate liquidlty position is bolstered by its largs and legaliy unencumbered
securities portfolio and its unused syndicated credit facility of 4.5 biilion.
Near-term debt maturitles are moderate, with about &@.5 biilion {of which €00
million is at Innogy PLC) in 2004. AWCC's maturity schedule is managoeable,
with $41 million in 2004 and $59 miflion In 2005. Standard & Poor's expects
RWE to continue to provide support In the form of equity infusfons and

- intercompany loans, alleviating any liquldity constraints.

Qutlook

The negative outlook on AWCC reflects the outlook of its ultimate parent,
RWE. The negative oullook on RWE reflects the limited financial headroom
at the current rating level. Furthermore, credit-diluting acquisitions, changes
in the company's strategy to sell its noncore assets over the intermediate
term, the introduction of a regulator in Germany, or greater-than-expected
competition would put direct pressure on the ratings.
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Key Indicators

Pennsylvania-American Water Company
2006 2007 2008LTM 9-2009

Funds From QOperations ("FFO") / Debt 15.8% 14.4% 17.7% 15.1%
FFO - Dividends {"RCF") / Debt 11.3% 9.4% 12.5% 10.1%
RCF / Capex 0.7x 0.5x 0.6x 0.6x
FFO + Interest / Interest 3.8x 3.5x 4.3x 3.9%
Debt / Capitalization 47.0% 46.7% 46.7% 46.6%
Common Dividends / Net Income Available for Cemmon 68.7% 78.6% 72.3% 74.1%
Net Income Available for Common / Common Eguity 15.5% 14.8% 16.9% 16.3%

Note: For definitions of Moody's most common ratio terms please see the
accompanying User's Guide.

Opinion

Rating Drivers

- Constructive regulatory environment in Pennsylvania



- "Baa" investment grade credit metrics

- Stable service territory and customer base

- Robust capital investment program

- Subsidiary of larger, more leveraged holding company
Corporate Profile

Headquartered in Mershey, Pennsylvania, The Pennsylvania American Water Company (PA-~
AWC) distributes water to approximately 630 thousand customers and provides wastewater
services to approximately 15 thousand customers, within its 36 county service territory, in
Pennsylvania.

PA-AWC is the largest operating subsidiary of its parent, American Water Works Company,
Inc. (American Water; Baa2 senior unsecured rating/stable outlook}. American Water owns
several independent regulated water utilities operating in 20 states. With consolidated
revenues of $2.4 billion (89% regulated in nature), through the 12 months ended
September 2009, and 15 million customers, American Water is multiples larger than any
other U.S.-based investor owned water holding company.

Moody's also maintains a Baa2 senior unsecured rating (stable outlook) on American Water
Capital Corp {AWCC), the finance subsidiary of American Water where all parent-level debt
financing, including credit lines are issued.

Previously, American Water was a majority owned subsidiary of German based RWE AG, but
in November 2009 RWE completed the last in a series of stock divestitures and as a result,
it no longer has an ownership interest in American Water. American Water is now a fully
publicly traded company on the NYSE under the ticker ("AWK™),

Recent Events

On November 7, 2009, PA-AWC implemented a regulatory approved annual rate increase of
$31 million, reflecting increased operating costs and recovery on approximately $310
million of capital investment made since its last rate filing in 2007.

On August 3, 2009, Moody's upgraded PA-AWC's senior secured bond rating to A2 from A3,
which was part of Moody's initiative to upgrade first mortgage bonds and related secured
bonds of most investment-grade regulated utilities to two notches above their senior
unsecured rating. Traditicnally, a one netch rating differential existed, but the wider
notching is based on our analysis of the history of regulated utility defaults, which
indicates that regulated utilities have defaulted at a lower rate and experienced lower loss
given default rates than non-financial, non-utility corporate issuers. In conjunction with the
foregoing action, we also assigned a Baal issuer rating to PA-AWC,

Rating Rationale

PA-AWC's Baal issuer rating and stable outlook reflect its low business risk profile as a
regulated utility, reasonable credit metrics for its rating category, and its stable customer
base. Importantly, the rating also considers benefits it receives as a subsidiary of the
larger, American Water corporate family.

The rating also considers its aggressive capital spending program and reliance on parent
provided liguidity and equity contributions, when necessary, to support its rather robust
capital program. PA-AWC's dividend policy is a further rating consideration as cash up-
streamed to American Water is an important source of funds for debt service and dividend



requirements at the parent level,

PA-AWC's key rating considerations are outlined in our “Global Regulated Water Utilities"
rating methodology, which was published December 2009, PA-AWC's methodology mapped
unsecured rating is A3, one notch above its actual Baal issuer rating. In our opinion, PA-
AW C's reliance on parent provided liquidity support coupled with the significant hotding
company level debt obligations are constraining factors in the rating. The grid, at the
bottom of the credit opinion, details the mapping of PA-AWC's profile to the sub-factors
outlined in the methodology. Key rating factors are noted below:

REGULATED BY THE PENNSYLVANIA PUBLIC UTILITIES COMMISSION (PUC)

PA-AWC is regulated by the Pennsylvania Public Utility Commission (PUC}, which we view
as developed and constructive, with water-related rate cases reviewed in a timely manner
As with its last two rate filings, PA-AWC's 2009 water rate case was settled with new rates
in effect within seven months following its initial filing, limiting the regulatory lag on PA-
AW C's financial metrics. We view the settled outcomes in all three cases, rather than
jitigated, positively.

PA-AWC's 2009 initial rate increase request of $58 million, filed on April 24, 2009, resulted
in a $31 million rate increase effective November 7, 2009, The rate increase incorporated a
10.8% egquity return, $1.8 billion rate base, and a 48.9% equity capitalization, Under the
settlement, PA-AWC is precluded from filing another general water rate increase prior to
April 21, 2011. Given PA-AWC's robust capital program, we expect the company will quickly
file an updated rate case at that time, with new rates effective January 2012.

White the $31 million increase represented approximately 53% of the original filed amount
of $58 million, we still view the outcome as reasonable. First, we note PA-AWC revised
their expense projections and rate increase request down to approximately $55 million
subsequent to the initial filing. We calculate approximately $18 million, or 74%, of the
disallowed rate increase under the revised request was due to the commission's adoption
of a lower RQE (10.8%), rather than the company's proposed 12% which we believe
reflected rather hopeful expectations. We also estimate that $2 million of the rate increase
request was denied due to rate base reductions for customer advances as well as net
contributions in aid of construction; in our opinion adoption of the lower ROE and
reductions to rate base, for non-investor capital, appear reasonable. Additionally, $2 million
of revenue request disatllowance was due to lower projected expenses being accepted by
the commission, which we view as manageable given PA-AWC's reported operating
expenses of $275 million for the 12 months ended September 2009. Importantly, PA-AWC’s
$310 million of capital prejects were fully incorporated into rate base, which we view
favorably. Overall, we view the rate case parameters as supportive of the company's
investment grade rating.

MODERATE BUSINESS RISK WITH STABLE CUSTOMER BASE

PA-AW C's customers are 90% residential based on customer count, and 65-70% based on
revenues, This largely residential base helps mitigate revenue and cash flow variability
commonly found with large industrial consumers. PA-AW C’s service area is mature and
accordingly its capital program is largely maintenance oriented. We note as welil that PA-
AWC's operations are geographically dispersed throughout the state, serving communities
near the cities of Philadelphia and Pittsburgh. Going forward we expect PA-AWC will
continue to acquire smail municipal water systems in surrounding service areas. These
rather small acquisitions, relative to PA-AWC's existing $1.8 billion rate base, should have
little impact on the company's credit profile.

WATER UTILITY BUSINESS MODEL IS HIGHLY CAPITAL INTENSIVE

The water supply business is highly capital intensive, as reliability and guality standards
are constantiy in the public eye. Given the capital needs, PA-AWC's funding requirements



have exceeded the company's internally generated cash flow. In 2006 - 2008, the company
generated operating cash flows of $149 million, $140 million, and $188 million, while
capital expenditures were $154 million $168 million, and $217 miilion, respectively, Given
our expectations of heightened spending in 2010 and peyond, we envisien the company will
continue to be in a negative free cash flow position over the next several years. The
company's short term cash shortfalls should be met via its inter-company credit facility, and
its longer term funding needs should be met through a combination of external debt
issuances, and equity contributions from ifs parent, maintaining targeted debt to
capitalization targets. During Q3 2008, American Water made a capital contribution of $33
million to PA-AWC, which helped balance the company's capitalization prior to its 2009 rate
filing.

To help partially alleviate the financing pressures associated with construction spending,
Pennsylvania's regulatory framework incorporates a Distribution System Improvement
Charge (DSIC). The surcharge is adjusted each quarter to incorporate qualifying capital
improvements into rate base incurred over the past guarter while the company is between
rate cases. The surcharge is designed to recover fixed costs (both depreciation and pre-tax
return) of certain system improvement projects from customers, which heips moderate, in
some instances, the financial pressures that affect utility companies that are in the midst
of a large capital expenditures program. The surcharge does not capture all capital
projects; non-DSIC projects are generally fully incorporated into rate base as part of PA-
AWC's next rate case. In 2008 and 2007, the DSIC mechanism provided the company with
approximately $19 million and $15 million of revenues (about 3.7 - 4,6% of gross
revenues), respectively.

REASONABLY SOUND CREDIT METRICS

Eor the 12 month period ended September 30, 2009, PA-AWC's Funds from Operations
{FFO} to debt ratio was approximately 15%, and its FFO + interest / interest ratic was 4.0
times, both ratios reflect Mooedy's Global Standard Adjustment for operating leases, and a
one-time adjustment to 2009 reported cash flow for non-recurring deferred tax benefits;
these non-recurring benefits arose from the company's voluntary change to the expensing
of certain operating & maintenance costs from its past practice of capitalizing them for tax
puUrposes.

Prospectively, PA-AWC's cash flow to debt and cash interest coverage ratios should remain
comfortably above the 15% and around 4.5 times, respectively. This level of cash flow
relative to debt is on the strong "Baa” to weak "A" rating level, while the interest coverage
is comfortably positioned at the mid "Baa" rating level, under cur water methodology. Our
assumptions underlying the expected metrics includes a return of normal weather patterns
in 2010 (2009 was a historically wet summer), and a full year of rate relief under the 2009
rate settlement, Both of these factors should help mitigate pressure on credit metrics from
capital-spending reiated debt issuance in 2010,

However, we expect some weakening in the company's key cash flow to debt metrics to the
mid-Baa rating range during 2011, reflecting additional capital spending related debt
issuance and a stay-out provision that was a component of the most recent rate
settlement. As previously noted, we anticipate PA-AW C will quickly file for rate relief
during Q2-2011, as the stay-out provision abates, with new rates in effect by January
2012. We also expect the company to balance its construction axpenditures along the way
with both debt and equity issuance in a prudent and timely manner

PA-AWC's rating also considers its average 74% payout ratic and 11% Retained Cash Flow
(RCF) to Debt over the 2305-2008 timeframe. The up-streamed cash helps support parent
dividends and debt service on $3,2 billion of AWCC balance sheet debt at September 30,
2009 (this amount represents approximately 61% of American Water's consolidated long-
term debt). We note as well that no significant "ring-fencing” provisions exist at the utility
level that would restrict upstream cash flows to American Water As one of American
Water's top two strategic subsidiaries, we consider PA-AW C's dividend as relatively fixed in



nature.
Liquidity Profile

PA-AWC's liquigity includes its internally generated cash flow and a $100 million inter-
company line of credit with AWCC, Over the 12 months ended September 30, 2009, PA-
AWC generated approximately $246 million of funds from operations, including the non-
recurring deferred tax benefits. Over the past three years {2005-2008), PA-AWC’'s funds
from operations averaged $159 million, requiring a funding need toc meet same period
average capital expenditures of $180 million. Moody's expects PA-AWC will continue to be
in a negative free cash flow position over the next four quarters, as dividends to its parent
and capital expenditures will exceed internal cash flow sources, which should be met
through a mix of equity infusions from its parent and external capital market debt
financings through AWCC.

The extent to which American Water maintains good liguidity will be an important rating
consideration for PA-AWC. AW CC has full borrowing access to its parent's $840 million
revolving credit agreement, of which $155 million expires in September 2012 and $685
mitlion at September 15, 2013. The facility has same-day drawing availability and no
ongoing material adverse change clause, The lone financial covenant is maximum debt to
capitalization ratio of 70%, for which American Water's debt to cap was 57% as of
September 30, 2009,

Rating Outlook

The stabie outlook considers the company's cverall credit metrics that are appropriate for
the rating, but also anticipates the need for additional rate relief as the company upgrades
its infrastructure. In addition, the outlook reflects the constructive regulatory environment
in Pennsylvania and that American Water will maintain an adequate liguidity profile.

what Could Change the Rating - Up

The ratings for PA-AWC are not tikely to be coensidered for a ratings upgrade in the near
term, given our expectation of a slight weakening of the company's current credit metrics
as part of a rather large capital spending program. Moody's would consider the company's
rating for a potential upgrade if FFO to debt could reach the high teens while RCF to debt
achieved around 16%, on a sustainable basis.

What Could Change the Rating - Down

There are a number of factors that could likely place negative pressure on PA-AWC's
ratings. These factors include any significant deterioration in credit metrics, changes in the
regulatory framework that are deemed to potentially have a negative influence upon the
company's operations and failure to secure needed equity from American Water to maintain
its current financial position. In terms of credit metrics, should FFO to debt fali to 10% for
an extended period, downward rating pressure would increase,

Rating Factors

Pennsylvania-American Water Company

|Global Regulated Water Utilities Aaa | Aa A Baa | Ba B

Factor 1: Regulatory Environment and




Asset Ownership
{40%)
a) Stability & Predictability of Regulatory X
Environment
b} Asset Ownership Model X
¢) Cost and Investment Recovery (Ability and X
Timeliness)
d) Revenue Risk X
Factor 2: Operational Characteristics &
Asset Risk
(10%)
a) Operational Efficiency X
b) Scale of Capital Program and Asset X
Condition

Factor 3: Stability of Business Model &
Financial Structure
{10%)
a) Ability & willingness to Pursue X
Opportunistic Carp.
Activity
b) Ability & Wiliingness to Increase Leverage X
¢} Prroportion of Revenues Qutside Core X
Water and Wastewater

Factor 4: Key Credit Metrics (40%) 3-Yr
average

a} FFO + Interest / Interest X
b) Debt / Capitalization X
¢) FFO / Debt X
d) RCF / Capex X

Rating:
Indicated Rating from Methodology A3
Actual Rating Assigned Baal

i

Moody's Investors Service

CREDIT RATINGS ARE MIS'S CURRENT OPINIONS OF THE RELATIVE FUTURE
CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE
SECURITIES. MIS DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY
NOT MEET ITS CONTRACTUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE
AND ANY ESTIMATED FINANCIAL LOSS IN THE EVENT OF DEFAULT. CREDIT
RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT NOT LIMITED
TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT
RATINGS ARE NOT STATEMENTS OF CURRENT OR HISTORICAL FACT. CREDIT
RATINGS DO NOT CONSTITUTE INVESTMENT OR FINANCIAL ADVICE, AND
CREDIT RATINGS ARE NOT RECOMMENDATIONS TO PURCHASE, SELL, OR
HOLD PARTICULAR SECURITIES. CREDIT RATINGS DO NOT COMMENT ON
THE SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR INVESTOR. MIS
ISSUES ITS CREDIT RATINGS WITH THE EXPECTATION AND UNDERSTANDING
THAT EACH INVESTOR WILL MAKE ITS OWN STUDY AND EVALUATION OF
EACH SECURITY THAT IS UNDER CONSIDERATION FOR PURCHASE, HOLDING,



OR SALE.
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Qverview

* U,5, regulated water utility American Water Capital has issued its 528.5
million series 2009 unsecured bonds due 2039 through the Illinois Finance
Authority.

e We are assigning our 'BRB+' unsecured rating to the bonds.

# We are also affirming our 'BBB+' cerporate credit rating on American
Water Works Co. Inc. and its regulated and nonregulated subsidiaries.

¢ Ratings benefit from favorable regulatory cost-recovery mechanisms,
stable cash flows, absence of competition within existing service
territories, and relatively low operating risk.

Rating Action

On Sept. 16, 2009, Standard & Poor's Ratings Services assigned its ‘'BBB+'
unsecured debt rating to American Water Capital Corp.'s (AWCC) $286.% million
series 2009 water revenue bonds due Sept. 1, 2039. The Illinois Finance
authority issued the bonds for the company. AWCC will use bond proceeds to
finance the purchase of eguipment and facilities in Illinois-American Water
Co.'s {unrated) service territory.

At the same time, we affirmed cur 'BEB+' corporate credit rating on
American Water Works Cc. Inc. (AWW) and its subsidiaries, including AWCC. The
cutlook is stable.

The affirmation incorporates our expectation of continued adequate rate
relief over the intermediate term to address rising costs and increased
capital spending plans, and funding of its capital spending in a bkalanced
manner.,

Rationale

The ratings on AWW and its fﬁnding subsidiary AWCC reflect the consolidated
credit quality of AWW. A favorable competitive position, a diverse and
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supportive regulatery snvironment, and a stable, above-average service
Lerritory support AWW's 'excellent' business risk profile, AWW's regulatory
framework includes reasonably allowed returns on equity and varicus
cost-recovery mechanisms, including incentives for infrastructure
improvements. The company's geographic diversity provides it with some market,
cash flow, and regulatory diversification. We view AWR's operating risks
associated with its nonregulated coperations as falrly low. AWW's aggressive
financial profile, elevated capital-spending reguirements for infrastructure
replacement, increased compliance costs with water-quality standards, -~and the
company's reliance on acquisitions to provide growth partly offset these
strengths.

AWW provides regulated water and wastewater services to more than 3.3
miilion customers in 20 states. The company's regulated utility subsidiaries
represent almost 90% of total revenues, but have provided almost 100% of
adjusted EBIT for the past three years. The company's nonreqgulated
subsidiaries engage in water and wastewater facility management and
maintenance, as well as design and construction consulting services related to
water and wastewater plants., We view these nonregulated segments as having
modest incremental risk for AWW dus to their lack of cash flow contribution
and modest expected capital reguirements.

A state commission regulates each of AWW's requlated subsidiaries, which
supports revenue and cash [low stability. The average allowed return on equity
(ROE) in AWW's six largest jurisdictions, which account for about 75% of
consolidated revenues, is about 10.3%. This is about the average allowed ROE
in the water sector. In a number of jurisdictions, which represent about 50%
of consolidated revenues, the utility recovers replacement capital spending
between rate cases up to a stated percentaye. The importance of infrastructure
surcharge mechanisms has increased given AWW's capital program of up to 51
billion per year. Certain states also allow for surcharges related to the cost
of power, chemicals, and purchased water. For the next few years, we expect
AWW to file additional rate cases and request additional recovery mechanisms
to cover rising operating costs, capital expenditures, and pension and other
postretirement obligations.

Consolidated financial metrics are improving, and are acceptable for the
"BER+' rating. RWE AG's agreements to not file rate cases for up te three
years following its acqguisition of AWW in 2003, as well as significant
goodwill impairments, resulted in a deterioration of the financial profile. In
2008, regulatory commissions granted AWW $200 million of rate increases and
the company currently has £iled requests for an additional $280 million. The
company asked for the rate increases to cover rising operating costs, capital
expenditures, and pension and other postretirement obligations.

For the 12 months ended June 30, 200%, AWW's adjusted funds from
operations (FFQ) were $704 million. FFC te debt was 11.6%, which is acceptable
for the rating. Total debt to capital also improved to 60% at June 30, 2008,
compared with the $3% as at March 31, 2009, with the completion of $250
million equity issuance in June 2009, The uncertainties associated with the
timing of the company's rate cases and the substantially higher capital plans
are significant risks that may prevent adequate improvements to the company's
financial profile. We expect FFC to benefit from additional rate increases,
although & sustained improvement in consolidated FFO to debt may not
materiallze ¢given the company's financing needs.

Short-term credit factors

The 'A-2' short-term ratings on AWW and AWCC reflect sizable borrowing
capacity under the company's revolving credit facility and stable cash flows
from regulated subsidiaries. However, AWW's cash uses include high levels of
capital spending, substantial upcoming debt nmaturities, and common stock
dividends. Capital expenditures are projected at around $4 billion during the
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next five years for infrastructure replacements, new facility construction,
maintenance of water-guality and environmental standards, and system
reliability.

For the 12 months ended June 30, 2009, AWW generated 5608 million of cash
from operations. AWW's inteznal cash generation is insufficient to meet its
~ongoing operating and capital needs, and therefore requires periocdic access to
the capital markets. Scheduled debt maturities of $57 million in 2009, $45
million in 2010, and 535 million in 201l should be manageable given the
company's good access to the markets. AWW's annual dividends total about 5130
million. AWW issued about $250 million of equity and plans to issue a total of
about $300 million of tax-exempt debt in 2009. The company will use the
proceeds to fund some of its capital expenditure plans, as well as to reduce
shorb-term debt. We expect AWW to continue to fund its capital expenditures
through a prudent mix of debt and eguity.

As of Aug. 3, 200%, AWW had about 8633 miilion available undsr its $840
million revolving credit facility. A small portion {(15%) of the revelving
credit facility matures on Sept. 15, 2012, with the balance due Sept. 15,
2013. The company also has access to a $10 million short-term working-capital
1ine of credit. The company is in compliance with its various financial
covenants, which include a maximum debt to capital (with adjustments) of 0%
and restrictions on liens, distributions, debt incurred at AWW, and asset
sales.

Outlook

The stable outlock on AWCC and AWW reflects our expectation that the company
will receive supportive rate increases over the next three years to address
rising costs and increased capital spending plans. The current rating can
accommodate some acquisitions, assuming management funds the acquisitions in a
balanced manner, We could revise the outloock to negative if financial
performance stalls or deteriorates, whnich could result from substantial
debt-financing of capital expenditures or acquisitions, such that FTO to debt
falls below 9%, The outlook could also go to negative if rate increases or
allowed returns are set at levels substantially below the reguested figures
and rate case filings take significantly longer to be resolved than currently
expected. We could revise the cutloock to positive if higher-than-expected rate
increases or favorable cost recovery mechanisms allow for adjusted FFO to
total debt of closer to 12% and adjusted leverage petween 50% and 55%.

Related Research

e "Criteria: Key Credit Factors: Business Angd Financial Risks In the
ITnvestor-Owned Utilities Industry" published Nov. 26, 2008.

e "Industry Report Card: U.5. Investor-Owned Water Utilities Successfully
Navigate Turbulent Financial Markets" published July 10, 2009,

Ratings List
Ratings Affirmed

American Water Works Co. Inc.

Corporate credit rating BBB+/Stable/A-2
American Water Capital Corp.

Corporate credit rating BRB+/Stable/A-2
Senior unsecured BBE+

Commercial paper A-2

New Rating
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American Water Capital Corp.
$28.5 mil. water rev bonds ser Z200%B due 2039 BBB+

Compiete ratings information is avallable to RatingsDirect subscribers at

www . ratingsdirect.com. All ratings affected by this rating action can be found
on Standard & Poor's public Web site at www.standardandpoors.com; select your

preferred country or region, then Ratings in the left navigation bar, followed
by Find a Rating.

Copyright © 2009 Standard & Poor's. All rights reserved.
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FR VIL.19
Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL19

Pennsylvania-American Water Company
Northeast Wastewater Operations

VII. Rate of Return

19. Supply copies of all presentations by the Company’s and, if applicable, its
parent’s management and securities analysts during the past 2 years,
including presentations of financial projections.

Answer: Please see attached



Don Correll -

President & Chief Executive Officer -

‘American Water
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FR VIL.20
Pennsylvania-American Water Company
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR V1120

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VII. Rate of Return

20. Please provide a listing of all securities issuances for the Company and, if
applicable, its parent projected for the next two years. The response shall
identify for cach projected issuance date, dollar amount, type of security, and
effective cost rate.

Answer: Pennsylvania American Water expects to utilize a combination of AWCC,
PEDFA, and Pennvest to meet its financing needs during the next two year
period.

2009

On April 8, 2009 PAWC secured $80M tax exempt debt to finance water ($33M) and

Coatesville wastewater ($47M) projects through the Pennsylvania Economic

Development Authority (“PEDFA™) at an interest rate of 6.2%.

During 2009 Pennvest financing of approximately $2.3M closed and was received in
2009. The interest rate for the first 5 years is 1.274%.

$93.165 million of tax exempt mandatory put bonds were refinanced for 30 years at a
fixed rate of 5.50%.

Pennsylvania-American Water had $53M in 3 variable rate tax-exempt bonds that it was
unable to remarket. The Company was required to purchase these bonds in house and
remarket them on 5/21/09 at fixed rates from 6.00% to 6.75%.

2010 & 2011

PAWC expects to secure long term debt during 2010 and 2011, based on projected
capital investment, The Company is in the process of obtaining approval to close on
approximately $21 million in Pennvest financing during 2010. In addition the Company
is in the process of assessing the level of external capital required and the source of
available funding. Interest rates would be comparable to that of similarly rated
companies and similarly structured debt instruments.



FR VIL21
Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL.21

Pennsylvania-American Water Company
Northeast Wastewater Operations

V11, Rate of Return

21. Please identify any plan by the Company to refinance high cost long-term debt
or preferred stock.

Answer: The Pennsylvania-American Water Company has no current plans to
refinance the few remaining high cost long-term debt or preferred stock due to
make-whole provisions, premiums or mortgage indenture restrictions.



FR V11.22

Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL22

Pennsylvania-American Water Company
Northeast Wastewater Operations

VII. Rate of Return

22, Please provide copies of all securities analysts’ reports relating 1o the
Company and its parent, or both, issued within the past 2 years.

Answer: See attached reports. We have a policy not to distribute analyst research.

Research Report Disclaimer

“The attached reports on American Water Works Company, Inc. represent
the opinions of third party companies. American Water neither endorses
the material, nor undertakes an obligation to publicly update any
subsequent distributions by these or other research companies.”

The Company has attached four of the most recent security analyst reports
relating to American Water Works. Due to the voluminous nature of
providing all of the reports herein, the remaining analyst reports will be
made available on request.



FR VIL.22

Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL.22

Pennsylvania-American Water Company
Northeast Wastewater Operations

VII. Rate of Return

22. Please provide copies of all securities analysts’ reports relating to the
Company and its parent, or both, issued within the past 2 years.

Answer: See attached reports. We have a policy not to distribute analyst research.

Research Report Disclaimer

“The attached reports on American Water Works Company, Inc. represent
the opinions of third parly companies. American Water neither endorses
the material, nor undertakes an obligation to publicly update any
subsequent distributions by these or other research companies.”

The Company has attached four of the most recent security analyst reports
for each of 2008 and 2009 relating to American Water Works. Due to the
voluminous nature of providing all of the reports herein, the remaining
analyst reports will be made available on request.



American Water Works Company, Inc. (AWIK/NYSE)
August 6, 2009

Michael Gaugler, 212-702-6539 gauglerm@bmur.com
Christopher Noon; 212-702-6623 noonc@bmur.com
Reports 2Q09 Results; Maintaining Buy Rating, $28 Target Price Buy
Investment Summary Target Price: 528
American Water Warks reported 2Q0% resuits that were slightly ahead of expectations. Price $20.00
Revenue in the guarter of $612.7 million (a 4% YoY increase) came in ahead of our $610 52-Week High/Low $23.12-16.22
million estimate and EPS of $0.32 was nicely above our estimate of $0.29. These Shares Outstanding (mm) 174.56
impressive results come in the face of exceptionatly wet weather in the Northeast during Market Cap. (mm 4349124
the quarter (most notably May and June), and also reflects the company's ability to Average Daily Yolume (mm) 0.80

manage its cost structure. In the regulated business, revenue increased by $28.7 million,
and totzl general rate cases now total $17.7 million for the first half of the year. As of

July 31, 2009, AWK was awaiting final orders for general rate cases totaling $258.1 | BPS FY08A FY09E FY10E
million in additional revenue. The company’s non-regulated business decreased by 4.1% | Ma’ $0.08 $0.19A 50.18
YoY due to lower revenue in the Contract Operations Group and Applied Water |Jun $0.30 $0.32A $0.39
Management Groun, which was partially offset by an increase in revenues in the Prior - 50.29 -
Homeowner Services Group. Looking forward, we believe American Water Works is well | 5¢P $0.55 $0.53 50.54
positioned to benefit from additional rate increasas, tuck-in acquisitions, and plannec | Prior - - 50.55
capital expenditures. We are maintaining our Buy rating and $28 target price, based on a Dec $0.23 $0.30 50.31
P/€ multiple of 20x cur 2010 £PS estimate of $1.41, Prior - 50.29 -

FY $1.16 $1.34 $1.41

Prior - S1.30 $1.43
Discussion

Consensus - $1.32 $1.45

v Solid 2Q09 results. American Water Works’ 2Q09 results were ahead of estimates
on both the top and bottom line, Revenue of $612.7 million increased 4% from the P/E 17.3x 14.9% 14.2x
same quarter last year and beat our $610 million estimate. Contributing to the | FY Rev.
increase was the Regulated Business, which saw its revenue increase by $28.7 {mm}
million. These results are especially impressive given the wet weather in the

$2,336.99 $2,512.76 52,690.34

Northeast {most notably Pennsylvania and New Jersey). Total volume sold actually e bty ’ rew
decreased 5.5% in the quarter from the same period last year, which resulted in a »
524 million reduction in revenue ($0.08 per share). The company’s non-regulated f}‘h‘%

business saw its revenue decrease 4.1% from the same quarter last year. Overall, F W’%f ‘ »
we are impressed with the results given the miserable weather conditions AWK was m .
faced with across approximately 50% of its service territory. -

i o

Lrpe.

