VII. RATE OF RETURN



FR VIL]

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

FR VIi.1

Pennsylvania-American Water Company
Coatesville Wastewater Operations
VIL. Rate of Return

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

a.  Provide year-end interest coverage before and after taxes for the last
three years 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 coverage for the last three
- years and at latest date, including Charter and SEC bases.

Answer:
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.



Pennsylvanla American Water Company
Capitai Structure

Total Company

Actual st December 31,2009

Proforma at December 31,2010

Amount Ralios Amounl Ratios
Quistanding Execl. §-T tncl, 8-T Cutstanding £xcl. 8-T inch. §-T
Long tarm dabt $ 998,447,759 51.02% 50.82% § 1,013,066,512 50.40% 4G.86%
Preferred Slock 14,171,700 0.72% 0.72% 14,171,700 0.70% 0.70%
Commen Equity
Common Stock 21,506,887 21,506,887
Paid in Capital 607,873,322 623,873,322
Relained Eamings 315,083,637 337,607 637
Tola! Gormon Eguily 944,413,846 48.26% 48.07% 982,887 846 48.90% 48.40%
Total Permansnt Capital S 45.957.033,305 100.00% 99.61% $  2,010.216,058 100.00% 98.98%
ST Debl 7,496 277 0.38% 20,900,266 1.02%
Total Capitat Empioyed S 1,964,529.562 100.00% $  2,031,115,324 100.00%
CWIP 36,826,000 38,235,000
GENERAL LEDGER 1,864,629 582
Total Company Excluding Coatosvilte Wastewater PEDFA - Specific Project Financing {Northeast, Claysvlle and Clarion FRling)
Actua! at December 31,2009 Proforma al December 31,2010
Amount Ratios Amount Ratios
Cutstanding Exci. 85-T incl. -1 Qulstanding Excl. S-T incl. §-T
Long term debt $ 951,447,759 49.82% 43.62% $ 966,085,612 49.21% 48.69%
Prefered Stock 14,171,700 0.74% 0.74% 14,171,700 0.72% 0.71%
Common Equity
Common Steck 21,506,667 21,506,867
Paig in Capital 607,873,322 623,873,322
Retained Eamings 315,033,637 337,607 637
Total Cormnmon Equity 944,413,846 48.44% 49.25% 982,887,848 50.07% 48.54%
Total Permanen! Capitai $ 1.910,033,305 100.00% 89.61% $  1,963,215.088 100.00% 98.85%
ST Debl 7,486,277 0.38% 20,900,266 1.05%
Total Capilal Employed $ 1,917,529 882 100.00% $ 1,984115,324 100.00%
CwiP $ 36,926,000 38,235,000
Ganeral Ledger $  1,964,629,682
W Coatesville Pedfa 47,000,000
Coatesville Wastewater Including PEDFA - Specific Project Flnancing
Aclual at December 31,2008 Proforma at December 31,2010
Amount Amount
Dulstending Ralios Qulstanding Ratios
Long term debl 3 10,176,728 17.00% $ 16,071,763 19.42%
LTD PEDFA Financing 38,455,802 65.89% 47,000,000 60.55%
Proferred Stock 151,160 0.26% 220618 C.28%
Commen Equily 10,099,101 16.86% 15,335,158 18.75%
Total Permanent Capilal 13 59,882,746 100.00% $ 77,627 432 100.00%

Rate Base

LTE PEDFA Financing
Amount financed by overall
Company capital slructure
axcluding PEDFA financing

$ 58,882,786
39,455,802

§ 20,426,984

3 17,627,439
47 000,000

3 30,627.439




FR VIIL.2

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

FR VIL2

Pennsylvania-American Water Company
Coatesville Wastewater Operations
VII. Rate of Return

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 (http://amwater.com).
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Pennsylvania-American Water Company
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

I'R VIL.3

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VII. Rate of Return

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 201 ]
& 2012 through its normal annual budgeting process.




FR VIL4

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

FR VIL4

Pennsylvania-American Water Company
Coatesville Wastewater Operations

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 cach issue (if applicable):

a. Date of issue

b. Date of maturity

¢. Amount issued

d. Amount outstanding

e. Amount retired

f.  Amount required

g. Gain on reacquisition

h. Coupon rate

i. Discount or premium at issuance

1. Issuance expenses

k. Net proceeds

I, Sinking Fund requirements

m. Effective interest rate

n. Dividend rate

o. Effective cost rate

p. Total average weighted effective Cost Rate
Answer: Please see attached for the requested information as of December 31, 2009

and 2010.
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Pennsylvania-American Water Company
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission
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Pennsylvania-American Water Company
Coatesville Wastewater Operations
VII. Rate of Return

FR VILS

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

Earnings-price ratio (average)

Dividend yield {average)}

Earnings per share (dollar)
Dividends per share (dollars)
Average book value per share yearly

Pre-tax funded debt interest coverage
Post-tax funded debt interest coverage
Market price-book value ratio

TS e e o

Answer:

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

Average yearly market price per share (monthly high-low basis)

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

2005 2006 2007 2008 2009
a.  EFarnings-price ratio (average) - - - - $(14.50)
Earnings-book value ratio (per share basis)
b.  (avg. book value} - - - - (1641
¢.  Dividend yield (average) - - - 3.8%
d.  Barnings per share (dollar) . - - 3352 $(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 0.766753 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 .
Note 4 - Average of quarterly ending prices.
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Pennsylvania-American Water Company
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission
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Pennsylvania-American Water Company
Coatesville Wastewater Operations

VII. Rate of Return

6.

Answer:

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.

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,

In addition, for the portion of the new wastewater treatment plant funded
by the $47 million PEDFA financing, the applicable portion of the PEDFA
interest expense less interest earned on the restricted funds during the
period of construction was recorded as AFUDC.
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NN e
TO J. L. HNager
‘FROM: Pets Mecca
DATE: May 7, 1953
RE: Raviged Caleulation of ATUDC
o e e o o T 4 o = o ‘ T e

* -
In order to comply with a recent PUC order, it will be neceszary to
modify the method of calculating AFULRC for inclusion into rasx
base,

The new calculation shall be as follows:

Short Term Debt Pertion

A, Daily Short Term Debt Qutstanding + Beginning Balance
Number Of Days In Month + 1

E. Averace Balance In CWIP Prior To Transfers To Plant For The
Month

X

C. Federal Funds Rate At Month End + Avplicable Easis Points
| Other Capital Portion

+
D. 1l - % Calculated In A. Above

X
E, Cost Of Capital Allcowed In Latesgt Rate Casza

&
An 10 Pagdhayer MITHHIY o
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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 | 0.003437 |
Short term debt % X Adj Fed Funds Rate 0.3437% DEBT
1 - % calculated in B 0.000000
Costof Capitalallowedin oo
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 guarter-month 0.0072% 0.0000% 0.0072%
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Pennsylvania-American Water Company
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL7

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VII. 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 {ifteen 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 10 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 a 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
acquires by the Company, if immediately afier 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
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL8

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VII. Rate of Return

8. 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 224,596 245,128
Depreciation and Amortization 59,087 60,280
Taxes Other Than Income 13,926 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 204,012 264,952
Refunds /Cotributions/ Advances 11,567 13,000
Net 102,445 251,952

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
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission
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Pennsylvania-American Water Company
Coatesville 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 long 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
to fixed rates in 2009.
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FR VIL.10

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VII. Rate of Return

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

a.  Name of each bank
b.  Address of each bank
¢.  Type of accounts with each bank (checking, savings, escrow, other

services, ctc.)
d.  Average Daily Balance in each account
e Amount and percentage requirements for compensating bank balances at
each bank
Average daily compensating bank balance at each bank
Documents from cach bank explaining compensating bank balance
requirements
h.  Interest earned on cach type of account

e

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

a. Bank of New York Mellon

b. BNY Mellon Client Service Center
500 Ross Street, Suite 1260
Pittsburgh, PA 15262-0001

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

c-h.  No compensating bank balances were required during the test year.
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Data Requirements of the Pennsylvania Public Utility Commission

IR VIL11

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VIIL. Rate of Return
11 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),
¢. Prospective future need for this type of financing.

Answer:
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.



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

VII. Rate of Return

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

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
m. Average market price during offering.
(1) Price per share
(2) Rights per share--average value of rights
n.  Latest reported earnings per share at time of offering.
o. Latest reported dividends at time of offering.

SRTIER M0 a0 o



Answer:

FRV11.12

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.
1 Price per share
2 Rights per share--average value of rights
n. Latest reported earnings per share at time of offering.
0. Latest reported dividends at time of offering.

R DR e B oW

Ay

412412008
4/22/2008
n/a
n/a
63,173,300
n/a
n/a
$21.50
$21.50-No Proceeds o AWK
$0.65
$20.855-No Proceeds to AWK

n/a
$21.50
$20.80
n/a
nfa
n/a
n/a - Initiat Public Offering
n/a - Initial Public Offering

5/1/2009
6/412009
n/a
na
11,500,000
na
100%
$17.25
$17.25
$0.52

nfa
$17.49
$18.62
na
nia
nfa

$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 no benefit to the Company.
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Pennsylvania-American Water Company
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

IFR VII.13

Pennsylvania-American Water Company
Coatesville Wastewater Operations
VII. Rate of Return

13. Attach chart explaining Company's corporate relationship to its affiliates
showing System Structure,

Answer; Please see attached.
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Pennsylvania-American Water Company
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIi.14

Pennsylvania-American Water Company
Coatesville Wastewater Operations

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.

TR At o

Answer:
a—¢.) 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.



Coatesville Wastewater Including PEDFA - Specific Project Financing
Pennsylvania American Water
Proforma at December 31,2010

Long term debt
LTD PEDFA Financing

Preferred Stock

Commoaon Eguity

Total Permanent Capital

Amount
Qutstanding

3 15,071,763
47,000,000

220,618

15,335,158

¥ 77627439

Ratics

19.42%
60.55%

0.28%

19.75%

100.00%

Cost Rate

6.16%
8.30%

8.11%

11.50%

Weighted Cost

1.20%
3.81%

0.02%

2.27%

7.30%
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Pennsylvania-American Water Company
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL.15

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VII, Rate of Return

15. Supply copies of the following documents for the Company and, if
applicable, its parent:

a.  Most recent Annual Report to sharcholders including any statistical
supplements;

b.  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.

Answer: a. 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 (hitp://amwater.com).

b. Parent company - the Investor Relations / Financial Reporting
section of the American Water internet site (http://amwater.com).

C. See response to part b.
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| PricewaterhouseCoopers LLP

{ Two Commerce Square, Suite 1700

i 2001 Market Street
Philadeiphia PA 19103-7042
Telephone (267) 330 3000
Facsimile (267) 330 3300

Report of independent Auditors

To the Board of Directors and Stockholder of
Pennsylvania-American Water Company

In our opinion, the accompanying balance sheets and statements of capitalization and the refated
statements of income, of changes in common stockholder's equity and of cash flows present
fairly, in all material respects, the financial position of Pennsylvania-American Water Company (a
wholly-owned subsidiary of American Water Works Company, inc.} at December 31, 2009 and
2008, and the results of its operations and its cash flows for the years then ended in conformity
with accounting principles generally accepted in the United States of America. These financial
statements are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statements based on our audits. We conducted our audits of these
statements in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reascnabie
assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by
management, and evaluating the overal financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

W (s

March 22, 2010



PENNSYLVANIA-AMERICAN WATER COMPANY
Balance Sheets

December 31, 2009 and 2008

{Dollars in thousands)

Assets

Property, plant and equipment
Utility plant - at original cost, net of accumulated depreciation $
of $695,667 at December 31, 2009 and $643.430 at December 31, 2008
Utility plant acquisition adjusiments
Nen-utility property, net of accumulated depreciation
of §776 at December 31, 2009 and $710 a1 December 31, 2008

Total property, plant and equipment

Current assets
Cash and cash cquivalents
Restricted funds
Customer accounts receivable
Allowance for uncollectible accounts
Unbilied revenues
Taxes receivable
Accounts receivable - associated companies
Other accounts reecivable, net
Materials and supplics
Prepaid taxes
Other

Total current assels

Regulatory and other long-term assets
Regulatory assets
Restricted (unds
Goodwill
Other

Towalregulatory and other long-lerm asseis

Total asscts $

2009 2008

2356219 § 2218446
14,978 16,739
321 368
2371518 2,235,553
1179 975
22,321 -
37,448 35,304
(7477 (4,703}
27,766 25,381
9,230 .

70 85

2,190 2,433
4,846 4,239
£,608 1,560

513 638
99,694 65912
181,471 168,394
16,252 -
40,023 39.973
57 1173
238,003 209,540
2709515 $ 2,511,005

The accompanying notes are an integral part of these financial statements.

-1 -



PENNSYLVANIA-AMERICAN WATER COMPANY
Balance Sheets

December 31, 2009 and 2608

{Dollars in thousands)

Capitalization and liabilitics

Capitalization

Common stackholder's equity
Preferred stock without mandatory redemplion requirements

Long-term debt, excluding current portion
Redeemable prefered stock at redemption value
{ong-lerm debt

Total capitalization

Current liabilities
Notes payable - associated companies
Current portion of long-ierm debt
Accounts payable
Accounts payable - associated companies
Accrued interest
Accrued taxes, including ncome taxes of $3,348 in 2009 and $132 in 2008
Accrued expenses
Other

Total current liabilities

Regulatory and other long-term liabilities
Deferred income taxes
Advances for construction
Deferred investment taxcredits
Accrued pension expense
Accrued postretirement benefit expense
Regulatory liability - debt extinguishment
Regutatory liability - gain on acquisition
Other tax liabilities
Other

‘Fotal regulatory and other leng-term liabilitics
Contributions in aid of construction
Commitments and contingencies (Sce Note 18)

Total capitalization and Habilities

2009 2008
$ 943551 $ 868173
1,720 1,720
12,451 12,451
992,058 864,226
1,949,780 1,746,570
10,939 90,611

6.390 59.331
27,795 19,503
2,554 1,839
13,708 11,200
4,184 1,282

7.705 12,307
15,886 17.677
89,161 213.759
444,388 341,740
88,307 83.040
6,774 7,008
10,820 10,224
4,016 3,642

2,061 2,546

781 .

8,785 -

23 238

566,155 448,438
104,419 102,238

$ 2709515 § 2,511,005

The accompanying notes are an integral part of these financial statements.
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PENNSYLVANIA-AMERICAN WATER COMPANY
Statements of Income

December 31, 2009 and 2008

{Dolars in thousands)

Operating revenues

Operating expenses
Operation and maintenance
Depreciation
Amortization
General taxes
Gain on disposition of property

Total operating expenses, nel
Operating income

Other income (deductions)
Interest on long-termdebl
Interest on shari-term debt
Other interest, net
Allowance for other funds used during construction
Allowance for borrowed funds used during construction
Amortization of debt issuance costs
Other, net

Total other deductions

Income before income taxes
Provisien for income taxes
Netincome

Dividends on preferredstock

Net income available to common stock holdey

2009 2008
459,813 447,017
204,516 199,507

56,376 53,258
384 153
11,962 £2.123
{35) (26)
273,203 265,015
186,610 182,902
(55,667) {52,220
(705) {1,903)

55 a8

25 670

247 577
(2,028 (2,043)
(117 (67)
(58,190) (54,940)
128,420 127.962
51,693 52,204
76,727 75,758
77 77
76,650 75,681

The accompanying notes are an integral part of these financial statements.
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PENNSYLVANIA-AMERICAN WATER COMPANY
Statements of Cash Flows

December 31, 2009 and 2008

(Dollars in thousands)

2009 2008
Cash flows from operating activities
MNet meome b 76,727 $ 75,738
Adjustnenis
Depreciation and amorization 50.760 53,411
Amortization of remaval costs, netl of salvage 5,004 4919
Amortization of debt issuance costs 2,028 2,043
Provision lor deferred income 1axes 1443, 190 41,013
Amertization of deferred inves rment (ax eredits (233) (233)
Provision for losses on accounts receivabie 7,550 3.942
Allowance for other funds used during constuction (25} {670
Gain on disposition of propenrty {35} (20}
Pension and non-pension poastretirement benefits 22317 11,484
(nher, net (2,648) 11,364
Changes in assers and habilities
Accounts receivable and unbilied revenues (9,605} (8,1068)
Other canrent assets (293) (568)
Pension and non-pension postretirernent benefit contributions {21721 (18,698)
Accounts payable {3.416) {2,129)
Accrued taxes, including federal income 2457 (25.471)
Onbrer current liabitities 321 1,545
Net cash provided by operating activities 235,376 149,516
Cash flows from inves fing activities
Capsal expenditures {169,643) (202,277}
Acquisitions (6,935) (8,243}
Removal costs from property, plant and cquipment retirgments,
net of'salvage {9,133) {7,399)
Precceds fromihe dispasition of property, plant and equipment 40 27
Net restricted funds released 41,427 -
Net cash used iy mvesting activities {144,246} {217.892)
Cash flows from financing nctivities
Proceeds fromissuance of long-termdelt 55,142 35,941
Repayment of long-termdebt {60,251} (11,998
Debt issuance costs {4,104) (293)
MNet {repaymenis) borvowings of notes payables - associated gorpanics (79.672) FLOO3
Advances and contributions for construction, net of refunds {333) 3,673
netofrefunds of $5,112 in 2009 and $10.689 in 2008
Capital contribution 53,700 33,000
Dividends paid (55,108} (54, 744)
Met cash (used in) provided by financing activities (90,926) 67,182
Netincrease (decrease} in cash and cash equivalents 204 {1,194)
Cash and cas h equivalents at beginning of period 975 2,169
Cash and cash equivalents at end of period 3 1,17 A3 975
Cash paid during the year for:
Inferest, net of capitalized amount % 54,464 % 54,277
Income taxes, net of refimds of $74 in 2009 and $9 in 2008 % 66,885 3 37397
Non-cash investing nctivity
Capital expenditures acquired on acconmt bt unpaid as of year end b3 23,430 $ 18,823
Non-gash financing activity
Long-tenn debt % 80,000 M -
Capital contribution by stockhelder % 359 % 330

The accompanying notes are an integral part of these financial statements.
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PENNSYLVANIA-AMERICAN WATER COMPANY
Statements of Capitalization

December 31, 2009 and 2008

(Dollars in thousands, except per-share amounts)

Stockholder's cquity
Common stock - $3.50 par value, authorized 10,000,000 shares,
3,910,343 shaves issued and outstanding in 2009 and 2008
Patd-in capital
Retained carnings

Total commen stockholdes’s equity

Preferred stocks - $100 par value, authorized 367,200 shares
Cumulative preferred stocks, without mimdatory vedemption requirements:
4 1/2% series. 17,202 shares cutstanding in 2009 and 2008

Long-term debt
Cumuanive preferred stocks, wilh mandatory redemption requirements:
8.49% series, 120,000 shares outstanding in 2009 and 2008 due 11/1/2030
9.35% serigs, 2,735 shaves oustamdding in 2009 and 2008 duc 01/15/2024
9.75% series, 1,780 shares omstanding in 2009 and 2008 due 0171 5/2019

Nates payable to affiliate
6.87% due 2011
6.00% due ZO18 (variable rate in 2008 with effective vare 1.15% at December 31, 2008)
6.10% due 2019 (variable rate in 2008 with effective rate 2.20% at December 31, 2008)
6.75% due 2031 (variable rare in 2008 with effective rale 2.20% at Decomber 31, 2008)
5.52% due 2016
6.25% due 2018
5.62% due 2018
3017% <lue 2021
5.77% due 2022

General mortgage bonds
7.08% due 2017
97N % due 2019
9.69% due 2021
8 15% chie 2025
7.80% due 2026
5.05% due 2029
3.60% due 2032
3.60% due 2033
5.50% due 2039
5.50% due 2039
8 82% de 2031

Call Price

Per Share 2009 2008
21,507 21,507
607 873 553.814
314,171 292,852
943,551 868,173
¥ 10350 1,720 1,720
§ 100,00 12.000 12,000
273 273
178 178
12,451 12,451
6. 800 18,200
18,250 18,250
17.950 17,950
16,700 16.700
13,800 13.800
81,000 81,000
65,6500 65,900
100,300 100,300
20,006 0,000
33,000 33,000
15,500 15500
20,000 20,000
10,000 10,000
150,000 150,00¢
23,455 23,780
- 13,163
. 80 008

13,165

840,000 .
10,000 10,000

The accompanying notes are an integral part of these financial statements.
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PENNSYLVANIA-AMERICAN WATER COMPANY
Statements of Capitalization

December 31, 2009 and 2008

{Dollars in thousands, except per-share amounts)

2009 2008
Long-term debt (continued)
5.78% clue 2033 38,000 38,000
4.95% due 2034 19,000 19,000
5.10% due 2034 30,000 30,000
4.80% due 2034 39,190 39,770
6.20% due 2039 $0,000
Water Tacility loans:
3.25% due 2009 - 34
4.19% due 2009 . 78
4 19% due 2009 - 58
1.00% due 2011 23 41
3.45% due 2012 3§37 709
1 38% due 2018 2858 3176
2 57% due 2018 678 752
2.80% due 2019 1,146 1,246
2.91% due 2019 1,463 1,609
1.18% due 2020 2,030 2,216
3.24% due 2022 2,398 2,555
3.24% due 2022 2,884 3,064
3.24% due 2022 2,228 2374
2.77% due 2022 2,588 2.751
2.77% due 2024 3,909 4,139
2.43% due 2024 2,340 2479
2.77% due 2024 964 1,023
1.39% due 2025 3,977 4,486
1.60% due 2024 4,199 4,461
1.27% due 2029 2,214 -
998,448 923,557
Less: Current portion of long-term debt (6,390} (5933 1)
Long-term dedt, nel of current maturities 992,058 864,226
Total eapitalization $ 1,949,780 § 1,746,570

The accompanying notes are an integral part of these financial statements,
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PENNSYLVANIA-AMERICAN WATER COMPANY
Statements of Changes in Common Stockholder’s Equity
For the Years Ended December 31, 2009 and 2008
{Dollars in thousands, except per-share amounts)

Balance at December 31, 2007
Net inconw
Capital contributions
Dividends paid
Preferred stock
Common stock

Balance at December 31,2008
Net income
Capital contributions
Dividends paid
Preferred stock
Common stock

Batance at December 31,2009

The accompanying noles are an integral part of these financial statements.

Common Stock Paid-in Retfained
Shares Par Yalue Capital Farnings Total
3910343 % 21507 % 520484 % 271838 % 813,829
; . - 75,758 75,758
- 33,330 - 33,330
- - {77 (™
- - (54,667) (54,667)
3910343 § 21507 § 553814 % 292852 % 868,173
- - - 76,727 76,727
- 54,059 - 54,059
- - {77) (7
- (55,331 (55,331)
3910343 § 21,507 % 607873 % Mm% 943551
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PENNSYLVANIA-AMERICAN WATER COMPANY
Notes to Financial Statements

Becember 31, 2009 and 2008

(Dollars in thousands, except per-share amounts)

Note 1: Organization and Operation

Pennsylvania-American Water Company (the “Company”) provides water service to
approximately 637,000 (unaudited) customers and wastewater service to 23,100 (unaudited)
customers, These services are provided in 382 (unaudited) municipalities located in 35
funaudited) counties in the Commonwealth of Pennsylvania. As a public utility operating in
Pennsylvania, the Company functions under rules and regulations prescribed by the Pennsylvania
Public Utility Commission (the “Commission™). The Company is a wholly-owned subsidiary of
American Water Works Company, Inc. ("AWW"),

Note 2: Significant Accounting Policies

Use of Estimaies

The preparation of financial statements in conformity with accounting principles
generally accepted in the United States (“U.5. GAAP”) requires management to make estimates
and assuraptions that affect the reported amounts of assets and liabilities and the disclosure of
contingent assets and liabilities at the date of the financial statements, and the reported amounts
of revenues and expenses during the reporting period.  Actuai results could differ from these
estimates. The Company considers benefit plan assumptions, the carrying value of long-lived
assets, including regulatory assets and liabilities, revenue recognition and accounting for income
taxes to be its critical accounting estimates. The Company’s significant estimates that are
particularly sensitive o change in the near term are amounts reported for pension and other
postemployment benefits, and contingency-related obligations.

Regulation

The Company is subject 1o regulation by the Commission and the state government of the
Commonwealth of Pennsylvania (collectively the "Regulators"). These Regulators have allowed
recovery of costs and credits which the Company has recorded as regulatory assets and
liabilities. Accounting for future recovery of costs and credits as regulatory assets and labilities
is in accordance with authoritative guidance provided by U.S. GAAP. Regulated utilities defer
costs and credits on the balance sheet as regulatory assels and liabilities when it is probable that
those costs and credits will be recognized in the rate making process in a period different from
the period in which they would have been reflected in operations by a non-regulated company.
These deferred regulatory assets and liabilities are then reflected in the statement of income in
the period in which the costs and credits are reflected in the rates charged for service.

Property, Plant and Equipment

Property, plant and equipment consist primarily of utility plant. Additions to utility plant
and replacements of retirement units of property are capitalized. Costs include material, direct
fabor and such indirect items as engineering and supervision, payroll taxes and benefits,
transportation and an allowance for funds used during construction. Repairs and maintenance are
charged to current operations.



PENNSYLVANIA-AMERICAN WATER COMPANY
Notes to Financial Statements

December 31, 2009 and 2008

(Dollars in thousands, except per-share amounts)

Note 2 (continued)
Property, Plant and Equipment (continued)

When units of property are replaced, retired or abandoned, the recorded value thereof is
credited to the asset account and charged to accumulated depreciation. To the extent the
Company recovers cost of removal or other retirement costs through rates, a regulatory asset or
liability may occur where timing differences exist between when the Company incurs costs of
removal and when the Company recovers such costs in rates. Removal costs, net of salvage, are
recorded as reductions to the regulatory liability or an increase to the regulatory asset, as
applicable.

The cost of property, plant and equipment is depreciated using the straight-line average
remaining life method using the composite method.

Computer software is either purchased or internally developed and their costs capitalized
as a unit of property. The carrying value of these costs amounted to $8,758 and §$8,856 at
December 31, 2009 and 2008, respectively.

Uiility plant acquisition adjustments represent the difference between the fair value of
plant at the date of purchase and its original cost when first devoted to public service (less
accumulated depreciation) and are amortized over predetermined amortization periods.
Amortization of utility plant adjustments was $180 and $402 for 2009 and 2008, respectively.
The remaining lives range from § o 44 years.

Cash and Cash Equivalents

Substantially all of the Company's cash is invested in interest-bearing accounts. The
Company considers ali highly liquid investments with a maturity of three months or less when
purchased to be cash equivalents, There were no cash equivalents held at December 31, 2009 or
2008.

Restricted Funds

Restricted funds primarily represent proceeds received from financings for the
construction and capital improvement of facilities. The proceeds of these financings are held in
escrow until the designated expenditures are incurred. Restricted funds expected to be released
within 12 months subsequent to year-end are classified as current. The Company held restricted
cash of $38,573 and $0 at December 31, 2009 and 2008, respectively.

Accounts Receivable

The majority of the Company’s accounts receivable is due from utility customers.
Customer accourts receivable represent amounts billed to the Company’s water and wastewater
customers on a cycle basis. Credit is extended based on the guidelines of the applicable
Regulators and generalty, collateral is not required.

Allowance for Uncollectible Accounts
Allowance for uncollectible accounts is maintained for estimated probable losses
resulting from the Company’s inability to collect receivables from customers. Accounts that are
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Note 2 (continued)

outstanding longer than the payment terms are considered past due. A number of factors are
considered in determining the allowance for uncollectible accounts, inciuding the length of time
receivables are past due and previous loss history. The Company writes off accounts when they
become uncollectible,

The following table summarizes the changes in the Company's allowance for
uncollectibie accounts:

2009 2008
Balance as of January | $ 4703 $ 6,508
Provision charged 1o expense 7,550 3,942
Accounts written-off (5.775) (6,398)
Recoveries ol accounts previously written-off’ 699 651
Balance as of December 31 $ 7177 $ 4,703

Materials and Supplies
Materials and supplics are stated at the lower of cost or net realizable value, Cost is
determined using the average cost imethod,

Advances and Contributions in Aid of Construction

The Company may receive advances and contributions from customers, home builders,
real estate developers, and others to fund construction necessary to extend service to new areas.
Advances for construction are refundable for limited periods of time as new customers begin to
receive service or other contractual obligations are fulfilled. Advances which are no longer
refundable are reclassified to contributions in aid of construction.  Contributions in aid of
construction are permanent collections of plant assets or cash for a particular construction
project. For ratemaking purposes, the amount of such advances and contributions generally
serves as a rate base reduction, since they represent non-investor-supplied funds,

The Company depreciates utility plant funded by advances and contributions. The
Company amortizes these balances as a reduction to depreciation expense, producing a result
which is functionally equivalent to reducing the original cost of the utility plant for advances and
contribution, Amortization of advances and contributions in aid of construction was $3,178 and
$2,990 for the years ended December 31, 2009 and 2008, respectively. For the years ended
December 31, 2009 and 2008, non-cash advances and contributions received were $5,930 and
$3,181, respectively.
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Note 2 (continued)
Recognition of Revenues

Revenues are recognized as water and wastewater services are provided, and include
amounts billed to customers on a cycle basis and unbilled amounts based on estimated usage
from the date of the latest meter reading to the end of the accounting period. Other operating
revenues are recognized when services are performed.

Income Taxes

AWW and its subsidiaries participate in a consolidated federal income tax return for U.S.
tax purposes. Members of the conselidated group are charged with the amount of federal income
tax expense determined as if they filed separate returns.  Federal income tax expense for
financial reporting purposes is provided on a separate return basis.

Certain income and expense items are accounted for in different time periods for
financial reporting than for income tax reporting purposes. Deferred income taxes have been
provided on the difference between the tax bases of assets and liabilities and the amounts at
which they are carried in the {financial statements. These deferred income taxes are based on the
enacted tax rates anticipated to be in effect when such temporary differences are projected to
reverse. Anticipated tax rates are the currently enacted tax rates, as the Company is not aware of
any tax rate changes. In addition, regulatory assets and liabilities are recognized for the effect on
revenues expected to be realized, as the tax effects of temporary differences previously flowed
through to customers reverse.

Investment tax credits have been deferred and are being amortized to income over the
average estimated service lives of the related assets.

The Company recognizes accrued interest and penalties related 1o tax positions as a
component of income tax expense,

The Company accounts for sales tax collected from customers and remitted to taxing
authorities on a net basis,

Aliowance for Funds Used During Construction ("AFUDC")

AFUDC is a non-cash credit to income with a corresponding charge to utility plant,
which represents the cost of borrowed funds and a return on equity funds devoted to plant under
construction. AFUDC is recorded to the extent permitted by the Regulators,

Lnvironmenital Cosis

The Company’s water and wastewater operations are subject to federal, state, and local
requirements relating 1o environmental protection, and as such the Company periodically
becomes subject to environmental c¢laims in the normal course of business. Environmental
expenditures that relate to current operations or provide a future benefit are expensed or
capitalized as appropriate. Remediation costs that relate to an existing condition caused by past
operations are accrued when it is probable that these costs will be incurred and can be reasonably
estimated. There were no remediation costs accrued at December 31, 2009 and 2008.
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Note 2 (continued)
Long-Lived Assets

Long-lived assets and certain identifiable intangible assets held and used by the Company
are reviewed for impairment whenever events or changes in circumstances indicate that the
carrying amount of the assets may not be recoverable. If the sum of the future cash flows
expected to result from the use of the assets and their eventual disposition is less than the
carrying amount of the assets, an impairment loss is recognized. Measurement of an impairment
loss would be based on the fair value of the assets. A reguiatory asset is charged to earnings if
and when future recovery in rates of that asset is no longer probable.

Goodwill

The Company uses a two-step impairment test to identify potential goodwill impairment
and 10 measure the amount of a goodwill impairment loss to be recognized (if any). The step |
calculation used to identify potential impairment compares the calculated fair value of the
Company to its net carrying value (book value), including goodwill, on the measurement date. If
the fair value is less than the carrying value, then step 2 is performed to measure the amount of
the impairment loss (if any).

The step 2 calculation of the impairment test compares the implied fair value of the
goodwill to the carrying value of goodwili. The implied fair value of goodwili is equal 1o the
excess of the fair value above the fair value of identified assets and liabilities. If the carrying
value of goodwill exceeds the implied fair value of goodwill, an impairment loss is recognized in
an amount equal to the excess (not to exceed the carrying value of goodwill).

For the November 30, 2009 impairment test, the estimated fair value of the Company for
step 1 was based on a combination of the following valuation techniques:

. observable trading prices of comparable equity securities of publicly-traded water
utilities considered by management to be the Company’s peers; and
. discounted cash flow models developed from the Company’s internal forecasts.

The first valuation technique applies average peer multiples to the Company’s historic
and forecasted cash flows. The peer multiples are calculated using the average trading prices of
comparable equity securities of publicly-traded water utilities, their published cash flows and
forecasts of market price and cash flows for those peers.

The second valuation technique forecasts the Company’s five-year cash flows using an
estimaled long-term growth rate and discounts those cash flows at its estimated weighted average
cost of capital.

If step 2 of the impairment test is required, the Company determines the fair value of the
Company's applicable assets and Habilities. The fair values for the majority of such assets and
liabilities are equal to their carrying vatues; however, the fair values of the Company's debts are
highly dependent upon market conditions surrounding the measurement date. For the step 2
calculations of the fair value of debt, the Company uses observable prices of instruments and
indices that have risks similar to those instruments being valued, adjusted 1o compensate for
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Note 2 (continued)
differences in credit profile, coliateral, tax treatment and cal features, to calculate the fair value
of the Company’s debt.

The Company completed its step 1 calculations and, as a result of the comparison of the
calculated fair value of the Company 1o its net carrying value (book value), including goodwill,
on the measurement date, the Company determined that no impairment existed as of November
30, 2009.

The components of goodwill at December 31 are as follows:

Accumalated
Cost Impairment Total net

Balance at January 1, 2008 $ 40,105 $ - $ 40,105

Reclassification and other activity (132) - (i32)

¥

Batance at December 31,2008 $ 39973 % - 3 39,973

Goodwill from acquisitions 440 - 440

Reclagsification and other activity (190} - (190}
Balance at December 31, 2069 % 40,223 % - 3 40,223

New Accounting Standards

Fair Value Measurements

In January 2010, the Financial Accounting Standards Board (“FASB™) issued
authoritative guidance that requires new disclosures of (i) the amounts of significant transfers
into and out of Level I and Level 2 of the fair value hierarchy and the reasons for those transfers
and (ii} information in the reconciliation of recurring Level 3 measurements (those using
significant unobservable inputs) about purchases, sales, issuances, and settlements on a gross
basis. This update also clarifies existing fair value disclosures about the level of disaggregation
and about inputs and valuation technigques used to measure fair value, This guidance is effective
for interim and annual periods beginning afier December 15, 2009, except for the requirement to
disclose information about purchases, sales, issuances and settlements in the reconciliation of
Level 3 measurements, which does not become effective until interim and annuval periods
beginning after December 15, 2010. As this guidance clarifies and provides for additional
disclosure requirements only, the adoption of this guidance is not expected to have an impact on
the Company’s results of operations, financial position or cash flows.

In August 2009, the FASB issued authoritative guidance clarifying the measurement of
the fair value of liabilities. The amendments reduce potential ambiguity in financial reporting
when measuring the fair value of liabilities and help to improve consistency in the application of
authoritative guidance. This update is effective for the first reporting period, including interim
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Note 2 (continued)

periods, beginning after issuance, which for the Company was October 1, 2009, The adoption of
this guidance did not have an impact on the Company’s results of operations, financial position
or cash flows.

In April 2009, the FASB provided additional guidance on fair value measurements in
inactive markets when the volume and fevel of activity for the asset and liability have
significantly decreased. This amendment also includes guidance on identifying circumstances
that indicate a transaction is not orderly. This guidance is effective for interim reporting periods
ending after June 15, 2009, The adoption of this guidance did not have an impact on the
Company’s results of operations, financial position or cash flows.

In February 2008, the FASB issued guidance that allowed a one-year deferral of adoption
of the guidance for nonfinancial assets and nonfinancial liabilities (such as intangible assets,
property, plant and equipment and goodwill) that are required to be measured at fair value on a
periodic basis (such as at acquisition or impairment). The Company elected to use this deferral
option and accordingly, adopted this guidance for the Company’s nonfinancial assets and
fiabilities valued on a non-recurring basis on January 1, 2009. The adoption of this guidance did
not have a significant impact on the Company’s results of operations, financial position or cash
flows.

Accounting Standards Codification

In June 2009, the FASB issued authoritative guidance that establishes the FASB
Accounting Standards Cedification (“Codification™) as the source of authoritative U.S. GAAP
recognized by the FASB to be applied by non-governmental entities. Rules and interpretive
releases of the Securities and Exchange Commission (“SEC™) under authority of federal
securities laws are also sources of authoritative U, S. GAAP for SEC registrants. All other non-
grandfathered, non-SEC accounting literature not included in the Codification is non-
authoritative. This puidance is effective for interim and annual periods ending after
September 15, 2009, The adoption of this guidance did not have an impact on the Company’s
results of operations, financial position or cash flows.

Consclidation of Variable Interest Entities

In June 2009, the FASB issued authoritative guidance that replaces the quantitative-based
risk and rewards calculation for determining which reporting entity has a contrelling financial
interest in a variable interest entity with a qualitative approach. This revised guidance also
requires additional disclosures about a reporting entity’s involvement in variable interest entities.
This guidance is effective for the Company beginning January 1, 2010. The Company does not
believe the adoption of this update to have a significant impact on the Company’s results of
operations, financial position or cash flows.

Subsequent Events

In May 2009 and clarified in February 2010, the FASB issued authoritative guidance that
establishes general standards of accounting for and disclosure of events that occur after the
balance sheet date but before financial statements are issued or are available to be issued, This
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Note 2 (continued)

standard sets forth: (i) the period afler the balance sheet date during which management of a
reporting entity should evaluate events or transactions, (ii) the circumstances under which an
entity should recognize events or transactions and (iii) the disclosures that an entity should make
about events or transactions that occurred after the balance sheet date. This guidance is effective
for interim and annual periods ending after June 15, 2009. The adoption of this guidance did not
have an impact on the Company’s results of operations, financial position or cash flows. The
Company performed an evaluation of subsequent events for the accompanying financial
statements through March 22, 2010, the date this Report was issued, to determine whether the
circumstances warranted recognition and disclosure of those events or transactions in the
financial statements as of December 31, 2000.

Recognition and Presentation of Other-Than-Temporary Impairments

In April, 2009, the FASB amended autheritative guidance related to the impairment of
certain debt securities and will require an entity 1o assess whether it (i) has the intent to sell the
debt security or (i) more likely than not will be required 1o sell the debt security before its
anticipated recovery. I either of these conditions is met, the entity must recognize an other-than-
temporary impairment. [f an entity is able to meet the criteria to assert that it will not have to sell
the security before recovery, impairment charges related to credit losses would be recognized in
earnings, while impairment charges related to non-credit losses (for example, liquidity risk)
would be reflected in other comprehensive income. The amended guidance is effective for
interim reporting perieds ending after June 15, 2009. The adoption of this guidance did not have
an impact on the Company’s results of operations, financial position or cash flows.

Contingencies Acguired in a Business Combination

In April 2009, the FASB amended and clarified the authoritative guidance related to
accounting for the initial recognition and measurement, subsequent measurement and
accounting, and related disclosures arising from contingencies in a business combination. Assets
acquired and liabilities assumed in a business combination that arise from contingencies should
be recognized at fair value on the acquisition date if fair value can be determined during the
measurement period. If fair value can not be determined, companies should account for the
acquired contingencies using existing guidance. This guidance is effective for the Company for
business combinations finalized after January 1, 2009,

Reclassifications
Certain reclassifications have been made to conform previously reported data to the
current presemalion.

Note 3: Acquisitions

During 2009, the Company completed acquisitions of the assets of four water systems for
an aggregate purchase price of $6,935. The acquired operations provided services to
approximately 1,390 (unaudited) customers in aggregate at the time of their acquisitions. The

acquisitions were accounted for as business purchases, and the difference between the purchase
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Note 3 (continued)

price and the fair value of assets acquired, less fiabilities assumed were recorded at the date of
the acquisitions. For three of the acquisitions, purchase price exceeded fair value and the
difference of $781 was recorded as a regulatory liability, For the fourth acquisition, goodwill of
$440 was recorded. The acquired assets have been recorded to utility ptant as of December 31,
2006,

During 2008, the Company completed acquisitions of the assets of two water, one
wastewater, and one water and wastewater systems for an aggregate purchase price, including
the costs to acquire, of $8,243. The acquired operations provided services to approximately
3,500 (unaudited) customers in aggregate at the time of their acquisitions, As of December 31,
2008, acquisitions of a water and wastewater system with a total purchase price of $5,620, were
recorded to utility plant pending completion of original cost studies. Based on completion of the
studies during 2009, §1,722 was recorded as credit to utility ptant acquisition adjustment.

Note 4: Utility Plant
The components of utility plant by category at December 31 are as follows:

Range of remaining

useful lives 2809 2608

Land and other non-depreciable assets - $ 25,143 3 23,633
Sources of supply 32t0 78 Years 94,184 90,729
Treatment and pumping 1710 47 Years 511,886 507,574
Transnission and distribution i210 78 Years 1,584,420 1,480,447
Services, meters and fire hydrants Il 1o 55 Years 557,371 525,214
General structures and equipment 13 1o 44 Years 117,597 117,559
Wastewater Glo 69 Years 124,359 76,787
Construction work in progress - 36,926 39,933

3,051,886 2.861.876
Lesst Accumulated depreciation (695,667 (643,430)

b 2,356,219 $ 2,218,446

The provision for depreciation expressed as a percentage of the aggregate average
depreciable asset balances was 2.53% in 2009 and 2.56% in 2008.
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Note 5: Regulatory Assets

Regulatory assets represent costs that are expected to be fully recovered from customers
in future rates. Depending upon Commission approval, certain assets are included in the
Company’s rate base and others are not.

The components of regulatory assets are as follows:

2009 2008

Income taxes recoverable through rates $ 108,966 $ 106,704
Cost of removal 25,327 21.0i8
Pension and posiretirement benefits other than pensions 18,453 12,391
Debtand preferred stock expense 13.837 11,761
Security costs 6,793 8,459
Business service project expense 2,131 3,114
Other 5,962 4,887

$ 181,471 3 168,394

The Company has recorded a regulatory asset for the additional revenues expected to be
realized as the tax effects of temporary differences reverse. These temporary differences are
primarily related to the difference between book and tax depreciation on property placed in
service before the adoption by the Commission of full normalization for rate making purposes.

The regulatory asset for income taxes recoverable through rates is net of the reduction
expected in future revenues as deferred taxes previously provided, attributable to the difference
between the state and federal income tax rates under prior law and the current statutory rates,
reverse over the average remaining service lives of the related assets.

Pension expense in excess of the amount contributed to the pension plan is deferred.
These costs will be recovered in future service rates as increased contributions are made to the
pension plan, In addition, the Company obtained Commission authorization in its 2009 rate order
to defer the 2009 increase in its pension and postretirement benefits other than pensions (PBOP)
expense over the level reflected in its existing rates. The total amount of this deferral was $6,645
and will be amortized over 24 months beginning in November 2009,

Debt expense is amortized over the lives of the respective issues. Unamortized debt
expense is deferred and amortized to the extent that it will be recovered through future service
rates, Expenses of preferred stock issues without sinking fund provisions are amortized over 30
years from the date of issue, whereas expenses of issues with sinking fund provisions are charged
to operations as shares are retired.

The Company has deferred the cost of increased security measures that were

implemented to secure facifities afier the terrorist attacks on September 11, 2001. The
Commission authorized the Company the recovery of $15,538 over a 10-year period or $1,554
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Note 5 (continued)
on an annual basis effective January 29, 2004. In subsequent proceedings, the Company trued-up
the costs it had submitted in the previous proceeding to $1,664 on an annual basis,

Business service project expenses consist of re-engineering and start-up activities for
consolidated customer and shared administrative service centers that have been established by
AWW, On January 25, 2002, the Commission approved $5,534 of these costs for rate recovery
over a 10-year period. In the subsequent proceeding, the Company was allowed to true-up the
projected costs it had submitled in the previous proceeding to $7,844 to be recovered over 8
years.

Note 6: Preferred Stock Without Mandatory Redemption Requirements

in the event of voluntary liquidation, the 4.5% series is redeemable at $100 per share,
provided a majority of the holders consent, or at $103.50 per share if they do not; all other issues
are redeemable at $100 per share provided the voluntary liquidation is in connection with
governmental acqguisition of substantiaily all of the Company’s property or common stock. In
the event of inveluntary liquidation or governmental acquisition, all classes of preferred stocks
are redeemable at $100 per share. All call prices are on 30 days’ notice plus accrued dividends,

Note 7: Long-Term Debt

Preferred stock with mandatory redemption requirements on the 9.35% series and the
9.75% series provide for annual sinking fund payments of $12 and $10, respectively, at the
option of the holder. The requirement on the 8.49% series provides for sinking fund payments to
begin in 2012,

Preferred stock with mandatory redemption requirements contain provisions for
redemption at various prices on 30 days’ notice at the Company’s discretion, except for the
9.35% and 9.75% series, which are not callable.

The senior notes payable to affiliate are unsecured and were issued 10 American Water
Capital Corporation (“AWCC™), a subsidiary of AWW, for the principal amount.

In May 2008, the Company issued a long-term note payable of $81,000 at a rate of 6.25%
due in 2018. The proceeds were used to pay down outstanding short-term borrowings from the
credit line with AWCC,

Variable rate tax-exempt bonds are remarketed for periods up to 270 days. These bonds
may be converted to other short-term variable-rate structures, a fixed-rate structure or subject to
redemption. At December 31, 2008, the debt is included in current portion of long-term debt
since the Company could not be certain that remarketing would be successful. During 2009, the
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Note 7 (continued)

Company successfutly remarketed these bonds for $52,900 with annual interest fixed-rate of 6.0-
6.75% and the debt is included in long-term debt. The proceeds of the remarketed bonds were
used to pay down outstanding short-term borrowings from the credit line with AWCC.

On April 8, 2009, the Company closed an offering to issue $80,000 in tax-exempt water
facility revenue bonds through the Pennsylvania Economic Development Financing Authority
(“PEDFA™) at a fixed rate of 6.2% to mature in 2039. The proceeds from the offering were
initiafly kept in Trust, pending the Company’s certification that it had incurred qualifying capital
expenditures. This issuance has been presenied as non-cash on the accompanying Statements of
Cash Flows. Subsequent release of these funds by PEDFA are reflected as the release of
restricted funds, and are included in investing activities in the accompanying Statement of Cash
Flows. As of December 31, 2009, the Company has drawn down $41,427 of these funds.

The Commonwealth of Pennsylvania offers water facility loans through Pennsylvania
Infrastructure Investment Authority (“Pennvest™). These low-interest loans cover the design,
engineering, and construction of publicly and privately owned drinking water distribution
systems. The water facility loans are available to communitics or private firms needing clean
drinking water distribution facilities. The interest on this type of loan rasges from 1.00% to
5.00%. The loan disbursements are based upon reimbursable expenditures for a specific
approved project. The existing Pennvest loans are secured primarily through a lien on the
Company revenues, subordinate to the Company's mortgage indenture. The Company makes
monthly payments of principal and interest on these water facility loans. The principal
payments, based on notes as of December 31, 2009, are $2,990 in 2010, $3,043 in 2011, $3,088
in 2012, $2,976 in 2013, and $3,041 in 2014 and $21,300 thereafter.

On August 26, 2009, the Company closed an offering to issue an additional $2,242 in
Pennvest loans. The proceeds from the offering will be used to fund certain capital improvement
projects.

On December 1, 2009, the Company refunded and reissued $93,165 of private activity
general mortgage bonds scheduled to mature in 2032 and 2033. The bonds 3.60% fixed interest
rate expired in December 2009, and the new bonds have a fixed interest rate of 5.50% with a
maturity of 2039,

The general mortgage bonds are issuable in series, No bonds senior to the general
mortgage bonds may be issued so long as the general mortgage bonds are outstanding. Based on
the calculation methodology specified by debt agreements, the amount of bonds authorized is
limited, as long-term debt cannot exceed 65% of total capitalization, and as net income of the
Company must be equal to or greater than 1.5 times the aggregate annual interest charges on all
fong-term debt of the Company. At December 31, 2009, long-term debt was 52% of total
capitalization and net income was 3.4 times the aggregate annual interest charges on all long-
term debt. General mertgage bonds are collateralized by utility plant.
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Note 7 (continued)

The general mortgage bond indentures contain clauses restricting the declaration of
common stock dividends and other distributions on capital stock if common stockholder’s equity
falls below a specified amount, There were no restrictions at December 31, 2009,

Maturities of long-term debt will amount to $6,390 in 2010, $6,443 in 2011, $3,088 in
2012, $4,176 in 2013 and $4,241 in 2014 and $986,581 thereafter.

The indenture for the 6.87% series note has a sinking fund provision that requires an
annual retirement of $3,400 from 2009 through 2011,

Other interest, net includes interest income of approximately $54 and $50 at December
31, 2009 and 2008, respectively. The majority of other interest, net represents interest earned on
a note receivable from Parkesburg Berough that was paid in full in December 2009,

Note 8: Short-Term Borrowings

The Company maintains a line of credit through AWCC of $134,000 and $100,000 at
December 31, 2009 and 2008, respectively. The Company may borrow from, or invest in, the
tine of credit. No compensating balances are required under the agreements.

At December 31, 2009 and 2008, there were $10,939 and $90,611 of short-term
borrowings outstanding, respectively, The weighted-average annual interest rate on these
borrowings at December 31, 2009 and 2008 was 0.75% and 3.64%, respectively.

At December 31, 2009, the Company had $2,363 outstanding stand-by letters of credit.

The Company received cash capital contributions of $53,700 and $33,000 from AWW in
2009 and 2008, respectively. The proceeds from these contributions were used to pay down

short-term debt.

AWW, through AWCC, has committed to make additional financing available to the
Company, as needed, to pay its obligations as they come due.
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Note 9: General Taxes

Components of general tax expense for the years presented in the statements of income

are as follows:

2009 2008
Payroli $ 3,829 h) 3873
Property 3,763 3,672
Public Utility Commission 2,820 2,642
Capital stock 1,550 1,936
$ 11,962 $ 12,123

Note 10: Income Taxes

Components of income tax (benefit) expense for the years presented in the statements of

income are as follows:

2609 2008
State income taxes:
‘Current $ (1833 § 8,389
Deferred
Current {204) 167
Non-current 11,803 894
9,706 9,450
Federal income {axes;
Current (46.431) 3,035
Deferred
Current (832) 527
Non-current 89,483 39,425
Amortization of defermed investment tax credits (233) (233
41,987 42,754

Total income taxes b}

5

1,693 $ 52,204

In December 2008, the Company as a member of the consolidated group filed a request
with the Internal Revenue Service (IRS) to change its tax accounting method for repair and
maintenance costs on its utility assets. The IRS partially approved the request in October 2009,
with the Company receiving final approval in February 2010, allowing the Company to take a
tax deduction for costs that were previously capitalized for tax purposes. As a result, the
Company recorded a deferred income tax liability for this temporary difference, In addition, the
change in tax accounting method generated a net operating loss which the Company has

substantially monetized.
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Note 10 (continued)

The primary components of the net deferred tax liability at December 31, 2009 include
basis differences in utility plant, income taxes recoverable through rates, and advances and
contributions. No valuation allowances were required on deferred tax assets al December 31,
2009 and 2008, as management believes it is more likely than not that deferred tax assets wilt be
realized.

At December 31, 2008, the Company recorded state net operating loss carryforwards
("NOLs"), which will reduce future taxable income. These NOLs will begin to expire in 2028 if
not utilized.

As of December 31, 2009 and 2008, the reserve for uncertain tax positions is $29,660 and
$0, respectively, excluding accrued interest and penalties. The Company does not expect a
material change in this estimate in the next twelve months. The reserve, for uncertain tax
positions, could increase or decrease for such things as the expiration of statutes of limitations,
audit settlement, or tax examination.

The Company recognizes interest and penalties related to income tax matters in income
tax expense; however, none were accrued as of December 31, 2009 and 2008, respectively.

The federal tax returns from 2006 ¢ 2008 remain open. The 2006 statute will expire in
2010, The Company is subject to state taxes. State tax returns from 2004 to 2008 are currently
open. The statues of limitations will begin to expire in 2010,

Note 11: Rate Matters

As necessary, the Company applies to the Commission for changes in the rates charged
for service. The rate increase request is based on the fevel of revenues, operating expenses and
capital costs expected 1o be in effect by the end of the future test year, which is the year which
immediately follows the historic test year. The Company can provide no assurances that any rate
increase request will be granted by the Commission.

As authorized by the Commission, the Company has instituted a Distribution System
Improvement Charge based on specific capital improvements made to the water distribution
system. The charge may be adjusted each quarter based on the qualified investment in a prior
three-month period. The Company recorded revenues of $16,065 in 2009 and $4,027 in 2008
associated with this charge.

On April 24, 2009, the Company filed a rate application with the Commission. Based

upon a settlement agreement, the Commission issued its order on November 6, 2009, to increase
rates to generate additional annual revenue of $30,750, or 6.6%, effective November 7, 2009,
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Note 11 {continued)

On April 28, 2008 the Company filed a Coatesville wastewater rate application. Based
upon a settlement agreement, the Commission issued a Final Order on November 13, 2008 to
generate additional annual revenue of $1,850 or 76.7% effective November i4, 2008.

Note 12: Employee Benefit Plans

Savings Plan for Employees

The Company maintains 401(k) Savings Plans, sponsored by AWW, allowing employees
to save for retirement on a tax-deferred basis. Employees can make contributions that are
invested at their direction in one or more funds. The Company makes matching contributions
based on a percentage of an employee’s contribution, subject to certain limitation. Due to the
Company's discontinuing new entrants into the defined benefit pension plan, on January 1, 2006
the Company began providing an additional 5.25% of base pay defined contribution benefit for
union employees hired on or afier January 1, 2001 and for non-union employees hired on or after
January 1, 2006. The Company expensed contributions to the plan totaling $1,570 for 2009 and
$1,365 for 2008. All of the Company’s contributions are invested in one or more funds at the
direction of the employee.

Note 13: Postretirement Benefits

Pension Benefits

The Company participates in a Company-funded defined benefit pension plan, sponsored
by AWW, covering employees hired before January 1, 2006, Benefits under the plan are based
on the employee's years of service and average annual compensation for those 60 consecutive
months of employment which yield the highest average. The pension plan has been closed for
any employee hired on or afier January 1, 2006. Union employees hired on or afier Januvary 1,
2001 had their accrued benefit frozen and will be able to receive this benefit as a lump sum upon
termination or retirement.  Union employees hired on or after January 1, 2001 and non-union
employees hired on or after January 1, 2006 are provided with a 5.25% of base pay defined
contribution plan. Pension cost of the Company is based on an allocation from AWW of the
total cost related to the plan.  Information regarding accumulated and projected benefit
obligations is not prepared at the subsidiary level. The Company was allocated costs of $13,518
and $5,841 for 2009 and 2008, respectively.

AWW's funding policy is to contribute at least the minimum amount required under the
Employee Retirement Income Security Act of 1974, The Company made contributions to the
AWW plan of $12,922 in 2009 and $13,055 in 2008. The Company expecis to contribute
$14,083 to the AWW plan in 2010,

Postretirement Benefits Other Than Pensions
The Company participates in a Company-funded plan sponsored by AWW that provides
certain life insurance benefits for retired employees and certain health care benefits for retired
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Note 13 (continued)

employees and their dependents. The retiree welfare plans are closed for union employees hired
on or after January [, 2006, and for non-union employees hired on or after January i, 2002.
Retirees and their dependents under age 65 are covered by a point-of-service managed care plan
that requires co-payments or an HMO. Employees who elect to retire prior to attaining age 65
are generally required to make contributions towards their medical coverage until attaining age
65. Retirees and their dependents age 65 and over are covered by a Medicare supplement plan.

Costs of the Company are based on an allocation from AWW of the total cost related to
the plan. Information regarding accumulated and projected benefit obligations is not prepared at
the subsidiary level. The Company was allocated costs of $8,799 in 2009 and 85,643 in 2008,

The Company made contributions to trust funds established for these postretirement
benefits of $8,799 in 2009 and $5,643 in 2008. The Company’s policy is to fund postretirement
benefits costs accrued, The Company expects to contribute $8,405 to the AWW plan in 2010,

Note 14;: Stock-Based Compensation

Stack Options and Restricted Stock Units

On February 20, 2009, AWW granted restricted stock units and stock options to certain
employees of the Company under the AWW 2007 Omnibus Equity Compensation Plan
{(“*Omnibus Plan™). The restricted stock units vest ratably over the three year performance period
beginning January 1, 2009 (the “Performance Period”); however distribution of the shares is
contingent upon the achievement of certain market thresholds over the performance period. The
stock options vest ratably over a three year service period from January 1, 2009,

On April 22, 2008, AWW granted restricted stock awards, restricted stock units and stock
opticns to certain employees of the Company under the Omnibus Plan. The restricted stock units
and the stock options were awarded in two grants with “Grant [ vesting on January 1, 2010 and
“Grant 27 vesting January 1, 2011,

The value of restricted stock units at the date of the grant is amortized through expense
over the requisite service period using the straight-line method for restricted stock units with
service and/or performance vesting. The grant date fair value of restricted stock awards that
have marketl and service conditions and vest ratably is amortized through expense over the
requisite service period using the graded-vesting method. The value of stock options at the date
of the grant is amortized through expense over the requisite service period using the straight-line
method.

Costs of the Company are based on an allocation from AWW of the total cost for
employees of the Company in the plan. The Company recorded compensation expense of $311
and $310, included in operation and maintenance expense, during the years ended December 31,
2009 and 2008, respectively. As the Company does nol reimburse the cost of the awards to
AWW, the offsetting entry to paid-in-capital is a capital contribution from AWW.
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Note 14 (continued)
Employvee Stock Purchase Plan

AWW’s Nonqualified Employee Stock Purchase Plan (“ESPP™) was effective as of July
1, 2008. Under the ESPP, the Company’s employees can use payroll deductions to acquire
AWW common stock at the fesser of 90% of the fair market value as of a) the beginning or b)
the end of each three-month purchase period. AWW’s ESPP is considered compensatory, Costs
of the Company are based on an allocation from AWW of the total cost for employees of the
Company in the plan, Compensation costs of $48 and $20 were included in operation and
maintenance expense for the years ended December 31, 2009 and 2008, respectively. As the
Company does not reimburse the cost of the awards 1o AWW, the offsetting entry to paid-in-
capital is a capital contribution from AWW.

Note 15: Related-Party Transactions

American Water Works Service Company, Inc. (“AWWS”), a subsidiary of AWW,
provides certain management services to the Company (administration, accounting, data
processing, engineering, ete.) and other operating water companies in the AWW system on an at-

cost, not-for-profit basis in accordance with a management and service agreement.

Purchases of such services by the Company were accounted for as follows:

2009 2008
Included in operation and maintenance
expense as a charge against income 3 35981 3% 40,001
Capitalized primarily in utlity plant $ 2,854 2.011

5 38835 & 42,072

AWWS leases space in an office building owned by the Company. Rent received under
the terms of the lease was $765 in 2009 and $738 in 2008. Additionatly, the Company received
$93 in 2009 and $97 in 2008 from AWWS for the rental of furniture and equipment.

The Company maintains a line of credit through AWCC (See Note 8). The Company
also participates in AWCC’s centralized treasury function, whereby the Company transfers its
cash to AWCC and the Company’s checks are issued out of AWCC. Under the arrangement,
avaifable cash is used to pay down the line of credit, and outstanding credits increase the
Company’s line-of-credit balance. The Company paid AWCC fees of $1,587 in 2009 and $405
in 2008 and recorded interest expense on borrowings of $705 in 2009 and $1,905 in 2008.
Interest expense on fong-term debt with AWCC amounted to $22,577 and $20,095 for 2009 and
2008, respectively. Accrued interest included interest due to AWCC of $3,416 and $2,288 as of
December 31,2009 and 2008, respectively.
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Note 15 (confinned)

The Company provides billing and collection services 10 American Water Resources
(“AWR”), a subsidiary of AWW. AWR offers customer protection plans that provide water
line, sewer line and in-home protection. The Company recorded revenue of $516 in 2009 and
$485 in 2008 related to these services.