= Rate case update. AWK received additional rate increases in the gquarter of $12.5 JL s
million, which brings the YTD total to $17.7 million. The company also filed rate = O
applications in the quarter in indiana, lowa, Ohio, Pennsylvania, Maryland and | Source: BigCharts.com

lliinois, requesting an additional $182.6 miltion. As of July 31, 2009, the company
was awaiting final orders for rate cases in 10 states, totaling $258.1 million in
zdditional revenue.

= Adjusting estimates, Based on the results reported for 2Q09, we are adjusting our
forward estimales as follows: our 2009 EPS estimate is now $1.34 up from $1.30,
and our 2010 EPS estimate is now $1.41, down from $1.43. We consider the
changes insignificant from a valuation perspective. We will make further
adjustments if needed after the conference cali scheduled for 9 AM ET today.

Please see the second to last page and last page of this document for important disclosures. 1



American Water Works Company, Inc. (AWK/NYSE)

Valuation. Based on the results of our summary valuation, we are maintaining our Buy rating and 528 target price. Judging the shares by 3
criteria — dividend yield, projected long-term growth and valuation relative to the U.S. water utility peer group —~ we believe the shares of
American Water Work_s rank as among the most attractive from current share price leveis. We continue to expect the valuation gap between
AWK and the water utility peer group to ¢lose {on a P/E basis) based on 1) continued successful recovery of costs through rate relief across the
service territories, 2} continued unwinding of the RWE ownership position, and 3} its structured capital expense programs to improve water
delivery and quality. Our $28 target price is based on a P/E multiple of 20x our 2010 EPS estimate of $1.41, and we recommend investors
continue to accumulate shares or add to positions at current levels,

Risks. Weather, acquisition integration, regulatory environment, additional equity offerings, potential goodwill impairments and changes in
interest rates.

SUMMARY OF AMERICAN WATER WORKS VALUATION ANALYSIS

feisiia] oom
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Revenue

$10.00 $16.00 $20.G0 $26.00 $30.00 $35.00 $40.00

s : i Current Trading -=> " Valuation Multiple | - : " Implied Share Prica:".. " ©
Metric Muitlple Low High | Low s U High”
{DDM $21.87 528.32
COMPI200E Eamnings 160 w0 $27 54 $36.62
210E PE 123 130 9.0 $153 S26.76
EViZ010E FERTDA 1 0 10.0 836 $25 3
EVI2010E Sales 34 3L 4.0 $13.26 $28.07

Source: Company reports, Arean Murray, Carret & Co. estimates

Water Utility Segment Comparisons

Poer Group Analysis . i . ... . OBI0BIOY ... . MKLCAp - EPS. . EPS .~ .EPS. . EPS. _ PIE .. PE PIE . PIE . EstLTEPS
Company Name " '12% Ticker ' 'Price -~ Rating : - (MM} > - /CY07- 5=~ CYQB " CYDOE “CY10E - 'CY07 - CYOBE - CYOYE CYI0E ~ Growth
AMERICAN WATER WORKS AWK $19.99 BUY  $3489 NA $1.16 $1.32 3145 MA  17.2x  15.1x  13.Bx 10.0%
AQUA AMERICA WTR  $18.12 BUY  $2458 8072  $073 $0.84 $092  252x  24.8x  216x 19.7x 9.0%
CALIFORNIA WATER CWT  $37.99 BUY $788  $1.50  $1.90 $209  $247  253x  200x  182x  175x 8.0%
AMER STATES WATER AWR  $3684 HOLD $675  $1.56 $156 $165 $187  236x  236x  223x  19.7x 4.0%
SIW SIW  $2199 HOLD $406 5104 $146 $0.85 $142  211x  190x  259x  196x NA|
Group Average 23.8x 20.9x% 206x  18,1x 7.8%
Source: Baseline

Peor Group Analysis - - .. . GBOBIOD - . - DKL, CAp . Gurrent Target . Target . Price . Frice . Target .Upside . Yiald .
CompanyName. /" - . “Ticker . Price Rating " (MM} Multiple ; Muttiple ‘Muitiple "Range - Rsange ‘.- Price ' Potential ' -

I S e T oy g {Low) L {HEghY L ibw) gy

AMERICAN WATER WORKS AWK $2066  $28,28

AQUA AMERICA WTR $18.12 BUY $2,458 19.7x 19.0x 26.0x $17,48’ $23.92 $26.00 43% 3.0%
CALIFORNIA WATER CWT $37.99 BUY $768 17.5x% 16.0x 21.0x %3472 $45.57 $44.00 16% 31N%

AMER STATES WATER AWR $36.84 HOLD $675 19.7x 16.0x 21.0x %2992 $39.27 MA NA 2.7%

SJw SIW $21.99 HOLD $406 19.6x 16.0x 220%x $17.92 $24.64 NA NA 3.0%

Sources: Baseline, Brean Murray, Carret & Co.

Brean Muarray, Carret & Co Eguity Research
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American Water Works Company, Inc. (AWK/NYSE)

American Watar Works Company, fne., 2008E
PRl ancept par shaie data
Fi15e3l cear snds Decamber 31

Rata or Rate or Rote or Rate or Rate ot
1009 Margin 2Q09 Margin 3IQ0SE Fargin Q008 Margin 20088 fargin

Operating Revenues 550.2 612.7 1069 2817

Crperation and Mamienance 3043 579 336 6 5477 R

Depreciation and amomization 583 3% 732 2"

General taxes a4 0% ity o% "

Loss [yan: on sales of assels G2 03 055

Impairmant charges ' 42010 er% 0%

Total eperasing expensey. net " 4333 P9 43S 75% 7
Operating inconre 1147 7 21% 157.2 7 26%

Interest nat 172 03 12 1% 73 n 20% 7

Amortization of debt axpense {14} -0 3% 115 0.2% 7

Ulher net 83 1’ 42 07%"

Total gther income (deductions} hI R 12057 i1y 1184 "
Earnings from cont. ops helore income taxes 757 8.6% 861" 14.1%

Income taxes 175 a7 341 agon "
Earnings freny cont, ops 08T 5.4% 5207 8.5%

Income : {loss) o discontnued eperalicns nael of tax S 08% - 00% :
fet income .9 52.0 7 8.5% 925"
Earnings per share:

Frem continuing operations $0.1% 50.32 $0.53 $0.30 $1.34

Average commion shares o ststanding 160 153 123 174 193
American Water Works Company, Inc., 2010E
151 excepl per share data:
Fiscal ear encs Decembar 31

Rate or tate ot Rate or Rate ai Ratg of
1010F Mariin 200K Fargiin 3Q10F Margin HOHOE Margin 20108 Margin

Operating Revenues

Qperation and mamtenance
Cepreciation and amonization
Oenersl laxes

Loss (gan; on sales of assets
impainment charges

Tatal operating expenses, net
Operating income

Interest net

Amcitization of dsht expensa
Other net

Total gther income [deduntons)
Earnings from cont. ops belore inconte taxes
Income taxes

Earnings from cont. ops

G676 £.699.3

U7
1.T%
E VRS

1634

. u; . BRES .
Hel income o MY 1 10.6% 950 "

Earnings per share:
From continuing eperations £0.18 $0.38 $0.64

$0.31 $1.41
Arerage commaon shares outstanding 17¢ 134 154 1o 153

Source: Company Reports, 8rean Murray, Carret & Co. estimates
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important Disclosures

Ratings and Target Price History

Brean Murray, Carret & Co. ratings for AWK (AMERICAN WTR WKS CQ INC NEW)
Closing Price Aug 05, 2009: $20
G7/01/09
B:$19.11
T. $28
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Legend, & Investars.com
B=Buy, T=Price Tamet
L Initiated/Resumed Postive
i New rating scale: Sep 18, 2008: Buy, Hold, Sefl, Not Rated

All prices are as of the market close on 8/5/20089.

Brean Murray, Carret & Co., LLC has managed or co-managed a public offering or placement of securities of American Water Works Company,
Inc. within the past 12 months.

American Water Works Company, Inc. is, or within the last 12 months has been, a client of Brean Murray, Carret & Co., LLC, and investment
~ banking and/or advisory services are being, or have been provided.

Brean Murray, Carret & Co., LLC expects to receive compensation or intends o seek compensation for investment banking and/or advisory
services from American Water Works Company, inc. within the next 3 months,

In the normal course of its business, Brean Murray, Carret & Co., LLC does and intends to seek compensatian for investment banking and/or
non-investment banking services from the companies in its coverage universe. As a result, investors shouid be aware that the Firm may have a
conflict of interest that could affect the objectivity of this repert. Investors should consider this report as anly a single factor in making their
investment decisions. Non-U.5, research analysts that may have contributed to this report are not registered/qualified as research analysts
with the FINRA,

The rasearch analyst{s) or research associate{s} principally responsible far the preparation of this research report has received compensation
based upon various factors, including quality of research, investor client feedback, stock picking, competitive factors and firm revenues. The

compensation is determined exclusively by research management and senior management (not including investment banking).

Brean Murray, Catret & Co. Stock Rating System

Brean Murray, Carrel & Co. Equity Research



American Water Works Company, in¢. {AWI(/NYSE)

Buy - Expected to appreciate by at least 10% within the next 12 months.
Hold - Fully valued, not expected to appreciate or decline materially within the next 12 months,
Sell - Expected to decline by at least 10% within the next 12 months.

# of IB-Related Securities in

# of Securities % of Total Securities Past 12 mos. % of Total Securities
BUY 98 58.68% 10 10.2%
HOLD 59 35.33% 1 1.69%
SELL 8 4.79% ¢l 0%
NOT RATED 2 1.2% 0 0%
TOTAL 167

Note : Stock price volatility may cause temporary non-alignment of some ratings with some target prices.

Valuation Methodology and Risks

American Water Works {AWK): Our $28 target price is based on the shares achieving a P/E multiple of 20x our 2010 EPS estimate of $1.41.
Risks to the achievement of our target price include weather, acquisition integration, regulatory environment, additional equity offerings,
potential goodwill impatrments and changes in interest rates.

Analyst Certification

We, Michael Gaugler and Christopher Noon, hereby certify that the views expressed in this research report accurately reflect our personal
views about any and all of the subject securities or issuers referred to in this document. The analyst and asscciate analyst further certify that
they have not received and will not be recelving direct or indirect compensation in exchange for expressing the recommendation contained in
this publication.

Disclaimers

Some companies that Brean Murray, Carret & Co., LLC follows are emerging growth companies whose securities typicaily invoive a higher
degree of risk and moere volatility than the securities of more established companies. The securities discussed in Brean Murray, Carret & Co.,
LLC research reports may not be suitable for some investors. Investors must make their own determination as to the appropriateness of an
investment in any securities referred to herein, based on their specific investment objectives, financial status and risk toterance, This report
may discuss numerous securities, some of which may not be qualified for sale in certain states and to certain categories of investors. Readers
are advised that this analysis report is issued salely for informational purposes and is not to be construed as an offer to sell or the solicitation
of an offer to buy. The information contained herein is based on sources which we belfieve to be reliable but is not guaranteed by us as being
accurate and does not purport to be a complete statement or summary of the available data on the company, industry or security discussed in
the report. Designated trademarks and brands are the property of their respective owners. Past performance is no guarantee of future results.
Any opinions expressed herein are statements of our judgment as of the date of publication and are subject to change without notice. Entities
including but not limited to the Firm, its officers, directors, employees, customers, affiliates may have a position, long or short, in the
securities referred to herein, and/or other related securities, and from time to time may increase or decrease such position or take a contra
position. The Firm (or persons related thereto) may make a market in the securities mentioned herein, and may from time to time perform
investment banking or other services for, or solicit investment banking or other business frem, and may have other relationships with any
company mentioned in this report, Brean Murray, Carret & Co., LLC is a member of SIPC, FINRA, licensed with various state securities
regulatory authorities, and a registered U.S. Broker-Dealer. No part of this report may be reproduced in any form without the exXpress
permission of Brean Murray, Carret & Co., LLC. Additional information is avatlable upon request.

Brean Murray, Carret & Co. Equity Research 3
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American Water Works
(AWK) - BUY

Price: $19.80

FFair Valuc Estimate: £26.00

52-Weck Range: $23.12-816.22

Market Cap (MM): $3,457

Shr.O/S-Diluted (mm}: 174.6

Average Daily Volume: 1,121,324

Dividend: $0.80

Yicld: 4.0%

FYE: Dec 2008A  2009E 20108

EPS: $1.12 $1.36 $1.50

li’rior EPS: $1.33 NC

P/E Ratio: 17.7x REXSS 13.2x

Quarterly EPS: y

Q1 $0.04 F0.19A -

Q2 $0.30 50324 -

Q3 $0.55 30,58 -

Q4 $0.23 10.26 --

EPS: Excludes impairment charges; guariers may
of S fo anaticd due 1o rowiding

1 Year Price History for AWK
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realed by BlueMatr

Another Good Quarter and More in the
Pipeline; Maintain BUY

INVESTMENT CONCLUSION:

Yes, il's still a "boring" water utility with a long-term view, but we like il. American
Walter is simply getling the job done, as H promised when it came back o the public
markets {ast year. It followed up 2 strong first quarier with solid results in the second
quarter, and we expect strong growth to contlinue through 2009. Management filed
several significant cases in key jurisdictions during the quarter, and awards received in
the last twelve months more than offset a declining usage patlern. Industrial usage
dropped 17% in the quarter and residential usage dropped 5%, the latier mainly due to
wel northeast weather. Investor caution around the RWE overhang was somewhat
amecliorated after the June offering, but the overhang remains. Overall the company is
growing as planned: spending $400 miiflion in the first half of the year, awailing
authorizations on $258 million in requested Alings, and progressing on acquisitions,
We've revised our 2009 estimate to $1.36 from $1.33 and maintain cur 2010 estimate
of §1.50, though we sce opportunity for further upside next year. We maintain our
BUY and 12-month fair value of $26,

KEY POINTS:

* Second Quarter Results: American Watcer reported 2Q carnings of $0.32/share, a
penny ahead of our estimate and consensus, and up 14% year over year. Despife a
5.5% decline in volumetric send-out, revenue grew 4% over the same period last
year due to $46.5 million in new rales. The efficiency ratic improved 210 basis
points to 54%, and operating margin improved to 25.7% from 24.2% last year.
Lower than expected interest expense also helped on the bottom line. Operating
cash flow for the first six months was $228.7 million, suggesting that our full-year
expectation of $500-600 million is on target.

Capital & Growth: American sold 14.5 million shares in June and completed
severat debt issuances in the second quarter amounting to $275 million (3360
million so far in 2009). These funds, along with the intematly generated cash flow
are being put fo work. American is on schedule to spend $800 million in 2009, The
company is growing via projects in NJ and Texas. The company is also returning
capifal to sharcholders via the recent 5% dividend increase ({o $0.21/quarter) - ifs
first increase since rejoining the public cquity markets.

Rate Activity: Rale awards received in the second quarter were modest at $12.5
million, mainly a $10 million award in Kentucky. American filed significant cases
in the quarter, however, and now has over $258 million in pending requests, up
from $104 million at the start of the year.

Valuation Attractive: While it has recovered in recent weeks, the stock continues
to trade at a steep discount to peers al a P/E of around 15x and 13x our 2009 and
2010 cstimates and a 8.3x on a 2010 EV/EBITDA multiple, Our 12-18 month
outlook remains positive, as rates {low in and organic growth gradually recovers
along with the economy. We maintain our BUY rating and $26 fair value.

Research Analyst Certifications and Important Bisclosures
are on pages 5 - 6 of this report



VALUATION SUMMARY:

Since the equity offering in carly June, AWK shares have steadily increased from around $17 to over §20 (10.1% increase in
the last three months), Year to date, the stock is down 4.2% compared to the average decline of 11% among the larger
investor-owned water utilitics (excluding SouthWest Water’s rebound).

On a P/E basis, American trades at about 15x and 13x our 2009 & 2010 estimates respectively, compared fo the current peer
group average of 23x and 20x. On an EV/EBITDA basis, the company trades at 8.3x our current 2010 EBITDA estimate vs.
the group average of 9.7x. On a price/book basis, the stock is currently trading at about 1.1x on “adjusted sharcholder
equity” (including the estimated portion of geodwill that is captured in rate base), a large discount to the group average of
1.8x book vatue. Our fair valuc of $26 implies a 2009 P/E of 19x and 2010 P/E of 17x. This compares to the assumed group
P/E multipics of 23x and 20x 2009 and 2010 estimates, respectively. Our fair value assumes a 2010 EV/EBITDA multiple of
9.3x, compared to.the peer group average of 9.5x. American’s higher debt load compared to the group accounts for the
higher current EVZEBITIDA multiple relative to peers, The estimated 2009 ROE on adjusted equity {including a portion of
goodwill) is now over 7% -- a steadily improving metric which still offers plenty of room for upside relative to the
company’s average allowed ROE in the 10-10.5% range.

Current Data Points American Water Works (AWK)

g;lce tstandt $f§f 2 2008  2009E  2010E
Maf;iif f:ps(?ﬁqﬁ?g 3.490.2| |Sales (§ bil) 2,336.9 25120 27500
Net debt/total capital 57.7%)| |Revenue growth 5.5% 7.5% 8.5%
Net debt 5363.2 | |Price/Sales 1.5% 1.4% 1.3x
Sharehoiders equity 3,928.2 | |EBITDA ($ mil} 831.2 9624 10698
Adjusted shareholders equity™ 3,203.2 EBITDA Growth 5.1% 15.8%

Est. 2009 ROE, excl goodwill 5.8%| |Price/EBITDA 4.2x 3.6x 3.3x
Est. 2009 ROE on adjusted equity 7.2%| |EV/EBITDA 10.7x 9.2x 8.3x
Book value/share $22.51 Reported net income (562.4) (213.8) 267.6
Price/Book 0.9x| limpairment & cne-time costs 741.6 443.0 -
Goodwill 1,250.1 | [Net income ex impairment* 179.2 2292 267.6
Adjusted book value/share $18.36 | |EPS ex one-time items $1.12 $1.36 $1.50
Price/book, adjusted 1.1x| |EPS Growth 5.2%  21.7%  10.3%
2009 Dividend $0.82| |P/E 17.9x 14.7x 13.3x
Dividend Payout Ratio™ 60%| |*Net income ex impairment and one-time costs, net of tax

Yield 31%0 “source: Company data, Janney Estimates

*Adjusted equity includes est. portion of

goodwill captured in rate base for ROE

*Payout ratio based on 2009E EPS excl.

impairment chy

Source: Company dafa, Janney Estimates




Cash flow and capex. American is using internally penerated cash flow as well as new equity and debt to fund its capital
investment program. The $400 million in capex spent in the first haif was partially funded with some of the $228.7 million in
operating cash flow generated so far in the year. We still anticipate that the company can generate $500-600 miflion in
operating cash flow in 2009 compared to plans for $800 million in capex and approximately $138 million in dividend
payments. The shortfall will be funded with equity capital raised in Junc and ongoing debt issuances, a typical financing plan
for water utilities.

RECENT RATE ACTIVITY: American secured $12.5 million in new annualized revenue through general rate cases in the
second quarter, primarily from a $10 million Kentucky case effective June 17, Paired with the West Virginia case received in
the first quarter, the company has now been granted $17.7 million in 2009 in general rate case awards. An additional $21
million in surcharges was finalized so far in 2009,

American was busy in the second quarter filing new cases in key states, specifically in PA, IN, IL, IA and most recently in
OH and AZ as noted in the exhibit below. In lowa, the company has implemented $6.8 million in interim rates subject to
refund pending final case approval. The most recent significant cases request 129%-12.25% allowed ROEs. We belicve the
higher requests reflect the higher equity risk we are now seeing in the financial markets, and allowed ROEs may be trending
upward slightly from the 10.0-10.2% average we’ve typically seen in the last couple of years.  As a reminder, we typically
expect 1o see awards averaging about 60% of requests.

File Water/ Req.
State Date  Sewer Reglon % Increase § Increase (M) Docket # ROE  Status Summary
NJ DSIC Mechanism N/A N/A WO08050358 N/A  Delayed at July 291h meeling.
CA 123109  Waler - -Sacramenlo, 51.3% & 10.25%; - $26.1M, 36.6M,-  "AQ901313 - 10.20% . Public hearings held in eary
L - LA, & Larkfield | 41.3% & 4.1%; - combined 2010 & - ) - Juna. Two cities recently
@ | Dislficts - 23.4% &4.07% . 2011 approved as intervenors.
{ AZ  5/1/0B  Waler & 10 Districls 26.4%-169% $20M W-01303A-08- 11.75% Waiting on repos from AlLJ,
30 S 0227
ewer 2
& | pa 42400 - Waler - Congoligated - - 13% -7 v % U$58M. T T Ri2009-- 12.00% Discovery phase.
§ iN  4/30/09 Waler Muncie . 38% h $46.9M . 43680 12.00% Discovery phase
E 1A 4/30/09" Water . 'Quad City/ ~* 31% average " '$9.4M " RPU-D9-TBD " 12.20% Discovery phase
T Clinton B R A :
O 5/72/09 Waler & Mulliple T1%-78% $8.8M 09-391-WS-  12.20% Discovery phase
Sewer AR
[ -5i29/09 :'-Walg_r ©Metro-East ;. 28% average -1 . $58.6M ... . T 09-TBD. . - 12.26% Discovery phase
AZ  Ti2/09 Water & Multiple N/A $20.6 TBD 12.25% Discovery phase
Sewer

American has filed for a Distribution System Improvement Charge (DSIC) in New Jersey, This mechanism is utilized in
several states and allows the company to immediately begin recovering the cost of {(and earn a return on) qualifying plant
{usually pipe), instead of waiting for the next general rate filing, American requested a 7.5% cap on DSIC increases between
rate cases, the level it currently receives in PA, At the end of July, the NJ Board of Public Utilitics (BPU) delayed approval
of the surcharge. At the same fime the BPU requested a management audit of New Jersey American, a common industry
practice, to review practices & procedures. Regulatory audits are a part of business as usual, and this audit appears 1o be
unrelated to the DSIC filing and more a function of the time lapsed since the last audit in 1997,

EARNINGS OUTLOOK:

We have raised our 2009 estimate to $1.36 from $1.33, accounting for a lower interest expense and the carnings beat in 2Q
relative 10 our forecast. We are currently forecasting approximately 7.5% revenue growth for the year, versus 8% previously
in light of the wet summer and hamstrung industrial demand. We expect continued improvements in the operating expense
ratio, which improved to 54% from 56.1% in the same period last year, ahead of our forecast. We expect to sce
improvements of 200 bps per quarter in coming quarters, with the expense ratio for the year dropping to 53% of revenues
from 56% in 2008.

Most of the outstanding debt in the second guarter was commercial paper and revolving credit borrowings that carried low
interest rates of 25-100 basis points. With longer term debt issued to pay down the short term loans, the interest expense




should pick up in the second half based on rates for the longer term debt of 6-6.5%. Our interest expense assumptions had
been too high in the second quarter and we have brought them down to $80 million from $85 million in the third quarter, with
a similar $5 reduction in the fourth quarter.

We have maintained our 2010 estimate of $1.50, which includes 9% revenue growth, assuming normalized weather after two
unusually wet summers and a more modest improvement in the operating expense ratio of only 50 basis points. However, if
American can continue its pace of rate cascs without significant additional operating expense growth, we believe it could
generate better leverage from its existing asset base.

The non-regulated segment has been quiet as all eyes seem focused on getting the regulated utility back up to speed, but we
may sce a reswmption of growth in the military base business and municipal contracts business in the next one to two years.
Given economic conditions and municipal budgets, we have been hearing more discussion of privatization and outsourcing in
recent months, While transactions take time te develop, we continue to believe this part of American Waler’s business has
significant growth potential over the next scveral years.  For the first six months of 2009, revenues in the segment were
down slightly year over year, to $122 million from §128 million, but EBIT contribution improved to $10.1 million from $9.3
million last ycar on better operating margins.

SECOND QUARTER REVIEW:

Revenue. American posted revenue growth of 4% in the second guarter to $613 million. This growth came despite a 5.5%
volumetric usage Jecline, inciuding a 16% decline in the industrial customer class, which makes up about 3% of total
revenues. These usage declines are sequentially worse than the first quarter, a result of wet weather in the Northeast.  More
than offsetting the total 5.3 billion gallon shortfall in sendout ($24 million decline versus last year) was $46.5 million in rate
awards. The remaining incremental revenue came from surcharges and acquisitions offset by a decrease in contract
operations. The unregulated business revenue fell 4%, or $2.8 million, to $64 million, due to a decline in the contract
operations business partially offset by the Homeowner Services Group.

Operating Costs. Year over year, total operating & maintenance (O&M) expenses in the quarter were {lat due in part to the
decreased send-out, leading to an improved cfficiency ratio of 54% from 56%. Production costs were up, led by a 31%
increase in chemical costs, a year over year trend that should persist despite somewhat lower chemical costs since the
beginning of the year. Employec costs were up slightly, driven by increased pension costs. Notably the “other™ cost line
flem jumped $6.8 million, about half of which is related to a one-time charge for disallowed rate case expenses in California
atong with overall higher rate case costs associated with the increased number of filings. We now anticipate a 7% increase in
employee costs in 2009, driven mainly by pension expense.

Pension expense. We had expected American’s pension expense to grow in 2009, and this was cvident in the 30% year over
year increase in the second quarter. The jump i expenses is a result of increased amortization of actuarial losses on plan
assets associated with stock declines. Management is working with regulators in certain states that currently do not allow for
recovery of these costs in the regulatory process but the increased costs remain a drag on margins this ycar.

Depreciation & Amortization. Depreciation as a percentage of revenue increased to 12% from }1.4% and in absolute terms
increased 8.8%. We expect depreciation to incrcase 8.5% in 2009 as a result of robust capital spending but remain stable as a
percentage of revenne.

Growth, Americai™s acquisition of four township water systems outside of Trenton, for $80 million is sill pending. With
the timing of closing still unclear, we have assumed a modest penny enhancement to 2009 EPS, although this could easily
slip into 2010, Specifically on Trenton, citizens have asked to put the acquisition approval to a referendum which has
stretched out the approval process. The company is alse growing in New Jersey in Pine Hill {pipeline extension), Warren
Township (3 treatmént plants), and the ongoing Trenton suburbs acquisition. In Texas, the company is working on a 50,000
GPD desalination pilot program, highlighting the variety of opportunities American has to capitalize on,

Dividend. American’s Board of Directors increased the quarterly cash dividend by 5% to $0.21 from $0.20; payable
September 1. This is the company’s fifth dividend payment and first increase since the IPQ. We expect the company 10
maintain a 50%-70% payout ratio and pay $0.82 in total dividend in 2009,
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Company Description

American Water is the largest investor-owned water and wastewater uiility in the U.S., serving approximately 15.6 million people
in 32 states across the U.S. & Oniario, Canada. Iis primary business as a regulated utility operation accounts for 90% of
revenue, supplemented by small, but growing, non-regulated businesses.

IMPORTANT DISCLOSURES

Research Analyst Certification

I, Debra G. Coy and Heike M. Doerr, the Primarily Responsible Analyst for this research report, hereby certify that all of the
views expressed in this research report accurately reflect my personal views about any and all of the subject securities or issuers.
No part of my compensation was, is, or will be, directly or indirectly, related to the specific recommendations or views [
expressed in this rescarch report.

Janney Montgomery Scott LLC ("JMS") Equity Research Disclosure Legend

JMS is a market maker in the sccurities of AWK, and may at any time hold a long or short position in this security.

IMS or an affiliate managed or co-managed a public offering of AWK security in the past 12 months.
JMS or an affiliate received compensation for investment banking services from AWK security in the past 12 months.

JMS may seck compensation for investment banking services from the subject company (les) AWK sccurity in the nexl 3
months.

The research analyst is compensated based on, in part, JMS’s profitability, which includes its investment banking revenues.

Definition of Ratinus

BUY: Janney expects that the subject company will appreciate in value. Additionally, we expect that the subject company will
outperform comparabie companies within its sector.

NEUTRAL: Janney believes that the subject company is fairly valued and will perform in line with comparable companies
within its sector. [nvestors may add to current positions on short-term weakness and sell on strength as the valuations or
fundamentals become more or less attractive.

SELL: Janncy expecis that the subject company will likely decline in value and wili underperform comparable companies
within its sector.
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1B Serv./Past 12 Mos.

Rating Count Percent Count Percent
8UY [B] 136 51 11 8
NEUTRAL [N] 125 47 5 4
SELL [8] 5 2 0 0.00

*Percentages of each rating category where JMS has performed Investment Banking services over the
past 12 months,

Other Disclosures

Investment opinions are based on cach stock’s 6-12 month return potential, Our ratings are not based on formal price targets,
however our analysts will discuss fair value and/or target price ranges in research reports. Decisions to buy or seli a stock should
be based on the investor’s investment objectives and risk tolerance and should not rely solely on the rating. Investors should
read carefully the entive research report, which provides & more complete discussion of the analyst’s views,

This rescarch report is provided for informational purposes only and shall in no event be construed as an offer to seli or a
solicitation of an offer to buy any securities. The information described herein is taken from sources which we believe to be
reliable, but the accuracy and completeness of such information is not guaranteed by us. The opinions expressed herein may be
given only such weight as opinions warrant. This Firm, its officers, directors, employees, or members of their families may have
positions in the sccurities mentioned and may make purchases or sales of such securities from time fo time in the open market or
otherwise and may sell to or buy from customers such securitics on a principal basis.Supporting information related to the
recommendation, if any, made in the research report is available upen request.
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: . - Neutral
American Water Works AWK, AWK US
. . Price: $20.00
2Q00 Beat Excluding a Negative Weather Impact 05 Aucuat 2005
Should Lift AWK Shares - ALERT Hoe
» Headline 2Q09 beat, especially after normalizing for weather, but Electric Utilities a
reduced volumes may continue to worry investors, American Water A sy AG
; A . ndrew Smith
Works reported solid 2Q09 results of $0.32 per share, about in line with (1-713) 216.7681
expectations. The company noted, however, that the 5.5% decline in andrew.|.smith@jpmorgan.com
ov.eraH sales volumes vs. 2Q08 resulted in an $Q.08 hit to EPS, in part Stefka Gerova
driven by wet weather in the Northeast. While it is unclear what poriion (1-212) 622-0549
of the $0.08 impact is in fact related to weather vs. fundamental stefka.g.gerovag@jpmorgan.com
weakness in sales volumes due 10 a weak economy, if is clear that AWK Raque] Antonious
would have beat expectations absert the unusually wet weather in the (1-212622-0144
current quarter, and we expect investors to disregard the weather impact, raquel.s.antonious @jpmeorgan.com
as weatiier s mean-reverting. We also caution that investors will likely 4P Morgan Securilies Inc.

remain concerned about the underlying weakness in sales trends, but
expect solid 2Q09 results to outweigh these concerns. Accordingly, we
expect modest outperformance in AWK shares in frading tomorrow, and
would look for additionat color on water sales trends on the company’s
conference call,

&

Solid 2Q09 results driven by rate relief and cost cuts. After market
close today, American Water Works reported 2Q09 earnings of $0.32 per
share, slightly ahead of our estimate of $0.30 and about in line with
Bloomberg consensus estimate of $0.31 per share. This compares to
$0.28 in the year-ago quarter. We note that $0.02 of the year-over-year
increase appears to be related to the absence of divestiture and SOX
compliance costs, which were not factored into our forecast, AWK
continued to benefit from the reselution of additional rate cases in its
regulated utilities, and regulatory actions drove a $0.17 EPS uplift vs.
2QO08, $0.03 better than our forecast. This was partly offset by usage
declines, primarily due to wet weather in the Northeast, which resulted in
an $0.08 hit to EPS. Higher operating expenses reduced EPS by about
$0.06, better than cur expectation for a $0.09 hit in the quarter. It appears
to us that American Water Works is using cost management as a way to
counterbalance reduced sales volumes, although we note that the
company noted in its 1Q09 call that it is unlikely to contirue to hold the
line on expenses at the same pace for the batance of the year,

« Confercnce call details. Management will host a conference call with
investors at 9:00 a.m. EDT tomorrow morning (8/6/09). The dial-in
number is: 877-941-601 1; pass code: 4120496,

See page 2 for analyst certification and important disclosures.

J.P. Morgan does and seeks {o do business with companies covered in ils research reports. As a result, investors should be aware that the firm may
have a conflict of intcrost that could affect the objectivity of this report. Investors should consider fivis report as unly d single factor in making their
investment decision.
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Analyst Certification:

The rescarch analysi(s) denoted by an “AC™ on the cover of this report certifies (or, where multiple rescarch analysts are primarily
responsible for this report, the research analyst denoted by an “AC” on the cover or within the document individually certifies, with
respect (o each security or issuer that the research analyst covers in this research) that: (1) all of the views expressed in this report
accuralely reflect his or her personal views about any and all of the subject securities or issuers; and (2) no part of any of the research
analyst’s compensation was, is, or will be directly or indirectly related to the specific recommendations or views expressed by the
research analysi(s) in this report,

Important Disclosures

¢ Client of the Firm: American Water Waorks is or was in the past 12 maonths a client of JPMSI; during the past 12 menths, JPMSI
provided to the company investment banking services, non-investment banking securities-related serviee and non-securities-related
SCTVICES.

*  [Investment Banking (past 12 months): IPMS] or its affiliates received in the past 12 months compensation for investment barking
services from American Water Works,

*  Investment Banking (next 3 months): JPMSI or its affiliates expect 1o receive, or intend o seek, compensation for investment
banking services in the next three months from American Water Works.

+  Non-Investment Banking Compensation: JPMS] has received compensation in the past 12 months for products or services other
than investment banking from American Water Works. An affiliate of JPMSI has received compensation in the past 12 months for
products or services other than investment banking from American Water Works.

American Water Works {AWK) Price Chart
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Seurce: Reutars and J.P. Morgan; prico data adjusted for stock spiits and dividends.

initlated coverage Jun 04, 2008. This chart shows J.P, Mergan's continuing coverage of this stock; the current analyst
may of may not have coverad it gver the entire periog.

J.P. Morgan ratings: OW = Overwelght, N = Neutral, UW = Undenweight.

Explanation of Equity Research Ratings and Analyst(s) Coverage Universe:

J.P. Morgan uses the following rating system: Overweight [Over the next six to twelve months, we expect this stock wilt outperform the
average lotal return of the stocks in the analyst’s (or the analyst’s teany’s) coverage universe,] Neutral [Over the next six to twelve
months, we expect this stock will perform in line with the average total return of the stocks in the analyst’s (or the analyst’s team’s)
coverage universe.] Underweight [Over the next six to twelve manths, we expect this stock will underperform the average total return of
the stocks in the analyst’s (or the analyst’s team’s) coverage universe.] The analyst or analyst’s team’s coverage universe is the seclor
and/or country shown on the cover of each publication. See below for the specific stocks in the certifying analysi(s) coverage universe.

Coverage Universe: Andrew Smith: AGL Resources (AGL), Ameren Corp (AEE), American Electric Power (AEP),
American Water Works (AWK), CMS Energy Corp (CMS), Consolidated Edison (ED), Constellation Energy Group (CEG},
Covanta Holding Corp, (CVA), Dominion Resources (D), Duke Energy Corp. (DUK), Dynegy, Inc. (DYN), Edison
International (EIX}, Entetgy Corp. (ETR}, Exelon Corp. (EXC), FPL Group Inc. (FPL}, Great Plains Energy (GXP), ITC
Holdings (ITC), Integrys Energy Group (TEG), NRG Energy (NRG), NV Energy Inc. (NVE), Northeast Utilities (NU),
PG&E Corp. (PCG), PNM Resaurces Inc (PNM), Pepeo Holdings (POM), Pinnacle West Capital Corp (PNW), Portland
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General Electric Co. (POR), Progress Encrgy (PGN), RRI Energy, Inc (RRI), Sempra Energy (SRE), Southern Company
{50}, UIL Holdings Corporation (UIL}, Uniscurce Energy (UNS), Vectren Corp (VVC), Westar Energy inc (WR),
Wisconsin Energy Corp (WEC)

JP. Moergan Equily Research Ratings Distribution, as of June 30, 2009

Overweight  Neutral  Undenwveight

(buy) {hold) (sell)

IPM Global Equity Research Coverage 36% 46% 18%
13 chients* 55% 50% 42%
JPMSI Equity Research Coverage 30% 52% 12%
113 clients* 7% 2% 0%

*Percentage of investrient banking clients in each rating category.
For purposes only of NASD/NYSE ratings distribution rules, our Overweight rating falls into a buy rating category; our Neutral rating fatis into a hold
raling category, and owr Underwesght rating (alls into a scil raling calegory.

Yaluation and Risks: Please see the most recent company-specific research report for an anaiysis of valuation methedology and risks on
anty securities recorunended herein. Research is available at htp:/ZAwww.marganmarkets.com , or you can contact the anatyst named on
the front of this note or your J.P. Morgan representative.

Analysts' Compensation: The cquity research analysts responsibie for the preparation of this report receive compensation based upon
various factors, including the quality and aceuracy of research, client feedback, competitive faclors, and overall firm revenues, which
include revenues from, among other business units, Institutional Equities and Investment Banking.

Other Disclosures

5P Morgan is the global brand name for J.P. Morgan Securities Inc. {JPMS]) and its non-US affiliates worldwide.

Options related reseirch: 1f the information contained herein regards options selated research, such information is available only to persons who
have received the proper eption risk disclosure documents. For a copy of the Option Clearing Corperation’s Characteristics and Risks of
Standardized Options. please contact your J.P. Morgan Representative or visit the OCC’s website at
hipiwww.oplionsclearing.convpublications/risks/riskstoc.pdf.

Legal Entities Disclesures

LLS.: IPMST is a member of NYSE, FINRA and SIPC. 1P, Morgan Futures Inc. is a member of the NFA. IPMorgan Chase Bank, N.A. is a
member of FDIC and s authorized and regulated in the UK by the Financial Services Authority. UK. J.P. Morgan Securitics Lid. (JPMSL)is a
member of the London Stock Exchange and is authorised and regulated by the Financial Services Authority. Registered in ngland & Wales No.
2711006. Registered Office 125 London Wall, London EC2Y 5A1 South Africa: ).P. Morgan Fquities Limited is a member of the Johannesburg
Securities Exchange and s regulated by the FSB. Hong Kong: 1.1, Morgan Secusities (Asia Pacific) Limited {CF number AAJIZ1) is regulated
by the Hong Kong Monetary Authority and the Securities and Futures Commission in 1ong Keng, Korea: 1.1, Morgan Securities (Far Bast) Lid,
Scoul branch, is regulated by the Korea Financial Supervisory Service. Australia: J.P. Morgan Australia Limited (ABN 52 002 888 01 1/AI'S
Licence No: 238188) is regulated by ASIC and J.P. Morgan Sceurities Ausiralia Limited (ABN 61 003 245 234/AFS Licence No: 238066) is a
Market Participant with the ASX and regulated by ASIC. Taiwan: 1. Morgan Securitics (Taiwan) Limited is a participant of the Taiwan Stock
Exchange {company-lype) and regulated by the Taiwan Securities and Futwres Burcau. India: 1P, Morgan India Private Limited is a member of
the National Steek Exchange of India Limited and Bombay Stock Exchange Limited and is regulated by the Securities and Exchange Board of
India, Thailand: JPMorgan Securitics {Thailand) Limited is a member of the Stock Exchange of Thailand and is regulated by the Ministry of
Finance and the Securities and Exchange Comnmssion. Indonesiaz PTJ1P, Morgan Securities Indonesia is a member of the Indonesia Stock
Exchange and is reguiated by the BAPEPAM. Philippines: 1.2, Morgan Securities Philippines Inc. is a member of the Philippine Stock Exchange
and is regulated by the Securities and Exchange Commission. Brazil: Banco J.P. Morgan S5.A. is regulated by the Cemissao de Valores
Mobiliarios (CVM) atid by the Central Bank of Brazil. Mexico: ).P. Morgan Casa de Bolsa, S.A. de C.V., 1.1, Morgan Grupo Financiero is a
member of the Mexican Stock Exchange and authorized o act as a broker dealer by the National Banking and Sceuritics Bxchange Commission,
Singapore: This material is issued and distributed in Singzpore by 1.P. Morgan Securities Singapore Private Limited {JPMSS) [MICA ()
132/01/72009 and Co. Reg. No.: 199405335R] which is a member of the Singapore Exchange Securities Trading Limited and is regulated by the
Monetary Authority of Singapore (MAS}Y and/or JPMorgan Chase Bank, N.A., Singapore branch (JPMCRB Singapore) which is regulated by the
MAS. Malaysia: This material is issued and distributed in Malaysia by JPMorgan Sccuritics (Malaysia) Sdn Bhd (18146-X) which is a
Participating Organization of Bursa Malaysia Berhad and a holder of Capital Markels Services License issued by (he Sceurities Commission in
Malaysia, Pakistan; ). ¥, Morgan Pakistan Broking (Pvt.) Lid is a member of the Karachi Stock Exchange and regulated by the Securities and
IZxchange Commission of Pakistan, Saudi Arabia: J.P. Morgan Saudi Arabia Ltd. is authorised by the Capital Market Authority of the Kingdom
of Saudi Arabia (CMA) to carry out dealing as an agent, arranging, advising and custody, with respect 1o sceuritics business under licence number
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American Water Works, Inc.

(AVWIK-NYSE)
Rating/Risk: 'dutperformIHigh
Price: $20

Target Price:  $26

August 6, 2009

Second quarter 2009 earnings above expectations as rate relief offsets
weather/recession-induced volume declines; Reiterate Outperform rating.

fnvestment Conclusion: American Water Works offers invesiors the rare combination

of above average growth and a discount valuation, and coupled with a robust dividend

yield, AWK shares offer a compelling risk-adjusted total return opportunity. American

Water's earnings growth will be driven by ity ongoing program of rate filings, as

management seeks (o bring the company’s refurn on equity back into line with indusiry

averages afier a period of scarce rate case activity. As this “turnaround " story plays

out, American Water Works' earnings are likely to expand at a pace exceeding

industry averages before ultimately setiling into a more siable pattern of consistent

growth. Despite the company's growth prospects, however, many investors remain

concerned about a perceived “overhang” issue, as majority shaveholder RWE AG has

signaled its intention (o firther reduce its stake in the company. In our view, such

concerns ave a major factor in AWK shares’ discount valuation relative 1o peers. We

believe that this issue will run its course as RWE further reduces its stake, and that this

valvation discrepancy represents an opportunity for long-term oriented invesiors.

Key Points:

« American Water Works earned $0.32/share in the second quarter ended 6/30/2009,

above our estimate of $0.30/share and in-line with consensus expectations,

« Higher rates offset volume declines, as the company posted 4% revenue growth
despite a 6% drop in gallons shipped due to economic and weather headwinds.

» The top-line will likely continue to benefit {from rate relief in the quarters ahead, with
the company currently awaiting determinations on $258 million in rate cases.

+ While the recession is having a negative impact on volume sales, this is a “regulatory

lag™ issue, as consumption declines are “trued up” af the next rate proceeding.

+ RWIE's “overhang™ on AWK shares s likely to dissipate significantly over the next
0-12 months, setting the stage for potentially meaningful P/E multiple expansion.

« Overall, we continue to believe AWK shares offer a compelling risk-adjusted total
return epportunity for long-term investors, and we reiterate our Qutperform rating,
Fundamental & Valuation Data

111117, WE— 2009E, 201E e
Current Prior  Consensus Current Prior  Consensus

Mar. $0.11 $6.19 $6.19 . A 8021 $0.20 “
Jun. $0.28 §0.32 $0.20 - A 80,33 $6.34 -
Sep. $0.55 $0.52 $0.56 - E $6.59 $0.60 -
e, $0.23 $0.32 $0.31 - E 80,37 $0.36 -
Year $1.17 $1.35 $1.35 $1.32 E $1.56 $1.50 $1.45
Revenue $2,336.9  $2,527.8  $25489  §2.514.0 $2,715.2  $2,7175  $2,689.0

EBITDA $834.4 $5953.8 $938.5 $1,051.5  $1,046.5
P/E 17.1x 14.8x 15.2x 13.3x
EV/Revenue 3.7x 3.dx 3.2%
EV/Ebitda 16.3x 4.0x 8.2x

'EPS esnma!es are non-GAAFR

Industrials
Market Data
Current Price: $20.00
52 Weck Range: 323 -%16
12 Month Target: $20
Market Value (MM} $3.,491
Shares Outstanding (MM): 174.6
Institutional Holdings: 33.5%
Avg Daily Volume (Thy: 814
Dividend: $0.84
Dividend Yield: 4.2%
Capitalization
Book Value / Share 523
Cash / Share ¢
Long-Term Debt / Cap'l: 56.0%
Fundamental Summary
3-¥r. Hist. Rev CAGR: -
2-¥r, Fwd. EPS CAGR; 9%
RO 2008A: 6%

Soutce. Baseling & B&S

Description

Serving a population of over 15 million
and eperating in 32 states, American
Water Works is the iargest waier utility
services company in the U.S. Founded
in Pennsytvania in 1886, the company is
headguartered in Voorhees, NJ,

Ryan M. Connors
610.832.5217
rconnors@@boenningine.com

Michacl G. Roomberg
610.862.5337
mroomberg@@boenningine.com

PRICED AS OF PREVIOUS DAY’S CLOSE. PLEASE SEE THE IMPORTANT DISCLOSURE APPENDIX ON PAGES 4 AND 5,




Key Points in Detail:

2Q09 earnings exceed our estimate as higher rates offset lower volumes., American Waler
Works earned $0.32/share in the quarter ended 6/30/2009, above our estimate of $0.30/share
and in-line with consensus expectations. Overall, it was a very solid quarterly performance in
a difficult environment, as the company faced dual headwinds in the form of significant usage
declines for industrial customers and wet weather conditions in its core Mid-Atlantic service
territory, In particular, American Water Works® abitity to continue delivering on its robust
raie retiel program, as well as its focus on disciplined cost conirel, enabled the company to
deliver strong profitability in the quarter despite considerable challenges on the demand front,

Weather, economic headwinds cause gallons shipped to decline. Rainy conditions blunt
demand by reducing the amount of purchased water required for golf course and residential
irrigation, and with 29 of 30 days in June exhibiting measurable rain in American Water’s key
service area, weather was a substantial headwind in the second quarter. Coupled with a 17%
drop in volume shipped to industrial customers (who represent roughly 5% of total revenue),
this drove a 5.5% decrease in gallons shipped - translating info a year-over-year revenue
decline of $24 million. Despite this considerable headwind, however, ongoing rate relief
contributed an incremental $47 million to the top-line — enabling revenue to increase 4% and
underscoring a critical aspect of our positive investment thesis for American Water Works.

Rate case dockef remains active, sets stage for further top-line gains. Looking ahead, rate
relief will remain a source of robust growth, with the company awaiting final determinations
on nearly $260 million in rate {ilings. Even discounting this gross figure by 30% to reflect the
likelihood that final settlement amounts fall short of initial requests, this translates to roughly
12% of trailing four quarter regulated revenue — a sizable amount and a significant growth
opportunity. Recently filed rate cases include requests for $59 million in new rates in Illinois,
$58 millien in Pennsylvania, and $47 million in Indiana, among others. As American Water
continues to work its way out of its current “under-earning” status, we believe that further rate
relief will drive significant top- and bottom-line growth for an extended period of time.

With RWE stake now under 50%, end in sight for *overhang,” Dating back to the April
2008 1PO, an oft-cited rationale for pot investing in AWK shares is that major shareholder
RWE’s stated intenfion to liquidate much of its position will put a persistent “ask™ over the
stock, prechuding it from moving higher or from sustaining any meaningful gains. Not only
has this rationale been dead wrong (AWK shares have trounced the broad market indices and
performed in-line with overhang-free peers since the 1PO), but it becomes even less relevant
with each subsequent share sale by RWE. Following the June offering, RWE now owns less
than 50% of the company, and in our view further share sales will lead investors to recognize
that this issue is in its twilight - enabling potentially meaningful P/E multiple expansion,

AWK shares offers attractive risk-adjusted total return opp’ty. With valuations for many
water utilities already at a significant premium to the broad market, investing in this area is
largely predicated on an expectation of consistent earnings growth and the additive effect of
dividends on total return rather than on P/E expansion (i.e, growing the “E” — not the “P”), In
our view, the artificial RWE overhang issue makes American Water the exception by
providing the opportunity for meaningful multiple expansion as this perceived overhang
dissipates. Indeed, our $26 target price (30% above current levels) reflects a forward multiple
of just 17x — arguably comservative in refation to peers such as AWR (21x) and WTR (20x).

American Waler posted
solid second quarter EPS
despite headwinds from
both the economy and
wet weather conditions.

Revenue increased 4%
from a year ago, as §47
million in rate relief offset
a $24 million decline due
to fower volumes.

Not only has the RWE
‘overhang” argument
been dead wrong, but it
becomes less relevant
with each RWE sale.

This perceived overhang
makes AWK a rarfty
among water ulilities: A
compelling “multiple
expansion” based story.



American Water Works, Inc,

Quarterly Income Statement, 2009E

Boenning & Scattergood, Tne

1Q09 Yy 2009 Yy 3Q09C YIY 40098 Yy TFy2009E Yiy

Revenue:

Regulated Utility Sales $492,598 9.6, $554,948 $630,586 4.5 $580,796 4.5% $2,268,928  5.8%

Non-Regulated Revenue 57,572 -5.9% 64,238 70,915 -4.0% 74,803 -4.0%, §267,628 -4.5%
Total Operating Revenue 550,170 8.6% 612,740 4.6% 696,402 3.6% 668,518 17.6% 2,527,829 8.2%
Operating Expenses:

Operations & Maintenance 314,402 330,597 348,201 371,027 1.364.227 4.6%

Q&M Ratio 57.1% 54.0% 50.0% 55.5% 54.0%

Depreciation & Amortization 68,843 73,242 77,000 79,000 298,085 9.9%

General Taxes 52,497 51,699 53,000 53,000 210,196

{Gain} Loss of Sale of Assets (202) 10 (100) (100) (392)
Tolal Operating Fxpenses 435,540 2.0% 455,548 2.0% 478,101 3.8% 502,927 14.4% 1,872,116 3.0%
Operating Income 114,630 43.9% 157,192 10.2% 218,301 3.1% 165,590 28.3% 455,713 16.4%

Operating Margin 20.8% 25.7% 31.3% 29.8% 25.9%
Other Income:

Interest, Net {71,979 (73,688) {76,000) (80,0003 (301,667}

Other, Net 1,114 (1,409) 800 800 1,305
Tatal Other Income (67,138) 14% (71,066)  6.1% {70,700) 7.0% (747000 15.9%  (283,604)  7.5%
Pre-Income Tax Income 47,492 254.0% 86,126 13.8% 147.601 1.3% 90,850 40.6% 372,109 24.3%
Taxes 17,547 34,137 56,088 34,538 142,31

Tax Rate 36.9% 39.6% 38.0% 38.0% 38.3%
Net Income 29,945 71.0% 51,989 14.3% 91,513 3.8% 56,352 54.8% 229,799 22.5%
Farnings Per Share $0.19 70.9% $0.32 11.9% $0.52 -5 1% $0.32 11.6% $1.35 15.2%
Shares Cutsanding (Diluted) 160,011 163,301 175,000 175,000 168,328

*Segmend revenne figures preliminary, pending reiease of 10Q
American Water Works, 1nc. Quarterly Incorme Statement, 2010E Boewning & Scattergood, Inc
1Q10E Yiy 2Q10E Yy JQ10E Yy AQ10E Iy FY2010E iy

Revenue:

Regutated Utility Sales $532,006 8.0% $599,344 8.0% 681,033 8.0% $627,260 8.0% $2,439,643 8.0%

MNoen-Regulated Revenue 59,878 4.0% 66,808 4.0% 73,752 4.0% 77,795 4.0% 278,230 4.0%
Total Cperaling Revenue 587,678 6.8% 659,190 7.6% 749,277 7.6% 719,007 7.0% 2,715,152 7.4%
Operating Expenses:

Operations & Maintenance 324,986 355,962 370,892 395,454 1,447,295 6.1%

Q&M Ratie 55.3% 54.0% 19.5% 55.0% 53.3%

Depreciation & Amortization 75,000 80,000 80,000 80,000 315,000 5.7%

General Taxes 53,000 54,000 55,000 55,000 217,800

{Gain} Loss of Sale of Assets {150} {150} {150} {150) (600)
Tolal Operating Expenses 452,836 4.0% 489,812 7.5% 505,742 5.8% 530,304 5.4% 1,978,695 5.7%
Operating Income 134,842 17.6% 169,377 7.8% 243,535 11.6% 188,703 14.0% 736,458 12.3%

Cperating Margin 22.9% 25.7% 32.5% 26.2% 27.1%
Other Income:

Tnterest, Net (82,000) {82,000} {82,000 (82,000} {328,000}

Qther, Net 1,200 1,200 1,200 1.200 4,800
Tolal Other Income (77,800) 15.9% 77,800} 9.5% {77,550) 9.7% (77,550 3.8% {310,700) 9.6%
Pre-Inceme Tax Income 57,042 20.1% 91,577 6.3% 165,985 12.5% 111,153 22.3% 425,758 14.4%
Taxes 20,535 32,968 59,755 40,015 153,273

Tax Rate 36,00 36.0% 36.0% 36.0% 36.0%
Net Income 36,507 21.9% 58,609 12.7% 106,230 16.1% 71,138 26.2% 272,485 18.6%
Earnings Per Share $0.23 1LE% %0.33 2.3% $0.59 12.9% $0.37 16.3% $1.50 11.3%
Shares Quisanding, (Diluted) 175,000 180,000 180,000 190,000 181,250
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Associated Risk Factors:

American Water’s earnings and ability to reach our price target could be negatively impacted
by, among other things: unfavorable weather trends, negative regulatory and/or pricing
developments, eminent domain seizure of water utility assets, and declining consumption of
water in its service territories due to conservation initiatives. The realization of any or all of the
fotlowing risk factors, among others, may adversely affect the company’s stock price:
Comunodity Prices, Raw Material Prices, Competition.

Analyst Certification:

The research analysts whose names appears on this research report certify that: (1) all of the
views expressed in this research report accurately reflect their personal views about the subject
security or issuer, and (2} no part of the research analysts’ compensation was, is, or will be
directly or indirectly related 1o the specific recommendations or views expressed by the research
analysts in this research report.

Important Disclosures:

Analyst compensation is based on, in part, Boenning & Scattergood, Inc.’s profitability, which
includes revenues from investmen! banking. Boenning & Scattergood expects to receive or
intends 1o seek compensation for investment banking services from the subject company in the
next three months,

Boenning & Scattergood has received compensation for investment banking services from
AWK in the past 12 months. Boenning & Scattergood, Inc. has co-managed a pubtic offering of
the subject company’s securities in the past 12 months,



Boenning & Scattergood’s Ratings System:
Our three-tier investment ratings are based on a stock’s return potential relative to a broad market index:

*  Quiperform (Bupi: The security's total return over the year or fonger is expected (o exceed the total
return of the S&¥ 300™ aver the identical period.

o Newtral (Hold): The security's total return over the next year or longer 1s expected to be roughly
equivalent to the total retwn of the S&P 500™ over the identical period.

s Underperform {Sefl): The security’s total retum over the next year or lenger is expected fo be less
than the total return of the S&P 500™ over the identical period.