The Company purchased granular activated carbon from American Carbon Services, a
subsidiary of AWW, at five and seven of the Company’s filtration plants during 2009 and 2008,
respectively, The total amount paid to American Carbon Services for the removal of the existing
filter media, the new carbon media and its installation was $1,291 in 2009 and $1,921 in 2008,

The Company pays dividends to AWW on a quarterly basis, The amount of the dividend
is based on a percentage of net income adjusted for certain items,

One of AWW's Directors is employed by an electrical utility that supplies electricity and
electrical services to the Company. The Company purchased, from various subsidiaries of this
electrical utility, approximately $3,252 and $1,910 of such services in 2009 and 2008,
respectively. This Director has announced his intended retirement from that electrical utility
effective March 31, 2010.

Note 16; Fair Values of Financial Instruments

The Company used the following methods and assumptions in estimating its fair value
disclosures for financial instruments:

Current assets and current liabilities: The carrying amount reported in the balance sheet
for current assets and current liabilities approximates their fair value,

Preferred stocks with mandatory redemption requirements and long-term debt. The fair
values of the Company's preferred stocks with mandatory redemption requirements and long-
term debt are estimated using discounted cash flow analyses based on the Company's current
incremental financing rates for similar types of securities.
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Note 16 (continned)
The carrying amounts and fair values of the Company's [inancial instruments at
December 31 are as follows:

2009 2008
Carrying Fair Carrying Fair
Amount Value Amount Yalue
Preferred stock with mandatory
redempltion requircments,
including current maturitics 5 12,451 $ 13806 § 12451 $ 12,362
[ong-lerm debt, including
currenl maturitics b 098448 % 1,078,938 § 923,557 % 850,323

Fair Value Measurements

To increase consistency and comparability in fair value measurements, FASB guidance
establishes a fair value hierarchy that prioritizes the inputs to valuation techniques used to
measure fair value into three levels as follows:

* Level 1-——quoted prices {unadjusted) in active markets for identical assets or liabilities that the
Company has the ability to access as of the reporting date. Financial assets and liabilities
wtilizing Level 1 inputs include active exchange-iraded equity securities, exchange-based
derivatives, mutual funds and money market funds.

* Level 2—inputs other than quoted prices included within level 1 that are directly observabie for
the asset or liability or indirectly observabie through corroboration with observable market data.
Financial assets and liabilities utilizing Level 2 inputs include fixed income securities, non-
exchanged-based derivatives, commingled investment funds not subject to purchase and sale
restrictions and fair-value hedges.

* Level 3—unobservable inputs, such as internally-developed pricing models for the asset or
liabitity due to little or no market activity for the asset or liability, Financial assets and liabilities
utilizing Level 3 inputs include infrequently-traded non-exchange-based derivatives and
commingled investment funds subject to purchase and sale restrictions.
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Note 16 (continucd)
Recurring Fair Value Measurements

The following table presents assets and liabilities measured and recorded at fair value on a
recurring basts and their level within the fair value hierarchy as of December 31, 2009 and 2008,
respectively:

At Fair Value as of December 31,2009

Recurring Fair Value Measures Level 1 Level 2 Level 3 Total

Assels:

Restricted funds 3 38573 % - % - 5 38357

Deposits 52 - - 52
Total assets 38,625 - - 38,625

Liabilities:

Deferred compensation obligation - 46 - 46
Total Habilitics - 46 - 46
Total net agsets (Habilities) $ 38625 % {46) $ - % 38579

At Fair Value as of December 31, 2008

Recurring Fair Value Measures Level 1 Level 2 Level 3 ‘Fotal

Assels:

Deposits b 1,095 % - % - 8 1,095
Total assets 1,005 - - 1,095

Liabilities:

Deferred compensation obligation - 6 - 6
Total Habilities - 6 - G
Total net assets (labilities) 3 1,095 % ) % - 3 1,089

Restricted funds—The Company’s restricted funds primarily represent proceeds received
from financings for the construction and capital improvement of facilities and from customers
for future services under operations and maintenance projects. The proceeds of these financings
are held in escrow until the designated expenditures are incurred. Restricted funds expected to be
released within twelve months subsequent to year-end are ciassified as current,

Deposits—Deposits includes escrow funds and certain other deposits held in trust. The
Company includes cash deposits in other current assets.

Deferred compensation obligations—The Company’s deferred compensation plans allow
participants to defer certain cash compensation into notional investment accounts, The Company

includes such plans in other long-term fiabilities. The value of the Company’s deferred
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Note 16 (continucd)

compensation obligations is based on the market value of the participants” notional investment
accounts. The notional investments are comprised primarily of mutual funds, which are based on
observable market prices.

Note 17: Operating Leases

The Company has entered into operating leases involving certain facilities and
equipment. Rental expenses under operating leases were 36,038 in 2009 and $6,040 in 2008.
The operating leases for facilities will expire in 2011, 2013 and 2017, and the operating icases
for equipment have various expiration dates through 2045,

Al December 31, 2009, the minimum annual future rental commitments snder operating
leases that have initial or remaining non-cancelable lease terms in excess of one year are $4,223
in 2010, $3,154 in 2011, $1,909 in 2012, $937 in 2013, $550 in 2014 and $758 thereafter.

Note 18: Commitments and Contingencies

The Company maintains agreements with other water purveyors for the purchase of water
to supplement its water supply. Certain agreements stipulate purchases of minimum quantities of
water through various dates. The estimated annual commitment related to the minimum
quantities of water purchased is expected to approximate $1,110 annually in 2010 through 2012,
$1,053 annually in 2013 and 2014, and $3,859 thereafter. The Company's purchased water
expense under these types of agreements amounted to approximately $2,438 and $2,602 during
the years ended December 31, 2009 and 2008, respectively.

Commitments have been made in connection with certain construction programs. The
estimated capital expenditures required under lepally binding contracts amounted to $14,742 at
December 31, 2009,

The Company is also routinely involved in condemnation proceedings and legal actions
incident to the normal conduct of its business. At December 31, 2009, the Company has accrued
approximately $242 as probable costs, and it is reasonably possible that additional losses could
range up to $10,000 for these matters. For certain matiers, the Company is unable to estimate
possible losses. The Company believes that damages or settlements, if any, recovered by
plaintiffs in such claims or actions, will not have a material adverse effect on the Company’s
results of operations, financial position or cash flows.
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FRVILIG

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

FR VIL.16

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VI. Rate of Return

16. Supply copies of the Company's balance sheets for each month/quarter for
the last two years.

Answer: Please refer to FR XI.1.



FR VIIL.17
Pennsylvania-American Water Company
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL17

Pennsylvania-American Water Company
Coatesville Wastewater Operations

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.



FRVH.i8

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

FR VII.18

Pennsylvania-American Water Company
Coatesville Wastewater Operations

V. Rate of Return

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 §, 2010 Credit Opinion
S&P Ratings Report September 16, 2009
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Rating Action
12 OCT 2007

Moody's Investors Sorvice

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

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

New York, Gctober 12, 2007 -- Moody's Investors Service loday downgraded to Baa2 [rom Baa1 the senior
unsecured issuer rating of American Waler 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 unsecured rating lo Capital's
planned $1.5 billion note offering and a Baa2 senior unsecured issuer rating to Capital's paren!, American
Water Works Company, Inc {"American Water"). The rating outlook for both issuers is stable. Today's raling
action concludes the review for possible downgrade initiated on August 28, 2007.

Moody's review of Capilal's short and leng-larm ralings was prompled by American Waled's planned
recapitalization of the company in advance of the divestmen, via initial public offering, from its cusrent parent,
RWE AG (A1 stable). The inilial sale of RWE's inlerest in American Water is expected to happen in lale-
2607, however, preceding that transaction, Capital is expecled to issue $1.5 billion of senior unsecured notes
in order to subslanlially repay approximately $2.0 billion of inter-company debt currently owed to RWE.
These noles are expecied 10 be issued in October 2007, i is Moody's understanding that the company will
also issue $500 million of "equity unils” concurrent with the [PO that will fund out the baiance of inter-
company debt owed to RWE.

The one-notch downgrade of Capilal's senior unsecured issuer rating, and the assignment of a Baa? issuer
rating lo its parent, American Walter, refiects the loss of implied suppor from RWE fallowing the 1PO,
hislorically weak consolidated credil metrics, and the increase in financial and operating risk going forward as
a publicly fraded stand-alone company. Moody's has aiso faken this opportunily to equalize the new raling for
American Water, a holding company, with its finance subsidiary, Capital, due to the existence of a "support
agreemeni” helween (he two enlities that effeclively backstops Capital's timely payment of principal and
interest, as needed. Nevertheless, an additional concern is thal approximately 60% of American Water's
consolidaled debl will be borrowed at Capital, with the balance at the various regulated operating
subsidiaries where lhe material cash flows are generated. We note that debt al Capital doas not benefil from
any upstream guarantees {rom the regulated utilily operations nor does the debt obligations of the
subsidiaries, including Capilal, benefit rom any downsiream guarantee from American Water.

Meody's considers American Water's position as the largest investor-owned water ulility in the U.S, and
geographic diversity with regulated operations in 20 states as being positive credil qualities. Moody's views
investor-owned water utililies in the U.S. as having greater long-term stability and supportive regulatory
reatment than most of their electric ulilily counlerparls which has resulled good levels of historical cash flow
from such regulated operations. Although Amerlcan Waler's cash fiow derived credit metrics have exhibited
weakness for some time and are considered somewhat sofl for the Baa2 rating (funds from cperalions (FFQO}
to total adjusted debt was approximately 7.5% for the {railing twelve menlh pericd ended June 30, 2007),
Moody's believas there is capacity for improvement as the company has either filed or is planning 1o file for
rate increases in all of the Jurisdictions in which il operates afler a long period following RWE's acquisilion
where the company's ability {o Increase rates was limiled due fo stay-out provisions agreed to in some
jurisdictions. Timely rale increases and the ability to atlraci new equity capital will be two key drivers for
maintaining the rating going forward as the water utifity induslry remains capilal intensive with infrastruciure
spending often times at a multiple of depreciation. American Waler 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 fulure downward pressure on the rating or outlock given the magnitude of the planned expenditures.

We note that American Waler also has a much smaller non-requtated water-related services segment
(approximately 12% of fiscal 2006 revenues) thal will remain a part of ils business model going forward.
While this business segment is considered a growth area and is less capilal inlensive, it is also less
profitable. Consequently, the regulated operaling subsidiaries will continue fo be the primary source of funds
to service debt and 10 pay the expected dividends to i{s public sharehoiders.

The stable oullook reflects Moody's expectations that going forward there wilt be no material change 1o the
currently envisioned capilal structure, The refinancing will likely have a negative impact on American Waler's
financia!l flexibility going forward as the company terminates its historical reliance on funding from its larger
and more financially secure parent and switches to meaeting those capital needs from the public debt and
equily markels as a slandalone entily. Moody's expects the company to maintain adequate liquidity for its
operations primarily through Capital's $700 million cornmercial paper program which is currently back-
stopped by a committed multi-year $800 million revolving bank facility expiring in September 2012. Ailhough
currently lightly drawn, Moody's expecls the company may moderatsly increase its ulifization of commercial
paper borrowings over the balance of 2007,



Headquartered in Voorhaes, New Jersey, American Water Works Company, Inc. Is an indirect wholly-owned
subsidiary of RWE AG and is the largest investor-owned provider of water, wastewater and refated services
in North America. It is the parent company of numerous water ulililies in lhe Uniled Stales and reporied
revenue in 2006 of $2.1 billion.
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Global Credit Research
Credit Opinion
17 OCT 2007

Moody's Investors Sorvice

Credit Opinion: American Water Works Company, Inc,

American Water Works Company, Inc.

New Jersey, Uniled Stales

Ratings

Category Moody's Rating
Qultlook Stable
Issuer Rating BaaZ
Contacts

Analyst Phone
James O'Shaughnessy/New York 212.553.1607
william L, Hess/New Yark 212.553.3837

Key Indicators

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

Funds from Operations [ Adjusted Debt {112} 7.0% 67% 6.9% 7.9%

Retained Cash Flow / Adjusied Debl (2] T0% 6.7% 69% 7.9%

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

Funds from Operalions + Adjusted inlerest / Adjusted 2.6x 24x  2.2x 2.4%
Interest {3]

Adjusted Debt / Adjusted Capitalization [2}{4] 67.0% 6B8.8% 59.3% 53.5%

Net income Available for Common / Common Equity 2% 12% 4% -3%

[1] FEG includes add-back of 2/3 annual operaling lease expense [2) Debl is adiusted (o include preferred stock,
6X rent, and underfunded pension obligation [3] Interest is adjusled to inctude 1/3 rent and preferred slock
dividends [4] Adjusted capitalization reflects the adjustments made (o debt

Note: For definitions of Moody's most cornmon ralio lerms please see the accompanying User's Guide,

Opinion

Company Profile

Headquarterad in Voorhees, New Jersey, Amarican Water Works Company, Inc. ("American Water"), is an indirect
whoily-owned subsidiary of RWE AG and is the largest investor-owned provider of water, waslewaler and related
services in Norlh Amarica. It Is the parent company of numegrous regulated water utility subsidiaries in the United
States and reported revenue in 2006 of $2.1 billion. American Water is mulliples larger than other investor owned
watar ulility companies within ils pear group in the U, 8. Assets supporting this revenue base include ils operations
in 32 slates serving a population of approximalely 16.2 million. Although American Water has non-regulaled
businesses {(approximately 12% of revenues) it is primarily viewed, on a consolidaled basis, as a regulated water
ulility company.

American Waler is a parent holding company with no direct debt obligations. its primary financing vehicie is
Amarican Water Capital Corp. ("Capital"), & finance subsidiary. American Waler also incurs debt at the regulated
subsidiary tevel.

Recent Developments

On Qctober 12, 2007, Moody's downgraded to BaaZ from Baa1 the senior unsecured issuer raling of Capilal.
Mocdy's also conlirmed Capital's -2 short-term rating. Al the same lime, Moody's assigned a {P} Baa2 senior



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

The downgrade of Capital's long-lerm rating was prompled by RWE AG's planned divesliture of lhe company, via
initial public offering. The inilial sale of RWE's interest in American Water is expecled 1o happen in lale-2007;
nowever, preceding that fransaction, Capital is expected to issus $1.5 billion of senior unsacured noles in order 10
substantially repay agproximalely $2.0 biflion of inter-company debl currently owed to RWE. These notes are
expected lo be issued in October 2007. itis Moody's understanding that the company will also issue $500 million
of "equity units” concurrent wilh the IPQ that will fund out the balance of inter-company debl owed o RWE.

The one-nolch downgrade of Capital's senior unsecured issuer raling, and the assignment of a Baa?2 issuer raling
Io its parent, American Water, reflecls the loss of implied suppert from RWE following the PO, historically weak
consolidated credit metics, and the increase in financial and eperating risk going forward as a publicly traded,
stand-alone company. Moody's has also taken Lhis opportunity o equalize lhe new rating for American Waler, a
holding company, with ils finance subsidiary, Capital, due to the exislence of a "supporl agreement"” between the
two entities that effectively backstops Gapital's limely payment of principal and interest, as needed.

Rating Rationale

American Water has a number of positive rating factors contributing o ils investment grade rating including
geographic diversity of operations and a mostly regulatad rate structure which provides stabilily to cash flows over
time (approximalely 88% of revenues were derived from regulated oparations in 2008). The Importance of water to
the communities it serves is also an importanl rating consideration. The ralings also reflect the company's current
soft consolidated credit metrics, large capital spending forecast, and risks surrounding the company's transition to
a stand-alone publicly traded company.

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

With operations in 32 states and areas of Canada, American Water's operating reach is considerable, On the
regulated side, American Water operatss in 20 states including its largesl operations in New Jersey, Pennsylvania,
and Hlinols, which together accounted for nearly 50% of consolidated revenues in 2006, Aithough there can be
differences in the leve! of profilability at each subsidiary jurisdiction, the regulated nature of the business should
onsure a refatively slable and healthy return over ime. Barriers 1o entry in this business are aiso very high given
the imponance of water and the constraints related Lo collection and distribution of waler. The geographic diversity
can atso provide a balancing effect on the company's cash flows due to seasonal weather effects or liming of rate
filings.

SOFT CREDIT METRICS

American Water's cash flow derived credil metrics have exhibited weakness for some time and are considored
somowhal soff for (he Baa? rating {funds from operalions (FFO) to tolal adjusted debt was anproximately 7.8% lor
the trailing \welve month period ended June 30, 2007). Moody's believes there is capagity lor improvemenl as the
sompany has either filed or is planning to fils for rate increases in many of the jurisdictions in which it operales
after a tong period lollowing RWE's acquisition where the company's abilily lo increase rates was limited due 1o
stay-out provisions agreed lo in some jurisdictions. Going forward as a public company, we expect American
Water will also be under pressure lo iniliale and continually pay dividends on its common slock.

CAPITAL INTENSIVE INDUSTRY

The regulated water ulllity business is highly capital intensive. Capilal spending rates for American Waler have
averaged 240% of depreciation from 2004-06 and this lovel of expenditures oflen leads 1o negaltive free cash fiow,
which is not uncommon for regulated water and electeic utilities. This funding is often financed with debt until "rate-
base” is established and factored into allowed returns. This typically requires equity contributions 1o maintain the
largeted balance of debt and equily in the capital structure. Timely rate increases and the ability to attract new
equity capital will be two key drivers for maintaining the raling going forward as the water utlllily induslry remains
capilal inlensive with infrastructure spending often a multiple of depreciation. American Water Is facing a sizeable
capital spending plan and will need to finance additional rale base with debt and equily at levels appropriale for the
raling category o aveid fulure downward pressure an (he rating or cutlook given the magnilude of lhe plannad
axpenditurgs,

SUPPORT AGREEMENT WITH AMERICAN WATER CAPITAL CORP

Capilat, a Delaware corporation, is the wholly-owned finance subsidiary of Amarican Water and whose purpose is
1o slreamline the financing function, creale cash managament efficiency, and lower the cost of capital for American
Water's regulated waler ulility subsidiariss. Capital's senior unsecured BaaZ rating is now gqualized with its parent,
American Waler. We nots that American Waler has provided credit enhancement through a support agreement
between American Water and Capital. American Water wili continug 10 own, during the term of the support



agreement, all of the voting stock of Capilal. American Water has alse commilled to ensure thal & positive 1angible
nel worth at Capilal will be maintained at ail times. In addition, if Capital is unatie o make limely payment of
interest, principal, or premium on any debt issued and outstanding, American Waler has commilled to provide
immaediate and limely funds to Capital.

Moody's effectively views this structure a guarantee and has made no nolching differentialion between the two
entilies. Nevertheless, we nole that approximately 60% of American Waler's consolidated debt will be borrowed al
Capital, with the balance al the various regulated operafing subsidiaries where the material cash fiows are
generated. We note that debt at Capital does not benefit from any explicit upstream guarantees from the regulated
ulility operations nor does the debt obligations of the subsidiaries, including Capital, benefit from any explicil
downsiream guarantee from American Water. Also important le nole is that American Waler's primary source of
cash 10 service debt al Capilal comes from the company's regutaled ulility operations, Although Moody's believes
the current ratings caplure the cash generating ability of those subsidiary operations, we note thal dividends will be
limited 1o the retgined, undistribuled or cureent earnings of each jurisdiction.

NON-REGULATED OPERATIONS

We note that American Waier also has a much smaller non-regulated water-related services segment
(approximalely 12% of fiscal 2006 revenues) that will remain a part of its business medal going forward. While this
business segment is considered a growth area and is less capital intensive, it is also less profitable. We nole the
segment reported negative EBIT in 2005 and 2005. Consequently, the regulated operaling subsidiaries will
continue to be the primary source of funds to service debt and to pay the expecled dividends to its public
shareholders.

Liquidity

In terms of internal liquidity, Moody's generally expecls American Waler to generate al least $500 miltion in FFO
per year, with a weighting lowards the second hall of ihe year due (o seasonalily. In addition 1o intarnally
generaled cash flows, Moody's expects thal American Water will lund some shori-erm capital needs with
cammarcial paper borrowings. The $700 million commercial papoer program estabiished at Capital is backstopped
by & five-year $800 million revoiving credit agreemant that expires in September 2012. There is a relatively
balanced maturity schedule for exisling debt. Although currently Eghtly ulilized, Moody's expecls the company may
moderalely increase its utilization of commercial paper borrowings over the balance of 2007, Despite the modest
negalive free cash flow expected over the next four quarters, American Wate's liquidily appears lo be sufficient to
maest the company's needs.

Ratlng Cutlook

Tha rating outlook is slable. Moedy's considers the company's current weak cash flow driven credit metrics bul
also the room for improvement as lhe company files for additional rale increases across many of its operating

jurisdictions. Although Moody's does not expect a malerial increase in leverage post-IPO, there are number of
other potential cash How uncertainties to consider, including possible dividend pressure as new publicty traded
company.

Wiat Could Change the Rating - Up

The ratings for American Water are not fikely to be upgraded in the near-term given the credit metrics and the
plannad large capital spending program, Levels that would be seen as approjpviate for the category include
consolidated FFO 1o adjusted debt in the mid teens with retainad cash flow (FFO - dividends) to adjusted debt
measuring near 10%.

What Could Change the Rating - Down

There are a number of consideralions that Moedy's would take inlo account and likely see as placing negalive
pressure on American Water or Capital's rating. These considerations include any changes to the existing support
agreemenl betwean Capital and American Waler as well as any significant deterioration in credil melrics due lo
fundamental business pressure. A prolonged period of financial results leading {o FFO to adjusted debt in the low-
1o-mid single digits for an extended period would place severe pressure on the raling,

© Copyrighl 2007, Moody's Invastors Service, Inc., and/or its licensors including Moody's Assurance Company, Ing.
(together, "MOODY'S"). Afl rights reserved.
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Rating Actlon: Amerlcan Water Capital Gorp, (New}

Moody's Downgrades American Water to Baa2; Confirmg P-2 Shor-Term Rating

New York, Octobar 12, 2007 ~ Moady's Invesiors Sarvice today downgradad to Bea2 from Baal the senlor
unsgcurad Jssuer raling of Amerlcan Water Caplial Corp ("Caplial’), Moody's also confirmed Capllals P2
shorl-lerm rating, At the seme fime, Moody's assigned s (P) Ba22 senlor unsecured rating to Caplial’s
plannad §1.6 blillen note offering and a Baa2 senler unseeured [ssuer rating lo Capilal's parent, Amerlcan
Water Works Company, Inc {"American Water"}, The rating outiook for both lssuers Is stable. Today's raling
astion concludes lhe raviow for possible downgrade inltiated on August 28, 2007,

Meody's review of Capilals shorl and long-erm rallngs was prompled by American Waler's planned
rotapitalization of the company i advance of the divesiment, via Inltial publle offoring, from lts cutrent parent,
RWE AG (0] stable), Tho initlal sale of RWE's [nlerest In American Water Is expeciod to happen in late-
2007: howevar, praceding thal transaction, Capilel Is expacled lo lssue $1.5 blllion of senlor unsecured notes
In order lo substantially repay approximalely $2.0 billion of Infer-company debt cusrsntly owed to RWE,
Thess notes are expacted o be lssued fn Oclobar 2007, 1t is Moody's undersianding lhal the company will
aleo Issue $500 millon of *sqully umis" concusrent with the 1P0 that will fund out the balance of Inter-
company debt owed to RWE.

The one-noich downgrade of Caplial's senlor unsecuired fssuer rallng, and the assignment of a Bas?2 issuer
taling to s parent, Amerlcan Waler, reflasts the loss of implied suppon from RWE following the [PO,
historlcally wesk consolidated credit metrics, and the Insrease I financial and operating risk golng forward as
a publicly raded stend-alone company. Moody's hus also taken this opportunily lo squaliza the new raling for
Amerdcan Water, a holding company, with lis finance subsldiary, Gapllal, due to {he oxislence of a "support
agreament”’ between the two enlitles that effectivaly backsiops Capilal's limely payment of princlpal and
Interest, as naeded, Neverthaless, an.addlilonal concern is that approximately 60% of Amerlcan Water's
consolidated debi will be barrowod at Capilal, with lhe balance at the varlous reguialed operaling
subsldlanies whare the material cash flows are gensrated, We noie that debt at Cepilal does nol benefil from
any upsiream guarantees from the regulated ulllity operations nor doss the dabt obligations of the
subsldlarles, ncluding Capital, penefil frem any downslream guarantse from Ameilcan Water,

Moody's considers American Water's position s Lhe largest inveslor-owned vater WLy in the U.S, and
geographic diversily wllh regulated operations Iy 20 slales as belng posilive cradit quallies. Moody's vievss
Fwestor-owned waler ulilies In the U.S. as having greaier long-term stabllity and supportive regulatory
treatment than most of tholr sloctric ulilily counterpaits which has resuitad good levels of historical cash flovy
from such regulaled operations. Although American Waler's cash flow derived credit metrics have exhlblted
weaknass for some ime and are consldered somewhat soft for the Bas? rating {funds from operatlons (FFO)
to tota! adjustad debt was approximalely 7.5% for the Yralllng twelve month period ended June 30, 2007),
Moody's balleves there Is capaclly for Improvemant es the company hes ilher fited or Is planning to tile for
cate Increases In all of the Jurlsdictions I which It operales afisr a long potlod follewing RWE's acqulsition
where the compeny's sbilily fo increass rales vas limfled due fo stey-out provislons agread i In soms
jurisdletions. Timely rale Increases and the abiily to alliact new eqully capltal will bo two key drivers for
malntaining the rating golng forward as the vaier utility Industry roemains capital Infenstve with infrastructure
spending ofter: tmes at a muilipla of depreclation. American Water is facing a slzeabls capital spending plan
and will nead to finance addillonal rate base wilh debt and aqully at lavels appropriate for the rating category
10 avold future downward pressure on the rating or outiook given the magnltuds of the planined expendliures.

We nole that Amerlean Waler also has a much smaller non-regulated water-related services segment
(approximately 12% of fiscal 2006 revenues) that will remaln & part of ils business mode! going forward,
White this business segment Is considered a growlh area and |3 less caplie! intonsive, it ks also loss
profitable. Consequenlly, the regulated operailng subsidlardes will conlinue to be the primary source of funds
{o service debl and lo pay the expected dividends to Its public shareholders,

The stable culleok refiscts Moody's expectatlons that gelng forward there will be no materlal change fo the
currantly envislonsd capilel slructura, The reflnanclng will likely have a negalive Impact on American Weater's
financial fexibillly golng fonvard as lha company lerminates its hislorlcal reliance on funding from ts larger
and more financlally secure parant and switches fo mesting those capital needs from the publlc debt and
equlty roarkets as a standalone entily. Moody's expects the company 1o malntaln edequate llquidiy for its
operaflons primarly through Caplial's $700 million commesclal paper program which I8 currently back-
stopped by a committed mull-year $800 million revolving bank fecllily explring In Seplember 2012, Allhough
currently lightly drawn, Mcody's oxpects the company may moderalely Incroass its ulillzatlon of commarcial
papsr boerrowlngs over the balance of 2007.
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Headquarlered In Voorthees, New Jarsay, American Watar Works Company, Ino. Is an Indirest wholly-owned

“5ubsldiFry of RWE AG and s the larges! investor-owned provider of waler, wastewater ang related sorvices
in Noritr America, L Is lhe parent company of numercus water ufitites In the United Stales and reported
revenue In 2006 of $2.1 blllion,
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Ametlcan Water Works Company, inc, (New)

2004 2006 2006  LTM 6-2007

Funds from Cperations / Adjusted Debt [{}[2) 70% 6.9% 6.98% 7.9%

Retalped Cash Flow / Adjusted Dbt [2) 7.0% 67% $.9% 7.9%

Comnen Pividends / Nel Income Avaitable for Commen 0.0% 00% 0.0% 0.6%

Funds from Operallons + Adjusted inferest / Adjusted 26%  24% 2.2 2.4%
Interest [3) "

Adjusted Debl { Adjusted Capltalizalion [2){4] G7.0% ©68.8% 59.3% 53.5%

Net Income Avallable for Common / Common Equlty 2% 2% 4% »3%

(1] £FO Includes add-back of 2/3 annua! cperating lease expense {2) Debl s adjusted to Include preferred stock,
GX ront, and undariundsd pension obfigation [3] inlerest Is adjusied to Inciude 1/3 rent and preferred stock
dividends 4] AdJusted capltalization reilects the adjustmenis made io dobt

Noig: For definitions of Moody's most common ratlo terns ploase see the accompanying Users Guide.
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Company Profile

Headquarterad In Voorhees, New Jorsey, American Water Works Company, Inc. ("Amerfean Wate:"), Is an Indlrect
wholly-ownad subsidiary of RWE AG and Is the largast investor-cwriad provider of waler, wastewater and related
sarvices In Morth Amerioa. It is the parent company of numereus regutated water ufllity subsidiarles in the Unlted
Stales and reporlad ravenus {n 2006 of $2.1 billon. Amerlean Waler Is mutiiples larger than ofher Investor owned
water utllily companles within its peer group in the U. 8, Assels supporing this revenua base include Iis operalions

-l 82 states-serving-a-population-oF-approximately-4 6:2-mifllon.-Although-Amerfcan Water has non-regulated

husinesses (approximately 12% of revenuas) it Is primarily viewed, on a consolidaled basls, as a regLiated water
ulillity company. .

Amercen Water [3 a parent holding company with no dlrect dabt obligations, (ts primary financing vehleie is

Amerlcan Water Caplial Corp. {"Cepilel"), a linance subsidiary, Amarican Waler also lncurs dabt at the regulalad
subsidlary level.