Our four-tier risk ratings are based on a mix of price volatility and fundamental factors relative o the
market and peer group, .

o Low: The security has higher-than-average fundamental predictability and/or lower-than-average
price volatility.

o Moderater The security has average fundamental prediclability and/or average price volatility.

o High: The secwrtty has lower-than-average fundamental predictability and/or higher-than-average
price velatility.

o Speculative: The sccurity has very inconsistent fundamental predictability and/or very high relative
price volatility.

Ratings Distribuiion (6/30/09):

% of Envestment % of
Coverage Universe Enjverse Banking Clients (a) Rating Group
Outperform (Buy) : 56% Outperform (Buy) 5%
Neuiral (Hold} 44% Neutral (Hold) 0%
Underperform {Sell} 0% Underperform (Scli) 0%

(2) Related to services provided within the past 12 months.

Additional information on companies in a research report, including financial models, is available on request.
Boenning & Scattergood, Inc, does and secks 1o do business with companies covered in its research repors.
As a result, Investors should be aware that they firm may have a conflict of interest that could affect the
objectivity of this report. This report is not a complete analysis of cvery material fact representing company,
industry or security mentioned herein. The informations has been obtained from sources believed reliabie, but
is not necessarily complete and is not guaranteed. The reports are prepared for general information oaly and
do not have regard to the specific investment objectives, financial situation or the particular needs of any
specific person who may receive this report. The information is not to be relied upon in substitution for the
exercise of independent judgment. 1t is recommended that Investors seek financial advice regarding the
appropriateness of investing in any securities or investment strategies discussed in any report and should
understand that statements regarding future prospects, eamnings estimates and forecasts may not be realized.
This communication shafl not be deemed to constituie an offer, or solicitation on our part with respect o the
sale or purchase of any securitics. Securities and {inancial instruments mentioned herein may not be quatified
for sale in all states. Opinions are subject 1o change without notice and reflect the opinion at its original dale
of publication. Boenning & Scattergood may have issued a trading opinion that may have identified a short
term trading opportunity that may differ from the analyst’s stock rating which is based on the expected return
over a 12-month period. Doenning & Scattergood may trade for their own accounts as market maker, may
have a long or short position in any securitics of this issuer or related investments, and/or may be the opposite
side of public orders. This firm or its officers, directors, stockholders, employees and clients, in the normal
course of business, may have, acquire or scll a position including options, if any, in the sccuritics mentioned.
Boemning & Scatlergood may also act as underwriter, placement agent, advisor, or lender 1o an issuer
mentioned herein,
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American Water Works Company, Inc. (AWK-$19.35)
Meeting Expectations; Laying Groundwork for Growth

Company Statistics Financials
Price 51035 EYE Dec WOTA ZONBE  2009E
Maiket Capralization (W) £3.0952 EPS ) STIB S117 54 vl'-.?
Averape Daiby Mohme (3-monthy 493,730 Prios £PS - - Stds
Dyvidensd 5040
yield 2 1% Onatesly BPS [0]] $0.02 5004
Rating BUY Q2 %O 3) 50%(_)
Q3 $0.59 $0.55
Q4 50.27 50.28 -
F/E Ranio: 16.4x 16.5x 1325

Research Analyst Certification and Important Disclosures start on page 8 of this document.

INVESTMENT CONCLUSION: Last week’s third quarter results reflected American Water's abiiity to complete
rate Increases, as the lion’s share of revenue growth was generated from rate reliel. While uncooperative weather
masked revenue and eamings improvement (his quarter, we expect the higher rates to fall lo the bottom line and
boost the company’s return on equily in coming quarters. We continue o believe American Waler can generate
double-digit camings growth in 2000-2011, as it works through its backlog of pending rate cases. While keeping o
close eye on the credit markets, the company remains focused on increasing its rate base through a strong capital
investment program and tuck-in acquisitions, as well as expanding its non-regulated contract services segnent.
While American Water continues to suffer from overhang associated with RWE's ownership, the company is
executing on its strategy. We believe the stock is substantially undervalued at is current level and maintain our
BUY rating and 526 fair value.

KEY POINTS:

¢ Third Quarter Resulls. American Water reporled third quarter camnings of $0.535 per share, a penny ahead of
our recently revised estimates, which we had trimmed because of unfavorable weather. The company said it
earned $0.50 per share in the prior year quarier, excluding a large goodwill write-doswn; we had been carrying a
$0.59 number for last year, backing et wnusually high Sarbanes Oxley compliance costs that were incurred last
year in preparation for the PO, As we had expecled, wet weather in the Midwest hampered results as
consumption fell 4.8% year-over-year, Management said the reduced revenue was about a 30.04 drag on
quarterly carnings.

o Focus on Regulatory Activity, American received $27 million in new rates in the third quarter, and has
received awards worlh $74 niilion year to date, The company has $268 willion in additional rate cases
pending in ten states. In parlicular, we are closely tracking the company’s $125 million rate case in New
Jersey, as well as pending approval for the $100 million proposed acquisition in Trentan, NJ.

e RWE Ownership/Divestiture Plan, There has been no recent update from Germany regarding RWE's
divestiture plan. RWE had previously indicated that it would decrease its ownership to below 50% before the
end of 2008; however, R\WE recently said i#t would no longer tie its planned year end dividend payment to a
sale of AWK years, giving it flexibility on timing for an additional transaction.  We believe RWE is likely 1o
wait for the volatility in the US stock market to ease before returning to market.  As a reminder, the Gernan
utility agreed to exit fts entire AWK position within 24 months (by April 2018) as a condition of some state




approvals for the IPO, but it is nol mandated to reduce its stake below 50% by any specific time. American
Water lias previously indicated that it would need 1o issue equity in 2009 to finance part of s capital spending
program and that its need for equity would take precedence over a secondary sale of shares by RWE, However,
American said last week that while its capital spending plan remains on track so far, it could reduce capex next
year il access to debt and equity markets deteriorates further. The company did file a $50 mition debt offering
on Nov. 7"

«  Capital Spending, American Water has spent $715 million on capital expenditures year-lo-date; our forecast
for the year has heen abowt $950 million. The company has gencrated $393 million in cash flow from
operations year to date, up $63 million from last year.  Management indicated that the preliminary capex
budget for 2009 is $850-87¢ million, but it is preparcd to adjust downward a little if necessary. American
Water's five ycar capital spending plan remains $4.0-4.5 billion 1o replace infrastructure and support
anticipated customer growth.

o Liquidity. Management said on its conference call Thursday that it believes it has some additional flexibility
on the debt side before it needs Lo issue equity; accordingly, the company filed for an offering of $50 anillion,
30-year senior notes on Friday ~ a small addition to its $5.) billion in net debt as of Sept. 30th. There was a
period in Seprember when the company was unable 10 issue commercial paper, reguiring the company to rely
o its credit lines for shori-term needs, which currently have about $600 million of capacity. Managemem said
commercial paper access has improved recently.

+  Expansion of Military Base Contracts. During the third quarter, the company was awarded two 50-year
operaling contracts al military bases. The Forl Hood Army Installation in Texas is valued at $329 million and
Fort Polk, Louisiana, is estimated (o be $348 million. Simikar to a regulated utility, the contract is subject 10
periodic price re-determinations (rate increases) every 1wo years. The company said it expects 10 incur some
start-up costs in Qd but that its averall program is on track and mecting internal profit expectations.

s Estimote Revisions, We mainlain our 2008 estimate of $1.17 and have slightly increased our 2609 estimate lo
$1.47 from $1.45, due to depreciation expense adjusiments. There conlinue to be an wrusually wide range of
estimates for American Water next year; our estimate is near the middle of the $1.34 1o $1.55 range. Afler a
relatively flat 2008, impacted by unfavorable weather and some reinvestment in the employee base post 1PO,
we expect earnings in 2009 to rebound 25% as new rate case contributions fall to the bottom line,

VALUATION SUMMARY: Although American continues to trade below its Aprid IPO price, the stock has
managed Lo avoid the deep declines witnessed by some of its peers. Year-to-date the shares are down aboul 5%,
compared 10 the group decline of 20% and S&P contraction of more than 35%.

The stock price remains at a significant discount to peers, due in large part (o the RWE gverhang. The turbulent
market has created Turther uncertainty regarding RWEs planned sale of its 60% majority stake, but we continue Lo
believe this imvestor concern will be tempered in the coming year as RWE's ownership position is likely 1o be
reduced.

“American Water Works (AWK} .. Curtont Data Polats
P— . . - e “ Price: 318 93
2008 2007 2008E  Z009E - {Shoares outsianding 160.0
Sales (S bil) 2,003.1 22942 23665 26000 Market cap (8 mil) 3.028.8
Revenue growth 5.8% 5.9% 8.9% Debliolal capital 55.1%
Price/Salus 1.4x 1.3x 1.2% Net debl 51101
EBITDA (S mif) 723.2 791.0 8436 1,008.8 Sharehotders equity 4.162.4
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EVIEBITDA 10.3x% 9.6x B.1% £51. 2008 ROE, exci goodwill 4.5%
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EPS ex one-lime items $058 5148 $117  $1.47 Goodwit 1,704.3
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caplured in rale basa lor ROE
*Proposed annual gividend: partial payment only
in 2008; payoul ralio based on 2008 income excl
impairment ohig

-2- Source: Company dafa, Janney Eslimates




On a P/E basis, American trades at only about 13x our 2009 estimate, compared to the currenl peer group average of
18.8%. On an EV/ERITDA basis, 1the company trades al 8.1x our 2009 EBITDA estimates vs. the group average of
8.7x. On a price/book basis, the stock is currently trading below Ix on “adjusted sharcholder cquity” (including a
postion of goodwill that is captured in rate base), a large discount 1o 1he group average of 1.7x book value.

We estimate that ROE on adiusted equity should climb to 7.5% in 2009 from 5.7% in 2008, still well below its
potential return of 10-10,5% (the historical range of allowed ROEs).  Realizing its fill ROE is the real goal Tor
American over the next three to five years and will ultimately be the share price driver, in our view, Our recenily
reduced fair value target of $26 implies a P/E of about 18x our 2009 estimate, and an EV/ERITDA muitiple of
approximately 9x, still a discount 1o our target valuation for peers in the space. Once RWE has fully exited, we
believe the discount wili dissipate.

ANOTHER GOODWILL IMPAIRMENT CHARGE POSSIBLE IN 4Q

As American Water navigated the IPQ process, the company took impairment charges in three of e last five
quarters, s if adjusted the value of goodwill based on updated assessments. As of September 30", the company still
had $1.7 million of goodwill on its batance sheet.

3Q07 4Q07 1Q08
AWK impairment Charges $243.3 $277.5 $738.5

The annual impairment test will be underlaken again on November 30th. The H0Q and recent debt filing contain
updated language on the subject of goodwill, providing some insight on the bnpairment test and what factors are
considered:

“These [fuctors] include markei price declines such as levels experienced during October 2008, a
decline over a period of time of the Company's stock price, a decline over a period of fime in
valuation multiples of comparable water wilities, and the lack of an increase in the Company's
marker price consistent with increases in the carvying value or 1o a level consistent with its peer
companies. A decline in the forecasted reswlts in the business plan, such as changes in raie case
results or capital investment budgets or changes in onr interes! rates. may also result in an
incremental impairment charge

However, it remains unciear how the parameters are weighted or how a further impairment would be caleulated,
Clearly the price of the stock and the valuation multiples of peer companics have fallen in recent weeks. The filings
disclosed that the stock price at September 30th was below the company’s consolidated carrying value of the
company, {Fhe closing price on Sept. 30 was $21.50, the same as the [PO price.) Along with the market, the share
price has been volatile since, briefly dropping below 318; howcever, this volatility in itself does nof represent &
triggering event, s e testing process is also partially forward-looking, So far, the company’s business plan
oullook and rale case results appear to be on target, and its capital spending prograim is currently unchanged, though
the cost of capital spiked up ot teast temporarily earlier this fall.

Adding ail of these factors together, il seems possible that an additional goodwill impairment charge could be taken
in 1he fourth quarter, primarily driven by lower share prices for AWK and other water utilities. However, we
believe the company can manage a somewhat Jower level of shareholders equity (currently al 45%) and remain
within parameters required by state regulators, On the debt side, we belicve rating agencies will be more focused on
EBITDA and interest coverage ratios than the debt/equity ratio per se. Given ils ability 10 move rate cases through
the process so far, the company should see strong EBITDA growth in the coming ycar.




REGULATORY UPDATE:

30 Rate Awards, American Water Works received $27 million in new rates in the third quarter, mainly due to @
$21.6 million award in Hinois and two smaller awards in Virginia and Tennessee, bringing its total new rate awards
10 §74 million since January, Iafrastructure surcharges have been enacted in Pennsyivania, Indiana, Missouwri, and
Hlinois. contributing an additional $12.3 mitlion in annualized increases.

Pending Rate Cases. Curvently, the company has $268 mitlion in additional rate cascs pending in ten states, With
awards rypically coming in al 55%-05%, we would expect about $145-5175 million in new reliel to take effect over
the next 12 months. The largest rate proceeding is the $125 million request in New Jersey, which we expect 1o be
decided by the end of this year or early in 2009. Our recent discussion with the NJ Board of Public Utilities {(BPU)
indicates that Mew Jersey American and the commission staff are stilf in settiement discussions. Once the two
partics reach a settlement, the case will go to an Administrative Law Judge (ALJ) for approval before final signoff is
granted by the Commission. Historically the rate review pracess takes 11-12 months in New Jersey, consistent with
the Gmeling of this case, which was filed in January 2008.

Trenton Acquisition Approval. The proposed acquisition of four suburban Trenon systems is tied with the NJ
rate case. As we have noted previously, American Water proposed to pay $100 million for the systems, based on its
assessed valuation, but stipulated that its ultimate purchase price would be no Ivigher than what the BPU allowed
into rate base for the systems. Opposition to the transaction from activisls concerned aboul rate icreases has
created increased media attention.  In mid-October a city official was quoted as saying the transaction is “all but
dead”, but that assessment appears 10 be premature, as negotiations are still ongoing. Both partics, numerous
interveners, and the BPU will need to come 1o agreeable lerms on the acquisition in order to complete the rate filing,
$0 we expect some news before year end, though the two matiers conld be separated il need be.

The following chart provides an outline and status for American’s key pending cases, excluding small cases (below
$5 millionfeach) in Hawaii, New Mexico, and Pesnsylvania.

$Increase Rerquested
State File Date % Increase {M) ROE Status Summary
NJ 1/14/2008 23% 512590 T1.60%  Case suspended for public advecale. Public hearings are ongoing.
cA  1/30/2008 83.47%, $44.4 11.50%  ALJ Bushey was assigned to the case and the 3 dockets wero
6.3%, 6.4% conselidaled.
MO 3/31/2008  26.4% & $49.8 11.25%  Prehearings held in April, Proposed schedule indicated evidenliary
28.7% hearings in Oct. and Nov,
PA  4/28/2008 111% $2.7 11.60%  The proceeding is stil in the discovery phase.
WV 5/30/2008 12% Si4.7 11.75%  Case suspended unlil 3-26-2009.
OH 1111372008 16% $6.5 11.26%  Company direct lestimony and numercus complaints fiied. Ongoing
hearings, Final decision was expecled 10-15-2008.
KY 10312008 NA $18.5 11 50%  Recently liled
AZ 51172008 26.4%- $20.0 11.75%  Curently in data requesl phase (cbnsume; commants).
169%




THIRD QUARTER REVIEW:

EPS, American Water reporied third quarter earnings of $0.55 per share, a penny ahead of our expectations and the
consensus estimate of $0.54. As expected, wet weather in the Midwest negatively impacted results, as consumption
fett 4,8% year-over-year, trimming about $0.04 from EPS.

Revenunes. Consolidated revenue increased 6.2% over the same period in 2007 to §672.2 mitlion, in line with our
expectation, mainly due to $43 million in new rates, offsct by an $11.4 million decrease associated with reduced
customer consumption, Revenue in the regulated business was up 3.5%, while the vnregulated services business
grew 11.3%, with an additional $7.6 million in revenues from contract operations and $1.7 million from the
homeowner services segment.

Operating Expenses. Consolidaled operating expenses increased 4.2%, coming in a littie below owr expectation,
The following charl breaks out the Q&N cxpense line items compared (o last year and our expeciations.  Water
production costs were a little below our forecast, dug to lower consumption ievels. Employee related costs make up
the fargest compenent of Q&M cosls, as he company has been re-staffing up to meet growth plans and custemer
service requirements, though the increase this quarter was kess than we anticipated.  Operating supplies & services
costs decreased 14%, or $10.8 million, primarily the result of lower Sarbanes-Oxley compliance costs and the
absence of various pre-1PO costs. Maintenance materials costs rose more than our forecast, mostly due to higher
cmergency repair costs in the regulated business. Customer biling expenses increased dramatically, though the
absolute numbers are relatively small, mainly duc (o higher uncollectible accounts expense in the regulaled and
unregulated businesses related to the housing market slowdown, The company has imposed stricier tum-off and
coltection practices for delinguent accounts,

Third Quarter Results American Water Works
{amounts in mitions, except per share dala) % Change
ESTI Act. Vs,
3Qo7 3Q08A 3Q08E YOY 3Q07 Est.
Total Operating Revenue $633,12 367219 $674.27 6.2% 8.5% -0.3%
Expensos
Productlion costs 83.50 84.09 85.63 0.7% 2.6% -1.8%
Employee-related cosfs 112.82 127.38 130.13 128%  154% -2 E%
Operaling supphies & services £3.94 72.15 74,17 -14.0% -11.6% 2.1%
Maintenance malerials 27.65 32.05 3034 15.9% 9.8% 5.6%
Cuslomer billing 8.62 13.45 12.81 55.9%  48.6% 4.9%
Olher 11.79 13.10 10.52 11.2% -10.8% 24.6%
Tolal Operation & Maintenance 328.34 342.23 343,61 4.2% 4.7% -0.4%

D&A. Depreciation & amortization decreased about 2% year-over-year, versus onr expectation of a 2.5% increase.
D&:A expense has been moving around over the fast couple of quarters, as a result of adjustments caused by certain
state regulatory classifications. We continue lo expect depreciation costs to increase over the next two years, as the
capital expendilure program accelerates.

Credit Facilities:  American has aceess 1o unsecured revolving credit facilitics of 3810 million. As of September
30™ $596 million of the total capacity was stil) available for borrowing and $132 million in commercial paper debt
was outstanding. The company has generated 5393 million in iniernal cash year-to-date, 563 million over Jast
year's comparable level. The company filed for a S50 mitlion, 30-year notes offering on November 7,




Third Quarter Results

American Water Works

{amounts in millions, excep! per share data) % Change
Act, Vs,
3Q07 3Q08A 3Q08E YOY Est.
Total Operating Revenue $633.12  $672.19 $874.27 6.2% -0.3%
Expenses
Production cosls 83.50 84.09 85.63 0.7% -1.8%
Employee-related costs 112.82 127.38 130.13 12.9% -2 1%
Operaling supplies & services 83.94 72.156 74.17 -14.0% -2.7%
Maintenance malerfals 27.65 32.05 30.34 15.9% 5.6%
Customer billing 8.62 13.45 12.81 55.8% 4.9%
Olher 11.7¢ 13.1Q 10.52 11.2%  24.6%
Total Operalion & Mainlenance 328.31 342.23 343.61 4.2% -0.4%
Depreciation & Amorization 69.70 £8.28 71.47 -1.9% -4.3%
General Taxes 47.08 49.38 50.53 4.9% -2.3%
(Gain) loss on sale of assets {0.71) 0.46 -
Impairment charges 243.35 - -
Total Expenses 687.73 460,44 465.61 -33.0% -1.1%
fnceme from QOperations (54.61) 211.75 208.66 -487.7% 1.5%
Operating Margin (%} -8.6% 31.6% 30.9% -465.2% 1.8%
AFUDC 2.03 4.44 360 119.0% 23.4%
Allowance for borrowed funds used during const 0.85 2.97 1.85 2511% 80.5%
Amorlization of debl expense (1.23) (1.60} {1.50) 30.5% 6.7%
Dividends on Preferred Stock of Subs. (0.06) {0.06) (0.06) -1.8% -1.8%
Other, net 1.36 0.88 -
EBIT {61.66) 218.39 212.55 -522.7% 2.7%
Adjusled E81T* 187.40 211.75 208.66 13.0% 1.5%
EBITDA 2571 280.1 280.1 8.0% 0.0%
EBITDA Margin % 40.6% 41.7% 41.5% 2.6% 0.3%
Interest Expense, net 68.74 712.68 71.00 5.7% 2.4%
Income Before Taxes (120.40) 145.71 141.55 -221.0% 2.9%
Extraord. item--merger expenses
Provision for Income Taxes 39.72 5755 55.21 44,9% 4.2%
Implied Tax Rate NM 39.5% 39.0% 1.3%
Inceme (cont ops) {160.12) 88.16 86.35 -165.1% 21%
Income (loss) on discontiued ops - - -
Net Income Available to Common {160.12) 88.158 86,348 -155.1% 2.1%
One time impairment charges, SOX and
divestiture costs, net of lax 2006-07; 254,35 - -
impairment charges only 2008
Netincome, ex impairment charges $84.23 $88.16 $86.36 -B.4% 2.1%
EPS {fully diluted) $0.59 $0.55 $0.54 -6.4% 2.4%
Weighted Avg. Shares 160.0 160.0 160.5 0.0% -0.3%

Source: American Waler Works and Janney Momtgomery Scoll




EARNINGS QUTLOOK:

We are trimming our 4Q estimate by a penny, to $0.28 from $0.29, accounting for higher anticipated expenses
related 1o the start-up of the new military base operations contracts at Fort Hood and Fort Polk. This compares te
pro-forma EPS of $0.27 last year, excluding goodwill charges and one-time pre-1P0 expenses. We assume revenue
growih of 8% and an improved operaling expense ratio, but higher tax rates relative Lo last year's fevel, which was
impacted by the reported loss,

Overall, we believe American Water is in position to achieve 9-10% revenue growth in 2009 and 20% EPS growth,
showing the inherent l’everage in the regulated water wility medel. Our estimate is $1.47, tweaked up a couple of
pennies from $1.45 previously, due (o a downward adjustment in depreciation expense. With its 2008 earncd retum
on equity likely to come in under 6%, American Water stifl has plenty of upside potential on earnings, We believe
American Water Works can show above sector-average earnings growth over the next three to four years, as it
continues 1o win rate increases that will bring f1s carned returns closer to the regulatory allowed rates of 10-11% in
most states.

COMPANY DESCRIPTION:  tmerican Water is the largest investor-owned waiter and wastewater utifity in the
U.S., serving approximately 13.6 million people in 32 states weross the US. & Omario, Canada. lts primary
busingss as a regulated wtiliny operaiion accounts for 90% of revenne, supplemented by smcll bur growing non-
regideded businesses.
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Research Analvst Certification

Each of the primarily responsible analysts for this research report, Debra G, Coy and Heike M. Doerr, certify that all
the views in this research report accurately reflect her personal views about any and all of the subject securities or
issuers, No part of her compensation was, is, or will be directly or indirectiy, related to the specific
recommendations or views expressed in this research report.

Janney Montgomery Scott LLC Equity Research Disclosure Legend November 10, 2008

Company Disclosure(s)
Aaerican Water Works Company, Inc. (AWK) 4,5,7,8
Janney Monfpomery Scoft LLC CCIMS™ Equity Research Disclosure Legend
l. IMIS is a market maker in the sccurities of the company and may at any time hold a long or short position
in this security.
2. The research analyst primarily responsible for preparing this research report or a member of the research

analyst's household has a linancial interest in the securities of the company in the lorm of a long position
in such securitics,

3. The research analyst primartly responsible for preparing this research report or a member of the research
analyst’s household has a financial interest in the securitics of the company in the Torm of eptions (O),
warrants (W), Tutures (), and/or a short position (S).

4, IS or an affiliate managed or co-managed a public offering of securities for the company in the past 12
nmonths,

5, INES or an affHiate received compensation for investment banking services from the company in the past
12 months.

6. IS or an affiliate received compensation for products or services other than investiment banking services
from the company in the past 12 months.

7. IMS may seck compensation for investment banking services frons the subject company (ies) in the next 3
months.

8. The research analyst is compensated based on, in part, IMS's profitability, which includes its investment
hanking revenues.

9. IMS or an aflilate beneficially owns 1% or more of any class of conunon equity securities of the
company.

10, An Employec or Director of JMS is an officer or Director of subject company,

L Other:

Definition of Ratinps

BUY Janney expects that the subject company will appreciate in value. Additionally, we expect that the
subject company will ontperform comparable companies within its sector.

NEUTRAL lanney belicves that the subject company is fairly valued and will perform in line with comparable
companies within its sector, hnvestors may add 1o current positions on short-term weakness and sell on
strength as the valuations or fundamentals become more or less attractive.

SELL Janney expects that the subject company will likely decline in vahue and will underperform comparable
companies within is sector.
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BUY NEUTRAL SELL
40% 49% 2%

*As o percent of {otal coverage. See ralings definition above,

Janney Montpomery Scort Ratings of Investment Banking Relationsghips as of September 30, 2008%#

BHY NEUTRAL SELL
6% 4% 0%

#%Percentages of each rating category where IMS has performed ITnvestiment Banking services over the past 12
months.

QOther Disclosures

Investimen: opinions are based on each stock's 6-12 month retuen potential. Our ratings are not based on formal
price targets, however our analysts will discuss fair value and/or target price ranges in research reports, Decisions
10 buy or sell a stock should be based on the investor's investment objectives and risk tolerance and should not
rely solely on ihe rating, Investors should read carefully the entire research report, which provides a more
compiete discussion of the analyst’s views,

This research report is provided for informational purposes enly and shall in no event be construed as an offer to
sell or a solicitation of an offer to buy any securities. The information described herein is taken from sources
which we believe to be reliable, but the accurscy and completeness of such information is net guaranteed by us.
The opinions expressed hercin may be given only such weight as opinions warrant, This Finm, ils officers,
directors, employees, or members of their familics may have positions in the securities menlioned and may make
purchases or sales of such securities from time 1o time in the open market or otherwise and may sell to or buy
from customers such securities on a principal basis. Supporting information related 10 the recommendation, if
any, made in lhe rescarch report is available upon request.
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Assel Base Drives Growlh - Buy

American Water is the largest water ulility company in the US. The company serves about 15.6 million
people in 32 slates and Ontario, Canada.
We are recommending American Water Works as a Buy. We believe thal rising capilal expenditures and
more frequent fate case filings should Jead to culslzed earings growth for the company over the next 3-5
years. Managemenl's current capex plan of $4-4.5 billion between 2007 and 2011 implies aboul a 5.5%
growth rale in rale base. This, coupled wilh rate recovery from past invesiments should allow the company
to grow revenue 7-9% and earnings 10-13% over the nexl few years before slowing 1o high single digi
earnings growth. M 14.5x our 2008 EPS estimate, AWK Irades significantly below ils peers while It offers
one of the most allractive growth opporlunities in the industry. We believe this is an allractive enley point for
long-tern investors.
American Water reporled Q3 earings:

o Revenue up 6.2% to $672 million due mostly o rate increases over the previous year,

o EPS {cxitems): 50.55 vs. 50.50; Margins expanded almost hwo percemage polnls on higher

revenue and slower growing expenses
o Growth in the non-regulated business, a small porlion of the tolal, was strong al 11.5%, driven by
new coniracls and expanded operations in homenpwner services.

Oullock: The company has pending rate cases for an addilienal $267.6 million of revenue. I is unlikely that
the company will realize all 1hal it has asked for, but if it is awarded just half {which would be low), this
would lead to eun-rale revenue growth of over 5% in the next 12 months, Moderating costs could also help
the margin piclure going forward. We expec! the company to earn $1.3C in 2009 and $1.45 in 2010.

Pleas¢ see the last page for imporiant disclosures.
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To obtain a price chart for any securily in 1his reporl, please contact 1-800-422-2274.

Cabelli & Company, inc. ("'we” or “us”) attempis to provide limely, value-added inslghts into companies or industry
dynarmics for inslitulional investors. Qur research repons generally contain a recommendation of "buy.” "bold," "sell”
or "non-rated”. We do nol underlake to “upgrade” or "downgrade” ratings after publishing a reporl. We currently
have reporis on 787 companies. of which 42%, 42%. 2% and 15% have a recommendation of buy, hold, sell or non-
raled, respectively. The percentage of companies so rated for which we provided invesiment banking services
wilhin the pasl 12 months is 0%, 0%. 0% and Jess Than 1%.