Recent Developments

On Colobor 12, 2007, Moody's downgraded lo Baa? from Baat the senlor unsecured tssuer raling of Capital.
Moody's aiso confiimed Capltal's P-2 short-ferm raling. At the same fime, Moody's assigned & {P) Baa senlor
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“unsecteed rallng 1o Caplial's planned $1.6 billion note offering and a Baa2 sentor unsecured |ssuer raling to
Capilal's parent, American Water,

!
) -+ The downgrada of Gepital's lang-fenn ratlng was prompted by RWE AG's plannad divestiture of the cormpany, via
( inltle] publlc offering. The Inltial sale of RWE's intarest In American Water Is expacied to happen In lale-2007,

! however, preceding that iransaction, Caphlal 's expected lo lssua $1.5 bililon of senlor unsecured notes In ordsr do
substanllally repay approximately $2.0 billlon of inter-company debt currently owied to RWE, Thess notes are
expecied 1o ba jssued In October 2007, ILis Moody's understanding that the company wilf also Issus $500 mllllon
of *gqulty uniis” concursent with the IPO that wlll fund out the halance of Inter-company debi owed to RWE,

The ene-notch downgrade of Capltal's sanior unsecured Issuer rallng, and the assignment of a Baa2 Issuer rafing
to lis parant, American Water, reflects the {oss of Impiled support from RWE foliowing the 1PQ, historioally weak
coisolidated cradit melrics, and the Increase In financlal and operating rlsk gaing forward a8 a publiely traded,
stand-alone company. Moody's has also laken thls opporiunity to equalize the nev rating for Amsrcan Water, n
holding company, with Its finance subsldiary, Gapiial, due to the existence of a “support agreament between the
two anlittas that offactively backstops Caplial's imely payment of principal and Interesi, as needed.

Rating Ratlonale

American Water has a number of positive rating factors conlributing lo its invesiment grade rating includiag
gaographlc diversity of eperations and a mosily regulated rale struciure which provides stabiilly to cash flows over
flmo (approximately 88% of revanues wara derlved from ragulated operations in 2006), The Importance of water {0
the communities Il serves Is alsv an Imporiant rating conslderation. The ralings aiso reflect the company’s current
soft consolldaled credit metrics, large caplial spending forecast, and rlsks surrounding the company’s transilion to
a sland-alone publicly traded compsny.

The ey factor's Influencing American Water's rating and outlook Include:

GECGRAPHIC DIVERSITY AND REGULATED OPERATIONS

With oparations In 32 states and areas of Canada, Amerlcan YWater's cparating reach ls conslderable, On the
regulaled side, American Waler cperatss In 20 statss Including lis largest operations In New Jersaﬁ, Pennsylvanla,
and Minois, which together accounled for nearly 50% of consolidated revenues in 2006, Although there can be
. differences in the level of profitabliily at each subsldlary jurlsdiction, the regulaled pature of ihe business should
( /\ ’> ensure a relalively stable and healthy return over time. Barriers to enlry in thls buslness are also very high glven
.../ the imporlance of water and the consiraints related to collectlon and distribution of water. The geographic divarsity
can also provida a balancing effeot on the company's caeh flows dus to sousonal weather affecls or iming of rate

{iiings.
SOET CREDIT METRICS

Amerlcan Water's cash flow derived eredif metidcs have exhiblied weakness for some timo and are conaidered
somewhat soft for the Baa? raling {lunds from operations {FFQ) fo fotal adjusted debt was approximalely 7.9% for
the tralling twelve month perlod ended June 30, 2007), Moody's belleves there [s capaclly for Improvemeni as the
company has sltiver flied or is planning o fiia for rale Increases In meny of the Jurtsdictions in which | operetes
afler a long perlod following RWE's acquisition where the company's &billty to Increase rates wee {imited dus 1o
stay-out provistons agreed to In some Jurisdiclions. Golng fervard as & public company, we expect American
Waler wiil also be undar pressura to [nltlate and continually pay dividends on Its common stock.

CAPITAL INTENSIVE INDUSTRY

The regutaled water utfity business Is highly capital intenslve, Caplta spending rates for Amerlcan Water have
averagat 240% of depraclallen from 2004-06 and this love! of expendltures ofter laads to negative free caai flow,
which Is not unecmmon for regulatad water and eloctric ullillas, This funding i3 often financed with dabl untll *rale.
base" ls astabllshed and factored inlo aliowed returna. This typically requires equlity conirlbullons to malntaln the
1argeted balance of debt and equily In the capital structure. Timely rate Increases and the ablllty to attract new
eauity caplial will be two key drivers for maintaining thoe ralling going forward as the water utilily Industry remains
caplta} intensive with infrasiructure spending often a multiple of depreciallon, Amercan Walor [s facling a slzeable
capltal spendlng pian and will need lo finance addilional rale base viith debt and equity at levels appropriale for the
rating ;;ategory to avold fulure downward pressure on the tailng or cullook given 1he magnilude of the planned
expondilures,

SUPPORT AGREEMENT WITH AMERICAN WATER CARITAL CORP

( ‘) Capite), a Delawara corporation, Is the wholly-owned finance subsidiary of Arorican Waler and whose purpose is
o to streamiing the financing funcllon, creals cash management efficlency, aad lower the cost of capital for Amerlcan
/ ) Water's regulated waler ullilty subsidiarles. Capital's senlor unsecured Bas2 rafing is now equalized with ifs parent,
- American Waler, We note that Amerlcan Waler has provided credit ephancement through a support agreement
batwean Amerlcan Waler and Capilal, American Water will continue to own, during the larm of the support
Page 6 of 8
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t .agreement, all of the voling slock of Capifal, American Walor has also committed to gnsure that a posilive langlble
net worlh at Caplial will be maintalred at all fimes. In addifion, If Caplial (s urable to make limely payment of
tnforasl, princpal, or premium on any debl Issued and olistanding, Amnerican Waler has committed to provide
immediale and limely fiinds to Capilal,

w Moody's aflectively views this siruclure a guarantee and has made no notching diffarentialion batwesn the two

antlliss, Nevertnelass, we nols that approximately §0% of American Water's consolidated debt will be borroved at
Caplial, vith the batance at the vatlous reguiated operaling subsidiarlas where the materlal cash flows are
generaled. We note thal debi at Capllal does not banefit from any expliclt upstroam guaraniees from the regulated
ulllly operations nor does ihe debl obligations of the substdlarles, including Caplial, banefit from any expliclt
downstream guarantee from American Water, Also important fo nola Is that Amerlcen Water's primary sourcs of
cash lo seivice debt al Capital comes from the company's regulatad ufility operations, Altheugh Moody's beilaves
the current ratings caplure lhe cash generating ability of those substdlary operations, we nole that dividends will be
limiisd to the retained, undistributed or current earnings of asch Jurlsdiclion,

NON-REGULATED OPERATIONS

We note that Ametlcan Water also has a much smalisr nop-regulated water-related services segment
(approximately 12% of fiscal 2008 revenues) thai vill remain a part of s business mode! geing forward. While this
buslness segment Is considered a growlh area and Is less capilal Infensive, i{ Is also lass profilable. We note the
segment reported negative EBIT In 2005 and 2008, Consequently, the regulated oparating subsldlarles vill
coniinue 1o be the primary source of funds to service debt and to pay the expected dividends to s public

shareholders.

Liguidity

in terms of Internat liguidlly, Moody's generally expects American Water to gererats al lsast $500 miilion In FFO
per year, with a weighling Towards the second half of the year due 1o seasonality. in addition to Internally
ganeraled cash fiows, Moody's expecis that Amerlcan Water will fund some short-term capilal neods with
commercial paper borrowings, The $700 militon commercial paper program established at Capltal Is backstopped
by & five-yaar SBCD milllon revolving credit agresment that explres In Soptember 2012, Thers I3 a relalively
balanced malurity scheduia for exisilng debt. Although currently Hghtly utllized, Moody's expecia the company misy
modsrately nerease s utilization of commercial paper borrawings over the balance of 2007, Desplte the modest
regative free cash fiow expected over the next four quarlers, American Waler's llquldity appears to be sufficlent 1o
meet the company's needs, ‘

(D
Mol Rating CQutiook

The raling outiook Is stable, Moody's considers the company's current weak cash flow drivea cradit melrics bul
also the reom for kmprovement as the company fHes for addltional rate Increases across many of s operaling

jurisdiclions, Although Moody's does not expect a material Increase in leverage posk-IPO, there are number of
other potenlial cash flow uncerlalnlies to conslder, incluting possible dividend pressure as new publlely traded

COMPANY.
What Could Change the Rating - Up

The raflngs for American Waler are not llkaly to be upgraded in the near-darm glven the credit malics and the
plannad large cepital spending program. Levels thal vould be seen as approprlate for the category Includo
consolitated FFG 1o adjusted debtin tha mid teans wilh retalned cash flow (FFO - dividends) fo adjusted debl
measuring near 10%. .

Witat Could Change the Rafing - Down

There are a rumbaer of consldarations that Moody's would take inle accouni and (Ikely sae as placing negative
pressure on American Water or Capilal’s reting, These conslderations Include any changes o the exlsiing suppert
agreement batween Capltal and Ameslcan Waler as well as any significant deterforatlon In credit metrlcs dua to
fundamental business pressura, A prolonged period of financlal results leading to FFO fo adjusled debtin the low-
to-mid single digits for an extanded parlod would place severe pressure on tha rating.

© Gopyight 2607, Moody's inveslors Service, ino. andlor lis ficensors Including Meody's Assurancs Company, Inc.
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'.-;.reiutlng to, ony error {negligent or otherwise) or other circumstance or contingenty WIhin or outside the contra) of MOODY'S or
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Rating Action: Amerlcan Water Capital Corporation

Moody's agsigns P-2 shori-term rating to American Water Capltal

Approximately $700 million of debt securities affacted

New York, October 17, 2006 -- Moody's investors Sesvice assigned a Prims-2 short term rating to Amerlcan
Waler Capital Corp. {Capilal) in connection with its new $700 milllon commerclal paper (GP) program. Af the
samea fime, Moody's affirmed Capital's axisting Baa1 long-term senior unsecured rating and VMIG-2 short
term rating. The outlook remains negative.

The P-2 rating consldsrs Capital's posiilon as a financlal conduit of American Water Works Company, nc.
(Water Works), and reflects the undarstanding Ihat the existing support agreement between the two entitles
witt continua to be maintained. Water Works has comnitted to ensure that a posilive tangible net worth at
Capital will be maintained at all fimos. In addition, If Capital is unable to make timely payment of interast,
principal, or premium on ary debt issued and outstanding, Water Works has committed to provide immediate
and timely funds to Capital.

Gapital's commercial paper program is fully backstopped by an $800 million five-year committed revolving
cradit facilily, Use of proceeds under {he program includes general corporate purposes and refinancing of
gxisting credit linas. The backstop fachlity, which was signed on Soptember 16, 20086, terminates in five years
(2011), has same-day borrowing availabllity and one financlal covenant permitiing a maximum ievel of debt
1o capitalization at Waler Works of 70%, The credit agreement contalns a material adverse change clause
only at the Inltlel extenslon of cradit; an event that eccurred al the closing of the facllity with the Issuance of
LiG's.

2 Moody's long-term rating of Baa1 for Gapital's exisling senior unsecured obligations reflects the relativaly

i

T

Siable.nature of tha cash flows expected from Water Works' regulated water ufliity businesses. Also
conslderad In the railng Is Water Work's plan to be divasted, via inltial public offering, from its current owner,
RWE AG (A1 stable), of Germany. Mocdy's arlicipates the company's capital struclure following the spln-off,
expected by mid-2007, wlll reflect a partial refinanclng of Water Works' existling debl thet shoutd not rasult In
a matenal increase in leverage but wiil require & significant amount of refinancing of inter-company debt with
RWE.

Al this ime, the long-term rating is constrained by the uncertainty surrounding the liquidity and capital
structure of American Water Works post [PQ, Although RWE has no obligation to guarantee payments on
securllies lssued by Capltal or other subsidlarias of Water Works, Moody's has historically considered the
financial strength of RWE and its ownership of Water Works in Gapltal's rating. The elimination of this
retationship will likely be viewad negallvely with respect to the company's overall credit profile which could
possibly result in a reassessment of the long and short term ratings, following the planned change of
ownershlp. Apart from the anlicipated PO transaciion, the negative outlook also reflscts the continuing
uncertainly surrounding prospects for rale recovery and the ability of Water Works to strengihen credit ratios
over time. We note as well that Water Works will scon be oparaling as a stand alone entity following its spin-
off from RWE, with all the financial and operaling responsibliitles attached thereto as a publicly traded
company.

Headquarlered In Voorhees, New Jersey, American Water Works Company, Ing. Is an indlrect wholly-owned
subsiciary of RWE AQG and Is the largest Investor-owned provider of water, wastewater and related servives
in Norlh America, It s the parent company of numerous water utlities in the United Stales and reported
revanue in 2006 of $2.0 billion.
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Issuer Gomment: American Water Capital Corp.

Moody's Gommenis on American Water's $500 mitllon Private Placement

American Water Works Company Ine.'s (American Water) planned $500 million senior unsecured bond offering
will have no immedlate impact on Moody's rating of the company's financlal condutt, American Waler Capital
Corp. {Baa1, negalive oullook}, The notes are expecied lo be placed privataly and will have American Waler
Caplial Corp, as the sole obligor, As Moody's understands the transaction, proceeds will be used o refinance
exisling inter-company advances from RWE AG, ils current parent, and will ecome a more permanent
component of ils capital structure golng forward. Both Mopdy's and Amerlcan Water have historlcally considered
this inter-company class of obligations as debt. Consequently, for ratio calculation purposes this debt financing Is
not viewad as baing Incremental. However, it wifl remove a certain fevel of flexibility on the part of Amerlcan
Water as this obllgation becomes a more defined contraclual debt obligation with a stated maturily rather than an
obligation that could, In effect, be rolled over Indefinitely at the discretion of RWE, Amerlcan Waler is largeting the
cempletion of this financing by year-end 2006,

Moody's will continue to monitor 1he ratings of American Water as its plan to be divested from iis current owner,
via Initlat public offerlng, progresses; along with any developmenis related to the company's fulure strategy,
business risk profile, and the ultimate leval of debt to be employed in ifs capilal structure post IPO. We note that
Moody's current negalive outlook for senior unsecured obligations of American Water Caplial reflects both the
relatively weak cradit metrics for its rating category as well es the future elimination of support from its financially
stronger parent, RWE, post PO, which Is expected te accur sometlme In mld-2007.

Headquarierad in Voorhees, New Jersey, American Water Works Company, inc. is an Indirect wholly-owned
subsidiary of RWE AG and s the largest investor-owned provider of water, wastawater and related services in
__ Norih Amerlca. Itis tha parent company of numesous walar utilities in the United States and reported revenues of
( )approximately $2.0 billion for the last twelve months ended Soptember 30, 2006,
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Rating Action: American Water Cupltal Corporation

MOODY'S CONFIRMS THE Baat SENIOR UNSEGURED RATING OF AMERICAN WATER CAPITAL CORP.;
RATING OUTLOOK IS NEGATIVE

Approximately $95 Million of Debt Affected

New York, June 07, 2004 — Moody's Investors Service confirmed the Baa1 senlor unsecured rating of
American Water Caplia} Corp, (AWCC), with a negative outlook, The company's short-teim rallng of VMIG 2
for remarketable industrial reventie bonds was not placed under review and remains unchanged. This raling
aclion concludes the review for possible downgrade that was inltialed on November 28, 2003.

The rating of AWCC Is primarily based upon the support of lts parent, American Wator Works, Company, Inc.
(AWWY), which operates regulated water utitities in 18 states. The confirmation of AWCC's rating reflects the
relatively steble nalure of AWW's water utllily business, and flnancial sirength that Is expacted fo be derivad
from Its ownership by RWE AG (AT senior unsacured, negative outtook), RWE funds substantially all of
AWW's shert-term capital requirements. The raling confirmation alse incorporates Moody's expectation that
regulators will approve rate increases that result in Improvement of AWW's consolidated cash flow coverages
{0 a lavel that is more consistent with the raling calegory,

The negative raling oullook reflects the possibility that American Water Capltal's ratings colild be
downgraded if ragulators do not approve rate Increases of sufficient magnilude 10 improve AWW's
consolidated cash flow coverages to a lovel thal [s more commensurale wlih the rating category, The
negative outiook s also Influgnced by the negative rating outlook for RWE, whose ratings are a meaningful
consideration for the rating of AWCC.

\/ )Amarican Waler Works® financlal resuits deterlorated In 2002 and 2003, with anincreasing level of

~ consolidated debt. However, consolidaled funds from operallons and cash from operalions are anticipated to
Increase over the next few years, Financial resuits are expectsd to Improve in 2004 and 2005 due o
regulatory rate increases. Some of this expected improvement will rasull from rate increases thal have
already baen aulhorized in fate 2003 and thus far In 2004, AWW's need o file for rate increases in most
slates In which it operales refiscts the high level of capital spending necessary lo upgrade and maintain its
waler systems in compHance with regufatory standards.

American Water Capital Corp. (AWCC), a Delaware corporalion, is & wholly-owned finance subsidiary of
American Waler Works Company (American Waler Works or AWW). The purpose of this finance subsidiary
is to streamline the financing funclion, create cash management afficiency, and lower ihe cost of capital for
AWW's regulated water utilily subsidiartes. AWCG is the primary funding vehicle for AWW and ils ulility
subsidlaries. Amerlcan Water Works has provided credit enhancement through a suppont agreement
helwesn AWW and AWCC. Amerlcan Waler Works will continue 10 own, during the term of the support
agreament, all of the voting stock of AWCC, American Water Works has commitled to ensure ihat a positive
tangible nel worth at AWCC wifi be mainlalned at alt times. In addition, if AWCG is unable to make limely
payment of Interest, principal, or premium on any debt issued and oulstanding, American Water Works has
commitied to provide immediate and timely funds to AWCC.

A marger batwaen RWE AG and Americen Water Works Company was consummated in January 2003,
American Waler Works and lfs regulated water utililies operats as subsidiariss of RWE, American Water
Capiltal has & committad gredit fasility for borrowing from RWE In amounts up to $550 milllon. There Is
currently $330 milllon outstanding under this credit agreement.

The rating of AWCC Incorporates the benefil of AWW's ownership by RWE. The consolidated financial
metrice of AWW would nol support the Baat raling of AWCC ¢n a stand-alone basts, The raling incorporates
Moody's view thal AWW derives signlficant financlal flexibllity from the ability io defer (if necessary) its
proferred dividand payments to the parent, and its ablifty to borrow from the RWE family of campanlss.

Amarican Walar Works Company Is the parent company of numerous water ulilitios in the United States.
* N Amerloan Waler Warks Gompany Is an indirect whoily-owned subsidlary of RWE AG. Headquartered in
L Essen, Germany, RWE AG Is a large International energy and ulilily company with core aclivitles in
"= slactricily, gas, water, and wastewatef.
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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 credilt rating on water and wastewater utility company American Water
Works Co, Inc. {AWR) and its funding subsidiary, American Water Capital Corp.
(AWCC) will remain on CreditWatch with negative implications. Standard &
Poor's placed the ratings on CreditWatch on Nov. 15, 2007, after parent RWE AG
{A+/Negative/A-1) postponed AWW's equity offexing. The reaffirmation of the
CreditWateh listing follows recent statements by RWE's management that the AHW
spin-off could still be delayed beyond April and possibly ocour in late 2008,
Wwe gtill believe the postponement of the IPO distracts AWW's management and
could stall necessary improvements to the company's financial profile, whieh
depends on the successful execution of a number of rate cases across several
states, Additional delays to the IPO or AWW's inability to achieve improved
financial performance in 2008 is likely to result in a downgrade.

ns of Sept. 30, 2007, AWW!s pro forma total debt, including capitalized
operating leases and tax-effected pension and postretirement obligations, was
$5.7 billion,

The ratings on the Voorhees, N.J.-based AWW reflect our aggesanent of the
company's stand-alone credit quality based on its proposed post-IPO business
plan, which inciudes improvements in the utility's financial profile above
current levels., AWW has received all regulatory approvals necessary for its
divestiture from RWE AG. The ratings are also based on our expectation of
regulatory support to fund the company's sizable capital-spending reguirement.s
through rate cases or supportive policies, such as infrastructure surcharges,
forward-looking test years, and pingle tariff pricing.

AWH's excellent business risk profile is characterized by an excellent
competitive position with high barriers to enlry; a diverse and supportive
regulatory environment that provides reasonably allowed ROEs, incentives for
infrastructure improvements and support for acqguiring small watexr companies;
an above-average service territoxy thabt provides some market, cash flew, and
regulatory diversification; a sgtable customeyr base that is predominantly
residential and commercial; and the relatively low operating risk of regulated
and norregulated operations. AWW's aggressive financlal profile, uncertainties
associated with ite planned equity and equity unit offerings, elevated
capital-spending requirements for infrastructure replacement, in&reased
compliance costs with water-quality standards, and the company's reliance on
acquisitiong to provide growth partly offset these strengths,

RWE indirectly owns AWW. Through RWE's regulated subsidiaries, AWW
provides water and wastewater services to mors than 3.3 million customers in
20 atates. AWW's regulated utility subeidiaries represent almost 50% of total
revenues, but have provided almost 100% of adjusted ERIT for the past three
vears. The company's nonregulated subsidiaries consist of water and wastewater
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facdlity mapagement and maintenance, as well as design and construction
consulting services relabed to water and wastewater plants. We view these
nonregulated ssgments as having wodest incremental risk to ARH due to their
lack of cash flow contribution and modeat expected capital reguirements,

AWW's financial metrics are weak for the rating and partly result from
agreements with some state regulators not Lo file rate cases for up to three
vears, This was a condition of RWE's acquisition of AwWW. 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 anticipate that
current rate case activity may lead to annual revenue increases of up to 3175
million, if granted. Another reason for the weak performance is AWR's
significant goodwill impairments over the past three years. The dmpairments,
which have totaled more than $1 billion, 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 businesses. Based on
indicative market values, an impairment of up to $300 willion could be
reported in fourth-quarter 2007,

ndjusted funds from operations {FFO) to total debt is still below 10%,
which is weak for the rating. In addition, significant rate relief is
necessary for the company to earn its authorized rate of return of aboub 10%.
We expect adjusted FFO, 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 seniox
notes, which the company used to redeem RWE intercompany preferred 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 Lo the intermediate
equity treatment of the preferred stock, comparad with the 100% debt treatment
of the newly issued debt.

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

Short-term rating factors

The 'A-2' short-term ratings on AWW and AWCC reflect sizable borrowing
capacilty 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 maturities, and axpectationg that
the company will institute a common stock dividend after it completes the
nroposed IPO. Capital expenditures are projected at $4 billion to $4.5 billien
during the next five years for infrastructure replacements, new facility
construction, maintenance of water-guality and environmental standards, and
system reliability,

Wwith cash from operations for the past 12 months ©f only $390 million,
AWW's cash flow generation is insufficient to meet its ongoing operating and
capital needs, and will require additional access to the capital markets over
the intermediate texrm. Scheduled debt maturities of $196 million in 2008, $58%
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Research Update: American Water Works, Sub Ratings Remain On CreditWateh; IPO Timing Still Uncertain

million in 2009, and $54 million in 2010 ave fairly sizable. AWW is expected
to implement a dividend policy with its equity issuance, roughly matching the
average dividend yield of other companies in ite peer group, which is about
2%. As such, annual dividend payments could exceed $100 willion,

As of Sapt. 30, 2007, AWW had $151 million in unrestricted cash, about
$41% million availablie under its $890 willion revolving credit facility, which
matures on Sept. 15, 2013, and a $10 miliion short-term working-capital line
of credit. Financial covenants include a maximum debt to capital (with
adjustments} of 70% and restrictions on liens, distributions, debt incurred at
aWw, and assel sales.

Ratings List

Ratings Remain On CreditWatch Negative

American Water Works Co. Inc.
Corp. credit rating A /Wakch Neg

mmerican Water Capital Corp.

Corp. credit rating A-/Watch Neg
Senicr unsecured debt A-/Watch Neg
rreferred stock BBB/Watch Neg

Complete ratings information is available to subscribers of RatingsDirect, the
yeal-time Web-based source for Standard & Poox's credil ratings, research, and
vrigk analyeis, 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 or region, then Ratings in the left navigation bar,
followed by Credit Ratings Search.
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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 Amexican Water Works Co. Inc. (awW) and its funding subsidiary
American water Capital Coxp. (AWCCH on CreditWateh with negative implications,
including its 'A-! corporate credit ratings. The 'A-2! ghort-term ratings were
not placed on CreditWatch.

The CreditWateh placement follows an announcement by AWW's parent, RWE AG
(a+/Negative/A-1), Lhat it has postponed ARW's squity offering, which will
delay financial improvements and will likely result in a downgrade if the IPQ
is not completed prior to the end of the first quarter of 2008. Ratings could
be affirmed and removed from Credit¥Watech if the equity offering is completed
prior to that time and financial performance improves in line with
management's forecast. RWE stated that the Liming of the IPC has not yet been
determined, because the company expects the current value paid for AWW will
not be sufficient to fund RWEB's planned dividend payments and share repurchase
program,

The 'A-' corporate credit rating on the Voorheep, N.J.-based water and
wastewater utility company reflects our assessment of AWW's stand-alone credit
guality based on lts proposed post-IFO business plan, which includes
improvements in the financial profile. The ratings are also based on our
expectation of regulatory support to fund the company's sizable
capital-spending requirements through rate cases or suppoxtive policies such
as ipfrastructure surcharges, forward-looking test years, and single tariff
pricing.

As of June 30, 200%, AWW's pro-forma total debt, including capitalized
operating leases and tax-effected pension and postretirement obligations, was
about $5.3 billlon.

nui's excellent business risk profile of '2! {utilicy business pxofiles
are categorized from 'L’ (excelleant) to 'LO’ {vulnerable)) ie characterized
by:

Aan excellent sompetitive position with high barriers to entry;

A supportive regulatory environment;

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

A stable customer base that is predominantly residential and commercial;

and )

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

The partly offsetting factoxs are AWH's weak f£inanclal profila,
uncertainties associated with its planned equity and eguity 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.

AWK, indirectly owned by RWE and through its regulated gubsidiaries,
provides water and wastewater services to more than 3.3 million customers in
20 states. The cowpany'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 nonregulated subsidiaxies 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. Ve
view these nonregulated segments ag having modest incremental risk to AWW due
to their lack of cash flow contribution and wmodest 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. All of the
regulatory stay-out provisions expired on June 30, 2007, and AWW is expected
to pursue rate cases actively in all jurisdictiens as determined by its rising
operating costs, capital-gpending plans, and pension and other postretirement
obligations. Another reason for the weak performanca is AWW's goodwill
impairments of more than $700 willion recorded during the past three years.
The impairments were based on glower-than-expected growth in RWE's North
american water segment, privatization of water utilities in North America, and
valuation of its nonregulated businesses.

adjusted FFO to total debt was 9%, which is well below the minimum
expectation of 12% for the 'A' rating category. In addition, signilficant rate
relief is necessary for the company to earn its authorized rale of return,
which ls about 10%. We expect adjusted FFO, which was subpar at 3460 mlllion
in 2006, to benefit from continued customer growth and rate increases in
gseveral key states. Adiusted debt to capital of 53% and FFO interest coverage
of 2.6x are appropriate fox the rating.

Although AWW's subsidiarles recover undexfunded pension and
postretirement benefit obligations through regulatory deferrals, AWW's
consolidated pension and other postretirement obligations were underfunded by
$459 million as of Dec. 31, 2006, the last reported date,

Short-term credit factors

The 'A-2' shorb-term ratings on AWW and ANCC reflect sizeable borrowing
capacity under the company’s revolving credit fagilicy and stable cash flows
from regulated subgidiaries. However, AWW's uses of cash inglude high levels
of capital spending, substantial upcoming debt maturities, and expectations
that the company will institute a common stock dividend on completion of ita
propoeed IPO. Capital expenditures are projected at $4 killion to $4.5 billion
during the next five years for infrastructure replacements, construction of
new facilities, maintenance of water guality and environmental standards, and
system reliability.

For 2007, the company has forecast capltal spending of between $740
million and $780 million. Despite the current debt and egquity issuances, AWHW's
cash flow generation is insufficient to meet ite ongeling operating and capital
needs, and will require additional access to the capltal markets over the
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intermediate term. Refore the IPO and refinancing of its debt obligations,
AWN's scheduled debt maturities of §287 million and $196 million in 2007 and
2008, respectively, axe fairly sizable. Proceeds from the company's §1.5
billion debt issue completed in October 2007 were used to repay a portion of
the intercompany debl owed to RWE., AWW is expected to implement a dividend
policy with its equity dssuance, roughly matching the average dividend yield
of other companies in its peer group, which is about 2%. As such, annual
dividend payments could exceed $100 million.

Bs of June 30, 2007, AWW had $51 million in cash, about $740 million
available undexr its $800 million revolving credlt facility, which matures on
Sept. 15, 2011, and a $10 million shoxt-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 ARW, and asset sales. As a condition to the
regulatory approvals for the sale, AWW has agreed that its capital structure
must be comprised of at least 45% common equity at the time of the IPQ, The
change-of -control provision is more restrictive than most revelving credit
agreements, as a change of control is defined as one entity owning 25% or more
of the post-IPO cutstanding common stock or certain majority changes to the
membership of the board of directors,

Ratings List

Ratings Placed On CreditWatch

. To From
American Water Works Co. Inc.
Corp. credit rating A-/Watch Neg A-/Negative
mmerican Water Capital Corp.
Corp. credit rating A-/Watch Neg A-/Negative
Senior unsecured debt A-/Watch Neg A
preferred stock BBB/Watch Neg BBB

Complete ratings information is available to subsoribers of RatingsDirect, the
real-time Web-based source for Standaxd & Poor's credit ratings, research, and
risk analysis, abt www.ratingsdirect.com. ALl ratings affected by this rating
action can be found on Standard & Poor's public Web site ab

www . standardandpoors. com; select your preferred country or region, then
Ratinge in the left navigation bar, followed by Credit Ratings Search.
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Research Update:

American Water Works 'A-' Corp Rating ls

Affirmed, Off Watch, Outlook Neg; Debt [ssues

Rated

Rationale

On Sept. 19, 2007, standard & Poor's Ratings Services affirmed its 'A-?
corporate credit 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 ralting action reflects the stand-alone ecredit quality of AWW, which
has received all regulatory approvals necessary for its parent RWE AG
{A+/Negative/A-1} to sell the company via an IPO in late 2007. The rating
action also reflects ocur reassessment of AWR's financial risk profile, based
on the company's post-IPO business plan and proposed capital structure.

At the same time, Standard & Poor's agssigned its 'A-' senior unsecured
debt rating to AWCC's proposed §1.5 billion debt and 'BBB' preferred stock
yating to BWCC's $500 million proposed equity unit offering. The speclfic
amount of five-year, 10-year, and 30-year notes has not yet been determined.

AWM's subsidiary debt of $2.% billion is less than 20% of Lhe company's
assets, after adjusting for goodwill. Therefore, the senior unsecured debt
{ssued by the holding company does not merit a lower rating due to structural
subordination. However, there is little cushion for additional subsidiary
obligations pefore the 20% threshold would be breached.