Ratings - Analysis’ ralings are largely (but not always) delermined by our “private market value," of PMV
methodology. Cur basic geal is to understand in absolule terms what a rational, sirategic buyer would pay for an
assel in an open, arms-length lransaction. Al the same Lime, analysts also look for underlying catalysts thal could
enceurage those privete markel vatues to suiface.

A Buy raled stock is one that in our view is lrading al a meaninglul discount lo our estimaled PMVY. We could expect
a mpre modesl privale marke! valug le increase at an accelerated pace, the discount of the public stock price to
MV 1o rarrow through the emergence of a catalyst, or some combination of the two to occur,

A Hold is a stock thal may be lrading at o1 near our estimaled privale markel value. We may 1ol anticipate a large
increase in lhe PMV, or ses some other factors at work.

A Sell is 8 stock that may be trading al or above our estimaled PMV, There may be fitlle upside Lo the value, or
limiled opportunity to realize the value. Econormic or seclor risk could alse be increasing.

We prepared Lhis reporf as @ malter of general information. We do nol intend for this reperl lo be a complele
desciiplion of any securily or company and it is not an offer or solicitation to buy or sell any seourily. All facts and
slalistics are from sources we believe 1o De reliable, bul we do not guarantee their accuracy. We do nol underlake
1o advise you of changes in our opinion or information. Unless otherwise noled, all stock prices reflect the closing
price on he business day immediately prior to the date of this report. We do nof use "price fargels” predicting fulue
stock parformance. We do refer 1o “"private markel value® or PMV, which is the price thal we believe an informed
buyer would pay to acquire 100% ol a company. There is no assurance thal there are any willing buyers of a
company al this price and we do nol inlend to suggest that any acquisition is fikely. Addilional information is
available onrequest.

Because the porlfolio managers at our affilisles make individual invesiment decisions with respect to the client
accounls they manage, these accounls may have fransaclions inconsistent with the recornmendalions in this repon.
These porticlio managers may know lhe subsiance of our research reports prior to their publication as a result of
joinl participation in research meetings or otherwise. The analyst who wrole this repord may receive commissions
from customers' ransaclions in {he securities mentioned in this report.

Our affiliales may receive compensation from the companies referred te in this report for non-investment banking
securities-related services, or may be soliciling these companies as clients for non-investment banking securities-
refated services.
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Company Description
American Water Works (AWK) is the largest investor-
owned water and wastewater utility company in the
Uniled Siates.
*
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$2,456.6  $2,5626.3 Highlights
$508.8 A $545.0 o ‘ _ _
$569.4 A $B15.0 *  We have initiated coverage of American Waler Works with
$999.5 F _S998%5 a BUY rating and a $23 price objective.
$4269 E _ 3468.3

Shares cwrrently trade av 16.9X our 2009 EPS estimate and
141% of book value, which represent material discounts to
group median/averages of 20.2X and 210%, respectively,
We regard AWK as a high quality conservanve utility with
urigue growth opportunitics, AWK shares offer investors a
competitive  3.8% dividend yicld, the likelihood of
consistent annual dividend increases and, more importantly,
earpings  growth through rate  basc additions and
consolidation/privatization opportunitics.

Following an IPO of €3.2 million shares, or 39.53% of total
shares outstanding, the storied water company has reinstated
a strategic focus of earning its allowed ROE's [rom its
regulated business and profitably consolidating  and
privatizing the U.S. water and waslewaler seclor,

AWK will materially benefit from public and regulatory
support of significant investment in water and wastewater
infrastructure, In addition, the company's national presence,
diverse geographic footpring, technical expertise, operating
reputation and financtal resources favorably position it 10
consolidate and privatize the extremely fragmented and
municipally-dominated waler and wastewater industry,
AWK received rame increases totaling $158.9 million
anpually in 2007, which compares to $41 million in 2000
and $35 million i 2005, In the first six months of 2008,
AWK subsidiaries were authorized $47.2 million in annual
revenue increascs. AWK subsidiaries have filed rate
applications requesting $271 million in total annual revenue
increases.  Larger subsidiaries with requests pending,
include the states of New Jersey, California, Virginia,
Tennessee and Missouri, Pennsylvania, West Virginia,
Arizona, and New Mexico.

We expect the raie reliel 1o lead to a period of accelersted
EPS growth over the 2007-2010 period, With roughly 90%
of carnings penerated from the low-risk regulated water
utility business, we assume reasonable regulatory treatment
lcads 10 an EPS rebound of roughly $1.40 by 2010, which
results in a nearly [0% return on common eqguity. Gur 2008
and 2009 EPS estimates are 51,15 and $1.25, respectively.
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Coverage Initiated With
BUY Rating and $25
Price Objective

Largest U.S. Water
Utility

Regulated Franchises in
20 States

Low Risk, Conservative
Utility With Signilicant
Growth Potential

Regulated Business has
Under-earned Its
Allowed Profit Levels

New Management
Focused on Improving
Earned ROE’s

Investment Appraisal

We have initiated coverage of American Watey Works (AWK) with a BUY rating and
a $25 price objective. AWK is the largest investor-owned water and wastewater
utility company in the United States. The company provides water and wastcwater
services 1o approximately 15.6 million people in 32 states and Ontario, Canada, Tis
regulated utilitics generate roughly 90% of revenues and operate in 20 states in the
United States, including larger wility franchises in Pennsylvania, New lersey.
Missouri, California, Indiana and West Virginia,

We regard AWK as a jugh quality conservative wtility with unique  growth
opportunities, AWK shares offer investors a competitive 3.8% dividend vyield, the
likelihood of consistent annual dividend increases and, more importantly, earnings
growth through rate base additions and consolidation/privatization opportunities,  As
the Jargest water utility in the United States, AWK will materially benefit from public
and  regulatory support of significant investment in water and wastewater
infrastructure.  In addition, the company's national presence, diverse geographic
footprint, technical expertise, operating reputation and financial resources favorably
position it to consolidate and privatize the extremely fragmented and municipally-
dominated water and wastewater industry.

Following a 117-year history as a private and publicly-traded watey utility, AWK was
purchased by the German mutti-utility RWE in 2003 for $4.6 billion in cash. During
the 2003-2007 period, AWK's earnings and strategy were hampered by regulatory
rate stay-out provisions and patriotic attitudes from regutators, imerveners and owners
of smaller private and municipal water utilities, Rate stay-oul provisions were 4 pre-
requisite from several state Public Utitity Commissions (PUCs) for merger approval,
In addition, we believe RWE management under-estimated the dynamics of the U.S.
water industry and the savoir-faire necessary to operate in the local politics. As a
result, earnings and customer growth suffered.

In preparation for its April 23™ 2008 initial public offering, the storied water company
appointed new management and re-instated a strategic focus on improving the profil
levels (ROE's)y of its regulated uility business, profitably consolidating  the
fragmented water and wastewater sector as well as pursuing growth opporiunities
throughout North America.

The current executive management team is headed by President and CEO Don
Correll, with roughly 30-years of experience managing large waler utilities, and CFO
Elen Wolf, who was CFO of AWK prior to the RWE acguisition. Over the past two
years, AWK has diligently focused efforts on requesting and implementing rate
recognition of investments in its business and earning reasonable returns on equily at
its subsidiaries. The company received rate increases lotaling $158.9 million amnually
in 2007, which compares to $41 million in 2006 and $35 million in 2003,

In the first six months of 2008, AWK subsidiaries were authorized $47.2 million in
annual revenue increases. AWK subsidiaries currently have filed rate applications
requesting $271 million in total annual revenue increases with the majority of
increases expected within the next twelve-months.  Larger subsidiaries with requests
pending, include those in the states of New lersey, California, Virginia, Tennessee,

Amertcan Water Works
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EPS Rebound Expected
Over 2007-2010

Attractively Valued

Water’s Unique
Characteristics Under-
Estimated

Competition Sheet

Missouri, Pennsylvania, West Virginia, Arizona, and New Mexico.
Y

We expect the rate relicf to lead to a period of accelerated EPS growth over the 2007~
2010 period.  With roughly 90% of earnings generated from the low-risk regulated
water utility business, we assume reasonable regulatory treatment leads 1o an EPS
rebound to roughly $1.40 by 2010, which results in a 10% return onv common equity.
Our 2008 and 2009 EPS estimates are $1.15 and $1.25, respectively. Water utility
allowed returns on equity have averaged roughly 10-10.5% over the past few years.
In addition, management has instilled the growth-through-acquisition cuhlwre that
marked the “Water Works™ of yore and we expect an acceleration of growth
opportunities.

At the current price, we consider AWK shares o be remarkably inexpensive relative
10 the other publicly-traded water wtilities. AWK shares trade at 16.9X our 2009 EPS
estimate of $1.25 and 147X our 2010 EPS estimate, which compares 1o group
multiples of 20.2X and 19.0X, respectively, and historical water utility muhtiples of
20-25X. On a price-to-book value basis, AWK shares trade at 141% of tangible book
value (includes the write-off of all goodwill) versus group average multiples of 210%,
We believe AWK shares warrant at least an industry-average multiple, Please see
Valuation section for a detailed discussion of valuation.

We believe the market and invesiment community have under-estimated the value of
the growth-oriented water wtility, Based on the published research reports, we believe
the unique characteristics of American Water Works and the sector have been
somewhat neglected. Fhese unique characteristics include a greater certainty of rate
base growth than typically achieved in the regulated electric and gas utility sector as
well as grealer opportunity for customer growth through consolidation and
privatization opportunities. We discuss these unique characteristics in greater detail
thiroughout the report.
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I[PO of 39.5% of Shares
Outstanding

Water Sector
Characterized By
Municipal Ownership,
Fragmentation and
Significan{ Capital
Needs

PO and Future Offerings

RWE sobd roughly 63.2 million shares, or 39.5%, of a total 160 million shares
outstanding, in the April 23" initial public offering. RWE has stated its inlention for
full divestiture as soon as reasonably practical and we believe the general market
opinion is for a second offering by year-end 2008, We belicve the over-hang of
additional share offerings as well as RWE control issues have resulted in a discounted
valuation. We remind investors that any such discount should theoretically diminish
following the share issuances.

The offering was initially delayed from its original year-end 2007 target date due to
market conditions. The numbcer of shares initially issued was also medestiy reduced
due to weaker-than-anticipated market demand. In addition 10 weak market
conditions, we attvibute the less-than-desired demand to the overall size of the
offering, which was $1.2 billion, refative to the $5 billion market capitalization of the
entire publically-traded water utility universe.

The Water Utility Scctor

The U.S. water and wastewater sector is vastty different from the electric and gas
wtility sectors in terms of ownership, number of utilities and size of utilities.
However, it is very similar in how it is economically-regulated and reguires
significant capital to maintain service. The water/wastewaler sector is characterized
by the following major features:

(1) municipalty-donunated,

(2) extremely fragmenicd

(3) infrastructure in need of repair or improvement.

(4) economicaly regulated by the state Public Utility Commission (PUCs)

As of 2005, the Envirenmental Protection Agency’s (EPA) most recent data, there
were roughly 53,000 separate community water systems in the United States with
rovghly 49.000-plus serving population bases of less than 3,300 people. Notably, 80-
10 85% of the nation is served by 24,000 municipally-owned and operated systems,
mcluding most of the major cities and population bases. Nearly every major city in
the U.S. owng its water and wasiewater systent.

As shown in the charts below, the majority of the approximately 53,000 community
waler systems are very small and serve populations of 500 or less. There are tens of
thousands of private utilities runging in size from small single wilitics, including
many owned by developers and families, to large companies, operating hundreds of
separate utilities in multiple states. There are only 12 publicly-traded water utilities
with an equity market capitalization of greater than $100 million, including AWK,
which is the largest and most geographically diverse,

American Water Works
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Significant Capital
Needed to Upgrade
Infrastructure

Subject to Economic
Regulation by State
Public Utility
Commissions

We IExpect the Sector to
Consolidate and
Privatize

2005 Water System Inventory
Yery Small Sl Medium Large
0-500 501-3,200 3,300-10.800 Over 16,000
Number of Systems 29.066 14.389 A48 4.034
Fopukaiion Served 1,926 200,851 27,515 229,053
e of Population 2 7 LY Y
Safe Drinking Water Information System

Sotrce---EPA

The aging water and wastewater infrastructure in the United States is in constant need
of modernization and facilities replacement. Increased regulations (0 improve water
quality and the management of wastewater discharges, which began with passage of
the Cleanr Water Act in 1972 and the Safe Drinking Water Act in 1974, have been
among the primary drivers, The EPA estimates that approximately $277 billion of
cupital spending will be necessary between 2003 and 2022 (o replace aging
infrastructure and to comply with quality standards 10 ensure quality waler systems
across the United States. In addition, the EPA estimates that approximately 3388
Lillion of capital spending will be necessary between 2000 and 2019 to replace aging
infrastructure and ensure quality wastewater systems across the Uniled States,

Water Infrastructure Needs
Type of Estimate Cost Y% of
Investment {3 billlons) Tuotal
Iestribution 183.6 66
Treatmen| 53.2 19
Storage 2.8 i
Source 123 5
Gther 2.3 >
Total 2746.7 100

Source: EPA

Similar to electric and gas utibities, investor-owned water and wastewater systems are
economically regulated by the state PUCs in the states in which they operate. As a
result, capital investment in infrastructure improvement provides rate base growth
potential. The federa) government and the states also reguiate environmental, health
ang safety and water quatity matters Tor both invesior-owned and government-owned
water and wastewater utilities.

Eventual Restructuring

We believe the combination ol fragmentation, heavy capital needs and government
ownership will lead to the eveatual restructuring (consolidation and privatization) of
the $500 billion sector and resull in significant value-creation. The inefficiency
resufing from excessive fragmentation leads to higher water rates, neglected
infrastructure and poor quaiity service, Smaller utilities simply do not have the
operating, financial and tcchnological capability or economies ol scale ¢ provide
services or raise capital as efficient]y as larger utilitics. We contend that a “handful”
of publicly-traded water utilities possess strategically positioned assets, outstanding
operating track records and reputations, managerial and professional talent and are

Amertcan Water Works
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poised 1o capitalize on the eventual restructuring of the industry.

However, these dynamics have existed for years and only a handful of companies
have successfully execuied profitable growth-through-acquisition and/or privatization
strategies.  The massive inefficiency of the multi-hundred-billion dollar sector has
been largely neglected primarily due to comparatively low residential water utility
bills. With mimimal impact on the individual consumer's “pocketbook”™ and an
absence of public health emergencies, the water and wastewater business has been
“out of sight and cut of mind” to most of the general public,

Description

AWK's primary business is the ownership of reguiated wilities that provide water and
waslewaler services to residential, commercial and industifal customers, Iis regulated
utilities operate in approximately 1,625 communities spread out across 375 individual
service areas in 20 states in the United States. AWK is organized as a holding
company with subsidiaries in each of the 20 states it serves, FEach regulated
subsidiary is subject to economic regulation by state Public Utility Commissions
(PUCs) in the states in which they operate. In 2007, repulated operations generated
$1.988 hillion in revenues, or roughly 89% of consolidated revenues,

| AWK Subsidiaries 2007 I

Subsidiary Reguiated OPc.rating o I‘lcgulmcd o
Revenue (millions} Cuslomers
New Jersey S 505 254 634,957 19.2
Pennsylvania S 416 20.9 644,720 19.5
Missouri $ 180 9.1 465,087 14.0
IHinois S 179 2.0 306,740 9.3
Indiana S 147 7.4 283,088 8.5
California ) 124 6.3 171,445 5.2
West Virginia N 106 5.3 167,744 5.1
Top Seven States s 1,657 834 2,673,781 80.7
Cther S 331 16.6 638.847 19.3
§ 1,988 100.0 3,112,628 100.0

Souree: Company dochnents
Non-repulated business | $ 242,70

MNon-regulated businesses include Contract Operations Group, Applied Water
Maoagement Group and Homeowner Services Group. In 2007, non-regulated
businesses penerated $242.7 million in operating revenue, or roughly 11% of
consolidated revenues,

American

Waler Works
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Dates Back to 1886
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RWE Owns Roughly
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Outstanding

AWK EPS Strategy:
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Sonrce: Company reporis

History as a Public Company, AWK was founded in [886 as the American Waier
Works & Guarantec Company, for the purposes of building and purchasing water
systems in McKeesport, Peansylvania. In 1935, the Company was reorganized under
its current name, and in 1947 the common stock of the Company became publicly
traded on the New York Stock Exchange. Prior to being acquired by RWE in 2003,
AWK was the largest publicty traded water utility company in the United States.

In 2003, AWK was acguired by RWE and became a private company. The RWE
acquisition resulted in many structural changes. Operations and managemenl were
managed through Thames Water, a subsidiary of RWE, In addition, many of AWKs
subsidiaries agreed not 1o file rate cases for specified perviods of time as a condition of
the acquisition. In 2005, RWE decided 1o divest American Water, In March 2000,
RWI decided to divest American Water through the sale of shares in one or more
public offerings.

Control issues and additional shares {o come public. RWE, the large German
multi-wtility, owns approximately 96.7 million, or 60.5%, of the 160 million shares of
common siock outstanding.,  As a resull, RWE has the potential to significantly
influence all matters submitted to a vote of stockholders, including the election of
directors. Following the expiration of a 180-day lock-up period, which ends October
23, the remaining common shares will be eligible for future sale, RWE intends 1o
fully divest its ownership of American Water as soon as reasonably practicable,
subject to market conditions.

The American Water Works Strategy

The American Water Works® strategy is relatively simple and is as follows:

American Water Works
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(2) Control Costs
(3) Consolidate
(4) Privatize

Size and Geographic
Footprint Provide

Competitive Advantage

Resources and

Reputation Serve Well

With Regulators,
Politicians, and
Potential Growth
Candidates

Renowned Testing

{13 prudently invest in regulated water and wastewater infrasiructure

(2} earn & healthy return on these investments from state PUCs;

(3} profitably acquire smaller water/wastewaler systems/companies; and

(4} pursue profitable public/private partnerships, including water/wastewater Q&
contracts with municipalities, military bases and industrial customers,

We believe AWK has a number of competitive advantages relalive to other waler
private and municipal water companies as it looks to capitalize on the pro-longed re-
structuring of the industry, These include:

1) Size. American Water Works ($3.3 billion of equity warket capitalization) is
significantly larger than every other investor-cwned water utlity with the exception
of Aqua Awmerica (2.1 billion of equity markel capitalization), which resalts in
nmerous competitive advantages.  As a resuit, AWK can pursue acquisition and
privatization opportunities of various sizes, inchuding large opportunities that would
ditute other investor-owned utilities. Throughout its history, AWK has acquired large
water companies, such as the $400 million acquisition of Pennsylvania Enterprises in
1994, privatized large cities, such as Buffalo, New York, in 1999 and participaied in
numerous smaller acquisitions and privatization contracts.

AWK s size also results in economies of scale as overhead expenses, including many
administrative and support functions, can be spread over a large customer base, The
ability to create ceonomies of scale and further its competitive advantage wre evident
in the two national customer service ceunters, with personnel located in Alion, llinois
and Pensacola, Florida that process telephone calls from customers across all service
arcas, and its national research centers in Belleville, Hlincis and Delran, New Jersey.
By acquiring smaller companics and/or systems, AWK can capitalize on its existing
overhead and resources to improve operating efficiencies lower unit costs and
improve service,

2) Geographic diversity and footprint,  With a presence in 23 states, AWK has
established beach-heads in most regions to pursue privatizalion or acquisition growth
prospects.  In addition, the geographic diversity insulates the consolidated company
againsl adverse state regulatory decisions/environments and/or adverse weather
conditions,

3) Resources. With over 7,000 employees, including technical, engineering and
managerial professionals at 23 subsidiaries, AWK employs among the more
sophisticated and experienced people in the industry and can employ best practices
across the company.  As an example, AWK established a formal research and
development program in 1981 with personnel located at two facilities: the regional
center in Voorhecs, New Jersey and the research laboratory in Delran, New lersey, In
addition, the quality control and testing laboratory in Belleville, 1Hinois supports
research through sophisticated testing and analysis, Since its inception, AWKSs
research and development program Das evolved to become a leading water-related
research program, achieving advancements in the science of drinking water, including
sophisticated water testing procedures and desahination technologies.

4} Reputation.  With a history dating back to 1886, AWK is well-known as the
industry leader with an excellent operating track record of quality service. lls

American Water Works
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Facility and Leading-
Edge Water Research

AWK Helps Shape
Water Regulatory
Policy

Above-Average EPS
Growth Through 2010

Significant Regulatory
Activity Over Last
Couple of Years and
More to Come

AWK’s Regulated Rate

repwtation materially benefits its strategy of acquiring water systems and parlnering
with local governments.  Examples of the quality reputation include its nunerous
awards. (Tampa Bay Desalination Plant named Pesalination Plant of the Year by
Global Water Intelligence and contract with city of Buffalo named 2008
Public/Private Partnership by U.S. Conference of Mayors)

Benefits of the AWK History and Resources

These competitive advantages combine to benefit AWK in many ways, including the
ability to shape issues on the regulatory and legistative front, ability to receive rate
recognition of investments and the ability to participate in water and wastewater
infrastructure  growth opportunities and projects of various sizes and in various
regions, ~

States and municipalities can look to AWK 10 solve regional water and wastewsater
issues or partner with on large projects.  Politicians as well as private water and
wastewater owners and managers can transfer ownership or operations with
confidence that service will be maintained or improved.

AWK’s relationship with the EPA and its renowned weatmem laboratories has
provided early insight inlo emerging regulatory issues and initiatives. As the largest
or among the larger regulsted water utitities in many of the states in which il operates,
AWYX subsidiaries proactively work (o impiement constructive regulatory policies,
Given that 90% of its business is regulated, constructive regulation is key 1o AWK’s
ability to carn a reasonable renwn on investment.  Examples of constructive
regutatory policy shaped or influenced by AWK and its subsidiaries are discussed in
detail later in this report,

These competitive advantages are important as the privatization business is
characterized by aggressive competition and market-driven growth and profit
margins, In addition, AWK compeles with other regulated utlities, as well as
strategic and financial buyers, for acquisition opportunities, including tuck-ins.

EPS Growth

In addition to normal customer growth and/or operating cost controls, AWK, similar
te most waler utilities, has three basic methods of EPS growth: (1) rate base growlh,
(2} consolidation and (3) privatization. We conservatively estimate AWK's long-
term EPS growth rate at 5-1e-7% per year for the foresceable future,

Rate Base Growlth

With roughly 90% of earnings generated from the low-risk regulated water utility
business, we assume reasonable regulatory treatment leads 10 an EPS rebound of
roughly §1.40 by 2010, which results in an estimated 10% return on common ecuiity.
Our 2008, 2002 and 2010 EPS estimates are $1.15, $1.25 and $1.40, respectively.
During the 2001-2007 period, AWK's carnings and strategy were hamnpered Dby
regulatory rate “stay-out” provisions and patriotic attitudes from regulators and
interveners of smaller private and municipal water utilities. In addition, we believe
RWE management undeestimated the U.8. water industry dynamics and the savoir-

American Water Works
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Base is Over $7 Billion

faire necessary to operate in the local politics. As a resull, eamings and customer
growth suftered.

Over the past cighieen-months, AWK has diligently focused efforts on requesting and
implementing rate recognition of investments in the business as well as carning
reasonable relurns on cquity at its subsidiaries. The company received rale increases
totaling $159 million annually in 2007, which compares to $41 miltion in 2006 and
$35 million in 2005. In the first six months of 2008, AWK subsidiaries were
authorized $47.2 million in annual revenue increases. AWK subsidiaries currently
have filed rate applications requesting $271 million in total annual revenue increases
with the majority of increases expected within the next tweive-months.  Larger
subsidiaries with requests pending, include those in the states of New Jersey,
California, Virginia, Tennessee,Missouri, Pennsylvania, West Virginia, Arizona, and
New Mexico,

Ammnadized Rate Increases
Granted
State 2005 206006 2007
$ $ $

New Jersey 50.2
Pennsylvanic 58 8 40.6
MHssoun 6.8 24
ILERTSTHS LIRY] 1.7
Indinna 09 1.8 14
Califomia B4 15.1 (L5
Waost Virgini 10

Other 9.9 8.7 21.9
Totnl $35.0 $d1.3 £158.9

Sounrce: Company Prospecius

Water utitity allowed returns on cquity have averaged roughly 10-10.5% over the pasl
few yeurs. We estimate American Works regulated rate base at roughly $7.1 billion
at year-end 2007 (grows to $7.0 biilion by year-end 2008) and an assumed 40%
equity ratio would resuit in roughly $2.80 billion of equily rate base. A 10% earned
RGE would result in roughly $1.78 of 2007 EPS power on 160 million shares
outstanding. We note (hat the difference between actual “"EPS power™ and AWKs
actual 2007 EPS results of $0.99 is the result of regulatory lag and a 28% common
equity ratio {excludes goodwill),  AWKs June 30, 2008, cquity value per share
(excluding goodwill) was $14.97 per share, which indicates current EPS power of
$1.50 assuming a 10% earned return on equity.

Assuming a conservative 10% aliowed ROE, we use the following simple equation as
a starting point for projected rate base BPS growth for 2011 and beyond.

American Waler Works
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Renewed Focus on
Acquiring Small
Systems

Long History of Growth
Through Acquisition

Pending City of Trenton
Purchase for $100
Million

1 Financial Theory EPS Growlh Rate i
1 EPS Growth = ROE? X Retention Rate*+ i
i EPS Growih = 10% N { 1 minns S8-10-70%) 1
[ 3054 = 109% X (30-t0-50%) !

*ROE: refurn on equily
¥ Reteplion rale: eacnings retained following dividend piyout

The assumed 3-10-5% EPS growth rate can be improved upon by increasing prudent
infrastructure investment, which requires external capital raises, or by lowering the
dividend payecut ratio. We emphasize that the greater the muliple of book value that
equity is issued, the lower the cost of capital and the greater the return on investment.

Customer Growth and Consolidation Opportunities

In addition to the 3-10-5% rate base growth, water utilities can enhance EPS growth
via the consolidation of smaller systems. During 2005, 20006 and 2007, AWK spent
$5.0 million, $12.5 million and $15.9 million, respectively, for acquisitions of
regulated water and wastewater systems. We consider such a level of acquisition
activity to be minimal given AWKS size and the nation’s potential opportunities. We
auribute the lack of growth activity 1o an undetermined focus from the parent
company, RWE. New AWK management has instilled the growth-through-
acguisition cuhure that marked the “Water Works” of yore and we expect an
acceleration of growth opportunities. A “tuck-in” is the acquisition of a waler and
wastewater wtility serving less than 10,000 customers in areas contiguous with
existing operations.  Tuck-in opportunities allow AWK 1o integrate and manage
acquired systems using existing management to achieve efficiencies. Historically,
pursuing tuck-ins has been a fundamental pant of AWKs growth strategy.

Throughowt its long history. AWK has executed numercus large acquisitions,
including several over the recent past.

* In 1996 Pennsylvania Amcrican acquired the regulated water wility
operations of Pemnsylvania Gas and Water Company, a subsidiary of
Pennsylvania Enterprises Inc., for approximately $409.4 million.

* In 1999, AWIC acquired the privately held National Enterprises Inc., in a
wransaction valued at $700.0 million,

+ In 2002, AWK acquired the waler and wastewaler facilities in six states from
Citizens Communications Company for an aggregate purchase price of
$979.8 million.

On December 21, 2007, New Jersey-American Water, signed an agreement with the
city of Trenton, New Jersey to puwrchase the assets of the cily's water system located
in BEwing, Hamilton, Hopewell and Lence townships, which serve 39,000 customers.
The purchase price is 3100 million, and the agreement was approved by the Trenton

American Water Works
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Conservation Efforts

Regulated Utilities
Suffer From Regulatory
Lag

Heavy Capital Budget
Will Require External
Financing

City Council. The agreement is awaiting various regulatory approvals, including the
New Jersey Board of Public Utilities.

Customer growth in the regulated businesses is dyiven by organic population growth
within franchised service areas. We consider AWKs regulated business 1o be less-
sensitive to economic cycles than other business. Residential customers account for
approximately 91% of the 1otal regulated customers and approximately 58% of total
regulated eperating revenue and residential water usage tends to be stable. Residential
customers conswme water for daily health and sanisary needs regardless of economic
or other external factors. In addition, residential customers generally do not have the
option of swilching to another service provider.