The eguity unit consists of a debtlike componsnt, the payment of
quarterly interest, and a forward common stock purchase contract with the
number of shares dependent on RWW's stock price at maturity. We treal the
egquity units as two financings rather than a single "net" equity financing,
Although the transaction incorporating the eguity issuance could theoretically
be applied to repaying the Gebt, there is no legal or in-substance defeasance,
or any other basis to expect that this will be the case, a#d Lhere are also
remarketing provisions available fox the debt portion of the security.

AWH's excellent business risk profile of '2' (Utility business profiles
are categorized from ‘'i' {excellent) to '1Q' {vulnerable)) is characterized
by:

« An excellent competitive position with high barriers to entxy;

+ A supportive regulatory environment;

» An above-average gservice terrikory in terms of gsize and interconnections;

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

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

These strengths are partly offset by uncextainties associated with AWNW'e
weak financial profile, planned IPO and debt offerings, elevated '
capital~spending reguirements for infrastructure replacement, increased
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compliance costs with water guality standards, and the company's reliance on

'acguisitions to provide growth partly offaet ite styengths.

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

AWW's financial metrics 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 a condition of RWE's
acquisition of the company. Another reason for the weak performance is AWW's
gopdwill impairments of moxre than §700 million recorded over the past three
years. The impairments were based on downward adjustments to the growth
expectations in RWE's Noxth america water segment, slower-than-sxpected
privatization of water utilities in North Awerica, and valuation oOf its
nonregulated buasinesses. Rll of the stay-out provisions expired on June 30,
2007, and AWW is expected to actively pursue rate cases in all jurisdictions
as determined by its rilsing operating coats, capital-spending plans, and
pension and other postretirement obligations., Aa of June 30, 2007, AWW's pro
forma total debt, 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 2.6%,
which are appropriate figures for the current rating. However, adjusted FFO to
rotal 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 yeturn, which is about 10%.

although AWW's subsidiaxies recover undexfunded pension and
postretirement benefit obligaticons through vegulatory deferxals, AWRW's
consolidated pension and other postretirement obligations were underfunded by
$45% million as of Dec. 31, 2006, the last reported date.

Short-term credit factors

The 'A-2' short-term rating on AWN and AWCC reflects:

v adequate liquidity sources;

s Stable cash flows from regulated subsidiaries;

» The expectation of regulatory support to fund the company's sizable
capital-spending requirements through rate oases or supportive policies
such as infrastructure surcharges, Lorward-looking test years, and single
tariff pricing; and

s Meaningful debt maturities over the next few years.

A8 of June 30, 2007, AWW had $51 million in cash, about $740 million
available under its $800 million revolving credit facility, which matures on

www.standardandpoors.comfratingsdirect
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Sept. 25, 2011, and a $10 millicn shorb-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 incurxed at AWW, and
asset sales. The change-of-control provision is more restrictlve than most
revolving credit agreements, as a change of control is defined as one entity
owning 25% or more of the post-IP0 outstanding common stock or certain
majority changes to the membership of the board of directors.

Over the past three years, cash Elow has ateadily declined due to the
regulatory stay-ocut provisions implemented after the company's acguisition by
RWE., We expect adjusted FFO, which wag subpaxr at $460 million in 2006, to
benefit from continued customer growth and rate increases in sevexal key
states, AWW's uses of cash ineclude high levels of capital spending,
gubstantial upcoming debt maturities, and expectations that the company will
institute a common stock dividend on completion of its proposed IPG. Capital
expenditures are projected at $4 billion to $4.5 billion for the next five
years for infrastructure replacements, construction of new facilities,
maintenance of water guality and environmental standards, and system
reliability. For 2007, the company has forecast capital spending of hetween
$740 million and $780 million, Despite the current debt and eguity iasuances,
MWM's cash flow generation is insufficient to meet its ongoing operating and
capital needs, and will reguire additional access to the ecapital markets over
the intermediate term. Before the IPO and refinancing of its debt obligations,
AW e scheduled debl maturities of $287 million and $196 willion in 2007 and
2008, respectively, are fairly sizable. We expect AWW's dividend policy to
roughly mateh the average dividend yield of other companies in its peer group,
which is about 2%, and, therefore, annual dividend payments could exceed 3100
million,

Outlook

The outlook on AW is negative. The negative outlook reflects the company's
current weak financial profile. A downgrade could occur if the pending rate
cases, particularly in New Jersey and Penngylvania, 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 cofferings and achieve its stated
leverage target in the near term, or if debt leverage steadily increages over
the intermediate term. Conversely, we could revise the outlook to stable if
AWwig financial profile improves through favorable regulatory rate increases
at current ROBs, with limited additional debt leverage.

Ratings List

Ratings Affirmed, Off Watch, Outloock Negative
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american Water Works Co. Ina,
Corp. credit rating A-/Negaktive/A~2 A-/Watch Neg/A-2

American Water Capital Corp.
Corp. credit rating A-/Negative/A-2 A-/Watch Neg/A-2
genior unsecured debt A- BBE+/Watch Neg

patings Assigned

Preferred Stock
$500 million eguity units BBB

Senlor unsecured debt
$1.5 bhillion senior unsecured debt A-

Complete ratings information is available to subscribers of RatingsDirect, 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 ralting
action can be found on Standard & Poor's public Web site at

wuww . 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 Watch Neg

Publlcalion date: 13-0Oct-2006
Primary Credit Analyst: Kenneth L. Farer, New York (1) 212-438-1679,
kenneth_farer@standardandpoors.com

Rationale

on Ogb. 13, 2006, Standard & Poor's Ratings Services assigned its ‘A-/A-2!
corperate credit rating to American Water works Co. In¢., At the game time,
Standard & Poor's affirwmed its 'A-' rating on American Water Capital Coxp., &
wholly owned subsidiary of American Watexw Works, that sexrves as the funding
vehicle for American Water Works' regulated water utilikby subsidiaries.
Standard & Poor's also assigned its 'A-2' rating to amerigan Water Capital's
5700 million commerxclal paper program.

The ratings on Amexican Water VWorks were placed on Creditiatch with
negative implicatione. The ratings on american Water Capital are alsc on
CcreditWateh with negative implications, where they wexe placed on Nov. 7,
2005.

Phe ratings on the companies will remain on Creditiwateh until the
completion of the sale of American Water Works by parent RWE AG
{(A+/Negative/h-1), which is expected in 2007. The CreditWatch listing reflects
continued uncertainty surraunding the extensive regulatory process assocliated
with approving the sale, the need fox an updated business plan, and comgletion
of significant debt and equity offerings.

The ratings on American Water Works and america vater Capital reflect the
stand-alone credit quality of Amexican Watexr Works. Mrgrican Water Works!'
gtand-alone business risk profile is '2! {excellent) . {Utitity business
profiles are categoxrimed fxrom 11 lexcellent) to 10! {vulnerable) ). 'the
strength of the business protfile stems from insulation from competition,
geographically diverse and largely residential markets, supporxtive regulatory
environment, and the relatively low operating rigk of managing groundwatsr and
water treatment facilities. Uncertainty associated with American Water Works’
IPO in 2007, incressingly stringent water guality standards, and the company's
reliance on acguisitions to provide growth partly offset its strengths.

American Water Workp' stand-alone financial risk profile is intermegiate
and includes management's projected post-IFO debt-to-capital xatlo of 45% to
65%. We will reassess the Financial risk profile when addlitional information
iz available concerning the company's post-IPO business plan and capital
structure.

Historical earnings and marging are stable, supported by healthy markets
and ragulatory regovery of operating and ecapital costs, although increased
operating and capital expenses can lag regulatory recovery. For the past five
yeaxs, funds from operations (FFO} to debt has been about 10% and FPO intexest
coverage was in the 1.5x to 2.5x area. Glven the business xrisk profile of '27,
Muerican Water Works' cash flow metxics are somewhat weak fox the 'A-! rating.

In RWE's investor presentation related to the sale of its water
businesaes, the company stated Lhat its North puerican Hater segment, which
includes some operations outside of hmerican Water Works, plams to apend $3.6
pillion on capital expenditures from 2005 to 2009, compared with about $500
million per vear recently. American Water Worxks'® inereased capital spending is
needed to upgrade aging water systems, accowmodate population and economic
growth, and comply with environmental regulations. 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 ingreases




could improve credit measures. However, improvements could be hindered 3if
future regulatory rate increases do not Keep pace with the company's increased
capital spending.

Short-term credit factors
she 'A-2' short-term rating on American Water Works and nmerican Water Capital
reflects:

+ hdequate consolidated liquidicy,

e Stahle cash flows from regulated subsidiaries,

e hmerican Water Capital's $800 million revelving credit Facility, which
matures on Sept. 15, 2011 (excluding extensions}, and

e panageable debt maturities ovex the next few years.
American Water Works has maintained adeguate cash balances, typically
exceeding $50 millien, although future levels could differ after the sale by
RWE. Uses of American Water Capital's $800 willion revolving credit facility,
which matures on Sept. 15, 2011, axe targeted for packup Lo the company's $700
million commercial paper progvam and LOCs, as needed. Financial covenants in
the revolving credit facilicy include a maximum debt to capital {with
adjustments) of 70% and regteictions on liena, distributions, debt incurred at
American water works, and asset sales. the change of control provision is more
restrictive than most revolving credit agreements as a change of contrel is
defined as one entity owning 25% or wore of the post-IPO putstanding common
stock or certain majority changes to the mewbership of the bpard of directors.

Ratings List
Ratings Assigned

american Water Works Ceo. Inc.
Corporate credit rating A~ /Watch Neg/A-2

American Water Capital Coxp.
Commexrcial paper rating A-2

Ratings Affirmed

american Water Capital Coxp.
Corpoxate credit rating A-/watch Neg/--

Complete ratings information is available to subscribers of RatingsDirect, the
real-time Web-npased source for Standard & Poor's credit ratings, reseaxeh, and
risk analyslm, 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; under Credit Ratings in the left navigation bar,
gelect Find & Rating, then Credit Ratings Search,
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Summary: American Water Capital Corp.

Primary Cradit Analyst: Kevin L Belcke, CFA, New York (1) 212-438-7847; kevin_beicke @slandardandpoors.com

Rationale

American Water Capital Gorp. (AWCC) is a wholly owned subslidiary 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 negative implications. American Water Is a wholly owned
subsidiary of parent RWE AG (A+/Negative/A-1).

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

’) supervisory board, as well as several regulatory jurisdictions. The goal is to
complete both transacticns 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 result of the exiensive regulatory
approval process that will be required, due {o American Water's farge and
geographically diverse operations.

American Water's stand-alone credit quality is supported by its '2' (exceilent)
business risk profile. (Utility business risk profiles are categorized from '1'
(excellent) to '10' (vulnerable)). The company's business risk profile benefits
from geographic and regulatory 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 operations,

American Water's excellent business risk profile is partly countered by the
company's intermediate, stand-alone financtal 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 equily in 2003. However, for
) the 12-months ended Sept. 30, 2005, adjusted funds from operations (FFO)
e 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

(1of2)
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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.

Ligulidity

AWCC's liquidily position is adequate. American Water has recelved
previous support from RWE in the form of intercompany loans, but this
support will lessen going forward, Leading up to the compietion of the sale of
RWE's U.S. water operations, American Water will most likely 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 any near-term liguidity 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 in
the form of RWE intercompany loans.

As of Sept. 80, 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
hased 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%.

Published oy Standard & Poor's, a Division of The McGraw-Hifl Companies, inc. Exgculive
offices: 1221 Avenue of the Americas, New York, NY 10020. Edilorial offices: 55 Water
Streel, New York, NY 1004 1. Subscriber sarvices: (1} 212-438-7280, Copyright 2006 by The
MeGraw-Hill Companles, Inc. Raproduction in whole or Ia part prohibited except by
permission. All rights resarved. Informalion has been obtained by Standard & Poor's from
sources believed to be reliable. Howsver, because of the possibility of human or mechanical
error by our sources, Standerd & Poor's or others, Standard & Poor's does nol guarantee the
accuracy, adequacy, or complateness of any information and is not responsible for any
arrors of omissions or the resull obialned from the use of such Information. Ratings are
stalements of opinion, not statements of fact or recommendations to buy, hold, or sell any
securities.
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American Water Capital Corp.

Corporate Credit Rating
A/Negative/NR

Business Proflle
1%[‘2_;]345673910

Financlal risk profile:
Intermediate

Debt maturities: »
As of Dec. 31, 2004 ' |
2005; $45.7 million
2008: $1,219.9 miilion ,
2007: $244.2 million
2008: $23.4 million

Thereafier: $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 redemption requirements, and
$26.3 miltion of preferred stock with mandatory redemption requirements.

Outstanding Rating(s)
American Water Capital Corp.

Sr unsecd debt
- Local currency A-

Corporate Credit Rating History

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

Major Rating Factors

Strengths:

e Strong support from ultimate parent, RWE AG;
« Geographic and regulatory diversity;
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« Large customer base that Is mostly residential and commercial; and
« Generally supportive regulatory environment.

Weaknesses:

« Nonregulated water and wastewater operations; and
« !niermediate financial risk profile, which is weak for the rating.

Rationaie

The ratings on American Water Capital Corp. (AWCC) largely reflact the consolidated
credit quality of the company's ultimate parent, German muitiutility RWE AG
(A+/Negatlve/A-1). AWCC s & wholly owned subsidiary of American Water and serves
as the funding vehicle for American Water's regulated water utllity subsidiaries, 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 sland-atone credit quality is supported by its '2' (excellent) buslness

. profile. (WUtility business profiles are categorized from '1' {excellent) to "¢’ (vulnerable).)

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

American Water is the largest U.S, water ulility holding company, with regulated ufility
operations in 21 states. This geographic diversity miligates 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 revenuss coma from residential
and commercial customers, which provide a stable customer base with predictable
water-usage patterns.

The overall regulatory environment is considered supportive, because the jurisdictions
where the regulated utllity operations are located allow some combination of the
following pollcies: use of a forward-looking test year, recovery of construction
expenses in a relatively timely manner, reqgular 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 perceived as a foreign parent trying to
Increase returns. These rate cases were then filed within the last two years and the full
offect of these rate case dscislons wiil be realized this year. .

These strengths are only slightly offset by American Water's Involvemant in
nonregulated water and wastewater operalions. Although they are largely fes-based,
contract-management operations that are closely related to the company's core
business and not capital intensive, some of these nonregutated operations may pose a
greater business risk than the company's regulaled utilities due fo contract renewal risk
and also depending on the structure of each contract,

Amarlcan Water's excellent business risk profile Is partly countered by the company’'s
Intermediate, stand-alone financlal 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 infusion of preferred stock and
common equity In 2003, For year-ended Dec. 31, 2004, adjusted funds from cperations
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(FFO) to average total debt was just 12.5%, which Is low, but a significant Improvement
from 7.5% In fiscal 2003, Adjusted FFQ 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 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. FFQ 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 (315
billion), ahead of the company's net debt-reduction targel of @7 billion {before currency
effects and disposais) by year-end 2005. 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, respectively, in 2003. FFO to net pension-
adjusted debt Improved to 23% from 18% in 2003, Additional debt reductior in 2005
and ongoing operating improvements, moderated by high capital expenditures on
water, are expected fo improve credit ratios further. However, managemeant does not
rute out moderated acquisltions in its existing markets, which could slow shori-term
improvements and sfightly Increase the company’s exposure to high-growth, but riskler,
activities. '

Liquidity

AWGCC's liquidity position largely reflects that of its ultimate parent, RWE's short-lerm
credht quality is supported by large and predictable cash flows, a benign-maturity
profite, and other material liquidity sources. These include its €3.6 billion cash and
securities portfalio (notionally held to offset on-balance-sheet pension and nuclear
liabilities) at year-end 2004, farge credit facilitles, and an undrawn syndlcated loan
facility of @ billion, of which € billion Is for 364 days and € billlon for five years.
Operating cash flows before dividends and acquisitions are expected (o remain
robustly positive, despite considerable capital expenditures.

Standard & Poor's expects RWE to continue to support AWCC vla intercompany ioans,
alleviating any liquidity constraints for American Water. Capital-spending needs for
American Water will be partially funded internally, wilh the balance funded through tax-
exempt debt issuances in the capltal markets or through intercompany loans from
RWE. American Water's long-term debt maturities are manageable In the near term,
with $45.7 million maturing in 2005, In 2006, $1,219.9 million comes due, nearly all of
which is in the form of RWE intercompany loanes.

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 agreement with RWE that will
be up for renewal on Oct. 28, 2006 and Is expected to bs renawed, AWCC had $239.8
miliion in availabifity 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 6.675
basis points on the entire amount, For 2004, the welghted-average interest rate on the
outstanding lines was 1.43%.

Outlook

AWCC's negative outiook mirrors that of ultimate parent, RWE. The negative outiook
on RWE reflects the moderate financial headroom available at the existing rating level,
Credit-dilutive, debt-funded acquisitlons or a faster-than-expected competitive 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-notch downgrade for
AWCC. A downgrade of more than one notch for RWE would likely result In the
squallzation of the two ratings, reflecting the stand-alone credit profile of AWGC
combined with the parent's rating as a celling.

Accounting

The financial statements for American Water are prepared according to U.S. GAAP.
The company's independent auditor, PricewaterhouseCoopers LLP, expressed &
nonqualifled opinion for 2004.

In 2004, American Water discovered errors In Its 2003 consolidated financial
statements related to the inclusion of preferred dividends in comprehensive Income
and the computation of unrealized holding gains/losses on marketable securities,
including the rejated deferred taxes. Because of these ercors, the company restated lis
consolidated financial statements for year-ended Dec, 31, 2003.

American Water's pension and other postretirement benefit plans are significantly
underfunded, by $277.1 million and $177.3 miliion, respectively. The utiiity's total
penslon funding ratio, which Standard & Poor's defines as the fair value of the plan
assets divided by the plan's projecied benefit obligation, is low for the utllity sector, at
60.7%. The average funding ratio for the Industry is about 90%. The total additional
minimum liabliity for American Water's pension plans increased to $222 million as of
Dec. 31, 2004, from $44 miflion 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
gualified pension plans and its 2005 other postretirement benefit cost {o its Voluntary
Employees'-Beneficiary Association (VEBA) trusts. Pension expense in excass of the
amount contributed to the pension plans Is deferred by certain regulated subsidiaries
pending future recovery In rates charged for utility 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-shest (OBS) amount for deblt, interest expense,
and depreciation, and include these amounts in the calculation of adjusted ratics. The
amounts included In American Water's adjusted ratios for 2004 were $47.2 miilion for
OBS debt, $4.9 miliion for OBS Interest expense, and $11.1 million for OBS
depreciation expensa.

Tablo | American Water Capital Corpin- Competitors - . - = =]
--Average of past three fiscal ysars--
. . . Connegclicut |
. Agqua America  § Celifernia Water
American Water ne. Service Group lv\.n'ster Service
Raling ANegailval-*  § A+Stablel~y | AtiStable/-§ | A/Stable/--
i 3 |
Sales 1,770.1 J a77.1} 286.3 47.1
e - i SR I e
from cont. oper. 115.7 727 21.6 2.1
Funds from
oper. (FFO) 395.5 142.2 49.3 15,5
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Capital

expendituros 491.1 166.1. 76.8 13.0

Total debt 4,267.8 828.2 281.1 73.0

Preferred stock 1,181.4 0.1] 3.6 0.8

Commen equity | 2,619.6l 632.6 243.8 83.7

Total capital 8,068.8 1,461.6 528.4 157.6
Rariog

Adj. EBIT .

interest 1.8 3.4 26 3.5

coverage (x}

Ad}. FFO

intarest 2.9 4.0 3.5 4.6

coverags {X)

Adj. FFOfavg.

total debt {%) 9.8 18.1 L' 17.6 21.8

Net cash

fovcapex (%) 63.3 681.9 40.6 68.1

Adj. total .

debticapital (%) 53.2 57.0 841 6.6

Raturn on

eommon equity 2.2 12,1 8.7 10.7

{%)

Common

dividend payout 514 56,2 85.1 71.3

(%)

*Rating refiscts that of American Water Gapitai Corp.; Amartcan Water is the unrated ‘

parent. {Rating reflects that of Aqua Pennsyivania Inc.; Aqua America Inc. Is the

unrated parent. §Rating refiscts \hat of California Water Service Co.; Californla Water

Service Group 15 the unrated parenl.

--Fiscal year ended Dec. 31--
Rald, | AMagativel~ | AlNegalivl-— | A-Walch PoSiA2 | AWelch PosiA-2 | A-Stabie/A2
2004 2003 2002 2001 2000
[fmit. 8
Sales 1.830.0 1,766.1 1,715.2 1,438.9 1.350.6
Net Inc. from N
cont. opor, 145.1 57.6 144.4 1645 161.1
Funds from - N e
opor (FEO) 542.2 307.4 337.0 342.7 245.5
Capital 525.0 506.0 442.2 371.7 363.5
expanditures " ) ' ’ -
Total debt 4,366.1 4,354.2 4.063.3 3.130.2 2.844.8
Preferred . o .,....,,M-.wi-,
o 1,764.7 1.7565.7 33.9 49.4 52.7
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GCommon - r
equity 3,047.4 3,000.4 1,801.9 1,758.0 1,669.7
Total capital 9,188.2 1 9,119.3 5,898.1 4,937.6 4,567.2
[Ratios
Ad). EBIT T ) o '
interast 2.2 1.8 1.8 2.4 23
coverage (X)
Adj. FFO
Interest 3.7 25 2.5 27 2.8%
coverage {x) 7
Adl.
FFOfavg.
total debt 12,5 7.5 8.6 14.6 12.7
(%)
Net cash
flowlcapex 838 50.2 54.0 66.9 89.8
(%) | -
Adi, totai ]
deb¥/capital 48.0 48.0 69.1 63.6 625
{%)
Retura on
common 1.2 (0.4) 7.3 89 - 8.7
equity (%}
Common
dividend 0.0 0.0 679 ’ 58.0 568.0
payout (%)
‘Rétin.gs refiec! that of American Water Capllal Corp.; American Water is the unrated parent,
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Research Update: American Water Capital Ratings Are Lowered To

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

Publication date: 07-Nov-2005

Primary Credit Analyst: Kevin L. Beicke, CFA, New Yok {1) 212-438-7847;
kevin_belcke@standardandpoors.com

Credit Rating: A-Watch Neg/NR

& Rationale :

" on Nov. 7, 2005, Standard & Poor's Ratings services lowered its coxporate
credit rating on Amexiecan Watex Capital Corp. (ARCC) to ‘A-' from 'A' and
placed the ratings on CreditWatch with negative implications. In addition,
AWCC's senior upsecured ratings were lowered to 'BBB+! from 'A-'.

AWCC is a wholly owned subsidiary of American Water and serves as the
funging vehicle for Awerican Water's regelated water utility subsidiaries.
American Water is a wholly owned subgidiary of parent RWE AG
(At /Negative/A~1) .

The rating action follows the announcement made by RUE of its
intention to sell its U.K. ang V.S. water businesses and reflectsa the
weaker, stand-alone gredit quality of AWCC, absent RWE's support. 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
stxategic direction, financial policy, cepital structure, liguidity, and
funding of the company. The CreditWatch listing on AWCC is not expectead to
be resolved until the completion of the sale, due to the greater amount of
uncertainty regarding the future plans for the Bmerican Water operations
versus those of the U.K. water business, RWE Thames Water PLC {A/Watch
Neg/A-1}. ‘

RWE's decision is driven by its desire to focus on electricity and
gas operations in Europe. The sale process will start with the U.5. watex
operations. Once this transackion is well underway, it will continue with
RWE Thames Water. The process will be lengthy, as it requires the approval
of RWE's supervisory board and regulatory approvals, Tha goal is to
complete both transactions during 20607, :

American Water's stand-alone credit guality is supported by its '2'
{excellent) business preofile, {Utility business profiles are categorized
from *1' {excellent} te '10' {vulnerablie}.) The company's business profile
benefite from geographic and regulatoxry diversity, a large customer base
that is mostly residential and commercial, and a ganerally supportive
regulatory environment. These strengths axe only slightly offsel by
American Water's nonregulated water and wastewater operations. American
Water 3s also hampered by a weak, but imuproving, financial risk profile.

American Water's excellent business risk profile is partly countered
by the company's intermediate, stand-alene financial risk profile, which
is weai for the rating. Debt leverage has improved dramatdcally since the
merger with RWE, dropping to 48% From 69.1% at year-end 2002, due Lo RWE's
$3 billion infusion of preferred stock and common equity in 2003, For
year~ended Dec. 31, 2004, adjusted funds from operations [FFO) to average
total debt was just 12.5%, 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 2.2%,
respectively., The company's ROB 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 sexvice areas. :

Liguidity

MICC's liguidity position is adequate, American Hater has received
previous support from RWE in the form of intercompany leans, but this
support will lessen geoing forward. Leading up to the completion of
the sale of RWE's U.85, water operations, it is expected that American
Wwater will graduvally need te start aourcing its own funding. However,
standard & Poor's expects RWE's continued, although diminished,
supgoxt to American Water Before the completion of the sale to
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alleviate any near-term liguidity constraints. :
capital-spending needs for hmerican Water will be partially-
funded internally, with the balance funded through tax-exenpt debt
issuances in the capital markets or through intercompany leans from
RWE. American Water has $1,219.9 million of long-tecm debt maturing
in 2006, neaxly all of which is in the fomm of RWE intercompany loans.
As of March 31, 2005, American Water nad $41.7 million in cash
and cash eguivalents. ANCC also has a $550 million, 384-day revolving
credit agreemgnt with RWE. AWCC had $239.9 million in availability
from these credit lines as of Dec, 31, 2004. Borrowing undex the
credit agreement is based on LIBOR, and AHCC pays a commitment fee of
6.575 basis points on ths entire amounk . For 2004, the
weighted-average interest rate on the outstanding lines was 1.43%.

E Ratings List

Ratings Lowered, Placed On Watch Neg
american Water Capital Corp.

To From

Corp. credit rating A-/Watch Weg/-—  RA/Negative/--
Sentor unsecured rating BEB+/Watch Reg A-

Complete ratings information is available to subscribers of Ratingabirect,
standaxd & Poor's Web-based credil analysis system, at

waw. ratingsdirect.com, All ratings affected by this rating action can Dbe
found on Standard & Poor's public Web site at www . standardandpoors.com;
under Credit Ratings in the loft navigation bar, select Find a Rating,
then Credit Ratings Search. .
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has established policies and procedures to mainlaln the confidentiality of nen-public infermation received guring the satings
process.
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Rationale

The ratings on American Water Capital Corp. (AWCC) largely reflect the
consolidated credit qualily of its ultimate parent, German multiutllity RWE
AG. AWCC is a wholly owned subsidiary of American Water and serves as
the funding vehicie for American Water's regulated water utiity companies.
RWE has a strong support arrangement with the company and has provided
an equlty infuslon to Amerlcan Water and substantially all the debt funding to
AWCC,

Amerlcan 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 residentlal and commercial,
and a generally supportive regulatory environment, These strangths are
slightly offset by American Water's nonregulated water and wastewater
operations, despite the fact that these operations are closely related to the
company's core business and are mostly fee based and not capital intensive.
American Water is also hamperaed by a weak, but improving, financial profite.

American Waier 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 residential and commercial
customers, which provide a stable customer base with predictable water-
usage pattemns.

The overall regulatory environment is viewed as supportive, because the
jurisdicticns in which the regulated utility operations are located allow some
combination of the following policies: 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 fifing for rate increases to prevent what may have
been percelved 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 American Water's involvement in
nonregulated water and wastewater operations. Although they are largely fee-
based, contract management operations that are closely refated 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 utllities.
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American Water's strong business profile is parfly countered by the
company's weak, but improving, stand-alone financlal profite. Dabt leverage
has improved dramatically since the merger with RWE, dropping to 47.7%
from 69.1% al year-end 2002. For the 12-months ended Qct. 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 RCE was a
mare 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 perlod of industrywide inflation.

RWE’s performance improved significantly in 2004 FFO Increased despite
deconsolidation effects, due to increasing prices and cost cutting. Together
wilh disposals of noncore assets, this reduced net debt by 33% to about 42
billion ($15 billion), ahead of the company's net debt-reduction target of €7
billion (before currency effects and disposals} by year-end 2006, Credit ratios
improved, with net debt interest coverage of almost 6x and slightty above 4x
when adjusted for pensions, compared with about 5x and shghtly less than
4x, respectively, in 2003. FFO to net pension-adjusted debt improved 1o 23%
from 18% in 2003. Additional debt reduction in 2008 and ongoing operating
improvements, moderated hy high capital expendituires on water; are
expected to Improve credit ratios further. However, management does not
ruls out moderated acquisitions In Ifs exlsting markets, which could siow
short-term improvements and slightly increase the company’s exposure to
high-growlh, but riskier, activities.

Ligquidity

AWCC's liquidity position largely reflects that of Its uitimate parent. RWE's
short-term credit quallty Is supported by large and pradictable cash fiows, a
benign maturity profile, and other material sources of liquidity. These Include
lts €@3.6 billion cash and securities porifolio (notionally held to offset on-
balance-shest pension and nuclear liabilities) at year-end 2004, large credit
facilities, and an undrawn syndicated loan facility of € billion, of which €
billion Is for 364 days and € billion for five 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 AWCC in the form of
intercorapany 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 [oans from RWE. American Water's long-
{erm debt maturilies are manageable In the near term, with $61.9 millton
maluring in 2005, In 2006, $1,219.8 million comes due, nearly all of which ts
in the form of RWE Intercompany loans,

As of Oct, 1, 2004, American Water had $35.6 miliion 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, 28, 2005. Borrowing
under the credit agreement Is based on LIBOR, and AWCC pays a
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commitmant fee of 7.25 basis points on the entire amount. For 2003, the
welghted-average Interest rate on the outstanding lines was 1.16%.

Outlook

AWCC's negatlve outlook mirrors that of ultimate parent RWE. The negative
outlook on RWE refiects the moderate financial headroom avallable to the
company at the existing rating level. Credit-dilutive, debt-funded acquisitions
or a faster-than-expected competitive pace in the German slectricity market
could pressure the ratings.
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Summary: American Water Capital 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 American Water
(unrated) and serves as the funding vehicle for American Waler's regulated
waler utllity companies. RWE has a strong support arrangement with the
company and has provided an equity infuslon to American Water and
substantiatly all the debt funding to AWCC,

American Water's stand-alone credit quallly 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 environment. These strengths are
slightly offset by Amerlcan Water's nonregulated water and wastewater
operations, despite the fact that these operations are closely related to the

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

\\) intensive. American Water is also hampered by a weak, but Improving,
financlal profile.