However, we believe investors shoukd be aware of a general trend toward declining
residential per customer water usage.  Increased water conservation, including
growing use of more efficient household fixtures and appliances, combined with
declining household sizes, has contributed to this trend. The average annual change
in residential water usage per customer {rom January 1998 through December 2007
(as a percentage of January 1998 usage) in the larger subsidiaries and have ranged
from 0.66% per year in New Jersey at the low end 10 as high as 1.63% per year in
West Virginia. Declining usage could have a negative impact on revenues between
rate cases in most states where revenue de-coupling regulatory principles are not
aHlowed. Normally, a general rate case will reset sales levels to test year levels,

Finally, regulatory lag is a significant challenge for AWK as well other water utilities.
Regulatory lag refers to rising capital and operating costs that can hamper earnings
results in the periods between rate cases. PUCs normally use an historical test year to
set rates which incorporate historical capital and operating costs, Ay costs vise
following a rate case, AWKs carnings are challenged, Rising operating costs include
labor, energy, taxes and weatmeni chemicals,  Generally, the longer the period
between rate cases, the further “earned ROE's™ diminish, which explains the poor
returns under the RWE era. We note and discuss numerous unique constructive water
utility regulatory principles which have been designed 10 constructively deal with this
issue, including distribution improvement surcharges, forward test years, revenue de-
coupling, and construction work in progress rale increases,

Privatization Opportunities

Non-regulated businesses mclude Conwract Operations Group, Applied Water
Management Group and Homeowner Services Group, [n 2007, noan-regulated
businesses generaled $242.7 million in operating revenue, or roughly 1% of
consolidated revenues. As noted, the privatization business is highly competitive and
has historically resulted in Jow wmargins.  None-the-less, we anticipate the
privatizalion market to grow at sironger raie than the regulated business and tha
AWK will be a leading player. We discuss AWK's non-regulated businesses in
greater detail later in this report.

Capital Intensive Business:

We consider the water and wastewater utility business to be the most capital intensive
of all the wtility businesses. In 2007, AWK expended $758.6 million (0 add, replace

American Water Works
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is a Low 33% Assuming
a Full Write-off of
Goodwill

and maintain property, plant and equipment. 2007 construction expenditures rose
569.7 million, or 13.1%, over 2006 driven by infrastructwre replacements and
upgrades 1o treatment facilities at several plants including Joplin, Missouri, Maricapa
County, Arizona, Franklin Township, New Jersey and Champaign, Wllinols. 2006
construction expenditures rose $130.4 million, or 23.4%, over 2005, These increases
occurred due to re-focused elforts (o invest in the regulated utility business,

Over the next five years, AWKs capital budget totals approximately $4.0- 4.5 billion
and is expected 1o range between $770 and 3950 million per year. The 5-year budget
includes approximatety $1.7 billion to replace aging infrastructure including mains,
meters, and supply and weatment facilities, $1.3 billion for facilities to serve new
customer growth and 3700 million for compliance with quality standards and other
regulatory requiremnerds. Projecls 1o enhance systems rebliability, sccurity, and
efficiency or to meet other needs are projected to 1otal an additional $300 million.

Operating cash flow totaled 3473 million in 2007 including $140 million from
Peonsylvania-Amerian and $123 million from New Jersey American. Subsidiary
dividend policy requires ali regulated subsidiarics to pay quarterly dividends of 75%
of their net income in the previeus guarter. Construction expenditures are partially
offset by customer advances and contributions for construction (net of refunds) of
$35.8 million, 547.4 million and $52.0 million for the years ended December 31,
2007, 2006 and 2005, respectively. Customer advances and contributions are reflected
in net cash flows from financing activities.

We estimate operating cash of roughly $330 million per year over the 2007-2010
period penerated primarily from nel income, depreciation and advance from
customers. With common dividends totaling roughly $125-150 million per year and
construction expenditures of roughly 3800 million, we project AWK will need 10
externally finance roughly $400-450 million per year,

Capital Structure

As of June 30, 2008, common equily represented 45% of 1olal capitalization (incTudes
short-term debt), including goodwill. Comumnon equity excluding goodwill was 33%.
As a condition to some PUC approvals of the IPO, AWK is required (o maintain a
capital structure which included a minimum of 45% equity (includes preferred
equity). The annual goodwill impairment test s conducted during the fourih quarter
and we do nol anticipate any circumstances (o trigger a goodwill test prior to year-end
2008.

Goodwill and First Quarter 2008 Impairment Charge

On May 14, AWK took an event-driven impairment charge of $750 million due 1o the
market price of the company's common stock (both as of the PO date as well as the
markel price during subsequent trading) being less than what was anticipated at the
completion of the 2007 annual test. On May 13, 2008, RWE transferred $245.0
million to {he company to ensure that the regulatory requirements were met. At June
30, 2008, goodwill totaled $1.707 billion. The goodwill is associated primarily with
the acquisition of American Water by an affiliate of RWE i 2003 and the acquisition
of E'town Corporation in 2001, representing the excess of the purchase price the
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Credit Ratings Are
Strong Investment
Grade

Unique Regulatory
Policies to Deal With
Water Utility Needs

Frequent Rate Increases
Needed

Waler Bills Very Low
Relative to Other
Industries

purchaser paid over the fair value of the net tangible and intangible assets acquired.
Annual impairment reviews are performed in the fourth quarter. AWK recorded
goodwill impairment in the amounts of $396.3 million in 2005, $227.8 million in
2006 and $509.3 million in 2007. We exclude goodwili from our calculation of
capitalization ratios, book value, rate base and hypothetical EPS projections.

Credit Ratings

Securitics Moody’s Standard & Poor’s
Senior unsecured debt Baa2 BBB+

Standard and Poor’s and Moedy's rating outlook is stable,
Water Rate [ucreases the Key To Earnings Growth

Privately owned utilities are subject to economic regulation al the state level by
independent state Public Utility Commissions (PUCs), Water utility rates gre sel on a
cost-of-service or rale-base/rate-of-return methodology where utilities are given the
opportunily 10 earn a fair return on their investment. Allowed returns on investment
are set by the PUC's 1o allow utility equity and debt investors the opportunity Lo eam
a fair retwn on investment while balancing the needs of customers, Over the past
several years, allowed returns on equity have ranged besween 9% and 12% and are
highly conelated to interest rates. Each individual PUC has differing methods of
auditing and determining a wiility’s capital and operating costs and differing
regulatory mechanisms to balance the needs of consumers and water providers,

Rate decisions and the liming of those decisions are important determinants of
AWK’'s earnings, cash low, and capital structure. The water utility industry is the
most capital intensive of the major utility industries and significant amounts of capital
nst be continually invested o build, repair, and rehabilitate water and wastewater
mfrastructure, Without frequent rale increases and constructive regulalory principles,
water wtilities are challenged to earn fair ROE's for shareholders as they suffer from
regulatory lag (diminishing earned retwmns on common equity associaled with normal
increases i operating costs and ddditional equity and debt costs to fund investment
between rate cases).

As a resuit, numerous regulatory principles have been developed to deal with the
unique needs of water ulilities. Favorable mechanisms include quarterly distribution
improvement charges, acquisition adjustiments, balancing account mechanisms or
other automalic adjustment mechanisms, While rate cases are generally viewed
negatively in the electric and gas utility busincsses, water rate cases and frequent
increase grants are a general “way of life” for water wlilities. Water rate increase
requests are generally more frequent and acceptable.

Water Utility Bills Relatively Insignificant to Overall Household Budget

Utility rate increases are never publicly and politically popular, but we do not expect
resistance or price clasticity to be an issue for the foreseeable futwmre, Water utility
bills across the U.S. are extremely Jow. In fact, many household water bills are billed
quarterly rather than monthly given their insignificance to the monthly conswmer
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Automalic
Infrastructure
Surcharges to
Encourage
Infrastructure
Investment

Forward Looking Test
Years Minimize
Regulatory Lag

budget, Willingness to pay for “high-quality” water is readily evident in the prices
paid for bottled water, Should one extend the price the consumer is willing 1o pay at
the convenience store 10 the residential tap, a typical residential househokl water bill
would total in excess of 350,000 per month. This compares (o average-houschold
water bills of roughly $30-10-345 per month and other utility bills often well into the
triple digits for cable television, cell phone, electricity and heating services,

Knowledgeable wtility regulatory commissions loathe to describe water rate increases
in tesms of percentages given the headline grabbing attention that say a 15% rate
increase can have when in fact a 15% increase on a $30/per month bill is 34.50 per
month. Our observation is that constructive PUCs and regulatory relationships
develop in stales where larger and more pro-aclive water utiltics opernte, We
consider Pennsylvania, Indiana, Ohio California and Illinois 10 be among the more
currently constructive regulatory PUC's. A number of state public utlity
commissions have adopted consiructive rate policies, including some form of single
tariff. pricing (uniform rates across a service territory), forward-tooking test years,
pass-through provisions or infrastructure surcharges, The California Public Utility
Commission recently adopted several favorable mechanisms including a revenue-
decoupling mechanism fo promote c¢onservation and an expense stabilization
mechanism.  These mechanisms were a resuit of the California Water Action Plan,
which was colaborative effort between water utilities, constmer advocates and other
regulatory officials designed 1o promote water quality and investiment.

Unigue Reguiatory hechanisms Devetoped for Water Utilities

One of the more constructive regulatory principles designed to deal with water uiility-
specific issues is an infrastructure surcharge mechanisny (ISM}). An ISM (each staie
has its own acronym) was designed 1o encourage pipe replacement by allowing
immediate retwns on investment. The mechanism allows rale adjustments outside of
a general rate proceeding for specific capital expenditures to replace aging
infrastructure  (pipe  replacement), The  mechanism  was  first introduced  in
Pennsylvamia where it is referred to as a Distribution System Improvement Charge
(conmmonly refevred 1o as a “DISC™). We note that Pennsylvania-American recently
received anthorization 1o increase its DISC expenditures to allow for 7.5% increase in
revenues from previous policy ol a 5% increase, These covnstructive regulatory
mechanisms encourage a sieady capital expenditre program to repair and improve
water and wastewater syslems as needed by reducing the regulatory lag on the
recovery and earned return on prudent expenclitures, Currently, Pennsylvania, Hinois,
Missouri, Indiana, New York, California and Ohio have allowed the use of these
infrastructure surcharpes.

Some states have permitted use of some form of forecast or forward tooking Lest year
instead of historical data to set rates. Examples of these states include Hawaii,
Nlinois, Kentucky. Ohio, Pennsylvania, New York and Califomia, In addition, a
number of states have allowed the utitity 1o update histerical data for some changes
that occur for some limited period of time subsequent to the historical test year, This
altows the atility 1o take account of some more current ¢osts or capital investments in
the rate-setling process. Examples of these states include New Mexico, Texas,
Missowri, lowa, Virginia, Maryland, Tennessece, West Virginia, New Jersey and
Arizona,

American Water Works
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IAWC Authorized $24
Million Revenue
Increase

WVAWC Authorized
$14 Million Increase

PAWC Auathorized $36
Million Increase

NJAWC Requested
$125 Million Increase

MAWC Requested
$49,6 Million Intcrease

Another regulatory mechanism to address issues ol regulatory lag includes the ability,
in some circumstances, 10 recover in rates a return on utilily plant before it is actually
in service, instead of capitalizing an allowance for funds used during construction.
Examples of states that have allowed such recovery include Texas, Pennsylvania,
Ohio, Kentucky and California,  Pennsylvania, New Jersey, West Virginia, Ohio,
Indiana and Hlineis have adopted a full or partial single rate policy (also known as
uniform rates). The single tariff structure is based on costs that are determined on a
statewide basis, thereby moderating the impacts of periodic fluctuations in local costs
and lowering administrative costs,

Selected Recent Rate Activity In Larger States

On July 31, 2008, the Dinois Commerce Commission approved a $24.9 million
revenue increase for Ilinois-American (TAWC) premised on a 10.35% allowed ROE,
The case was filed August 31, 2007, when 1A requested a $32.8 million revenue
increase based on an aliowed ROE of 11.25%.

On March 18, 2008, the Public Service Conunission of West Virginia approved a
settlement of West Virginia-American rate case that was filed in mid-2007. The
settlement called for an increase of $14.5 million, or 15%. The last rate case was
decided in July of 2005. Since 2004, the company invested more than $63.8 million in
its facilities.

On November 30, 2007, the Pennsylvania Public Utility Commission (PUC)
approved a setttement catling for a $36 million, or 8.9% annual revenue increase for
Pennsylvania-American (PAWC). The company’s criginal proposal increased water
rates by abowt $59.2 million (i4.7%). The Commission voied 4-0 1o approve the
settlement, which was reached between the company and the siate's Office of
Consumer Advocale, the state’s Office of Small Business Advocate, the PUC’s Office
of Trial Staff and consumers who had filed formal complaints, Under the setilement,
the company may not file for a rate increase until April 24, 2009, We note that under
PPUC approved policy, PAWC can raise rates up to 7.5% related o the DISC
between general rate cascs,

On Januvary, t4 2008, New Jersey-American (NFAWC) filed for a $£25 million, or
23.4% rate increase premised on a | 1.5% allowed ROE with the New Jersey Board of
Public Utitities. A decision is expected by year-end 2008, New Jersey American
Water will have spent more than $350 million on investments to replace and upgrade
its factlities, imfrastructure and sources of supply state-wide since its lasl rale case.
Investments include the replacement of hundreds of miles of water and scwer mains
and the expansion of the Company's Canal Road Water Treatment Plant, NJAWC's
fast rate case was in March of 2006 and authorized a $56 willion avnual increase
based on a 10% allowed ROE.

On March 31, 2008, the Missouri-American Water Company (MAWC) filed for a
349.6 million revenue increase premised on a 11.25% allowed ROE with the Missouri
Public Service Commission. MAWC's lagt rate increase was authorized in October
2007 when it was granted a $21.4 million increase premised on a 10.0% allowed
ROE,

American Water Works
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Contract Services
Business Offers
Significant Growth
Potential, But Margins
Thin

Neon-Reguiated Business,

AWK's Contract Operatons Group (COG) penerated revenue of $139.0 mitlion in
2007, representing 57.3% of consolidated non-regulated revenues. COG provides
services to systems with over 3,000 customers (and in many cases far larger) as
distinguished from the O&M services provided by Applied Water Management
Group usually to systems with less than 3,000 customers.

COG is party to more than 45 contracts across the United States and Canada, wilh
contracts ranging in term from two to 20 years. The services provided vary in size and
scope with annual operating revenue per contract vanging from $0.26 million to $9.0
million per contract. For instance, 25 of the O&M contracts are purely operational in
nature and do nol involve the design or construction of the facilities.

COG is an active participant in the Department of Defense’s recently adopted Utility
Privatization Program, or UPP. In 2003 it was awarded 50-year contracts for the
operation and maintenance of the water and wastewater systems al Forts
Leavenworth, Sil} and Rucker and in September 2007 was awarded 50-year contracts
for the vperation and maintenance of the water and wastewater systems at Fort AP,
Hitl and Scott Air Force Base worth approximately $160.0 million in toial.
Responsibilities under these contracts include system project management, regulatory
and environmental compliance, planning and long-term operations and maintenance.
Additionally, under a three-year contract awarded in 2006, COG was selected by
Harneit County and the City of Fayetteville, North Carolina to operate, nraintain and
manage the existing water and wastewater trecatiment plants at Fort Bragg for an
mterim period wntl construction of new connections o the Harnett County and City
of Fayetieville systems were completed.

The Applied Water Management Group (AWG) works with customers 1o design,
build and operate smaller-scale water and wastewater treatment plants (typically
serving up to 3,000 customers). Typical customers are real estate developers,
industrial companies  and new  or expanding comununities.  Applied Water
Management Group generated revenue of $33.3 million in 2007, representing 13.7%
of revenue for our Non-Regulated Businesses.

AWG currently serves the AWK customer base privoarily in the Northeastern United
States and was responsible for the design, construction and operation of advanced
wastewater treatment recycling systems for sites as varied as residential buildings in
Battery Park City in New York City and Gillene Stadivm in Foxborough,
Massachusetls. Approximately 30% of AWG s business involves operating and
maintaining smaller-scale water and wastewater plants, made up of a mixture of
facilities that we designed and built, and some which we only operate,

The Homeowner Services Group provides services to domestic homeowners (o
proteet against the cost of repairing broken or leaking pipes inside and outside their
homes. AWK initially offered these services within territorics covered by its
regulated subsidiaries, but has expanded to enable other utilities outside our territories
10 offer the services lo their customers. Homeowner Services Group generated
revenue of $40.4 miltion in 2007, representing 16.6% of non-regulated husinesses. Tn
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Second Quarter Results
Hurt By Wef Weather

AWK Shares
Attractively Valued On
a Relative P/E and
Price-to-Book Value
Basis

addition, Service Line Protection Programs offer customers various service contracts
for a monthly fee that cover repair of waler ling leaks and breaks, sewer line clogs and
biockages and emergency in-home plumbing

Recent Earnings Resuits

On August 11, 2008, AWK reported second quarter 2008 fully diluted EPS of $6.28
versus $0.29 (excludes $0.02 gain on sale of property) for the same period last year,
Wet weather negatively impacted second quarter 2008 results by {$0.04).

Operating revenues increased rose 5.5% 10 $589.4 million due primarily o rate
increases of approximately $26.0 million and an $11.6 million increase in non-
regilated revenues, This increase was offset by a $4.7 million decrease in revenues
related to unusualiy wet weather, mainly in states in the Midwest region of the United
States, Total volume of water sold decreased 2.7% for the three months ended June
30, 2008, to 97.2billion gallons, from 99.9 billion gallons for the same period in 2007.
The volume decline resulied in an approxtmate $12.6 million reduction in revenues
and a {($0.04) EPS impact.

Operating expenses increased 9.7% 1o $446.7 million primarily related to customer
service enhancement projects, Non-recuriing general compensation associated with
the IPO and employee expenses related to job classifications negatively impacted
results by $2.8 million, or ($0.02) per share. Non-regulated Businesses' expenses
increased 3106 milkion to correspond with their increased revenues.

Valuation

AL the current price, we consider AWK shares o be remarkably inexpensive relative
to the other publicly-traded water wilities, AWK shares trade at 16.9% our 2009 EPS
estimate of $1.25 and 14.7X our 2010 EPS estimate, which compares to group
multiples of 20.2X and 19.0X, respectively, and historical water utility multiples of
20-25X. On a price-to-book value basis, AWK shares trade at 1419 of tangible book
value {includes the write-off of all goodwill) versus group average multiples of 210%.
We believe AWK shares warrant at least an industry-average multiple, Please see
Valuation section for a detailed discussion of valuation,

We believe AWK shares warrant at least an industry average multiple. On the one
hand, AWKs premier national franchise and associated growth opportunities justify a
premium valoation, However, the RWE ownership and leveraged balance shect
warrant discounted muliiples,

We believe the market and investment community have under-estimated the value of
the growth-oriented water utility. Based on the published research reports, we believe
the wnique characteristics of American Water Works and the sector have been
somewhat neglected. These unique characteristics include a greater certainty of rate
base growth than typically achicved in the regulated clectric and gas utility sector as
well as greater opportunity for customer growth through consolidation and
privatization opportunities,

While we believe price-to-earnings and price-to-book value ratios arc helpful

American Waler Works
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Our $25 Price Objective
is Achieved Using a
Dividend Discount
Model

Lower Risk Profile
Than Electric and Gas
Utilities

measures in our valuation assessment, our $25 price objective range is derived
using a dividend discount model (DDM). We prefer the DDM for water utility
valuation given the unique features of a water utility and their application 1o the
model, including frequent setting of allowed ROE's, Jong-standing dividend
policies and predictability of earnings streams.  Importantly, a DDM places
stgnificant value on risk premium in determining present value.

Our $25 price objective range is achieved by applying a 3.0% risk premium to the 30-
year treasury yield of 4.75%, a 12% near-term EPS growth rate and a 4.5% long-term
growlh rate.

American Water Works
PV of
Period Annual Dividend Discount Rate | Dividends
{} $0.80
| $0.84 0.93 $0.78
2 $0.88 0.86 $0.76
3 30.92 0.80 $0.73
4 $0.96 0.74 $0.71
5 31.00 0.69 $0.69
Sum of PV of
Bividends $3.67
6 $1.04 0.90
LT Growth
ROR 7.86% | Rate 4.5%
Terminal Value $21,38
Present Value of
the Stock $25.05
Price Objective $25.00
Current Share Price | $21.09
| Discount | 18.54% |
i
Water utilities possess imany charvacteristics of the traditional regulated electric or gas

utility but are differentiated by unique features often neglected by those reluctant to
took any further than relatively-high valuations. Water ulilities warant premium
multiples to the electric and gas utility indusiries for two reasons:  lower risk and
stronger long-lerm growth potential,

Low Risk. We believe waler wtilities warrant among the lower risk premiums of any
sector in the market based on the following features:

* amonopoly service terrilory,
* high barviers 1o entry,

American Water Works
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Rate Base Growth
Opportunity

* no alternative product,

¢ price inelasticity,

* public and regulatory support for price increases,
*  regulated rates of return and

¢ girong linancial conditions.

Stronger long-term growth potential through rate base growtl, conselidation
and privatization opporfunitics.

Rate Base Growth, Cost of Service and/or Rate Base-Rate of Return regulation
permits rate adjustments 1o give utilities the opportunity to ewrn a fair relurn on
investment in infrastructure, The more cash a wility prudently invests in
infrastructure or “plows back into the business”, the greater rate base and earnings
grow. According 10 the EPA and various other organizations, water ulilities must
invest bittions of dollars in water infrastracture to maintain quality service,
rchabilitate existing systems, comply with ever-increasing quality standards and buiid
new projects. In recent periods, water utility allowed returns on common equity
(ROE"s) have been set al reasonable ranges between 9-to-12%,

American Water Works Estimated Rate Base
State Rile Base*
New Fersey-American S1.914.4
Pennsylvamia- American 1.705.0
Missouri-American RO
liaois- Aanerican 2828
Indiana-American 4924
California-Angrican 300.6
Other 1,350
$6,983.6

=Lxitmcied ay of 6/30/2008
Sonvee: PUC filings & Jesup & Lemont estimaies

Assuming a conservilive [0% allowed ROE, we assume projected rate base EPS
growth of 3-10-5%. The assumed 3-to-3% growlh rate can be improved upon by
increasing prudent infrastructure investment, which requires external capial raises, or
by towering the dividend payout ratio, We emphasize that the greater the multiple of
book value that equity is issued, the lower the cost of capital and the greater the retum
on investiment,

Electric and gas utilities also have the opportuaity to grow EPS through investment in
rate base and over the next decade or so electric utilities have substantial opportunity
to grow through base load generation additions and bansmission investments.
However, we belicve this growth is cyclical in that the industry goes through baseload
booni-bust periods. Water and wastewater infrastructure investments appear 10 be
needed for the foresceable future. In addition, water wiility rate increases normally do
not face the controversy of an electric or gas wility rate inerease primarily <ue to
relatively low cost of water. For most consumers, water and wastewater bills make up
a relatively small percentage of household expenditures compared 10 otheyr utility
services.

American Water Works
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Consolidation Enhances
Growth Profile

Privatization
Opportunity

Intangible Value to
Water Utilities

We expect rate base growth to continue for the foresecable future given that capital
expenditures are required, the regulatory environment is supportive and customer
rates are relatively low and price inelastic.

(2) Consolidation. In addition to the 3-to-5% rate base growth, water utilities can
enhance EPS growth via the consolidation of smaller systems. The water utility
industry is the most fragmented of the wility industries with approximately 53,000
community water systems in the U.S, and nearly 45,000 systems serving customer
bases of less than 3,300, AWK pursues the addision of customers through tick-ins of
small waler and/or wastewater systems, typically serving fewer than 10,000
customers, in close geographic proximity lo existing reguiated operations. However,
AW will pursue large acquisition in both contiguous and non-contiguous service
areas.  Acquisitions are accretive as long as ihe purchase price is reasonable, cost
culting achievable, profitability enhanced andfor the share price, if trading at a
mualtiple of book, is used as currency to fund the proposed purchase.

(3) Privatization activity, Water utilities can also grow revenues, customers and EPS
without significant capital investment and regulatory oversight by partnering with the
nation's 24,000 or so” municipal water and wastewater systems. Privatization
activity can range anywhere from the “outright sale™ of municipal assets to a private
company to a contract for the outsourcing of a particular function, such as billing or
meter reading. Public-private partnerships Or contract arrangements gencratly consisi
of a private firm operating/managing all or part of a municipally-owned sysiem under
contract, The private company benefits from the opportunily (0 generate reveaucs and
cash flow with minimal capital investment, while the municipality benefits vom
betler gquatity service, technical expertise and potential lower costs, The municipality
owns the system, sets the rates and makes the long-term capital investment decisions,
There are curently sceveral thousands of contracts of varying sizes and degrees
between municipalities and private water operators. The grear majority of these
contracts are between smaller towns and municipalities where the politics of
privatization are less challenging. We note that contracts with larger cities have
generally proven difficult 1o negotiate and have often resulied in thin or negative
profit margins for the private operator.

Intangible Value. We argue thal water uiilities possess an intangible and
unguantifiable value related 1o existing infrastructure, water resources, and rights and
expertise 10 the further developmem of infrastructure.  We expect this intangible
value 1o be realized over a period of decades through the regulatory framework, hut
could be realized quicker through a takeover and/or in the uniikely event of
deregulation or development of a competitive water resource market,

We liken water supply and “‘water rights” in a theoretically-unregulated water
enviromment 10 a nuclear power plant in today’s competitive power markets. With
tight supply-demangd marging and limited base-load generation compelition {variable
costs well-below natural gas or coal and the extremely-long time frame of adding new
nuclear plantsy, nuclear power plants have the potential to earn “excessive” profits for
the foreseeable future. However, unlike a nuclear plant, waler supply is finite and has
absolutely no substitute, In addition, water consumption (demand) is a necessity for
life. As a result, the price of water could theoretically become completely price-

American Water Works
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Takeover Multiples
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200-360% of Book
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Share Price Highly
Correlated With
Interest Rates

inelastic, or in many ways, the ultimate commodity. In our opinion, the social and
political ramifications of such a scenario are too great and will ensure water resources
are abways heavily regulated.

While the resource will never be competitively traded like oil, gold or diamonds, we
believe certain elements of the water distribution value-add-chain are “competitive”
assets and subject to market prices, These assets include; the techrical expertise (o
treat and disiribute water, managerial ability Lo construct and operate long-term water
infrastructre projects and the “savoir-faire” 1o navigale a pohtically-charged water
and wastewater enyironment,

Accepting the real value of a water utility stock requires one to accept that the growth
potentia]l may not oceur in the next one-to-five years. Value and growth potential lics
not only in the existing hard assets in the ground but also in the "rights expertise™ 10
maintain and grow infrastructure. We believe many larger companies have considered
this value when acquiring water utilities over the last several years. The water utility
sector has undergone considerable conselidation over the past decade-or-so as major
players attempt to strategically position themselves to capitalize on the cventual
consolidation and privatization of the industry. Takeover multiples have generally
been in the 200-300% of book value and 20-30X EPS multiple ranges.

Water wtility sharc prices are inversely correlated with interest rates due io the
relatively stable natwre of earnmgs, cash flow and dividend streams. Should interest
rates rise, water utility share prices would likely come under pressure. However, we
note that allowed returns on common equity are also highly correlated with interest
rates and higher rates typically result in larger vate increases and higher aathorized
allowed returns on common equity.

American Water Works
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American Water Works
Financial Statements (2003-2018)
{1 § millions unlesy otherwise noted}

{Income Statemcni 20054 20064 2007A 2008E 2009 2010E]
Dperating revenues 2,137 2,093 2,214 2,270 2,326 2,384
Rale increases 187 300 402
{Dperaling revenies 2,137 2,083 2,214 2,487 2,626 2,786 |
Operaling expenses
Operation & maintenance 1,201 1.175 1.249 1,324 1,390 1.459
Depreciation & amortization 261 254 267 283 300 318
General laxes 183 185 183 189 194 200
Gain on sale of nssets (D 4] N
{mpairment charge 365 222 509 750
Total operiding expenses 2,025 1,841 2,201 2,546 1,885 1,978
Operating income 112 253 13 8% 742 808
Operating income excl, anpairmeny 491 474 HE 661 742 808
Othey ineome
Interest 343 366 281 300 300 301
New interest expense 26 50 74
Oiher [§19)] {5) (12) 29 59 59
Total ether income 336 3a1 269 KL 469 434
Income [rom coniinging operations 155 13 245 300 333 3is
Provision [or income taxes 51 47 86 122 £33 150
Tax rate 0 0 { 0 0 0
Nel income (275) (1563 {343) (566) 200 225
Nel income, excluding impairment 104 66 159 184 200 225
Shares outstanding 160 160 160 160 160 161
ET'S (51.72)  (80.97)  ($2.44)  ($3.54) $1.25 81,40
EPS exchuding non-recurring 51165 $0,41 30,99 $1.15 $1.25 5140
[Cnsh Flow Statement 20054 2006A 20074 20081 2009E 2010E]
Net income {215 (156) (343 (5006) 200 225
Depreciation 261 259 267 283 300 318
Oiher 539 220 5499 850 75 75
[Operating cosh Now 525 324 47 567 375 618 |
Capital expenditures (558) (689) {7599) (800) (800) (80
Other 28 3 12
{Envesting cash Tow {330) (695) {747) (300 (BO0) (8[!0)1
Debi issuwance 425 400 400
Common dividends (128) {134) (113
Olher
[Financing cash flow 297 266 259
[Balance shect 2005A 2{HIGA 20074 2008E 20001 2010%
Common cquity 2,805 3,817 4,543 4,103 4,169 4,253
Goodwitl 3,188 2,966 2,457 1,709 1,709 1,709
Preferred equity 1,779 1719 29 20 24 29
Shoit-term dein 0 { 317 317 a7 3y
Long-lerm debt 5.030 4,104 4,675 5,100 5,500 3,900
I'I‘mal capitalization 12,802 12,640 12,020 11,258 11,723 12,207 ]
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American Water Works (AWK) - 3 Year Price Chart
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Price Tarpet and Ratings Changes over the Past 3 Years:

Stock Target
Date Price Rating Price Initiation
8/14/2008 $21.09 Buy $25.00 X

Companies Mentioned in Report:

American States Water (AWR)
Aqua America (WTR)

Artesian Waler Resources (ARTNA)Y
California Water Service Gp. (CWT)
Conmnecticut Water Service (CTWS)

Consolidated Waier Co. (CWCQ)
Middicsex Water (MSEX)
Pennichuck Water (PNNW)

SIW Corp, (SJw)

Southwest Water Company (SWWCQ)

York Water (YORW)

American Waler Works
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seeurities and issucrs, and npo part of my compensation was, is or wilk be directly or indirectly tied (o the specific recommendations or views
containted in 1his rescarch report.

AL the time of this published repont, Securitics, or derivatives thereol. of this company arc not owned directly by the analyst covering this stock. The
securities mentioned in this report are not ewned by the analyst's inmediate superviser, or indirectly by hisfher household membrers.

Jesup & Lamont Securities Corp s nat currently invelved in an Invesiment Banking relationship with AWK and we swe not & market inaker in the
secunty. Jesup & Lamont or its employees may take equily positions in the sccurity including transaciions that may be contruy o any
recommendations contained herein. Jesup & Lamont has wol managed or co-managed o public offering of scewrities or received conspensation for
investmient banking services [rom lhe subject company within the past 12 months. Jesup & Lamont does nof expect 1o receive or imond Lo seek
compensation for investonent banking services from the subiect company within the next 3 months.

Jesup & Lamont Inc. is the parent company of Jesup & Lamont Scearitics Corp, and Empire Financial Group a FINRA broker dealer. Tmpire
Financial Group has nol provided investiment banking services to AWK in the past 12 momhs, Empire Financial Group does not expeet 10 seek or
sobieil investment banking compensation from AWK over the next three months. Empire Financial Growp is not carrently a marker maker of AWK,

An officer. or a houschold family member of an ofticer, of Jesup & Lamont is not a direclor or an officer of the company. Jesup & Lamont or any
afhliates do nol beneheially own 1% or more of any class ol this company’s common equity. However, officers or emnployecs of Jesup & Lamont
e, may currently hold cquity stakes in AWK,

Ratings definitions:

1) Buy means the stock is expeeted to appreciate and produce a wotal retwm of at least 20% and ouperform the S&P 500 over the next 12-18
months;

2) Newlral means the stock is expecled to perform generally in line with the S&P 500 over the aext 12-18 months; and

3 Sell means (he stock is expecied o under perform the S&P 500 over the next 12- 18 months and should be sold,

Ratings distributions: O the secuiities subject 1o rescarch coverage by Jesup & Lamont, the percentage rted as “Buy" is 62%, the percentage raled
as “Neotral” is 38%.: and the percenage rided as “Sell” is 0%,

In the past 12 months, Jesup & Lamont has provided investmaent banking services 1o 0% of the companies we currently rake as “Buy™, to 10% of the
companics we currently rate us “Newtral”™: and 10 0% of tre companics we carrentiy rale as "Sell”,

Other Disclasores

Thas publication docs ned constitute an offer or sofickiation of any transactien in any securilies referred Lo herein, Any recommendilion contained herein nay not be
suitably for all investars. Attbough the infonnation contained in the subjeet report hns been abtained frem sources we believe 10 he relinble, its acouracy cinaot he
guazanseed. This publication aad any cecommendation contained herein speak only as of the dive hereof and are subject to change without natice, Jesup & Lamont aod
s alfitisted companies and employees shall have ne abligation 1o updite or amend any infermation contained herein. This publication s being fmished 1o you foy
informational purposes only and on the coadition that # will nel foom a prinary basis for any investment decision, ach invester must make its own determination of
Lhe appropoateness of an fnvestinent in any secarities relerred 10 herein bused on the tegal. tax and jecounting considerations spplicable (0 such investors mnd its own
mvesiment siralegy. Investors shoutd anderstand that statements regarding future prospects iy not be realized. By virtue of this publication, none of Jesup & Lamonnt
or ary of its employees shall be vesponsibie for any myestment decisions. This report may not be reprodeced. distribuled, or published withoul prior consent of Jesep &
Lamaont,

Third Party Research Disclaimer

Empire Financiat Group, Inc. {"Bmpire™) is providing this rescarch report 1o yor abtained by a 3rd parly, As such Empire has not passed, revicwed,
of commented on the accuracy or completeness of this report and by accepting this report you agree (e hold Empire harmicss and lree of Hability with
regards 10 the views expressed in this report. Empire or its customers may held a position andfor make a market in this particular sccurity.
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COMPANY UPDATE
American Water Works Co., Inc. (AWK)

Neutral

Reducing 2008 estimates for weather hit in 2Q

What's changed

American Water reported 20 EPS of $0.28, below our forgcast of $0.41.
The key difference with our forecast was lower revenus due to flooding
and therefore lower water consumption in the Midwest during the quarter.
D&M expenses generally cama in tine with our forecast reflecting the
inflattor we expected in tems including employee/pension related
expensas, chemicals, fuel, and purchased water costs, Rate cases appear
to be coming i consistent with our expectations supporting the ROE
recovery story. The company also announced 3 small tuck-in acquisitions,
which although too small to impact the revenue line in a meaningful way,
does demonstrate the company’s commitment to this strateglc initistive,

tmplications

Woe have reduced our 2008 EPS estimate to $1.13 from $1.24 principally to
reflect the shortfall in the second quarter. We maintain our 2009 EPS
estimate of $1.34 and modestly increase our 2010 EPS estimate to $1.47
from $1.45. We continue to balieve that Amarican Water is in the early
stages of a significart turnaround. The company has an important
opportunity 1o increase its rate base and returns through infrastructure
investiment and filing rate cases. Upside to our estimates could he driven
by faster-than-expected price recovery through rates, incremental
acquisitions, and lower O&M expenses than we have forecasted.

Valuation

We maintain our Neutral Rating and our $24 price target, which is based
on P/E multipies and our DDM. We use a P/E multiple of 20X our 2008 EPS
estimate of $1.34 less a 10% discount for share overhang. Qur DDM
assumes an B,5% cost of equity and a 5% dividend growth rate.

Key risks

Key risks include adverse regulatory decisions and regulatory {ag that limit
ROE expansion, financing risk associated wilh funding the large capital
investment program, and unfavorable weather conditions.
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disclosures go to www., s.comf’msez:rchfhpd%e.htm!. Analysts
empluyed by non-US affiliates are not required to take the NASD/NYSE
anglyst exam.

Global Investren Research



August 13, 2008

American Water Works Co., Inc.: Summary financials

American Water Works Co, inc, 1AWK)

Prolit model {§ mnj 12407 12/08E 12/09E 12/10E Balance sheet (g min} 12107 12408 12/09E 12/10E
Totsl revenue 2,214.2 2,395.4 2,639.3 28283 Cash & equivalents 13.6 2.0 0.0 200
Cost ol goods soid {1,613.8 11,633.5) {1,167.2} 11,850.0} Accounts receivable 2164 2336 238.4 248.0
SGRA 1383.3) {205.6) [ (2283 Iaventory 218 4 245 246
RE&D 0.9 0.6 0.0 00 Oiher currenl dssols 173.0 $99.0 2110 22246
Other sperating profittlexpensa) 7.3 23 0.0 0.0  Tolaleurrent assets 430.4 47199 434.0 5152
ESO expense 00 [eX] 0.0 Do Ngi FREE 9,318.0 10,2014 11,0046 11,802.6
EBITDA 7518 8339 981.8 11041 Net imangibles 24510 1,706.7 1,.006.7 L706.7
Depreciation & anortization 1267.3) {275.4) (316.8) {3520  Towlinvestmenls 0.0 06 0.0 00
EBIT 5245 558.6 5709 7521 Other long lersn assals 7288 506 7105 13086
Netinteiest incomedexpenss) 1288.0) {288.9} 3110} {335.3} Tols! assots 12,9341 13.138.6 13,976.8 34,815.0
Incamedloss) tigm pssacisles 00 0.0 0.0 0.0
Othess 174 234 6.0 26.0  Accounis payable 168.9 183.7 1971 15648
Pratax profits 253.8 293.0 386.0 4428 Shon-term debt 5o 324.0 320.0 324.0
Provision for tuxes 184.5) {1110} [154.4) (177.1)  Other current liabilitivs 289.6 280.0 280.0 280.0
Mingaity inigrest eo 0e 0.0 0.0 Total currant lisbilitias 7745 787.6 %10 55.8
Netincome pre-preferied dividends 359.3 182.0 2316 285.7 Long-term debl 4,699,1 A974.8 5.354.1 5,680.6
Piclerred dividends 0.0 09 0.0 0.0 Other long-lerm ailittes 29138 3.036.4 32114 3461.4
Netincome ipie-sxcoptionals) 159.3 1820 2316 265.7 Total long-torm Habilities 1613.0 80111 £,570.6 9,151.9
Posl lisx oxcapiionals {602.1) 1738.53 0.0 0.9 Totat Habititfes 83975 8,798.7 9,321.5 9,897.7
Not incoms {post-exceptionals) {342.8) [5%6.5) 2316 765.7
Prelened shares 4.6 4.6 4.6 4.9
EPS [basic, pre-excopt] {§) 1.00 1.13 .35 147 Total common eguity 45420 43353 4,649.7 4,912.7
EPS {diluted, pra.oxcept} iS5} 1.00 AR K] 1.34 V.47 Minority intergst 0.0 2.0 0.0 0.0
EPS {basic, post-except) (8] [2.14) {3.46) 1.35 147
EPS (diluted. post-oxcept] (8} 12.14) {3.46) 1.34 147 Totsl lisbilities & oquity 12,9341 13,1385 13.975.8 14,815.0
Common dividonds paid 0.0 {6%.6) (146.7} {162.1}
DRS (5} .00 .40 0.84 .88
Dividoad payout ralic (%) 0.0 36.3 62.3 59.7 _Additionsl linancials 12/07 J2/08E 12/9E 12410
Nes debvequity (%) 110.0 1246 207 1217
Intsiest covor (X} 1.8 1§ 2.2 22
Groveth & mvarging 1%57) 12007 12/08E 12/05E 12/10E Invantory days 5.1 6.1 54 A8
Sates growth 6.8 82 16.2 1.2 Recoivablo days 331 343 32.6 334
EBITDA growth 8.6 63 184 1.8 BVPS{S} 78.39 2593 26.27 20,08
£BIT growih 10.6 6.6 201 121
Notinecome {pro-axcepl] growth 158.4 M3 1.2 WY ROA{%} 1.2 1.4 1.7 1.8
£FS growth 158.4 137 19,1 84  CROCI#) 3.9 4.2 4.4
Gross margin Nng 318 334 4.6
EBITDA mosgin 36.8 34.8 374 389  Dupont RGE (%) 35 4.2 5.0 6.4
EBIT margin 237 23.3 254 266 Margin 3%} 7.2 15 8.8 94
Turnovar {X} 0.2 0z 0.2 0.2
Cash flow statement {$ mn} 12107 Y2/0BE 12/08E 12130E Lovarage (X} 2.8 30 kL] 39
Mot income 159.3 1820 2316 2657
D&A add-back {ingt, ESO) 2673 2764 3168 3520 Froo cosh low pershareiS) {1.78} 3.77) 3.33} {2.88)
Minority interost add-back 0.0 0.0 00 0.0 free cash Hlow yield {%) - {18.0} {19.9) {131.8)
Nel Iinc)fdac working capital 6.8 31 (60.8) {10.49
{lhats oparating cash liow 30.3 [#6.2) (20.0) {20.0)
Gash fbow liom vperations 473.7 444.4 4718 581.2
Capilal exponditures 1158.6) 1.050.0 {1,050.0) 11,100.01
Acquisitions o6 (100.2} {70.0} [50.0}
Divestilures 23 Q.7 0.6 2.0
Others 9.7 2.3 0.¢ Q4
Cosh llow from investing {746.6) {11517 13,120.0) 1,150.0)
Dividonds paid {common & prel} 00 {65.5} {1487} 11g2.1}
Incitdect in deby 1.004.0 285.8 3843 3214
Other finaicing cash llows (747.6} 493.6 403.5 4044
Cash flow from linancing 255.6 7138 42.2 5668.8
Total cash llow {16.3} 65 0.0 0.0
Hote Last a0t year mxy intluds repunied and eslimated data.
Sourge: Cainpany Jaty, Goldaran Sechs Reszarch e1tiniaies
Analyst Conwibutors
Maria Karahalis, CFA
riraeg karahalis@gs.com
Qabrivla Bis
gabingla bis@gs.com
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Details of our model changes

Exhibit 1 summarizes the key differences belween our 2Q estimates and the resulls
reported by American Water,

Exhibit 1: American Water 202008 actuals versus expected
S in millions, except per-share data

20084 2Q08E % Chy 2007A % Chy 1G08A % Chy
Qparahing Reveauss 5894 GOA.2 -3.3% 608.7 5 5% 506 8 6 3%
YeY Growth 55% §.0% + 350 bps 2in + 280 bps 87% - 268 bps
Operating ang mainlangnce (330.6) (328.3) 0.7% (299.4} 10.4%% (3113 624
Deprecialion and amerzalon {67 3} {657} 2.4% {E8.1) -1 2% {63.9) 5 3%
Goneral laxgs (48.6) (48.7) 1.8% 95 9} 8.0% (52.1} -4 7%
W of tevenues §.4% 80% 1 42 bps 8% + 20 bps 10 355 - 185 bps
Gain {loss) on sein of asseis 08 0.7 14.3% .2 -B7.1%% Q1 042 93
Qpesatng Profl 427 671 -14.6% 151.9 -58% 706 78 19
Oparating Margin 24.2% 27 4% - 373 bps % - 291 bps 15.7% + B4 bps
inleresy, nel {718 {72.3) BWLN [71.4) 0 6% (713 [FRE
AFUDC 61 8.4 -5.3% 1.4 164 9% 3% 30 8%
Other incioxp (0.6) 1.5 +139.9% 1.2 -151 8% 1l 152 1%
Patax [ncome 157 1017 -25.6% 826 B av 3.4 abd 1%
Prowsion for income Taxes (30.2) (36.6) A7 6% {32 8) -1 63 (7.4} 306 a4
Tax Rate 389% 38.0%%  + 307 bps 39.5%% 136 bps 553% - 1547 bps
Nel income, Conbaung Ops 455 65,1 -30 15% 50.0 -9.6% 60 §59.4%
Bhares Quistanding - Basic w0an 160.0 0.0% 160.0 003y 160.0 0.0%
Shates Outstanding - Ddviod 1800 160 2 01% 160.0 00% 180.0 O
EPS - Contirunng Ops- Basic 028 o1 -30.1%% 034 B9% 0.4 6§59 B
EPS - Continuing Ops- Diluled 0.28 [ ] «30.0% 0.3 -$.0% 0.04 669.6%
YIY £18 Growih (dluted) -8.0% 30.1%  3.902 bps 327%  -41610ps 146.6% - 15,841 bps
EBITODA 210.0 2.9 -ha% 219.6 -4 4% 143.6 46 3%
YAY Grovedh -4 4% §0% - 1043bps 1.4% - 578 bps a4 1% - 847 bps.
EBITDA Margin 35 6% 38.2% - 260 bps 39 3% - 368 bps 26 3% « 730 bps
JAARGIN ANALYSIS:
O&18 a3 a &% ol Revenuno K 1Y% LAY« 220 bps 53.6% + 251 bps Bi 4% - §33 bps
EDITDA 35 6% 36 2 - 200 bps 39 3% - 369 bps 28 3% 1 730 bps
FBIT L 2 A% - 323 hps 21 - 291 ps 157% + 349 bps
Pretax 12 8% 16.7% - 385 ops 14 8% - 185 ips 26% ¢« 1.9 bps
L hetincome - Cont Qps 77% 1075 - 206 bps 89 - 323 bps V2% + 664 bps
YOY GROWIYH
Rovenue 5.5% 9.05% . 355 bps 2% + 280 bps 82% - 268 bps
EBIT -6 By W - 1615 bps -0 &% - 532 ups 86% - 144G bps
£BIOA ey id 6.0% - 1.043 bps 14% - 578 bps 4355 - B4 s
DaA 2% -35% 231 bps 504 - F08 bys 1 1% - 12 0ps
Fralax Income -B.4% 23.1% - 3,349 bps 283% -3672bps 222 5% - 21.08G bps
Nofinceine - Cont Qps -9.0% 302% - 3917 bps 32.7% - 4963 bps H6 6% - 15.962 bys
ErS -9.0% 30.1% - 3.902hps 32 7% - 4,451 bps 146 6% - 15.061 bps

Seuce, Company hiings, Goldman Sachs Rasaarch eshmales

Exhibits 2 and 3 summarize our expected full year and quarterly forecasts for the
Company’s income statement. Exhibit 4 provides a detailed breakout of our forecasts and
assumptions for the regulated and non-regulated segments of the Company.

Goldman Sachs Giobal Investment Research 3
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Exhibit 2: American Water annual income statement, 2006-2012E '
§ in millions, except per-share data

INCOME STATEMENT 2008A 2007A 2008E 2000F 2010E 2011E 2012E
Qporabng Ravenues 2.6934% 22342 23954 26303 28283 3.00642 39829
YA Growth -2.0% 50% 825 10.2% 2% 6.2% 59%
Operakon and mainienarnce [1.174.5} (1,246 5) {1,358 %) {1.440 4} {1,498 0} (1,557 G) {1.6182)
Depreciation and amorization {259 2} (267 3} [275.4) {(316.8) {452.0) 3937} (435 4}
Genergt laxes {185.1) (183 3} {205.6) {211.1) {2263 [240.3) {254 6}
% of raveries 88% 3% 8.6% a0y BO% §0% 8o%
Ga'n [foss) on sale of assols (61} 7.3 23 20 00 0.0 8.0
Operating Profit 4742 5245 698.5 6709 7521 8126 8737
Qperatng Haign 22.7% 23.7% 23.3% 254% 266% 27.0% 2 4%
Ieresl, nef {3710y (288.0) 1288 9} {311 0} (3353 (33 ¢} {367 5y
AFURC 86 11.2 19.8 26.0 00 200 200
Olher nc/exp 0.9 6.2 35 6.0 50 6.0 50
Prefax income 17 2538 2939 3650 447 8 484.9 5322
Prowsionfor Incemo Taxes (51 1} {94 8} {111.0} {154 4) (17 {1936} (2129)
Tax Ruie 45.3% 37.2% 37.9% 40.0% 490.0% A06.0% 40 0%
Net Inceme. Coninuing Ops 617 159.3 1820 2316 2857 2408 3193
Pigterred Dividend GO 0¢ Q0 00 00 [+3¢3 00
Noa-recurnnginsconlinuesd Qps (6.4) (0.6} o0 00 ©.0 00 0g
Extraordinary ltems (217.5) (601.5) {7385} a0 .0 00 00
Nel Incoma - Reporog {162 2) (342 B} {558.5) 2318 2657 2909 3193
Shares Qulstand ng - Basic (Avg) 16040 160.0 16808 W19 1802 186.9 192 8
Sharas Quistantng - Dikned (Avg) 1600 360.0 161.0 723 180.7 815 1936
Sharas Quistandng - Basic (EOP) 1600 16D.0 1672 1770 1635 1993 1953
Sharas Quistandng - Diuted (0P} 1500 160.0 167.5 177 4 154.0 190.9 1560
ERS - Continuing Ops - Rasic 0.38 £.00 113 1.35 147 1.56 166
EPS - Conlinuing Ops - Diluted 0,39 1.00 1.13 1.34 1.47 1,55 1.65
YA EFPS Growlh (dilted) -40.1% 158.4% $3.5% 18.9% % 56% §4%
EPS - Net Incoma - Reporled - Basic 1 -2 14 -3 46 435 147 156 186
EPS - Net lacama - Reporied - Oilutes BRI 214 -3.46 134 147 1.5% 165
EBITDA 733.4 1918 8318 9578 1,1041 1,208.3 1,308.0
YoY Growih ~33% 8.0% 53% 16.4% £1.8% 9.3% 85%
E81TDA Margin 35.0% 35 8% 34.8% 37.4% 39.6% 40 2% 41 1%
MARGIN ANALYSIS:
O&M as a % of Revenue 56.1% £6.3% 66.7% 54.6% 53 0% 51.8% 50 9%
ERITOA as % of Rovenue 350% 35.8% 34.6% 3r.4% 39.0% 40.2% 41 1%
EBIT as % of Revenur 22 4% 2% 23.3% 25.4% 266% 21.0% 27 4%
Prelax as % af Revanur 5.4% 11.5% 12 2% 14 6% 15.7% 6. 1% 16 7%
Nal inceme - Cont Ops as % ol Revenue 29% 7% 786% BE% 9 A% 7% 10.0%
Net Income - Reperted as % of Revenue -7 8% -15.5% 23.2% 8.8% 9.4% 97% 10.0%
YOY GROWTH
Revenue -2.0% 8% 4% 10 2% 72% 62% 59%
E8)T “.6% 10.6% £.45% 20.4% i21% 8.0% 1 5%
EBITDA 3 8% 80% 53% 18 4% T18% 9 3% 85%
DEA -0 B% 31% 30% 15 0% VY% 118% t0 6%
Pretax ingomp 30 1% 126.1% 15.4% 37 7% 14 7% $5% G 8%
Nol Income - Cont Ops -40 1% 158 4% .3% 212% 1 7% 95% G 8%
EPS -AD.4% 158 4% 13.5% 169% §av 5 % & 4%

Souree. Company hings, Goldman Sschs Rusearch estumates
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August 13, 2008 American Water Works Co., Inc. [AWK)

Exhibit 3: Amarican Water quarterly income statament, 2007-2009E
5 in millions, except per-share data

INCOME STATEMENT 19074 Q074 IQOTA 40074 1G08A 20Q084 JQ0E ¢QOEE 1G09E 2Q08E 3Q09E 4Q00E
Gperakng Rudwnues 460 35 5587 8331 553 8 5068 589.4 690.3 €089 5730 659 4 147 3 6501
YA Grpath 11% 2% 6.5% f2d% 82X £.5% 9.0% 10.0% 13 1% 14.9% 8.3% FI%
Operation and manlyagnco {282.6) {799.4) (3283) (330 2) (3113} 1330.6) 1359.7) {356 G} {337 8) (3538 (376 Y 1372.8)
Leprecation and amortzakion {64 G} (6B 1) {69.7) {64.9) (83.93 67 3) (70.3) {¥3.9) (10.7) (7 5) {80 4) {83 2)
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Wi olrevenues 02 &2 T.4% 7.6 e 35 84% 80% g BO B 0% 805 8DV
Gun tloss) on sale ol agzcis 6.4 $2 0.7 [+3] 0.4 0.8 07 o1 09 09 0.0 V]
Gperavng Prolil 733 1515 188.7 1109 796 142.7 2058 1365 138 1757 #310 1504
Qperatng Margin 15 6% 27.1% 29.9% 200% 15.7% 242% 29.6% 214% 19.9% 26 6% 30.9% 27 8%
Ederast net {13.4) {1 g {70.0} 27 471.3) 71.5) {72 G} {73 5) (757} (76 5) (1e.9) {80 8}
AFUBDC 28 19 9 37 g 5.1 54 54 50 50 L] 50
Other vig/ax) 15 12 1.3 2.2 1.3 {6.6) i5 15 1.5 15 i5 15
retan Iacome 42 826 1229 441 134 %57 140 Y 638 -1 1067 LT e
Proviswn (o Incaime Taxes (7 (32.6) {18.7} {7.4) {302) {504} {23.0) 186) {42.3) Bay {30.9)
Tax Ras 4184, 39.6% LY S 56.3% 39.9%% 35,055 35 0% 40 0% 40.0%: A0.DY: 4D.0%
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Proferrad Dadond Q0 [ 33 o0 090 00 og Q0 00 00 3] oo
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Extraordsary eons 00 4.0 1239.6) [261.9) {138 5) ) 0.0 00 5.0 GG 0.0 2.0
el income - Rapontag T 494 116643 {234 5) (1325 459 P86 10.8 280 B34 2L A58
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Sapter Quistindnag - Qiluled (Ave) e o 1509 1600 160.0 1600 1600 1601 063y iGE 9 71 1732 1760
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| HelIneome - Roponed 8s % ol Reypaue 08 -26.3% 144,59 ¥ 7% 13.0% 674 403 GG 127% 69%
Y0¥ GROWITH ~
Hevenue 1% 6.5% 12 4% .23 55% 10.0% [ERES 1193 83% (¥
£y 235 T 49.9%% 8.6% -S8% 1.6 42 83% e 12.3% WA
EBIY(3A 145, 7.2% 28.8% 43% 545 16.2%% 32 0% 065 VE 8% 145
D& 0.4% T71% ~1.3% R L -1 2% 13.9% 18.4% 1524 4.4 12 6%
Prelox Income -126.2% G645 5758 222 5% -8.44% A1.8% 247.3% 3964 126% 19 54
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Source Company limgs, Goldman Sachs Research esvmates.
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Exhibit 4: American Water segment summary, 2006-2012E
$ in miflions

REGULAYED SEGMENT 20087 2007A 2008E 200SE 2010E 2011€ 2012E
Prior Yoar Revenues 1,635 1 1,8546 1987 8 21354 23628 2.537 8 26984
Core growihvney customais {367) 278 (16.8) 191 13 0.3 3
Acquisiions 262 295 35 Az 3ie 06 432
bSIC 137 16.2 9.5 16.6 177 1940 202
fAale case agusimaenls i24 59.4 1247 1562 a9 101.5 998
Fotal Regulalod Revenua 1.854.6 1,387.6 2.135.4 23828 26375 2,698.4 Z,861.3
Oporation & Mantenance sxgenses (13da 1) (1235 8)  (13217) (43849) (1.4334) (:4B3.6) (%5355
Dapecativn & Amorbzahion {243.3) {205.0y {280 3} 259 7) {336 33 {3765} {415.9)
EBIT 467 2 496 8 5435 6783 679 838 7 90u 9
Revenue Drivers {% of prior year revenues)
Core growivnow cuslomers -2.0% 1.5% 0.8% 0.9% COo% 00% 0.0%
Acquisilions 1.6% t 6% 1.5% 16% 16% 16% § 6%
RSIC 07% 0.8% 068% 6% 0 6% 08% 0.8%
Rale coso adusiments 0.7% 2.2% £.3% 7.a% 5.0% 4 0% 3 7%
Tolal yoy mesease 1.0% 73% 7.4% 10.6% 7 A% 63% §9%
Cost Drivers
Q&K axpensas (yoy increast) 1.5% 80% ’.8% 40% 3 5% 36% 35%
NON-REGULATED SEGMENT 2006A 2007A 2008E 2009E 2010F 2011E 20128
Total Non-rogutaled Rovenue 248.6 2427 2728 286.6 300.8 316.8 316
Opuralion & Manlenance expeases (239.9) (215.3) (250.4) {260.4) {269.6) (2790} {286.8)
Dgpreciation 8 Amortizalion (3.0} [141.3) [7.3) 6.8} (9.8) (11.0} (122
LB {(53) 171 151 173 214 258 ki

Rovenus Drivers
Coig growlh (yoy increass) -20 0% 2 4% 12 4% 50% 5.0% 5 0% 5 0%

Cost Drivers
Q84 expenses (yoy ngrease) -21 1% -102% 16.3% 40% 35% 3 5% 5%

Source. Company fings, Goldmaen Sachs Research estimates.