Voorhees, N.J,-based American Water had $4,288.1 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 hoiding 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 particular regulatory
Jurlsdiction. 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 utillty operations are located allow some
combination of the following 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,
American Water postpened filing for rate increases to prevent what may have’
been percelved 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 American Water's involvement in
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nonregulated water and wastewater operaficns. Although they are largely fee-
based contract management operations that are closely related o the
company's core business and not capilai intensive, some of these
nonsegulated operations may pose a somewhat greater business risk than
the company's regulated utilities.

American Water's strong business profile Is partly countered by the
company's weak, but improving, stand-alone financial profile. Cebt leverage
has improved dramatically since the merger with RWE, dropping to 47.7%
from 69.1% at year-and 2002. For the 12-months ended Oct. 1, 2004,
adjusted funds from operations (FFO) to average total debt was just 11%,
which Is low, but an mprovement 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 bitlion infusion of common equily and
preferred stock in 2003 and American Water's postponement of filing for rate
increases during a period of industrywide inflation.

RWE's financlal profile Is constrained by a high debt balance. Debt peaked
after the American Water acquisition, but decreased thereafter due 10
significantly lower investment and noncore disposals. Gross debt increased
moderately to about @0 billion by year-end 2003, and FFQ o 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 refiects that of its uitimate parent. RWE's
short-term credit quality Is underpinned by large and fairly predictable cash
flows, a benign maturlty profile, and material other sources of fiquidity. These
Include its @4.8 biillon cash and securities portfolio (notionally held to offset
on-balance-sheet pension and nuclear liabilities) and large credit facillties of
which a portion Is unused, including a recently renewed undrawn syndicated
loan facility of @ billion, of which € billion is for 364 days and 2.5 billion is for
five years. Operating cash flows before dividends and acquisitions are
expected to be positive for the next few years. Working capital has fluciuated
significantly In recent years, mainly due to one-off factors related to
disposals, but working-capital needs are generally falrly predictabla.

Standard & Poor's expects RWE to continue to support AWCC In the form of
intercompany loans, alleviating any liguidity constraints for American Water, '
Capttal-spending needs for American Water will be partially funded Internally,
with the batance funded through tax-exempt debt issuances in the capltal

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 2005, In 2006, $1,219.8 million 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. AWCGC also has a $650 milllon, 364-day revolving credit
agreement with RWE that will be up for renewal on Oct, 28, 2005, Borrowling
under the credit agreement is based on LIBOR, and AWCG pays a
commitment fee of 7.26 basis points on the entire amount. For 2003, the
welghted-average interest rate on the outstanding lines was 1.16%.
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Qutlook

AWCC's negative outlook mirrars that of uitimate parent RWE. The negative
oullook on RWE refiects the moderate financlal headroom avallable at the
existing rating level, Credit-diluting acquas:tions which are not expected, or a
faster-than-expected competitive pace in the German slactricily market due
to the regulator or earlier-than-expected investments would pressure the
ratings.
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Summary: American Water Capital Corp.

Rationale

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

American Water's stand-alone cradit quality s supported by a strong
business position, which is characterized by geographle and regutatory

; diversily, a farge customer base that is mostly residential and commercial,

: and a generally supportive regulatory environment. These strengths are

' somewhat offset by Amerlcan Water's nonregulated water and wastewater

\ _ operations, despite the fact that these operations arc closely related to the

= ’/W 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.-hased American Water had $4,298.1 million of debt and
$26.4 million of hybrid-preferred securitios 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 diversily mitigates
adverse weather effects on the company's cash flows and cushions the
company from unfavorable rate decislons in any particular regulatory
jurisdiction, About 80% of revenues come from residential and commercial
customers, which provide a stable customer base with predictable water-
usage pattems.

The overall regulatory environment Is viewed as supportive, because the
jurisdictions in which the reguiated utllity operations are located allow some
combination of the following pollcies: 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 Water postponed filing for rate Increases to prevent what may have
been perceived as a foreign parent trying to increase returns.

P These strengths are slightly offset by American Water's involvement In
L ) nonreguiated water and wastewater operations. Although they are targely fee-
hased contract management operations, closely related to the company's

{10f3)
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core buslness, and not capital intensive, some of these nonregulated
operations may pose a somewhat greater business risk than the company's
regulated utllities.

American Water's strong overall business profile is partly countered by the
company's weak, but improving, stand-alone financial profite. 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 debt was just 1%,
which is low, but an improvement from 8.2% in fiscal 2003. Adiusted FFO
interast 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 common equity and
preferred stock In 2003 and American Water's posipanement of filing for rate
increases durlng a period of industrywide inflation.

RWE's financial profile Is constrained by a high debt balance. Net dabt
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 biillon from €0 billion,
excluding key disposals. Gross debl increased moderately to about S0 billion
by year-end 2003 and FFO to net pension-adjusted debt deteriorated 1o 18%.
FFO net pension-adjusted interest coverage deteriorated slightly to less than
4y,

Liguidity.

AWCC's liquidity position largely refiects that of its ultimate parent, RWE's
robust liquidity position is supported by lis large and fairly predictable cash
flows, a benign maturity profile, and other materlal liquidity sources. RWE
has a €2.3 billion securities portfolio {notionally held to offset on-balance-
sheet pension and nuclear liabilities), large credit facilitles of which a portion
is unused, and an undrawn syndicated lpan facility of €.5 billion, of which €
billion is for 364 deys and €.5 bililon is for five years. Operating cash flows
before dividends and acquisitions arg expected to be positive for the next few
years. Working caplital has fluctuated significantly in recent years, mainly due
io one-off factors related to disposals, but working-capital needs are
generally falrly stable and pradictable.

Standard & Poor's expects RWE to continue to support AWCC in the form of
intercompany loans, alleviating any liquidity constraints for American Water.
Capltal-spending needs for American Water will be partiafly funded internally,
with the balance funded through tax-exempt debf issuances in the capital
markats 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 2005, [n 2006, $1,219.8 million 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
aquivalents. AWCC also has a $550 million, 364-day revolving credit
agreement with RWE that will be up for renewai on Oct. 28, 2005. As of Dec.
31, 2003, $126.7 millon was available under thls agreement, Borrowing
under the credit agreement is based on LIBOR, and AWCC pays a
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commitment fee of 7.25 basis points on the entire amount. For 2003, the
welghted-average Interest rate on the outstanding lines was 1.16%.

Ouflook

The negative outlook on AWCC reflects the outlook of its uitimate parent
RWE. The negative outlook on RWE reflects the continued, limited financial
headroom available at the existing rating level. Credit-diluting acquisitions,
which are not expected, or a faster-than-expected competitive pace in
alectricily supply would pressure the ratings.

Published by Standgard & Poor’s, a Division of The MoGraw-Hill Companles, inc. Execulive
offices: 1221 Avenue of the Americas, New York, NY 10020. Editorfal offices: 55 Waler
Streat, New York, NY 10041, Subscriber services: (1) 212-438-7280. Copyrght 2003 by The
MoGraw-Hill Companies, ine. Reproduction In whele or In part prohibited oxcept by
permission. All rights reservad, Information has been obiained by Standard & Poor's from
sources belisved to be rellable. However, becausse of the possibility of human or mechanical
arror by our sources, Standard & Poor's or others, Standard & Poor's does not guarantes the
accuracy, adequacy, or completeness of any information and is not responsible for any
errors or ornissions or the resuit oblalned from the use of such Information. Ratings are
statements of oplnion, not statements of fact or recommendations to buy, hold, or sell any
securities,
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American Water Capital Corp.
Credit Analysts: Andrew Watt, New York {1) 212-438-7868; Kevin Belcke, New York (1) 212-438-7847

Corporate Credit Rating
A/Negative/NR

Business Profile
1@345673910
Financlal policy;
Moderate

G
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L
et "",; S 2004: $78.6 million
J 3 20085 $61.9 million
2006: $1,218,8 million
‘20_07: $74.1 million
2008: $23.3 million
. Theroafter: $2,365.1 million

Bank lines/Liquid assets:

The company has a $550 million, 364-day revolving credit agreement with ultimate
parent RWE that Is up for renewal on Oct. 28, 2004. As of Dec. 31, 2003, $126.7
milllon was avallable under this agreement. )

Total rated debt:
American Water, the unrated parent, had $4,296.8 miilion of debt and $26.6 milllon of
hybrld-preferred securitles as of July 2, 2004,

Outstanding Rating(s)
Amerlcan Water Capital Corp.

Sr unsecd debt
Local currency A=

GCorporate Credit Rating History

Juns 19, 2000 A~
Sept. 21, 2000 A-lA-2
July 15, 2603 A/A-1
Dec. 30, 2003 : A/NR

Major Rating Factors

Strengths:
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Strong support from uitimate parent, RWE AG;

Geographic and regulatory diversity;

Large customer base that is mostly residential and commercial; and
Generally supportive regulatory environment,

Weaknesses:

o Nonregulated water and wastewater operations, which are largely fee-based;

and
» Waak, but improving, financlal profile for the rating.

Rationale

The ratings on American Water Capital Corp. (AWCC) largely reflect the 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 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
alt the debt funding lo AWCC,

American Water's stand-afone credit quality is supported by a strong business position,
which Is characierized by geographic and regulatory diversity, & large customer base
that Is mostiy residential and commerclal, 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 company's core business and for the most part are fee based and not
capltal intensive. American Water is also hampered by a weak, but improving, financial
profile,

Voorhees, N.J.-based American Water had $4,296.8 million of debt énd $26.6 million
of hybrid-preferred securities as of July 2, 2004.

American Water is the largest U.S. water utility holding company, with operations in 29
slates and three Canadian provinces. 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. About 80% of
revenues 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 utifity operations are located aflow some combination of the
following 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 in the process of being acquired by RWE, American Walter postponed
flling for rate increases to prevent what may have been perceived as a foreign parent
trying to increase returns, :

Theso strangths are slightly offset by American Water's involvement in nonregulated
water and wastewater operations. 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 operations.

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

RWE's financial profile Is constrained by a high dabt 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 billion, excluding key disposals. Gross debt Increased
moderately to about 80 billlon by year-end 2003 and FFO o net penslon-adjusted debt
deterlorated to 18%. FFO net pension-adjusted interest coverage deteriorated 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 large and fairly predictable cash flows, a benign
maturlty profile, and other material liquidity sources, RWE has a €2.3 billlon secusities
portfolio {notionally held to offset on-balance-sheet pension and nuclear Hablfiities),
large credit facitities of which a portion is unused, and an undrawn syndicated loan
facility of @.5 billion, of which @ billion is for 364 days and €.5 billion is for five years.
Operating cash flows before dividends and acquisitions are expected o be posilive
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
generatly fairly stable and predictable.

Standard & Poor's expects RWE to continue to provide support to AWCC in the form of
intercompany loans, allevialing 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
intarcompany joans from RWE. American Water's long-term debt maturilies are
manageable for the next lwo years, with $78.8 million maturing in alt of 2004 and $61.9
miflion in 2005. In 2006, $1,219.8 million comes due, nearly all of which is In the form
of RWE intercompany loans.

As of July 2, 2004, American Water had $29.9 million in cash and cash equivalents.
AWCC aiso has a $550 million, 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, Borrowing under the credit agreement is based on LIBOR, and
AWCC pays a commitment fee of 7,25 basis points on the entire amount, For 2003, the
welghted-averags Inferest rate on the outstanding fines was 1.16%.

Outlook

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

Business Description

AWCC Is the financing subsidiary of American Water, the fargest 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 $4.8 billion.
American Water contributes about 40% of RWE's water division revenues and
EBITDA.

AWCC's uitimate parent, RWE, Is one of Germany's largest corporations. The
company has been commerclally managed for a tong time. Ownership is widespread,
with municipalities jointly holding about 35%. RWE is the group's management holding
parent, responsible for group strategy and treasury. Fully owned core businesses
include:

+ A vertically Integrated, but unbundled electricity business, consisting of eight
separate entities (Including Innogy, including the generation units RWE Power
and RWE Rheinbraun (also the world's targest lignite producer), and separate
trading (RWE Trading), supply {RWE Plus), and transmission units (RWE Net),
which are mostly active in Germany, RWE Plus is he country’s largest or
second-largest supplier, depending on the measures used;

o Innogy, RWE's vertically Integrated U.K. energy business. Innogy is the third-
largest utiiity in the U.K!'s eleclricity and gas markets,

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

+ American Water, the largest company in the fragmented U.S. water market;

o RWE DEA, an upstream oll and gas unit; and

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

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

Rating Methodology

In determining the ratings on AWCG, Standard & Poor’s considers the stand-ajone
credit profile of lts parent, American Water. As a result of the support agreement
hetween the two entities, the credit qualily 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 operaling subsidiaries.

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

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

The outlook on AWCC reflects Standard & Poor's presumption that AWCC's credit
guality will be dictated by RWE, and rafings movement could be in the same direction.
Nevertholess, ratings movement will be evaluated perlodically, 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

American Water's above-average business profile is a ‘2 measured on a 10-point scale
{'1' equals low risk and "10" equals high risk), largely reflecting the water utility
industry's regulated operating envirenment and monopolistic structure. The company's
business profile is supporfed by geographic and regulatory diversity, a large customer
base that is mostly residential and commercial, and a generally supportive regulatory
environment. These strengths are somewhat offset by Ametican Water's nonregulated
water and wastewater operations, despite the fact that these operations are closely
related to the company’s core business and for the most part are fee-based arid not
capital intensive.

American Water is the largest U.S. water utility holding company, with regulated water
utitity 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
effecls on the company's cash flows and cushions the company from unfavorable rate
decisions in any particular regulatory jurlsdiction.

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
predictable water usage patterns. There is also no material customer concentration.
The consistency of the customer base has remained 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 substantial capitat needs of many smaller
water companles to meet Increasingly stiingent water guality standards, affords
numerous oppertunities for consolidation, American Water has been aggressively
acquiring private and municipal 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 operalions are iocated provides for
some combination of the following policles: .

s Use of a forward-looking test year, which results In rates reflective of future
cosis;

¢ Interim-period recovery of interest and depreciation expense for major
construction projects, unill new rates reflect the cost of the project;

¢ Rale racovery for ulllity-plant returnsg before a plant goses Into service, Inslead of
capitalizing an allowance for funds used during construction;

e Cost recovery for distribution-system infrastructure replacements without fiiing
a full rate proceeding; and

« Singls tatiff pricing, which is easler to implement, reduces the complexity of
rate proceedings, and spreads fixed costs over a larger customer hase.

These strengths are slightly offset by American Watler's involverment In nonregulated
water and wastewater operations, Although these operations are closely related to the
company's core busliness and are malnly fee-based and not capital Intenslve, some of
these nonregulated operafions may pose a somewhat greater business risk than the
company's core operations. The risk inherent In these vantures is overhidding for a
coniract and not earning an adequate refurn, or earning a return over a
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disproportionately fong perlod of time. Nevertheless, Amerlcan Water's capital
spending needs for nonregulated operations continue to be modest at less than 4% of

total capital spending.

Financial Policy: Moderate

American Water's financial policy is consldered moderate, having become less
aggressive after the company was acquired by RWE., Before becoming a part of
RWE's water division, American Water 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
to 69.1% 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
common equity and preferred stock. However, American Water's debt balance s still
large and somewhat burdensome on the company's cash flow protection measures,

Financial Profile

Profitability and cash flow,

Amerlcan Water's profitability measures are weak, paitly because the company
postponed filing for necessary rate Increases following its acquisition by RWE. For ths
12-months ended July 2, 2004, EBIT margin was just 23% and incame from continuing
operations was $144.8 million. Adjusted EBIT interest coverage was 2.2x, and ROE
was a mere 1%, mainly due to RWE's $3 billien infusion of common eguily and
preferred stock in 2003 and American Water's postponement of filing for rate Increases
during a period of Indusliywide rlsing costs,

American Water has rellable 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 intergst coverage
was 3.3x and adjusted FFO to average total debt was & paltry 10.8%. Free operating
cash flow {cash flow from operations less capital expenditures) was negative $156,7
million, showing American Water's current Inabifity to fund capital spending needs
solely with internally generaled funds.

Capiltal structure and financial flexiblity.

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.
Adjusted iotal debt to total capital decreased to 48.1% in 2003 from 62.1% at year-end
2002. Although American Water's equity incraased as a result of tho infusion, the
absolute level of debt also Increased, placing pressure on the financiat profile.
Furthermore, debt leverage is should continue to rise, because free operating vash
flow remains Insufficient {o fund capital spending needs.

Amerlcan 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 debt needs. The level of capital expenditures poses a
challenge hecauss a large part of the spending {over 40%) is for transmission and
distribution projects, including expansion, implylng that such capital expenditures may
not be delayed or postponed, Nearterm debt maturltles are manageable, with a total of
$78.6 million maturing in 2004 and $61.9 million fn 2005. In 2006, $1,219.8 million
comes due, nearly all of which Is In the form of RWE intercompany loans.
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expenditures 440.0 100.2 13.5 16.3
Totol debt 3,849,2 497.1 716 106.0
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Common equily 2,166.9 431.7 78.0 76.1
Tota! capital 6,649.1 828.7 150.4 186.2
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Adj, EBIT
interest 2.0 36 3.5 3.0
coverage (x)
Ad). FFO
Inferost 2.6 3.8 4,2 34
coverage {x)
Adl, FFOlavg.
total debt (%) 9.6 18.6 21.3 12.1
Net cash 58.4 80.7 64.9 4.7
flowfcapex (%) ) ' : '
Adj. total
debicaphal (%) 58,2 538 478 586.9
Retum on
coramon equity 4.6 121 11.1 13.0
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Rationale

The ratings on American Water Capital Corp. (AWCC) largely reflect the
consolidated credit quality of its ultimate parent, German muitiutility RWE
AG. AWCC is a wholly owned subsidiary of American Water and serves as
the funding vehicle for American Water's regulated water utility companles.
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 Waler'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 residentlal and commercial,
and a generally suppoitive regulatory environment, These strengths are
somewhat offset by American Water's largely fee-based, nonregulated water
and wastewater operations, which are closely related to the company's core
business and are not caplital intensive, and a weak, but improving, financial
profile,

American Water is the largest U.S. water utility holding company, with
operations in 29 states and three Canadian provinces, This gecgraphic
diversity mitigates adverse weather effects on the company's cash flows and
cushions the company from unfavorable rate decislons In any particular
regulatory jurlsdiction. About 80% of revenues come from residential and
commercial customers, which provide a siable cusiomer base with
predictable water-usage patterns. Overall, the regulatory environment is
viewsd as supportive, because many states alfow recovery of construction
expenses in a relatively timely manner, provide regular rate Increases, and
allow the Implementation of single-tariff pricing, which reduces the compiexity
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 operations.

Amsrican Water's strong overall business profile is partly countered by the
company's weak, but improving, stand-alons flnancial profils. Debt leverage
has improved dramatically since the merger with RWE, dropping to 48% from
Just under 70% at vear-end 2002, For the 12-months ended Aprit 2, 2004,
adjusted funds from operations (FFQ) to average total debt was just 9.3%,
which is very low. Adjusted FFO interest coverage and adjusted EBIT
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Interast coverage were also below the benchmarks for the raling category, at
2.9x and 1.9x, respectively. The company's ROE was a mere (1.5%, mainly
due to RWE's $3 billlon equity infusion in 2003 and the lack of rate increases
during a period of industrywide rising costs.

RWE's financial profile is constrained by a high debt balance. Net debt
peaked at €3 billion after the American Water acquisition, but decreased
thareatter due to strict investment disciplina and disposals. The net debt
target for year-end 2005 has been tightened to €7 blllion from €0 biliton,
excluding key disposals. Gross debt increased moderately to about €0 billion
by year-end 2003 and FFO to net pension-adjusted debt deterlorated to 18%.
FFO net pension-adjusted Interest coverage deteriorated slightly to less than
4%, ‘

Liguidity.

AWCC's liquidity position largely reflects that of ils ultimate parent. RWE's
adequate liquidity position is supported by Its large and falrly predictable
cash flows, a benign maturily profile, and other materlal sources of liquidity.
RWE has a €2.3 billlon securities portfolio {notionally hald to offset on-
balance-sheet pension and nuclear liabilities), large credit facilitios of which a
portion is unused, and an undrawn syndicated loan facllity of €.5 biltion, of
which € billion is for 364 days and €.5 biflion Is for five years. Operating
cash flows before dividends and acquisitions are expected o 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 faily stable and predictable.

Standard & Poor's expects RWE fo continue to provide support to AWCC in
the form of intercompany loans, alleviating any liquidity constraints for
American Water. Capital-spending needs for Amerlcan Water will be partially
funded internally, with the balance funded through tax-exempt debt
issuances in the capitai markets or through intercompany loans from RWE.
AWCC's long-tenm debt maturities are managseable for the next two years,
with $41.5 million maturing in 2004 and $59.7 million in 20085, In 20006, the
hefty sum of $1,069.8 milllon comes due, nearly ali 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 points on
the entire amount of the commitment. For 2003, the weighted average
interest rate on the outstanding lines was 1.16%.

Outlook

The negative cutiock on AWCC reflects the outlook of jts ultimate parent
RWE. The negative outlook on RWE reflects the continusd, limited financial
headroom avallable at the existing rating level. Credit-diiuting acquisitions —
which are not expected — or a faster-than-expected competitive pace in
electricity supply would pressure the rating.
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Rationale

The ratings cn American Water Capital Corp. (AWCC) reflsct 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 vehicle for
American Water's regulated water uiility companies.

In determining the ratings on AWCC, Standard & Poor's conslders American
Water's stand-alone credit profile and then notches up the stand-alone rating
to reflect the material leve! of parental support from RWE and the core nature
of American Water's regutated water operations to the RWE water division,
However, Standard & Poor's does not equalize the ratings on the two
companlas, While American Walesr's opsrations are core to RWE, American
Water's stand-alone credit profile is weaker than that of RWE's consolidated
credit proflle. The outlook is negative, reflecting Standard & Poor's
presumption that RWE will dictate AWCC's credit quality, and that
movements in ratings could be In the same direction. Nevertheless, ratings
movement will be evaluated periodicaliy to ensure that the ratings accurately
reflect Standard & Poor's assessment of the leval of support RWE provides
to American Water.

AWCC's stand-alone credit profile reflects American Waler's strong business
position, 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 meet ail Safe
Drinking Water Act standards, and a strong competilive position, Thesa
strengths are tempered mainly by American Water's Involvement in the
nonregulated, contract-management water business, which s skgnificantly
mora 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 Watet's business risk profile. Given American Water's relatively
weak financtal profile, Standard & Poor's estimates that on a stand-alone
basis, AWCC would he rated at the upper end of the 'BBB' rating catagory,

American Water is the largest water utility holding company in the U.S., with
2.8 million customers and operations in 23 stales. 1t is expected to contribute
40% of RWE's water division revenues and EBITDA, About 80% of revanues
and 75% of sales coms from residential and commercial cusfomers,
providing a stable customer base with predictable water-usage palterns, The
geographic diversity miigates the effect of adverse weather on the
company’s cash flow and cushions the company from unfavorable rate




Summary: American Water Capitat Com.

m

(2of3)

decisions In any particular jurisdiction. Cverall, the regulatory environment is
viewed as supportive, because many states allow recovery of construction
expenses with minimal delay, provide regular rate Increases, and allow the
implementatlon of single-tariff pricing, which reduces the complexity of
muliitariff rate proceedings.

AWCC's financial profile largely reflects that of RWE, as well as that of
American Water. At financial year-end 2002, RWE had about £9.9 billion
{($32.8 hillion) In debi and on-balance-sheet pension liabililies of about €3.3
billion, offset by more than €2 billion of cash and securities. EBITDA to net
interest coverage was about 11x, while adjusted funds from operations (FFO)
interest coverage was about 8x {about 5x when adjusted for pension
{labliitles). After acquiring American Water In 2003, RWE began to
consolidate and remains committed to stabilizing its debt burden by refraining
from further large debtfinanced acquisitions and selling noncore operations,
As of June 30, 2003, nel debt stood at €£2.3 billion, but it is targeted 10 be
tess than €0 billion by year-end 2005. RWE's debt-protection measures aro
expected to stabillze or improve from 2004 due to continuous improvements
in core operating profitabitity from full-year consolidations of acqulsitions, a
continued, favorable trend in German electricity prices, and new cost-cutting

fnitiatives.

American Water's financial profite Is relatively weak for the rating. Dabt
leverage has Improved dramatically since the merger wilh RWE was
completed, dropping to under 50% from Just under 70% at year-end 2002,
Adjusted FFOQ interest coverage is expected to remain under 3x and adjusted
FFQ to average total debt is expected to remain at slightly more than 10% for
the infermediate term. Capltal-spending needs will only be partly inlernally
funded, with the balance funded through debt Issuances in the capital
marksts or through intercompany loans with RWE,

Liguidity.

AWCC's liquidity position largely reflects that of its ullimate parent. RWE's
adequate liquidily position Is bolslered by its large and legally unencumbered
securities portfolio and its unused syndicated crodit facility of 4.5 billion,
Near-tarm debt maturlties are moderate, with about 4.5 billion {of which €00
million Is at Innogy PLC) in 2004, AWCC's maturity schedule Is manageable,
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 infuslons and
intercompany loans, alleviating any liquidity constraints.

Outlook

The negative outlook on AWCC reflects the outiook of its ultimate parent,
RWE. The negative outicok on RWE reflects the limited financial headroom
at the current rating fevel, Furthermore, credit-diluting acquisitions, changes
in the company's strategy to sell its noncore assets over the intermediate
term, the intreduction of a regulator in Germany, or greater-than-expected
competition would put direct pressure on the ratings,
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Moody’s Investors Service

Credit Opinion: Pennsylvania-American Water Company

Global Credit Research - 05 Feb 2010

Hershey, Pennsylvania, United States

Ratings

Category

Outlook

Issuer Rating

Bkd Senlor Secured

Ult Parent; American Water Works
Company, Inc.

Qutlook

Issuer Rating

Contacts

Analyst
James Q'Shaughnessy/New York
William L. Hess/New York

Key Indicators

Pennsylvania-American Water Company

Funds From Operations ("FFO"} / Debt
FFO - Dividends {"RCF") / Debt

RCF / Capex

FFO + Interest / Interest

Debt / Capitalization

Common Dividends / Net Income Available for Common

Moody's
Rating
Stable
Baal

A2

Stable
Baa2

Phone
212.553,1607
212.553,3837

Net Income Available for Common / Common £quity

2006 2007 2008LTM 9-2009

15.8% 14.4% 17.7%
11.3% 9.4% 12.5%

0.7x 0.5x 0.6x

3.8x 3.5x 4.3x
47.0% 46.7% 46.7%
68.7% 78.6% 72.3%
15,5% 14.8% 16.9%

15.1%
10.1%

0.6x

3.9x%
46.6%
74.1%
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 Hershey, Pennsylvania, The Pennsylvania American Water Company (PA-
AW C) distributes water to approximately €30 thousand customers and provides wastewater
services to approximately 15 thousand customers, within its 36 county service territory, in
Pennsylvania.

PA-AWC is the largest cperating subsidiary of its parent, American Water Works Company,
Inc. (American Water; Baa2 senior unsecured rating/stable outfook), 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.

Mocdy's alse 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,

Praviously, 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-AW C's senior secured bond rating to AZ from A3,
which was part of Moedy'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. Traditionally, a one notch rating differential existed, but the wider
notching is based on our analysis of the history of regulated utility defaults, which
indicates that regulated utiiities 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 outicok 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 methodelogy mapped
unsecured rating is A3, one notch above its actual Baal issuer rating. In our opinien, PA-
AW C's reliance on parent provided liquidity support coupled with the significant holding
company level debt obligations are constraining factors in the rating. The grid, at the
bottem 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 mannex
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
fitigated, 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% equity 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 prier 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,

While the $31 million increase represented approximately 53% of the original filed amount
of $58 million, we still view the cutcome as reasonable. First, we note PA-AWC revised
their expense projections and rate increase reguest down to approximately $55 million
subsequent to the initial filing, We calculate approximately $18 miilion, or 74%, of the
disallowed rate increase under the revised request was due to the commissien's adoption
of a lower ROE {10.8%), rather than the company's proposed 12% which we believe
reflected rather hopeful expectations. We also estimate that $2 millicn 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 cur opinion adoption of the lower ROE and
reductions to rate base, for non-investor capital, appear reasonable. Additionally, $2 million
of revenue reguest disallowance 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 projects were fully incorporated into rate base, which we view
favorably. Overail, we view the rate case parameters as supportive of the company's
investment grade rating.

MODERATE BUSINESS RISK WITH STABLE CUSTOMER BASE

PA-AWC'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-AWC's service area is mature and
accordingly its capital program is largely maintenance criented. We note as well 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 small 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 quality standards
are constantly 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 miilion, $140 milticn, and $188 million, while
capital expenditures were $154 million $168 millien, and $217 million, respectively. Given
our expectations of heightened spending in 2010 and beyond, we envision 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 throeugh a combination of external debt
issuances, and equity contributions from its parent, maintaining targeted debt to
capitatization 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 incorpeorates a Distribution System Improvement
Charge (DSIC). The surcharge is adjusted each guarter to incorporate qualifying capital
improvements into rate base incurred over the past quarter 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 helps 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 generafly 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

For the 12 month pericd ended September 30, 2009, PA-AWC's Funds from Operations
(FFD) to debt ratio was approximately 15%, and its FFO + interest / interest ratic was 4.C
times, both ratios reflect Moody's Global Standard Adjustment for operating leases, and a
ene-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
purposes.

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 pesitioned at the mid "Baa" rating level, under our 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 related 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-AWC will quickly file for rate relief
during Q2-2011, as the stay-out provision abates, with new rates in effect by January
2012, We alsc expect the company to balance its construction expenditures along the way
with both debt and eguity issuance in a prudent and timely manner

PA-AWC's rating also considers its average 74% payout ratio and 11% Retained Cash Flow
(RCF) to Debt over the 2005-2008 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 consclidated long-
term debt). We note as well that ne significant "ring-fencing" provisions exist at the utiity
level that would restrict upstream cash flows te American Water As one of American
Water's top two strategic subsidiaries, we consider PA-AWC's dividend as relatively fixed in



nature,
Liguidity Profile

PA-AWC's liquidity 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. Cver the past three years (2005-2008), PA-AWC's funds
from operations averaged $159 million, requiring a funding need to meet same period
average capital expenditures of $180 million. Mcody's expects PA-AWC will continue te 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 geod liguidity will be an important rating
consideration for PA-AWC, AWCC has full borrowing access to its parent's $840 million
revolving credit agreement, of which $155 million expires in September 2012 and $685
million 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 Outiook

The stable outlook considers the company's overall 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 cutlook reflects the constructive regulatory environment
in Pennsylvania and that American Water will maintain an adequate liquidity profile.

What Could Change the Rating - Up

The ratings for PA-AW C are not fikely to be considered 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 inciude 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 fall 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
k) Asset Ownership Model X
c) 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 Corp.
Activity
b) Ability & Willingness to Increase Leverage X
<) Prroportion of Revenues QOutside Core X
Water and Wastewater

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

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

=

Rating:
Indicated Rating from Methodology A3
Actual Rating Assigned Baal
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3119,
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Secondary Credit Analyst:  Kenneth L Farer, New York (1) 212-438-1679;
kenneth_farer@standardandpoors.com

Overview
e U.S. regulated water utility American Water Capital has issued its $28.5

million series 2009 unsecured bonds due 2039 through the Illinois Finance
Authority.

¢ We are assigning our 'BEB+' unsecured rating to the bonds.

¢ We are also affirming our 'BRB#' corporate credit rating on American
Water Works Co. Inc. and its regulated and nonregulated subsidiaries.

¢ Ratings benefit from faveorable 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} 528.5 million
series 2009 water revenue bhonds due Sept. 1, 203%. The Iliinocis Finance
Buthority issued the honds for the company. AWCC will use bond proceeds to
finance the purchase of equipment and facilities in Illinois-American Water
Co.'s (unrated) service territory.

At the same time, we affirmed our 'BBB+' corporate credit rating on
American Water Works Co. Inc. (AWW) and its subsidiaries, including AWCC. The
outlecok 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 balanced
manner.

Rationale

The ratings on AWW and its fﬁnding subsidiary AWCC reflect the consolidated
credit guality of AWW. A favorable competitive position, a diverse and
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supportive regulatory environment, and a stable, above-average service
territory support AWW's 'excellent' business risk prefile. AWW's regulatory
framework includes reasonably allowed returns on equity and various
cost-recovery mechanisms, including incentives for infrastructure
improvements. The company's geographic diversity provides 1t with some market,
cash Flow, and reguiatory diversification., We view AWW's operating risks
associated with its nonregulated operations as fairly low. AWW's aggressive
financial profile, elevated capital-spending requirements for infrastructure
replacement, increased compliance costs with water-gquality 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 3.2
million 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 nonregulated
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 due to their lack of cash flow contribution
and modest expected capital reguirements.

A state commission regulates each of AWW's regulated subsidiaries, which
supports revenue and cash flow stability. The average allowed return on equity
(ROE) in AWW's six largest jurisdictions, which account for about 75% of
consolidated revenues, is about 10.23%. This is about the average allowed RCE
in the water sector. In a number of jurisdictions, which represent aboul 50%
of consolidated revenues, the utility reccovers replacement capital spending
betwesn rate cases up to a stated percentaye., The importance of infrastructure
surcharge mechanisms has increased given AWW's capital program of up to $1
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
MWW to file additional rate cases and regquest additional recovery mechanisns
to cover rising operating costs, capital expenditures, and pension and other
postretirement obligations.

Consolidated financial metrics are improving, and are acceptable for the
'BBB+' rating. RWE AG's agreements to not f£ile rate cases for up teo three
years following its acquisition 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 cempany currently has filed 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 ckligations.

For the 12 months ended June 30, 2009, AWW's adjusted funds from
ocperations (FFO) were $704 million. FFO to debt was 11.8%, which is acceptable
for the rating. Total debt to capital also improved to 60% at June 30, 2003,
conpared with the 63% as at March 31, 2009, with the completion of 3250
million equity issuvance in June 2009%. The uncertainties associated with the
timing of the company's rate cases and the substantlally higher capital plans
are significant risks that may prevent adequate improvements to the company’s
financial profile. We expect FFO to benefit from additional rate increases,
although a sustained improvement in conscolidated FFO to debt may not
materialize 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 lnclude high levels of
capital spending, substantial upcoming debt maturities, and common stock
dividends. Capital eapenditures are projected at around $4 billion during the
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next five years for infrastructure replacements, new facility construction,
maintenance of water-quality and environmental standards, and system
reliability.

For the 12 months ended June 30, 2009, AWW generated 5688 million of cash
from operations. AWW's internal cash generation is insufficlent to meet its
cngoing operating and capital needs, and therefore reguires periodic access to
the capital markets. Scheduled debt maturities of $57 million in 2009, 545
million in 2010, and 535 million in 2011 should be manageable given the
company's good access to the markets. AWW's annual dividends total about $130
million. AWW issued about $250 million of egquity and plans to issue a total of
about $300 million of tax-exempt debt in 2008. The company will use the
proceeds to fund some of its capital expenditure plans, as well as to reduce
short-term debt. We expect AWW to continue to fund its capital expenditures
through a prudent miz of debt and equity.

As of Aug. 3, 2009, AWW had about $633 million available under its 5840
million revelving credit facility. A small portion {15%) of the revolving
ecredit facility matures on Sept. 15, 2012, with the balance due Sept. 15,
2013. The company alsc has access to a $10 million short-term working-capital
tine of credit. The company is in compliance with its various [inancial
covenants, which include a maximum debt to capital (with adjustments) of 70%
and restrictions on liens, distributions, debt incurred at AWW, and asset
sales.

Outlook

The stable outlook 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 acguisitions, assuming management funds the acquisitions in &
balanced manner. We could revise the outlook to negative if financial
performance stalls or deteriorates, which could result from substantial
debt-financing of capital expenditures or acquisitions, such that FFO 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 requested figures
and rate case filings take significantly longer to be resclved than currently
expected., We could revise the outlock to positive if higher-than-expected rate
increases or faverable cost recovery mechanisms allow for adjusted FFO to
total debt of closer te 12% and adjusted leverage between 50% and 55%.

Related Research

e “Criteria: Key Credit Factors: Business And Financizl Risks In the
Investor-Cwned Utilities Industry® published Nov, 26, 2008.

e "Tndustrzy Report Card: U.$. 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 BBR+/Stable/A-2
American Water Capital Corp.

Corporate credit rating BBR+/Stable/A-2
Senior unsecured BBB+

Commercial paper A2

New Rating
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American Water Capital Corp.
$28.5 mi). water rev bonds ser 20098 due 2039 BRAB+

Complete ratings information is available 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.

L

Copyright © 2009 Standard & Poor’s. All rights reserved.
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FR VILIO
Pennsylvania-American Water Company
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL19

Pennsylvania-American Water Company
VI1I. Rate of Return

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

Answer: Please see atfached.
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FR VIL.20
Pennsylvania-American Water Company
Northeast Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIIL.20

Pennsylvania-American Water Company
Northeast 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 each 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 (333M) 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 VII.21
Pennsylvania-American Water Company
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL21

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VII. 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 fo
make-whole provisions, premiums or mortgage indenture restrictions.



FR VIL22

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

FR VIL.22

Pennsylvania-American Water Company
Coatesville 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 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
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. {AWK/NYSE)
August &, 2009

Michael Gaugler, 212-702-6539 gauglerm@brour.com
Christopher Noon',‘ 212.702-6623 nocnc@bmur.com
Reports 2Q09 Results; Maintaining Buy Rating, $28 Target Price Buy

Investment Summary Target Price: 528

American Water Works reported 2009 results that were slightly ahead of expectations. | price $20.00
Revenue in the quarter of $612.7 million (a 4% YoY increase) came in ahead of our $610 | 52 \week High/Low $23.12 - 16.22
milion estimate and EPS of $0.32 was nicely above our estimate of $0.29. These | ghares Qutstanding (mm) 174.56
impressive results come in the face of exceptionaily wet weather in the Northeast during | \arket Cap. (mm) $3,491,24
the quarter {most notably May and June), and also reflects the company's ability to | ayerage Daily Volume (mm) 0.80

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

July 31, 2009, AWK was awaiting final orders for general rate cases totafing $258.1 EPS FYQ8A FY0SE FY10E
million in additional revenue. The company’s non-regulated business decreased by 4.1% | Mar 50.08 $0.19A $0.18
YoY due to lower revenue in the Contract Operations Group and Applied Water |1un $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 Sep $0.55 $0.53 $0.54
positioned to benefit from additional rate increases, tuck-in acquisitions, and planned Prior - y 50.55
capital expenditures. We are maintaining our Buy rating and $28 target price, based on a Dec $0.23 50.30 $0.31
P/E multiple of 20x our 2010 EPS estimate of $1.41. Prior - s0.29 -

FY $1.16 $1.34 $1.41

Prior - 51.30 $1.43
Discussion

Consensus - $1.32 $1.45

= 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 14.9x 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) $2,336.99 $2,512.76 $2,690.34
milion. These results are especially impressive given the wet weather in the
Northeast (most notably Pennsylvania and New Jersey). Total volume sold actually Thamaipn T T e
decreased 5.5% in the quarter from the same period last year, which resvlted in a

$24 million reduction in revenue {$0.08 per share). The company's non-regulated MW . .
business saw its revenue decrease 4,1% from the same quarter last year. Overall, ! b ‘ "
we are impressed with the results given the miserable weather conditions AWK was Wy 8 ®

faced with across approximately 50% of its service territory.

. ot — L G

. Rate case update. AWK received additional rate increases in the quarter of $12.5 L , :
milfion, which brings the YTD total to $17.7 milion. The company also filed rate T T
applications in the quarter in Indiana, lowa, Ohio, Pennsylvania, Maryland and Source: BigCharts.com
llinois, requesting an additional $182.6 million. As of July 31, 2009, the company
was awaiting final orders for rate cases in 10 states, totaling $258.1 million in
additional revenue.

*  Adjusting estimates. Based on the results reported for 2Q09, we are adjusting our
forward estimates as follows: our 2009 £PS estimate is now $1.34 up from $1.30,
and our 7010 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 nesded after the conference call 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 $28 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 Works rank as among the most attractive from current share price lavels. We continue to expect the valuation gap between
AWK and the water uti'lity peer group to close {on a P/E basis) based on 1) continued successful recovery of costs through rate refief 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, acquisfition integration, regulatory environment, additional equity offerings, potential goodwill impairments and changes in
interest rates.

U7 SUMMARY ORAMERICAN WATER WORKS VALUATION ANALYSIS:

Peer Grpup

PIE

EV/EBITDA

EVIRevenue

$30.09 $36.00 $40.00

$16.00 $16.00 $20.00

RS “Egurremt Trading
Insetric - Muliple " -
{oDM

COMPIZ0T0E Eamings

201 0E PAE 129
EVIZUDE EBITDA 89
EVR2CHOE Sales 34

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

Water Utility Segment Comparisons

Peer Group Analysi

Company Name -

AMERICAN WATERWORKS AWK $19.99 BUY $3.489 NA  §t16  $132 51456 NA  172x 151x  13.8x 10.0%
AQUA AMERICA WIR  $18.12 BUY $2,458 $0.72 $0.73  $0.84  §$0.92 252x  248x  216x  19.7x 9.0%
CALIFORNIA WATER CWT  $37.99 BUY $788 $1.50 8190 §209 $217 253x  20.0x 18.2x  17.5x B.0%
AMER STATES WATER AWR  $36.84 HOLD 3675 $1.56 $1.56 $185 §1.87 236x  236x  223x  19.7x 4.0%)
SJwW SJW  $2199 HOLD 5406 $1.04  $116  $0.85 $1.12 21.1x% 19.0x  259x  19.6x NA
Group Average . 23 .8Bx 20.9x 206x  18.1x 7.8%,

Source: Baseling

Peer Group Analysls
G

AMERICAN WATERWORKS AWK 51899  BUY $3.489 13.8x  14.3x  19.5x $20.66 $28.28 $25.00 40% 4.2%

AQUA AMERICA WIR  $18.12  BUY $2,458 197 19.0x  26.0x $17.487 $2392 $26.00 43% 3.0%
CALIFORNIA WATER CWY 53799 BUY $788 17.5%x  16.0x  21.0x $3472  $45.57 54400 16%  3.1%
AMER STATES WATER AWR 33684 HOLD $675 12.7x  16.0x  21.0x $29.82  $39.27 NA NA  27%
sSJw SJW  $21.99 HOLD $406 12.6x  16.0x  220x $17.82 $24.64 NA NA  3.0%

Sources: Baseline, Brean Murray, Carvet & Co.

Brean Murray, Carret & Co. Eguity Research



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

‘Americarn Water Works Company,inc,, 2009

{$kd. axcept per share dala:
Frscal vear ends Decamber 31

Rate or Rate of Rate or Rate o Rate o
1Q09 Margin 2Q09 Margin 3Q0SE Margin 4Q08E Margin 2049E Margin
Cpearating Reventies 550.2 612.7 700.9 £49.0 2.512.8
Operation and maintenance 343 5745 3306 BaET 330 4 634 esLT 130
Depreciation and amorlization 68 5 13% 132 2% " TEE EL R e
Generaf laxes 526 10% 317 &% " 517 519 207 3
Loss (gain: on sales of assets 02 0% E 0%
Impairment charges ' 45090 e : k) -
Total operating expenses, et 4355 7o " 455 5 74o " 4752
Operating income 11477 1% 15727 26% 225.7 . 7
interest. net (72.0% B RS- (73 42.0% " 747 g 06 (293 0
Amortization of deht expense 15 033 {14 02% 7 i {1 B
Other. nat 53 ‘14" 42 07% 7 $9 g 201
Total other income (deductions} 67 & 12.2% " (714 11.6% 7 1734 * 32 i2g3 o
Earnings from cont. ops before income taxes TR b.6% 86.1 7 14.1% 66.5 13.3% 7 R
Income taxes 178 37 1% 41 306% " 243 228% " 38
Earnings from comt. ops 2887 5.4% [FX 8.6% 42.3 %’ 2267
Incame 7 [Loss} from disconthued operations nel of tax . 0% - .08 . & it -
Het income 200 7 5.4% 52.0 8.5% 57.3 8.1% 22 7
Earnings per share:
From continuing operations $0.19 $0.32 $0.53 $6.30 $1.34
Axarage commion shares cutstanding 160 163 174 174 18
‘American Water Works-Company, Ing. 200 -7 L
(511, except per share data;
Fiscal vear ends December 31
Rate or Rawe o Rate ¢ Rate of Rate o1
10108 Margin 2C10E Margin J0GE Maryin AQ10E Hargin 201CE Margin
Operating Revenues 569.5 672.5 G676
Opsration and mantenance e My v 387
Depraciation and amorizaticn Ey 73 r 861
General laxes 213" iR " 57
Loss {gan; on sales of assels 2" 0% r L)
Impairment charges - [ .
Total operating expenses. net 44407 FETL
Operating income 1557 2%
Interest net (76 3 13 2%
Amortization of debt expanse P14 2%
Other net 13 3.8%
Total other income (dodictions) 172 4 (1%
Earnings from conl. ops betore income taxes 526 9.2% 13557 3 .
Income taxes 210 40 0% pou” 1722 £00%
£arnings from conl. ops AT 5.5% E 8.1% 7 2833 2.6%
Income 7 [Loss} from disconitusd ogeraticns net o tan - aane - i 0% 9 0% - :
Het income M5 565 14 10.6% §5.1% 233 % 2.6%
Earnings per share:
From continuing operations £0.18 $0.39 50.54 $0.31 $1.41
Average common shares outstanding 17% 184 164 184 183

Source: Company Reports, 8rean Murray, Corret & Co. estimates

Brean Murray, Carret & Co. Equity Research



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

important Disclosures

Ratings and Target Price History

" Brean Murray, Carret & Co. ratings for AWK (AMERICAN WTR WIKS CO INC NEW)
Closing Price Aug 05, 2009: $20

- [0701/08
B:$19.11
T:3$28
................... » , - 25
‘ 24
\f . 23
| 22
| [\ 21
20
19
18
17
: 16
y ' : 15
Jul Oct 2009 Apr Jui
 Legend: © Investars.com

B=Buy, T=Price Target
I Initiated/Resumed Postive

} New rating scale: Sep 18, 2008: Buy, Hold, Sell, Not Rated

All prices are as of the market close on 8/5/2009.

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 fast 12 months has been, a client of Brean Murray, Carret & Co., LG, and investment
banking and/or advisery services are being, or have been provided.

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

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

The research analyst(s) or research associate{s) principally responsible for the preparation of this research report has received compensaticn

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, Carret & Co. Stock Rating System

Brean Murray, Carret & Co. Equity Research 4



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

Buy - Expected to appreciate by at teast 10% within the next 12 months.
Hold - Fuily valued, nat 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 1B-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% 0 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): Cur $28 target price is based on the shares achieving a P/E muitiple 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 impairments and changes in interest rates.

Analyst Certification

We, Michae! 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 associate analyst further certify that
they have not received and will not be receiving 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 typically involve a higher
degree of risk and more 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 tolerance. This report
may discuss numerous securities, some of which may not be quaiified for sale in certain states and to certain categories of investors. Readers
are advised that this analysis report is issued solely for informational purposes and is not to be construed as an offer 1o sell or the solicitation
of an offer to buy. The information contained herein is based on sources which we believe to be reliable but is not guaranteed by us as being
accurate and does not purpert 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. Entitias
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 from, and may have other retationships with any
company mentioned in this report. Brean Murray, Carret & Co., LLC is a member of SIPC, FINRA, ficensed with various state securities
regulatory authorities, and a registered U5, Broker-Dealer. No part of this repert may be reproduced in any form without the express
permission of Brean Murray, Carret & Co., LLC. Additional information is available upon request.

Brean Murray, Carret & Co. Equity Research 5



Water

American Water Works
(AWK) - BUY

Price: $19.80

Fair Value Estimate: $26.00

52-Week Range: $23,12-816.22

Market Cap (MM): $3,457

Shr.O/8-Diluted (mm): i74.6

Average Daily Volume: 1,§21,324

{Dividend: $0.80

Yicld: 4.0%

FYE: Dec 2008A  2009E  2010E

EPS: $1.12 $1.36 $1.50

Prior EPS: $1.33 NC

P/E Ratio: 177 A4.6% 13.2x

Quartesly EPS: X

Q1 $0.04 30.19A -

Q2 $0.30 $0.32A -~

Q3 $0.55 $0.58 -

Q4 $0.23 £0.26 “n

EPS: Excludes impairment churges; quarlers may
101 s1em (0 annual due to rounding

1 Year Price History for AWK

‘-\n i \él‘l \.'_.Mw\\
:jm'f uu..r.. ..WN

Qa3 o3} Q2
2009

o Al P i
o]

Another Good Quarter and More in the
Pipeline; Maintain BUY

INVESTMENT CONCLUSION:

Yes, it's still a "boring" water utility with a long-term view, but we like it. American
Water is simply getting the job done, as it promised when it came back to the public
markets last year. It followed up a strong first quarter with solid results in the second
quarter, and we expect strong growth to continue through 2009, Management fited
several significant cases in key jurisdictions during the quarter, and awards received in
the last twelve months more than offset a declining usage pattern. Industrial usage
dropped 17% in the quarler and residential usage dropped 5%, the latter mainly due to
wet northeast weather. Investor caution around the RWE overhang was somewhal
ameliorated after the June offering, but the overhang remains. Overall the company is
growing as planned: spending $400 million in the first half of the year, awailing
authorizations on $258 million in requested filings, and progressing on acguisitions.
We've revised our 2009 estimate to $1.36 from $1.33 and maintain our 2010 estimate
of $1.50, though we see opportunity for further upside next year. We maintain our
BUY and 12-meonth fair value of $26.

KEY POINTS:

* Second Quarter Results: American Water reported 2Q earnings of $0.32/share, a
penny ahead of our estimate and consensus, and up 14% year over year. Despite a
5.5% decline in volumetric send-out, revenue grew 4% over the same period last
year due {0 $46.5 million in new rates. The efficiency ratio 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 boftom line. Operating
cash flow for the first six months was $228.7 millien, 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
several debt issuances in the second guarter amounting to $275 million (3360
million so far in 2009). These funds, along with the internally generated cash flow
are being put to 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
capital to sharcholders via the recent 5% dividend increase (to $0.21/quarter) — its
first increase since rejoining the public equity markets.

* Rate Activity: Rate 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 $238 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 at a P/E of around 15x and 13x our 2009 and
2010 estimates and a 8.3x on a 2010 EV/EBITDA multiple. Our 1218 maonth
outlook remains positive, as rates flow in and organic growth gradually recovers
along with the economy. We maintain our BUY rating and $26 fair value.

Rescarch Analyst Certifications and Important Disclosures
are on pages 5 - 6 of this report



VALUATION SUMMARY:

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

On a P/E basis, American trades at about 15x and 13x our 2009 & 2010 estimates respectively, compared to 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 gaodwill that is captured in rate base), a large discount to the group average of
1 8x book value. Our fair value of $26 implies a 2009 P/E of 19x and 2010 P/E of 17x. This compares to the assumed group
P/E multiples 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 joad compared to the group accounts for the
higher current EV/EBITDA 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:CB tstandin $$g402 2008 2009 2010F
b g:ps(g mi}}g 2.490.0] [Sales (8 bi) 03369 25120 27500
Net debt/total capital 57.79%] |Revenue growth 5.5% 7.5% 9.5%
Net debt 5,363.2 Price/Sales 1.5x 1.4% 1.3x
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 3.3%
£st. 2008 ROE on adjusied equity 7.2%8 VEV/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| |impairment & one-time costs 741.6 443.0 -
Goodwill 1,250.1 | {Net income ex impairment” 179.2 228.2 267.6
Adjusted book value/share $18.36 | |FPS ex one-time items $i.12 $1.36 $1.50
Price/book, adjusted 1.1x} |EPS Growth -5.2% 21.7% 10.3%
2009 Dividend $0.82F |P/E 17.9x 14.7x 13.3x
Dividend Payout Ratio™ 80%{ {*Net income ex impairment and one-time costs, net of tax

Yield A% Source: Company data, Janney Estimates

*Adjusted equity includes est. portion of

goodwill captured in rate base for ROE

=Payout ratio based on 2009 EPS excl.

impairment chg

Source: Company data, Janney Estimales




Cash flow and capex. American is using internally generated cash flow as well as new equity and debt to fund its capital
investment program, The $400 million in capex spent in the first half 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 million 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 cquity capital raised in June and ongoing debt issuances, a typical financing plan
for water utilitics.

RECENT RATE ACTIVITY: American sccured $12.5 million in new annualized revenue through general rate cases in the
second quarter, primarity from a $10 million Kentucky case effective June 1. 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 Iowa, the company has impiemented $6.8 million in interim rates subject to
refund pending final case approval. The most recent significant cases request 12%-12.25% allowed ROEs. We believe the
higher requests reflect the higher equity risk we are now secing in the financial markets, and allowed ROEs may be trending
upward slightly from the 10.0-10.2% average we've typically scen in the last couple of years. As a reminder, we typically
expect to see awards averaging about 60% of requests.

File Water/ Req.
State Date  Sewer Region % Inerease § Increase (M) Docket # ROE  Status Summary
NJ DSIC Mechanism N/A NZA WOO0B050358  N/A  Delayed al July 29th meating.

5A/08

Sewer

alR4i08

IN 4730009 Discovery phase

American Water Works

1A 4150009 0% Discovery phase

OH 5709 Walera  Multiple 71%-78% $9.8M 09-391-WS-  12.20% Discovery phase

Sewer AlR )

Meltio“E: 855 avera 12:25% Djscbvery phase

AZ 7208 Water&  Muliple N/A "3206 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) gqualifying 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 Utilities (BPU) delayed approval
of the surcharge. At the same time 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 to be
unrelated to the DSIC filing and more a function of the time lapsed since the last audit in 1997.

EARNINGS QUTLOOK:

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 to 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 1o 54% from 56.1% in the same period last year, ahcad of our forecast. We expect to see
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 quarter was commercial paper and revolving credit borrowings that carried Jow
interest rates of 25-100 basis points. With longer term debt issued to pay down the short term loans, the interest expense

Tratted Adriaen for e eativnn



should pick vp 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 ifs pace of rate cases 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 see & resumption 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 cutsourcing in
‘recent months, While transactions take time to develop, we continue to believe this part of American Water's business hag
significant growth potential over the next scveral years. For the first six months of 2009, revenues in the segment were
down stightly year over year, to $122 million from $128 million, but EBIT contribution improved to $10.1 miilion from $9.3
million last year on better operating margins.

SECOND QUARTER REVIEW:

Revenve. American posted revenue growth of 4% in the second guarter to $613 million. This growth came despite a 5.5%
volumetric usage decline, including a 16% decline in the industrial customer class, which makes up about 5% 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 miltion 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 flat due in part to the
decreased send-out, leading to an improved efficiency 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 ycar. Employee costs were up slightly, driven by increased pension costs. Notably the “other” cost line
item jumped $6.8 miltion, about half of which is related to a one-time charge for disallowed rate case expenses in California
along with overall higher rate case costs associated with the increased number of filings. We now anticipatc a 7% increase in
cmployce costs in 2009, driven mainly by pension expense.

Pension expense. We had expected American’s pension expense to grow in 2009, and this was evident in the 30% year over
year increase in the second quarter. The jump in 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 regufatory process but the increased costs remain a drag on margins this year,

Depreciation & Amortization. Depreciation as a percentage of revenue increased to 12% from 11.4% and in absolute terms
increased 8.8%. We expect depreciation to increase 8.5% in 2009 as a result of robust capital spending but remain stable as a
percentage of revenug,

Growth. Americaif’s acquisition of four township water systems outside of Trenton, for $80 million is still pending, With
the timing of closirg stil] unclear, we have assumed a modest penny enhancement to 2009 EPS, although this coutd 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 also growing in New Jersey in Pine Hill {pipeline extension), Warren
Township {3 treatment 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 $0.2]1 from $0.20; payabie
September 1™, This is the company’s fifth dividend payment and first increase since the IPO. We expect the company o
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 utility in the U.S., serving approximately 15.6 miilion people
in 32 states across the U.S. & Ontario, Canada. Its 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 rescarch report, hereby certify that all of the
views expressed in this rescarch 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 I
expressed in this research report,

Janney Montgomery Scott L1.C ("JMS") Equity Research Disclosure Legend

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

JMS 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.

IMS may seck compensation for investment banking services from the subject company (ies) AWK security in the next 3
months.

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

Definition of Ratinus

BUY: Janney expecls,"t'nat the subject company will appreciate in value. Additionally, we expect that the subject company will
outperform comparable 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. Investors may add to 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 value and will undetperform comparable companies
within its sector.

Price Charts

Rating and PricéTarget History for: Ametican Water Works (AWK) as of 08-06-2000 |

06/02/08
LB .o

LS = 24

= HWJ‘ W J -L‘M .

18

16

Q3 [+ Qz Q3 Qi Q2 a3 [~} Qz
2007 2008 2008

Crealed by BlueMatrix

Janney Montgomeyy Scott Ratings Distribution as of 6/30/09




iB Serv./Past 12 Mos.

Rating - Count Percent Count Parcent
BUY [B] 136 51 11 8
NEUTRAL [N} 125 47 5 4
SELL [S] 5 2 0 0.00

*Percentages of each rating category where JMS has performed Investment Banking services over the
£ 2 g
past 12 months.

Other Disclosures

Investment opinions are based on each 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 sell 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 entire research report, which provides a more compiete discussion of the analyst’s views.

This research report is provided for informational purposes only 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 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 securitics mentioned and may make purchases or sales of such securities from time to time in the open market or
otherwise and may sell to or buy from customers such securities on a principal basis Supporting information related to the
recommendation, if any, made in the research report is available upon request.
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American Water Works AWK, AWK US

Price: $20.00
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2Q09 Beat Excluding a Negative Weather Impact
Should Lift AWK Shares - ALERT

« Headline 2Q09 beat, especially after normalizing for we‘ather, but Electric Utilities
reduced volumes may continue to worry investors, American Water Andrew Smith"®
Works rfaported solid 2Q09 results of $0.32 per share, about in iim? with (1-713) 216-7687
expectations, The company noted, however, that the 5.5% decline in andrew.1.smith@jprorgan com
ov‘erall 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 portion (1-212) 622-0549
of the $0.08 impact is in fact related to weather vs. fundamental stefka.g.gerova@jpmergan.com
weakness in sales volumes due to a weak economy, it is clear that AWK Raguel Antonious
would have beat expectations absent the unusually wet weather in the (1-212) 6220144
current quarter, and we expect investors to disregard the weather impact, raguiel.s.antonious@jpmorgan.com
as weather is mean-reverting. We also caution that investors will likely J.P. Morgan Secuities (n.

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 trading tfomorrow, and
would look for additional color on water sales trends on the company’s
conference call,

-4

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 resolution of additional rate cases in its
regulated ufilities, and regulatory actions drove a $0.17 EPS uplift vs.
2Q08, $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 our 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 continue to hold the
line on expenses at the same pace for the balance of the year.

¢ Conference 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: 877-941-6011; pass code: 4120496,

See page 2 for analyst certification and important disclosures.

J.P. Morgan does and seeks fo do business with companies covered in its research reports. As a result, investors shoud be aware that the firm may
have a conflict of interest that could affect the objectivily of this report. investors shouid consider this report as only a single factor in making their
Investment decision.

www.morganmarkeis.com
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Analyst Certification:

The research analyst(s) denoted by an “AC™ en the cover of this report certifies (or, where multiple research analysts are primarily
tesponsible for this report, the research analyst denoted by an “AC” on the cover or within the document individually certifies, with
respect Lo each security or issuer that the research analyst covers in this research) that: (1) all of the views expressed in this report
acciralely 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 analyst(s) in this report.

Important Disclosures

*  Client of the Firm: American Water Works is or was in the past 12 months a client of IPMSJ; during the past 12 months, JPMSI
provided to the company invesiment banking services, non-investment banking securities-related service and non-securities-related
SErvices.

*  Investment Banking (past 12 months): IPMSI or its affiliates received in the past 12 months compensation for investment banking
services from American Water Works.