Rate case summary:

Exhibil § outlines American Watet's rate case requests from 2006 to the present. We have
assumed that American Water receives approximately 50% of the amount requested for
each pending rate case, For cagses that have already been concluded, the percentage has
been higher at closer to 62%, but we believe it is prudent to assume a lower rate for the
next round of rate cases, as this is the second round of meaningful increases following
large increases only a year or lwo ago.

Goldman Sachs Global Invesiment Research 6
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Exhiblt 5: American Water rate case requests from 2006 to present

$in milions

Amount

Amaount

Expacted

State Date Filed Filed Granted % Grant Date Status
Genaral Rate Casos Filed in 2006

Texas 10/16/66 50.8 50.7 87.5% 1/1707]_Complelad]
Ohio 37106 5.1 34 86.7% G| Compleled
New Jaisey 313106 5.0 56.2 56.8% 4/1/07]  Completed
New Mexico 5/3C/0G 1.3 1.3 100.0% 511/07|  Compieted
Tennessee 11/22/06 6.4 4.1 64.1%; 5123107] Completed
Missouri 1215108 41.5 214 51.6%)| 13107]  Compieted
Indiana 12/5/06 24.7 14.0 56.7% 520407 Compigled
Arizona [Sun Cily) - wasiowales 7/2B/06 3.9 2.4 61.5% 4108  Compleled
Arizona {Anthen) B/16/C6 7.0 4.3 51.4% 7HI0B]  Compleled
Tota! Granted (2006} $189.7 5107.3 56.8%

Total Pending (2006) $0.0 $0.0

Guonsgral Rate Cases Filed in 2007

Michigan 148107 50.2 502 104.0% 18/07]  Completed
Maryland 3907 0.6 0.6 180.0% 1001407 Completed
Pennsylvania LIF 59.2 36.0 60.8% 1130107 Compleled
Kenlucky 4130107 13.2 80 60.6% 1201107 Compleled
California * 1407 16.4 13.0 79.3% WHOB|  Compleled
lowa BI30IOT7 6.1 4.3 70.5% 2IHCE|  Compleled
Long Isiami ** BT 4.6 6.6 68.8% A081  Completed
Wesl Virgiiia 81107, 24.1 4.5 60.2% AMgsE - Completed
Anzona (Sun Cily} - waler 4130/07 2.2 1.9 86.4% 6/1/08f  Compleled
lliinois 8131/07 328 218 75.9% 8i5108] Compicled
Ohio 1041107 5.6 2.8 50.0% 1011:08 Panding
Hawraii 1111107 1.3 0.7 50.0% 1174768 Fending
* California rale increase includes slep increase of $2.0m effective i 2009 and $2.5m effective in 2010

** Lang Island rate increase includes step increase of $1.0m effeclive in 2009 and $1.0m effoctive in 2010

Total Granted {2007) $164.4 $110.0 66.9%

Total Pending {2007) $6.8 $3.4 50.0%

Gonoral Rate Cases Filed in 2008

Michigan 31/08 50.2 50.2 100.06% 1/1/08] Completed
Tennessee 314ik8 1.6 3.8 50,0% 10{1/08 Pending
Virginia 1130108 4.3 2.2 50.0% 111109 Pending
Now Jersey 11410 125.0 2.5 50.0% 171109 Panding
Califoreia 3010 44.4 22.2 50.0% 17109 Pending
Missguri 3H31/0B 49.8 24.9 50.0% 171/09 Panding
Pennsylvania 4/28108 2.7 1.4 50.0% 111109 Ponding
Arizona 511708 20.0 10.0 50.0% 51109 Panding
Wost Virginia 5130108 14,8 7.4 60.0% BI30109 Ponding
Hew Mextco TI108 2.2 1.4 50.0% 71709 Fonding
Total Granted {2008} 0.2 $0.2 100.0“/1

Totai Pending {2008) $276.8 $135.4 50.0%

Total Granted {2008 - present) £354.3 $218.0 61.5%]

Total Pending (2008 - present} $277.6 5138.8 50.0%

Sowrco. Company ings, vanous State Public Uity Coremssion news relpases, Goldman Sachs Resoarch estimaics.
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Reg AC

I Mana Karahalis, CFA, hereby certify that ol of the views expressed in this report aceurately refloct my personal views about the subject company
or companies and its or their securities. | also certify that no part of my compensaticn was, is or will b, directly or indirsctly, related to the specific
recommandations or views expressed in this repar.,

Investment profile

The Geldman Sachs Investmont Profile provides investiment conlex! for & security by comparing key attributes of that security 1o its paer group and
markel. The loar key aviributes depicted are: growth, returns, multiple and volatilily. Growih, returns end muitiple are indexed based on compesites
of several methodologies 1o determine the stocks percentile ranking within the region's coverage universe,

The precise calculation of each metric may vary depending on the fiscal year, industry and region but the standard approach is a5 folfows:

Growth iy a composita of noxl year's estimate over curren! year's eshimate, 0.y, EPS, EBITDA, Revente. Returnis a yeur one prospeclive aggregate
of varicus return on capital measures, .. CROC) ROACE, and ROE. Multiple is a composite of one-year lorward veluation ratios, e.g. P/E, dividend
yield, EVIFCF, EVEBITDA, EV/OACE, Price’Book. Volmility is mensured as trailing twalve-month volatility adjusted for dividends.

Quantum

Quantum is Goldman Sachs' proprietary databsse providing access te detailed financial statament historigs, forecasts and ratios. It can be used lor
in-depth analysis of a single company, or 10 make comparisons between companies in different sactors and markets.

Disclosures

Coverage group(s} of stocks by primary analyst{s)

Maris Korahalis, CFA: America-Small Companies,

America-Small Companies: American Reprographics Co., American Waler Warks Co., Inc., Avis Budget Group, lnc., Bristow Group lac., Britanaia

Buik Holdings, Inc., Brunswick Corp., Chart Industries, Inc., Cosan Limited, Cosan SA Industria o Comercio, Dollar Thrifty Aulomotive Group, Inc.,

ErerSys inc., FTI Consutting, Inc,, Harley-Davidson, Inc., Hertz Global Holdings, Inc., Horizon Lines, tnc., Jarden Corp., Sealy Corp., Seaspan Corp.,
Standard Motor Products, Tempur-Pedic International Ing., The Goodyear Tire & Rubber Co., TriMas Carp., USEC Inc., USG Corporation.

Company-specific regulatory disclosures

The following disclosures relste o relationships between The Goldman Sachs Group, Inc. (with its affiliates, "Goldman Sachs’} and companies
covered by the Global bnvestment Research Division of Goldman Sachs ond referred 10 in this resaarch.

Goldman Sachs has received compensation for investmenl kanking services in the past 12 monihs: American Water Works Co., Inc. [$20.87)

Goldman Sachs expecls to receive or intends to seak compensation for investment banking services in the next 3 months; American Water Works
Co., Inc. ($20.87}

Goldman Sachs had an investmont banking services client relationship during the past 12 months with: American Water Works Co., Inc. {$20.87
Goldman Sachs has managed or co-managed a public or Rule 144A offering in the past 12 months: American Water Works Co., Inc. ($20.87)

Goldman Sachs i a specialist in the relevent securities and will at any given time tave an inventory pesition, "long” or “shor,” and may ke on the
apposile side of orders executed on the relevant exchange: American Water Works Co., Ing. $20.87)

Distribution of ratings/investment banking refationships

Goldman Sachs Investment Resenrch global coverage universe

Rating Distribution Tnvestment Banking Relationships
Buy Hald Sehl Buy Hold Sell
Global 2% | s7% | 15% 50% 6% 40%

As of July 1, 2008, Goldman Sachs Global Invesument Research had ipvestment ratings on 3,005 equity securities. Goldman Sachs assigns stogks as
Buys and Sells on various regional Investment Lists; stocks not so assigned are deemed Neutral. Such assignments equate 1o Buy, Hold and Sell lor
the purposes of the above disclosure required by NASDNYSE rules. See ‘Ratings, Coverage groups and views and related definilions' below.
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Price target and rating history chart(s)
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Regulatory disclosures

Disclosures required by United States laws and regulations

See company-specilic regulatery disclosures sbove for any of the followiing disclosures required as to companies referred Lo in this report: manager
orco-manager in @ pending transaction; 1% or other ownership; compensation for certain services; types of cliem ralationships; manogedico-
managed public offerings in prior periods; directorships; market making andfor specialist rote.

The following are additional required disclosures: Ownership and materlal conflicts of intorost: Goldman Suchs policy prohibits its analysts,
professionals reporting to analysts and membars of 1hgir households from owning segurities of any company in the analyst's aroa of coverage.
Analyst compansation: Analysts are paid in pan based on the prolitability of Goidman Sachs, which includas Investment banking revenues. Analyst
as officer or director: Goldman Sachs policy prohibits its analysts, persons reporting t¢ analysts or members of their households fram serving as
an officer, director, advisory board member or employee of any company in the snalyst's araa of coverage. Bistribution of ratings: See the
distribution of ratings disclosure above. Price chart: See the price chart, with changes of ralings and price targels in prior periods, above, or, i
electronic lormat or if with respeet 1o mulliple companies which are the subject of this report, on the Goldman Sachs website
hitp:iivavw.gs.comiresearchihedge. himl. Goldman, Sachs & Ca. is 2 momber of SIPC{htpfwww.sipe.org).

Additional disclosures required under the faws and regulations of jurisdictions other than the United States

The following disclosures are those required by the jurisdiction indicatad, oxcopt to the extent already made abeve pursuani to United Stalgs laws
and regulations. Australia: This research, and any access to i1, is intandad only for "whotasale clients® within the meesning of the Australian
Corporalions Ac!. Canada: Goldman Sachs Canada Inc. has approved ol, and agreed lo take rosponsibility for, this research in Canada if and 1o the
extent it relales 1o equity securities of Canadian issuers. Analysts may conduct site visits but are prohibied from accepling payment or
reimbursement by the company of travet expenses for such visits, Hong Keng; Further informattion on the sacurities of covered corepanies referred
10 1n This rosearch may be oltained on request Irom Goldman Sachs {Asia) L.L.C. India Further Information on the subject company or companics
refarrad 10 in this researeh may be obtained from Goldman Sachs (India) Securities Private Limited; Japen: See below. Korea: Further infarmaticn
on the subject company or companies referred o in this research may be obtained from Goldman Sachs (Asia} L.1.C., Seout Braach. Russia;
Research repons distributed in the Russian Federation are not adventising as delined in Russtan Taw, but are information and analysis not having
product promotion s their main purposs and do not provide appraisal within the meaning of the Russian Law on Appraisal, Singuporer Furtigy
information on the covered companies relerred to in this research may be ottained from Goldman Sachs {Singapore} Pre. (Company Number:
198602165W). Taiwen: This material is for reference oniy and must not be reprinted withoul parmission. Invesiors should earefully consider Lheir
own investmen risk, Invastment results are the responsibility of the individual investor. Unitod Kingdom: Persons whoe would be categorized as
retait clients in the United Kingdor, as such term is defined in the 1ules of the Financial Services Authority, should read this research in conjunction
wilh prior Goldman Sachs research on the covered companies referred to herein and should refer 1o the risk warnings that have been sent to them
by Goldman Sachs International, A copy of these risks warnings, and a glessary of cerlain dinancial terms used in this report, are availabla from
Guidman Sachs International on requast.

Europaan Union: Disclosure information in relation 10 Articla 4 (1) {d} and Article 6 (2} of 1he European Commission Dirgctive 2003/126/EC is
avatlable at hﬂp:.’!www.gs.comfc!iem,servicesn'gInha!uinvnstmeﬁl_lusoarch.’europuanpolicy.hlmi

Japan: Goldman Sachs Japan Ca,, Ltd. Iz a Financial Instrument Dealer under the Financial Instrument and Exchange Law, registered
with the Kanto Financial Bureau {Registration No. 69), and is & membor of Japan Securitlies Dealers Association {JSDA} and
Financial Futures Assoctation of Japan {FFJAJ). Sales and purchase of aquities are sublect to commission pre-determined with
clients plus consumption tax, See campany-specific disclosures as 1o any appliceble disciosures raquired by Japanese slock exchanges, the
Japanesa Securilies Dealers Association or the Japanese Securities Finance Company.

Ratings, coverage groups and views and related definitions

Buy (B), Neutral (M), Sell {8} -Analysis recommend stocks as Buys or Sells for inclusien on various regional Invesiment Lists. Being assigned a Buy
of Selton an lnvestmuent Lisyis determined by a stock's return potenttal rafalive 1e ils coverage group as doscribed below. Any slock not assigned as
a Buy or a Sell on an Investment List is deemed Neutral. Each regionat investinent Review Committee managos various regional Investiment Lists o
a glebal guideline ol 25%-35% of s1ocks as Buy and 10%-15% of stocks as Sell; howaver, the distribution of Buys and Salls in any particutar coverage
group mey vary as determined by the regional nvestment Review Commitien. Regional Conviction Buy and Sell lisls represent investment
recorsmendations focused on either the size of the potential raturn or the likelihcod of the realization of the relum,
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Return potential represents the price differential between the current share price and the price targel expected during the time horizon associated
wilh the price targel. Price targets are required {or all covered stocks. The return potential, price target and asscciated tima horizon are stated in
each report adding or reiterating an Ipvestment List membaership.

Coverage groups und views: A list of all stocks in each coverage group is available by primary analyst, stack and coverage group al
Mipiwww.gs.comiresearchiedge.html. The analyst assigns one of the foltowing coverage views which represents the analyst's investment cullgok
on the coverzge group rolalive 1o the group's historical fundementals andior valuation. Attenctive [A). The investment outlook over the following 12
months is favorable relative to the coverage group's historical fundamentals andfor vatuation. Neutral (N}, The investiment outlook over the
loftowing ¥ months is neutrsl refative 1o the coverage group's histarical fundamoentals andfor valuation. Cautious {C). The investment autlook over
the foltowing 12 months is unfavorable refastive to the coverage group's histarical lundomentals andfor vajuation.

Net Rated (NR). The investment rating and target price, # any, have been removed pursuant 10 Geldman Sachs policy when Goldman Sachs is
acting in an advisory capacily in a merger or strategic transaction involving his compeny and in ¢estain olher circumstances. Rating Suspendued
(R8). Guldman Sachs Research has suspended the fnvesiment raling and price target, if any, for this stock, because there is not a sufficiens
fundamental basis for delermining an invesiment rating or targe!. Tha previous invastmant raving and price \argel, if any, are no tonger in effect Tor
this steck and should not be relied upon. Coverage Suspended {CS). Goldman Sachs has suspended coverage of this company. Not Covered (NG).
Goldman Sachs does nol cover this company. Not Avalleble or Not Applicuble INAY The infermation is not available for display or is not applicable,
Not Meaningful {NM). The information is not meaningful and is therefore exciuded.

Ratings, coverage views and related definitions prior to June 26, 2006

Qur raling system requires that analysts rank order 1he stocks in their coversge groups #nd assign one of three invesiment ratings {see delinilions
betow) within a ratings distributian guidsline of no more than 25% of the stocks showuld be rated Outpesform and no fewer 1han 10% rated
Underperform. The analyst assigns one of three coverage views (see definitions belowd, which raprasants 1he analyst's investment outlook on the
coverage group relative 1o the group's historical fundamentals and valuation. Each coversge group, listing all stocks coverad in Hhal group, is
available by primary analyst, stock and coverage groun at attpiiwvww.gs. comiresearchihedge himi.

Defmivons
Qutperform {OP]. We expect his stock to outperform the median wtsl return for the analyst's coverage universe over the next 17 months. In-Line

{IL}h We expect 1his stock to perform in tine with the median total return for the pralyst's coverage universa over the next 17 months. Underperform
(U}, We expect this stock to underperform the median 1o1al retuen lor the analyst's coverage universe over the next 12 months.

Covorage viows: Attractive {A). The investment outionk over Lhe foliowing 12 months is favorabie relative 1o the coverage group's historival
fundamentals and/or vatuation. Neutesl (N). The investment outlook over the following 12 months is neutral relalive to the coveérage group's
historical fundamentals andfor valuation. Cautlous {€). The Investiment outlock over the following 12 months is unfavorable relative to the covarage
group's historical fundamemtals andfor valuation,

Current Investment List {CIL). We expect stocks an this list to provide an absolute totel return of approximately 15%-20% over the next 12 months.
We only assign 1his designation to stocks rated Quiperforny. We require a 12-month price target for stocks with this designation. Each siock on the
CIL will sutomatically corne off the lisl after 90 days usless rencwed by the covering analyst and the relevant Regional Investment Review
Commiuee.

Global product; distributing entities

The Globat Invesiment Research Division of Gotdman Sachs produces and distributes research products for clienis of Geldman Sachs, and pursuant
o cerlain contractuat arrangements, on a global basis. Analysis based in Goldman Sachs offices around the world produce equity rosearch on
indusiries and cornpanies, and research on macroecenemics, curfencies, commaodities and porifolic strategy,

This resparch is disseminated in Australia by Goldman Sachs JBWere Ply Lid (ABN 21 006 797 897) on behalf of Goldman Sachs; in Canada by
Goidman Sachs Canada Inc. regarding Canadian equities and by Goldman Sachs & Co. {al! other rescarchl: in Germany by Goldman Sachs & Co.
oHG; in Hong Kong by Goldman Sachs {Asia) L.1.C.; in India by Goldman Sachs {India} Sacurities Private Ltg.; in Japan by Goldman Sachs Japan Co,,
Ltd.; i the Republic of Kerea by Goldman Sachs [Asia) L.L.C., Seoul Branch; in New Zealand by Goldman Sachs JBWare (NZ) Limited on bahalf of
Goldrar: Szehs; in Stngapore by Gokdman Sachs {Singapore} Pte. {Company Number: 198802165W); and in the United States of America by
Galdman, Sachs & Co. Goldman Sachs International has approved this researsh in connection with its distribution in the United Kingdom and
Luropean Union,

European Union; Goldman Sachs International, suthorised and regulated by the Finoncial Services Autharity, has approved this research in
connection with ils distribution in the Luropean Union and United Kingdom; Goldrman, Sachs & Co. oHG, regutated by the Bundasanstalt fir
Finamdignstlestungsaufsichl, may also be diswibuling research in Germany.

General disclosures in addition to specific disclosures required by certain jurisdictions

This research is for ouwr clients ondy, Qther than disclosures relating 1o Goldman Sachs, 1his research is based on current public information thal we
consider reliable, but we do not reprosent il is accurale or complate, and It should not be relied on as such. We seek jo update our research as
appropriate, it various requtations may provent us from doing s0. Gher than certain indusiry reports published on 8 periodic basis, the large
majority of reports are published at irregutar intervals as appropriate in \he analyst's judgment,

Goldman Sachs condusts 8 global full-service, integrated investment banking, investment management, and brokerage business. We have
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Pennsylvania-American Water Company

Northeast Wastewater Operations

Data Requirements of the Pennsylvania Public Utility Commission

IR VI1.23

Pennsylvania-American Water Company

Northeast Wastewater Operations

V1I. Rate of Return

23,

Answer:

FR VIL23

If applicable, please supply a listing of all commeon equity infusions from
the parent to the Company over the past five years. In each case, identify
date and dollar amount.

YEAR AMOUNT (000) | DATE

2009 $35,900; $17,800 | 10/09; 12/09
2008 $33,000 12/08

2007 $32,500 12/07

2006 $30,000 12/06

2005 $30,000 12/05




Pennsylvania-American Water Company

Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VII.24

Pennsylvania-American Water Company
Northeast Wastewater Operations

YII. Rate of Return

24,

Answer:

FRVI1.24

If applicable, please identify the Company's common dividend payments

to its parent for each of the last five years,

YEAR AMOUNT (000)
2009 $55,331
2008 $54,667
2007 $48,215
2006 $42,701
2005 $51,343




FR VIL25

Pennsylvania-American Water Company
Northeast Wastewater Operations

Data Requirements of the Pennsylvania Public Utility Commission

FR VIL.25

Pennsylvania-American Water Company
Northeast Wastewater Operations

VI1I. Rate of Return

25. Provide the latest year-by-year financial projections for the Company for
the next five years. Also, please indicate the date these projections were
prepared; whether approved by management; and whether the projections
have been submitied to bond rating agencies. The information will be
treated in a confidential manner, if requested by the Company in writing,
as wet forth in 52 PA Code § 5.423.

Answer:
These total Company’s projections were approved by management in
2009,
DESCRIPTION 2010 2011 2012
Revenues $ 503,353 $517,488 | § 560,615
Operating Expenses 224,596 245,128 256,695
Depreciation and Amortization 59,087 60,280 67,004
Taxes Other Than Income 13,926 13,256 13,431
Income Taxes 58,070 54 438 60,773
Utility Operating Income 147,674 144,386 162,712
Income Deductions 60,077 62,800 71,629
Net Income to Common $ 87,597 $ 81,580 | § 91,083

* The Company is currently in the process of updating the projections for 2011 - 2012
through its normal annual budgeting process.



Pennsylvania-American Water Company
Northeast Wastewater Operations

Data Requirements of the Pennsylvania Public Utility Commission

IR VIL.26

Pennsylvania-American Water Company

Northeast Wastewater Operations

VI1I. Rate of Return

20.

Answer:

Please provide the Company's five-year construction budget.

FR VI1.26

The total Company’s construction budget net of customer contributions

and advances.

2010
2011
2012
2013
2014

$192,445,000
$251,952,000
$220,373,000
$207.473,000
$217,734,000



FR VIL.27

Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

IR VIL.27

Pennsylvania-American Water Company
Northeast Wastewater Operations

VII. Rate of Return

27. Please identify the Company's and, if applicable, its parent’s capital
structure targets (percentages of capital types). Provide the complete basis
for the capital structure targets.

Answer: Pennsylvania-American strives to maintain a common equity ratio in the
range of 45% - 50% of its total permanent capital structure. This target is
based upon the desire to maintain a capital structure which facilitates
access o capital markets at favorable rates.

The parent’s capital structure targets are not applicable to the Company.



FR VIL.28

Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL.28

Pennsylvania-American Water Company
Northeast Wastewater Operations

VY1I. Rate of Return

28. For each month, of the most recent 24 months, please supply the
Company's

Short-term debt balance;

Short-term debt interest rate;

Balance of construction work in progress; and

Balance of construction work in progress which is eligible for
AFUDC accrual.

.o o

Answer:
Short Term Debt Balance

Balance Interest Balance Interest
2009 Rate 2008 Rate

Jan 83,813,458 871% 71,989,437 4.12%
Feb 133,528,640 916% 75,072,933 5.16%
Mar 150,350,299 1.026% 96,932,008 3.48%
Apr 123,771,011 .966% 87,461,992 3.22%
May 80,775,210 .864% 9,011,110 3.28%
Jun 90,969,594 .802% 26,236,738 3.04%
Jul 85,152,292 B72% 23,693,034 2.96%
Aug 79,435,181 534% 22,808,846 2.96%
Sep 97,127,763 463% 45,771,610 3.27%
Oct 60,967,614 .302% 45,329,935 4.08%
Nov 63,186,606 343% 55,671,275 3.33%

Dec 7,496,277 359% 84,577,892 2.80%



Construction Work in Progress Total
Water & Sewer

Jan
Feb
Mar
Apr
May
Jun
Jul
Aug
Sep
Oct
Nov
Dec

Construction Work in Progress Eligible for AFUDC Accrual

Balance
2009

40,678,519
42,490,828
48 358,967
56,870,770
60,776,020
34,624,956
39,875,059
37,622,458
37,302,271
41,822,405
38,042,642
36,915,108

Water & Sewer

Jan
Feb
Mar
Apr
May
Jun
Jui
Aug
Sep
Oct
Nov
Dec

Balance
2009

Balance
2008

33,759,218
32,298,204
33,683,567
36,158,036
43,573,162
49,294,336
56,198,425
50,370,024
56,269,066
55,667,688
60,736,988
36,081,696

28114137
29,357,873
34,899,261
41,401,394
46,892,047
51,670,198
22,301,856
25,150,829
24,807,047
10,739,763
23,380,416
20,051,909

Balance
2008

13,628,263
12,844,167
13,488,944
14,763,943
14,900,885
16,272,110
18,695,359
20,991,798
18,321,715
20,900,661
24,681,620
26,472,424

FR VIL28



FR VIL29

Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL.29

Pennsylvania-American Water Company
Northeast Wastewater Operations

VII. Rate of Return

29. Fully identify all debt, other than instruments traded in public markets,
owed to all sharcholders, corporate officers, or members of the board of
directors, its affiliates, parent company, or subsidiaries.

Answer;

Inside Dept at December 31, 2009
Short-Term Debt Inside

Description Rate Principal Affiliate
Short-Term Notes Payabte - AWCC* Variable  § 7,496,277 AWCC
Total Inside Short-term Debt 3 7,496,277
l.ong-Term Debt Inside

Description Rate Principal Issued Maturity  Affiliate
6.87% 10 Year LTD Series 6.87 $ 6,800,000 3/29/2001  3/29/2011 AWCC
5.52% 9 Year LTD Series 552 13,800,000 1/31/2007 12/21/2016 AWCC
6.25% 10 Year LTD Series 8.25 81,000,000 5/15/2008  5/15/2018 AWCC
6.00% ¢ Year LTD Series 6.00 18,250,000 5/21/2009 9/1/2018 AWCC
6.10% 10 Year LTD Series 6.10 17,950,000 5/21/2009  3/15/2019 AWCC
6.75% 22 Year LTD Series 6.75 16,700,000 5/21/2009 7/1/2031 AWCC
5.62% 11 Year LTD Series 562 65,900,000 1/31/2007 12/21/2018 AWCC
5.77% 14 Year LTD Series 577 100,300,000  1/31/2007 12/21/2021 AWCC
5.77% 15 Year LTD Series 577 80,000,000 3/29/2007  3/29/2022 AWCC
Total Inside Long Term Debt $ 400,700,000
Reconciliation

General Ledger Balances Account Balance

Notes Payable Inside - AW46 231200 % 7,496,277
Current Portion LTD - AW46 232200 3,400,000
Bonds Inside - AW48 221120 367,300,000

Total G/L 408,196,277



FR VIL.30

Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

IR VIL30

Pennsylvania-American Water Company
Northeast Wastewater Operations

VII. Rate of Return

30. Provide a summary statement of all stock dividends, splits, or par value
changes during the two (2) year calendar period preceding the rate case
filing.

Answer:

Stock Dividends for American Water Works Company, Inc.:
Fiscal year ended December 31, 2008 Year 1Q 20Q 3Q 4Q Total

Dividends paid per common share --- $0.00 $0.00 $0.20 $0.20 $0.40
Dividends declared per common share --- $0.00 $0.00 $0.20 $0.20 $0.40
Fiscal Year ended in December 31, 2069

Dividends paid per common share - $0.20 $0.20 $0.21 $0.21 $0.82
Dividends declared per common share - $0.20 $0.20 $0.21 $0.21 $0.82

Splits or Par Value Changes — There were no stock splits or par value changes during
the period of time requested.



FR VIL31

Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL31

Pennsylvania-American Water Company
Northeast Wastewater Operations

VII. Rate of Return

31. If a claim of the filing utility is based on utilization of the capital structure
or capital costs of the parent company and consolidated system, the
reasons for this claim must be fully stated and supported.

Answer: Not applicable.



FR VIi.32

Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL.32

Pennsylvania-American Water Company
Northeast Wastewater Operations

VII. Rate of Return

32. To the extent not provided elsewhere, supply financial data of the
Company and parent, if applicable, for the last five (5) years.

Times interest earned ratio--pre and post tax basis.

Preferred stock dividend coverage ratio--post tax basis.

Times fixed charges carned ratio--pre tax basis.

Dividend payout ratio.

AFUDC as a percent of earnings available for common equity.
Construction work in progress as a percent of net utility plant,
Effective income tax rate.

Internal cash generations as a percent of total capital requirements.

0o 0.0 o'

Answer: Please refer 1o Exhibit No. 9-A.