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

s Non-Investment Banking Compensation: IPMSI 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
produets or services other than investment banking from American Water Works.

American Water Works (AWK) Price Chart
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Source: Reuters and J.P. Morgan; price ¢ata adjusted for steck splits and dlvidends.

tnitiated coverage Jun 4, 2008, This chart shows J.P, Mergan's ¢ontinuing coverage of this steck; the current analyst
mzy or may not have coverad it over the entire peried,

J.P. Mergen ratings: OW = Overvaight, N = Nautral, UW = Underweight.

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

J.P. Morgan uses the foliowing rating system: Overweight [Over the next six to twelve months, we expect this stock will outperform the
average total return of the stocks in the analyst’s (or the analyst’s team’s) coverage universe.] Neutral [Over the next six 1o twelve
months, we expect this stock will perform in line with the average 1otal return of the stocks in the analyst’s (or the analyst’s team’s)
coverage universe.] Underweight [Over the next six to twelve months, 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 sector
and/or country shown on the cover of cach publication. Sce 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), Dominjon Resources (D), Duke Energy Corp. (DUK), Dynegy, Inc. (DYN), Edison
International (E1X), Entergy 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 Resources Inc (PNM), Pepco Holdings (POM), Pinnacle West Capital Corp (PNW), Portland
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General Electric Co. (POR), Progress Energy (PGN), RRI Energy, Inc (RR1), Sempra Energy (SRE), Southern Company
(80), UIL Holdings Corporation (UIL), Unisource Energy (UNS), Vectren Corp (VVC), Westar Energy Inc (WR),
Wisconsin Energy Corp (WEC)

4.P, Morgan Equity Research Ratings Distribution, as of Junc 30, 2009

Overweight  Neatral  Underweight

{buy) {hold) {scll)

JPM Global Equity Research Coverage 36% 46% 18%
IB clients* 55% 36% 42%
IPMST Equity Research Coverage 36% 52% 12%
I3 clients* 77% 72% 60%

*Percentage of investrment banking clients in cach rating category.
For purposes only of NASD/NYSE ratings distribution rutes, our Overweight rating fafls into a buy rating category; our Neulral raling falis into a hald
rating calegory; and our Underweight rating falls into a sell rating category.

Valuation and Risks: Please see the most recent company-specific research repori for an analysis of valuation methodology and risks on
any securities recommended herein. Research is available at hitpr/’www.morpanmarkets.com , or you can contact the anatyst named on
the fronf of this note or your L.P, Morgan representative,

Analysts' Compensation: The equity rescarch analysts responsibie for the preparation of this report receive compensation based upon
various factors, including the quality and aceuracy of research, client feedback, competitive factors, and overal! firm revenues, which
include revenues from, among other business units, Institutional Equitics and investment Banking.

Other Disclosures

J.P. Morgan is the global brand name for J.P. Morgan Securities Inc. (JPMSI) and its non-US affiliates worldwide.

Options related resedrch: If the information contained herein regards options related research, such information is avaitable only 1o persons who
have received the proper option risk disclosure documents. For a copy of the Option Clearing Corporation’s Characteristics and Risks of
Standardized Options, please contact your J.P. Morgan Representative or visit the OCC's website at
hip:/fwww.optionsclearing.com/publications/risks/riskstoc.pdf.

Legal Entities Disclosures

U.8.: IPMSI is a member of NYSE, FINRA and SIPC. J.P. Morgan Futures Inc. is a member of the NFA. JPMorgan Chase Bank, N.A. is a
member of FDIC and is authorized and regulated in the UK by the Financial Services Authority. UK.: J.P. Morgan Securities Lid. (JPMSL} is a
member of the London Stock Exchange and is authorised and reguiated by the Financial Services Authority. Registered in England & Wales No.
2711006. Registered Office 125 London Wall, London EC2Y 5A), South Africa: J.P. Morgan Equities Limited is a member of the Johannesburg
Securities Exchange and is regulated by the FSB. Hong Kong: J.P. Morgan Securities (Asia Pacific) Limited (CE number AAJ321) is reguiated
by the Hong Kong Menetary Authority and the Sccuritics and Futures Commission int Hong Kong. Korea: J.P. Morgan Securities (Far East) Ltd,
Seoul branch, is regulated by the Korea Financial Supervisory Service. Australiaz J.P. Morgan Australia Limited (ABN 52 002 888 G11/AFS
Licence No: 238188} is regulated by ASIC and J.P. Morgan Sccurities Australia Limited (ABN 61 003 245 234/AFS Licence No: 238066) is a
Market Participant with the ASX and regulated by ASIC. Taiwan: J.P.Morgan Securities (Taiwan} Limited is a participant of the Taiwan Stock
Exchange (company-iype) and regulated by the Taiwan Securities and Futures Burcau. Fndia: 1.P. Morgan India Private Limited is a member of
the Naticnal Stock Exchange of India Limited and Bombay Stock Exchange Limited and is regulated by the Securitics and Exchange Board of
India. Thailand: JPMorgan Securities (Thaitand) Limited is a member of the S1ock Exchange of Thailand and is regulated by the Ministry of
Finance and the Securities and Exchange Commission. Indonesia: PT 1P, Morgan Securities Indonesia ts a member of the Indenesia Stock
Exchange and is regulated by the BAPEPAM, Philippines: J.P. Morgan Sccurities Philippines Inc. is a member of the Phitippine Siock Exchange
and is regulated by the Securities and Exchange Commission, Brazil: Banco J.P, Morgan S. A, is reguiated by the Comissao de Valores
Mobitiarios (CVM) and by the Central Bank of Brazil. Mexico: J.P. Morgan Casa de Boisa, 5.A. de C.V., J.P, Morgan Grupo Financiero is a
member of the Mexican Stock Exchange and authorized to act as a broker dealer by the National Banking and Securities Exchange Commission.
Singapore: This material is issued and distributed in Singapore by J.P. Morgan Securities Singapore Private Limited (YPMSS) {MICA ()
1320172009 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) and/or JPMergan Chase Bank, N.A., Singapore branch (JFMCB Singapore) which is regulated by the
MAS, Malaysia: This.material {s issued and distributed in Mataysia by JPMorgan Securities (Malaysia) Sdn Bhd (18146-X) whichis a
Participating Organization of Bursa Malaysia Berhad and a holder of Capital Markets Services License issued by the Securities Commission in
Malaysia. Pakistan: 1 P. Morgan Pakistan Broking (Pvt.) Ltd is a member of the Karachi Steck Exchange and regulated by the Securities and
Exchange Commission of Pakistan. Saudi Arabia: J.P. Morgan Saudi Arabia Lid. is authorised by the Capital Market Authority of the Kingdom
of Saudi Arabia (CMA) (o carry out dealing as an agent, arranging, advising and custody, with respect 1o securities business under licence numiber
35-07079 and its registered address is at 8th Floor, Al-Faisaliyah Tower, King Fahad Road, I.O. Box 51907, Riyadh 11553, Kingdom of Saudi
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American Water Works, Inc.

(AWK-NYSE)
Rating/Risk: ‘Qutperform/High
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.

Investment Conclusion: American Water Works offers investors the rare combination
of above average growih and a discount valuation, and coupled with a robust dividend
vield, AWK shares offer a compelling risk-adjusted total veturn opportunity. American
Water's earnings growth will be driven by its ongoing program of rate filings. as
management secks to bring the company's return on equity back into fine with industry
averages gfter a period of scarce rate case activity. As this “turnaround” story plays
out, American Water Works' earmings ave likely 1o expand at a pace exceeding
industry averages before ultimately settling into a more stable patiern of consistent
growth. Despite the company’s growth prospects, however, many inveslors remain
concerned about a perceived “overhang " issue, as majority shareholder RWE AG has
signaled its intention to further reduce s stake in the compary. In our view, such
concerns are a major factor in AWK shares’ discount valuation relative 1o peers. We
believe that this issue will run its course as RWE further reduces ils stake, and that this
valuation 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
tag” issue, as consumption declines are “trued up” at the next rate proceeding.
« RWE’s “overhang” on AWK shares is likely to dissipate significantly over the next
6-12 months, sefting the stage for potentiatly meaningful P/E multiple expansion.
« Overall, we continue to believe AWK shares offer a compelling risk-adjusted total
return opportunity for long-term investors, and we reiterate our Quiperform rating,
Fundamental & Valuation Data

2608A e 2009E 2010E  womumennme
Current Prior  Consensus Current Prior  Consensus

Mar. $0.11 $0.19 $0.19 - A 8621 $6.20 -
Jun. $0.28 $0.32 $0.29 - A §$6.33 $0.34 -
Sep. $0.55 $0.52 $0.56 - £ $0.59 $0.60 -
Dec. 30.23 $0.32 $0.31 - E  $0.37 $0.36 -
Year $1.17 $1.35 $1.35 5132 E $1.50 §$1.5¢ $1.45
Revenue $2,336.9 $2,527.8 §$2,5489 §2514.0 $2,715.2  $2,7175 $2,689.0
EBITDA $834.4 $953.8 $938.5 $1,051.5  $1,040.5
P/E 17.1x 14.8% 15.2x 13.3x
EV/Revenue 3. 3.4x 32x
EV/Ebitda 10.3x 9.0x 8.2x

*EPS estimates are non-GAAR

Industrials
Market Data
Current Price: $20.00
52 Week Range: $23-3%16
12 Month Target: 326
Marketl Value {MM): $3,491
Shares Qutstanding {MM): 174.6
Institutional Holdings: 33.5%
Avg Daily Volume {Th): 814
Dividend: $0.84
Dividend Yield: 4.2%
Capitalization
Book Value / Share §23
Cash / Share $0
Long-Term Debt / Cap'l: 56.0%
Fundamental Summary
3.-¥r. Hist, Rev CAGR: -
2-Yr. Fwd. EPS CAGR: 9%
ROE 2008A; 6%

Sourge: Baseline & B&S

Description

Serving a population of over 15 million
and operating in 32 states, American
Water Works is the largest water utility
services company in the U.S. Founded
in Pennsylvania in 1850, the company is
headguartered in Voorhees, NJ.

Ryan M, Connors
610.832.5217
reonnors@boenningine.com

Michael G. Roomberg
610.862.5337
mroombergi@@beenninginc.com
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Key Points in Detail:

« 20Q09 earnings exceed our estimate as higher rates offset lower volumes. American Water
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® ability to continue delivering on its robust
rate relief program, as well as its focus on disciplined cost control, 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
trrigation, 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 into 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 docket 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 filings. 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 1llinois,
$58 million in Pennsylvania, and $47 million in Indiana, among others. As American Water
continues 1a 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 met investing in AWK shares is that major shareholder
RWE’s stated intention to liquidate much of its position will put a persistent “ask™ over the
stock, precluding 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 IPO), 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 fead investors to recognize
that this issue is in its twilight — enabling potentially meaningful P/E multiple expansion.

AWK shares offers attractive risk-adjusted total retwrn opp’ty. With valuations for many
water utilities already at a significant premium fo 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 Ametican 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 conservative in refation to peers such as AWR (21x) and WTR (20x).

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

Revenue increased 4%
from a year ago, as $47
miltion in rate relief offset
a $24 millicn decline due
to lower 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 rarity
among waler ulifities: A
compelling "multiple
expansion” based slory.



American Water Works, Inc, Quarterly Income Statement, 2009 Boewring & Scattergood, Inc

1099 Yy 2009 YrY 3Q09E Yry 4Q09E Yy FY2009E Yy

Revenue:

Regulated Utility Sales $492,598 9.6% $554,948 $630,586 4.5% $580,796 4.5% $2,258,92% 5.8%

Non-Regulated Revenue 57,672 -5.9% 64,238 70,9315 -4.0% 74,803 -4.0% $267,528 -4.5%
Total Operating Revenue 550,170 8.6% 612,740 4.0% 696,402 3.6% 668,518 17.6% 2,527,829 8.2%
Operating Txpenses:

Operations & Maintenance 314,402 330,597 348,201 371,027 1,304,227 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} (352)
Total Operating Tixpenses 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% 655,713 164%

Operating Margiv 20.8% 257% 31.3% 24.8% 25.9%
Other Income:

Interest, Net (71.979) (73,688) (76,000) {80,000) (301,667)

Other, Net 1,114 {1,409) 800 800 1,305
Totat Other Income (67,1387 1.4% (73.066)  6.1% {70,700 7.0% (74,700)  15.9%  (283,604)  7.5%
Pre-Income Tax Incosme . 47,492 254.0% 86,126 13.8% 147,601 1.53% 93,890 40.6% 372,309 24.3%
Taxes 17,547 34,137 56,088 34,538 142,311

Tax Rate 36.9% 39.6% 38.0% 38.0% 38.2%
Net Income 29,945 71.0% 51,989 14.3% 91,513 3.8% 56,352 54.8% 229,799 22.5%
Earnings Per Share $0.19 70.9% $0.32 11.9% 50.52 -5.1% $0.32 41.6% $1.35 15.2%
Shares Qutsanding (Dilwed} 160,011 163,301 175,000 175,000 168,328

*Segment vevenue figires preliminary, pending release of 10Q
American Water Works, Inc, Quarterly Income Statement, 2010E Boenning & Scattergeod, Inc
1Q10E Yy 20Q10E Yiy 30108 Yiy 4Q90E Yy FY2010E Yy

evenue:

Regulated Utility Sales $532,000 8.0% £599,344 8.0% $681,033 8.0% $627,260 8.0% $2,439,643 8.0%

Non-Regulated Revenue 59,875 £.0% 66,808 4.0% 73,752 4.0% 77,795 4.0% 278,230 4.0%
Total Operating Revenue 587,678 6.8% 659,190 7.6% 749,277 7.6% 719,607 7.6% 2,715,152 7.4%
Operating Expenses:

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

O&M Ralie 55.3% 54.0% 49.5% 55.0% 53.3%

Depreciation & Amortization 75,000 80,000 80,000 80,000 314,000 5.7%

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

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

Operating Margin 22.9% 25.7% 32.5% 26.2% 27.1%
Cther Income:

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

Other, Net 1,280 1,200 1,200 1,260 4,800
Total Other Income (77.800) 15.5% (77.800) 9.5% (77,550) 9.7% (77,550} 3.8% (310,700} 9.6%
Pre-Income Tax Income 57,042 20.1% 91,677 6.3% 165,985 12.5% 111,153 22.3% 425,758 14.4%
Taxes 20,535 32,968 54,755 40,015 153,273

Tax Rale : 36.0% 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 $0.21 11.5% $0.33 2.3% $0.59 12.8% 50.37 16.3% §1.50 11.3%
Shares Outsanding {Diluted) 175,000 180,000 180,000 190,000 183,250




Disclosure Appendix

Rating and Price Target History:
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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 ali of the
following risk factors, among others, may adversely affect the company’s stock price:
Commodity 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 wilf be
directly or indirectly related to 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 profitabiity, which
includes revenues from investment banking. Boenning & Scattergood expects to receive or
intends to 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 public offering of
the subject company’s securities in the past 12 months.



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

s Quiperform (Buy): The security’s total return over the year or fonger is expected to exceed the total
return of the S&J 5007 over the identical periad,

e Neutral {Hold): The security’s total return over the next year or longer is expected to be roughly
equivalent to the 1otal retwmn of the S&TP 5007 over the identical period.

o Underperform {Sell): The security’s lotal return over the next year or longer is expected to be less
than the total return of the S&P 500™ over the identical period.

Qur four-tier risk ratings are based on a mix of price volalility and fundamental factors relative to the
market and peer group..

¢ Low: Fhe securily has higher-than-average fundamental predictability and/or lower-than-average
price volatility.

s Moderate: The security has average fundamental predictability and/or average price volatility.

s« High: The security has lower-than-average fundamental predictabifity and/or higher-than-average
price volatility.

s Speculative: The securily has very inconsistent fundamental predictability andfor very high relative
price volatility.

i

Ratings Distribution (6/30/09):

% of Envestiment % of
Coverage Universe Universe Banking Clients (a} Rating Group
Outperform (Buy) : 56% Qutperform (Buy) 5%
Neutrat (Hotd) 44%, Neutral (Hold) 0%
Underperform (Self) 0% Underperform (Sell} 0%

(a) 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 seeks to do business with companies covered in its research reports.
As a result, Investors should be aware that they firm may have a conflict of interest that could affect the
objectivity of this reporl. This report is not a complete analysis of every material facl representing company,
industry or security mentioned herein. The information has been obtained from sources believed retiable, but
is not necessarily complete and is not guaranieed. The reports are prepared for general information only 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. It is recommended that Investors seck financial advice regarding the
appropriateness of investing in any securities or investmeni strategies discussed in any report and should
understand that statements regarding future prospects, camnings cstimaies and forecasts may not be realized.
This communication shal! not be deemed to constitute an offer, or solicitation on our part with respect to the
sale or purchase of any securities. Securities and financial instruments mentioned herein may not be qualified
for sale in all states. Opinions are subject to change without notice and reflect the opinion at is original date
of publication. Boenning & Scattergood may have issued a trading opinion that may have identified a shont
term {rading opporiunity that may differ from the analyst’s stock rating which is based on the expected return
over a 12-month period. Boenning & Scattergood may trade for their own accounts as market maker, may
have a long or short position in any securities of this issuer or related investments, and/or may be the opposite
side of public orders. This firm or its officers, dircctors, stockhoiders, employees and clients, in the normal
course of business, may have, acquire or sell a position including options, if any, in the securitics mentiened.
Bocenning & Scattergood may also acl as underwriter, placement agent, advisor, or jender to an issuer
mentioned herein.
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American Water Works Company, Inc. (AWK-$19.35)
Meeting Expectations; L.aying Groundwork for Growth

Cempany Statistics Financials
Price 51933 FYE Dec Z00TA 2008E 2609E
Macket Capatatization {M) $3.0952 £Ps: Shig st17 o st
Average Daily Volwme {1-month) 495,730 Prior EPS - - $1.45
Davidend: S040
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Raviag BUY Q3 5059 5055
Q4 S0.27 S0.28 -
P/I2 Ratio: f6.dx 16.5x 13 2x

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 ability to complete
rate increases, as the lion's share of revenue prowth was genernted from rate relief, While uncooperative weather
masked revenue and earnings improvement this quarter, we expect the higher rates to fali to the bottom line and
boost the company's retun on equity in coming quarters. We continue to believe American Water can generate
double-digit earnings growth in 20092011, as it works through ils backlog of pending rate cases, While keeping a
close eye on {he credit markets, the company remains focused on increasing its rale base through a strong capital
mvestment program and tuck-in acquisitions, as well as expanding its non-regulated contract services segment.
While American Water continues 1o suffer from overhang associnted with RWE’s ownership, the company is
executing on its strategy. We believe the stock is substantially undervalued at its current level and maintain our
BUY rating and $26 fair value,

KEY POINTS:

*  Third Quarter ResulMts. American Water reporled third quaster earnings of $0.55 per share, a penny ahead of
our recently revised estimates, which we had trimmed because of unfavorable weather. The company said it
carned 30.50 per share in the prior year quarter, excluding a large goodwill write-down; we had been carrying a
50.59 number for last year, backing out unusuaily high Sarbanes Oxley compliance costs that were incurred last
year in preparation for the IPO.  As we had expected, wet weather in the Midwest hampered results as
consumption fell 4.8% year-over-year. Management said the reduced revenue was about a $0.04 drag on
quarterty earnings.

*  Focus an Regnlatory Activity, Awmerican received $27 milion in new rates in the third quarier, and has
received awards worth $74 miliion year to date. The company has $268 million in additional rate cases
pending in ten stales. In particutar, we are closely tracking the company’s $125 mitlion rate case in New
Jersey, as well as pending approval for the $300 miltion proposed acquisition in Trentan, NJ.

*  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 1o below 50% before the
end of 2008; however, RWE recently said it would no longer tie its planmed year end dividend payment to a
sale of AWK years, giving it flexibility on timing for an additional transaction. We believe RWE s likely to
wait for the volatility in the US stock market to ease before returning to market. As a reminder, the German
utility agreed to exil its entire AWK position within 24 months {by April 2010) as a condition of some state




approvals for the IPO, but it is not mandated to reduce its stake below 50% by any specific time. American
Water has previously indicated that it weuld need 1o issue equity in 2009 to finance part of its 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 if access (o debt and equity markets deteriorates further. The company did file a $50 million debi offering
on Nov, 7™,

«  Capital Spending. American Water has spent $715 million on capital expenditures year-to-date; our forecast
for the year las been aboui $950 million. The company has generated $393 million in cash flow from
operations year 10 date, up S63 million from last year. Management indicaled that the preliminary capex
budget for 2009 is $850-870 million, but it is prepared to adjust downward a little if necessary,  American
Water's five ycar capital spending plan remains $4.0-4.5 billion to replace infrastructure and support
anticipated customer growth,

¢+ Liquidity. Management said on its conference call Thursday that it believes it has some additional flexibility
an the debt side before it needs to issue equity; accordingly, the company filed for an offering of $50 million,
30-year senior noles on Friday - a small addition to its $5.1 billion in net debt as of Sept. 30th. There was a
period in September when the company was unable to issue commercial paper, requiring the company to rely
on its credit lines for short-term needs, which currently have about $600 miltion of capacity, Management 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 Fort Hood Arny Installation in Texas is valued at $329 million and
Fort Polk, Louisiana, is estimated to be $348 million, Similar to a reguiated utility, the contract is subject to
periodic price re-determinations (rate increascs) every two years. The company said it expecls to incur some
start-up costs in Q4 but that its overall program is on track and meeting internal profit expectations.

¢+ Estimate Revisions, We maintain our 2008 estimate of $1.17 and have slightly increased our 20609 estimate to
$1.47 from 51.45, due to depreciation expense adjustments. There continue o be an unusually wide range of
estimates for American Water next year; our cstimate is near the middle of the $1.34 o $1.55 range. Afler a
relatively flal 2008, impacted by unfavorable weather and some reinvestment in the employee base post PO,
we expect earnings in 2009 1o rebound 25% as new rate case contributions falk 1o the bottom line,

VALUATION SUMMARY: Although American conlinues {o trade below its Aprit 1PO price, the stock has
managed to avoid the deep declines witnessed by some of its peers. Year-lo-date the shares are down about 5%,
compared to 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 to the RWE overbang. The turbulent
market has created further uncertainty vegarding RWE’s planned sale of its 60% majority stake, but we continue 1o
believe this investor concern will be tempered in the coming year as RWE’s ownership position is likely 1o be
reduced.

. American Water Works (AWK) .. Gurront Data Points 18,03
A - " ice .
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On a P/E basis, American trades at only about 13x our 2009 estimate, compared to lhe current peer group average of
18.8x. On an EV/EBITDA basis, the company trades at 8. fx our 2009 EBITIDA cstimates vs. the group average of
8.7x. On a price/book basis, the stock is cwrrently trading befow 1x on “adjusted shareholder cquity” {including a
portion of goodwill that is caplured in vate basc), a large discount to the group average of 1.7x book value.

We estimate thal ROE on adjusted equity shoukd 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 full ROE is the real goal for
American over the next three to five years and will uitimately be the share price driver, in our view. Qur recently
reduced fair value target of $26 implies a P/E of about 18x our 2009 estimate, and an EV/EBITDA muitiple of
approximately 9x, stitl a discount to our targel valuation for peers in the space. Once RWE has fully exited, we
believe the discount will dissipate,

ANOTHER GOODWILL IMPAIRMENT CHARGE POSSIBLE IN 4Q

As American Waica navigated the 1PO process, the company took impairment charges in three ol‘ the last five
quarters, as it adjusted the value of goodwill based on updated assessmems As of September 30", the company still
had $1.7 million of goodwill on its balance sheet.

Q07 4Q07 1Q08
AWK Impairment Charges $243.3 $277.5 $738.5

The annual impairment test will be undertaken again on November 30th, The 10Q and recemt debi filing contain
updated language on the subject of goodwill, providing some insight on the impairment test and what factors are
considered:

“These {jactors] include markef price declines such as levels experienced during October 2008, a
decling over a period of time of the Company's stock price. a decline over a period of time In
veluation pudtiples of comparable wener wrilities, and the lack of an increase in the Company's
warket price consistend with increases in the carvying value or ta a level consistent with its peer
companies, o decline in the forecasied resulls in the business plan, such as changes in rage case
vesults or capital investument budgets or changes in owr interest rates, may also result in an
incremented impairment charge ™

However, it remains unciear how the parameters are weighted or how a further hmpairment would be calculated,
Clearly the price of the stock and the valvation multiples of peer companies 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. (The closing price on Sepl. 30 was $21.50, the same as the 1PQ price.) Along with the market, the share
price has been volatile since, briefly dropping below 318; however, this volatility in hself dees not represent 2
Iriggering event, as the testing process is also partially forward-looking. So far, the company’s business plan
oullook and rate case resulis appear to be on target, and its capital spending program is currently unchanged, though
the cost of capital spiked up at least temporarily earlier this fall.

Adding all of these factors together, it seems possible that an additional goodwill impairment charge could be taken
in the fourth quarter, primarity driven by lower share prices for AWK and other water utititics. However, we
believe the company can manage a somewhat lower fevel of shareholders equity {currently al 45%) and remain
within parameters required by stale regulators, On the debt side, we believe rating agencies will be moere focused on
EBITDA and interest coverage ratios than the debt/equity ratio per se.  Given ils ability to move rate cases through
the process so far, the company showld see strong EBITDA growth in the coming year.




REGULATORY UPDATE:

3Q Rate Awards. American Water Works received 327 miltion in new rates in the third quarter, mainly due to &
$21.6 million award in Uinois and two smaller awards in Virginia and Tennessee, bringing its total new rate awards
e $74 million since January, Infrastructure surcharges have been enacled iy Pennsylvania, Indiana, Missouri, and
Hlineis, contributing an additional $12.3 million in annualized increases.

Pending Rate Cases. Currently, the company has 3268 million in additional rate cases pending in ten states, With
awards typically coming in at 55%-65%, we would expect about $145-8175 miflion in new relief to take effect over
the next 12 months. The largest rate progeeding is the $125 million request in New Jersey, which we expect to 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 New Jersey American and the commission staff are still in settlement discussions, Once the two
parties reach a sertlement, the case will go 1o an Administrative Law Judge (ALI) for approval before final signoff is
granted by the Commission. Historically the rate review process takes {1-12 months in New Jersey, consistent with
the timeline of this case, which was filed in January 2008,

Trenton Acquisitien Approval, The proposed acquisition of four suburban Trenton systems is tied with the NJ
rate case. As we have noted previously, American Waler proposed 1o pay 5100 million for the sysiems, based on its
assessed valuation, but stipulated that its ultimate purchase price would be no higher than what the BPU allowed
into rate base for the systems. Opposition to the {ransaction from activisls concerned about rate increases has
created increased media attention.  In mid-Oclober a city official was quoted as saying the transaction is “all bt
dead”, but that assessment appears 1o be premalure, as negotiations ave still ongoing. Both partics, numerous
interveners, and the BPU will need to come to agreeable ternis on the acquisition in order to complete the rate filing,
50 we expect some news before year end, though the two matters could be separated if need be.

The following chart provides an outline and status for American’s key pending cases, excluding small cases (below
$5 million/each) in Hawaii, New Mexico, and Pennsylvania,

$ Increase  Reguested
State  File Date % Increase {M} ROE Status Summary
NJ 114/2008 23% $125.0 11.50%  Case suspended for public advocale. Public hearings are engoing.
CA  1/30/2008 83.47%, $44.4 11.50%  AlJ Bushey was assigned to the case and lhe 3 dockels were
6.3%. 6.4% consclidaled.
MO 331/2008 26.4% & $49.8 11.28%  Prehearings held in April, Proposed schedule indicated evidentiary
28.7% hearings in Ocl. and Nov,
PA 47282008 111% sa.7 11.50%  The proceeding is still in the discovery phase.
WV 53072008 12% $14.7 11.75%  Case suspended until 3-26-2009.
OH  11/13/2008 6% $5.5 11.25%  Company direct leslimony and numerous complaints filed. Ongoing
hearings, Final degision was expecled 10-15-2008.
KY 1073472008 NA $18.5 11.50% Recenliy liled
AZ 5/1/2008 26.4%- $20.0 11.75%  Currently in data request phase (c&nsumer commaents).
169%




THIRD QUARTER REVIEW:

EFS, American Water reporied third quarter earnings of $0.55 per share, a penny ahead of our expectations and the
consensus cstimate of $0.54. As expected, wel weather in the Midwest negativety impacted results, as consumption
feil 4.8% year-over-year, irimming about $0.04 from EPS.

Revenues. Consolidated revenue increased 6.2% over the same period in 2007 to $672.2 million, in line with our
expectation, mainly due to $43 million in new rates, offset by an $11.4 million decrease associated with reduced
customer consumption. Revenue in the reguiaied business was up 3.5%, while the unregulated services business
grew FL3%, with an additional $7.6 miilion in revenues from contract operations and §1.7 miilion from the
homeowner services segment.

Operaling Expenses. Consolidated operating expenses increased 4.2%, coming in a little below our expeciation.
The following chart breaks out the O&M expense fine items compared 10 last year and our expectations.  Waler
production costs were a littie below our forecast, due to lower consumplion levels. Employee related costs make up
the largest component of O&M cosls, as the company has been re-staffing up to meet growth plans and customer
service requirements, though the increase this quarter was less than we anticipated. Operating supplies & services
costs decreased 14%, ar $11.8 million, primarily the result of lower Sarbanes-Oxley compliance costs and the
absence of various pre-IPO costs. Maintenance wiaterials costs rose more than our forecast, mostly due to higher
emergency repair costs in the regulated business, Customer billing expenses increased dramatically, though the
absolute numbers are relatively small, mainly due to higher uncollectibie accounts expense in the regulated and
unregulated businesses related 10 the housing market slowdown, The company has imposed stricter turn-off and
collection practices for delinquent accounts.

Third Quarter Results American Water Works
(amounls in milfions, excepl per share data) % Change
EST/ Act. Vs,
3Q07 3Q08A 3QUSE YOY 3Q07 Est,
Total Operating Revenue $633.12  $672.19  $674.27 6.2% 6.5% -0.3%
Expenses
Proguction costs 83.50 84.09 85.63 0.7% 2.6% -1.8%
Empioyee-refated ¢osls 112.82 127.38 130.13 129%  154% -2 1%
Oparaling suppiies & services 83.94 72.15 7417 -14.0% -11.6% -2.7%
Maintenance materials 27.65 32.05 30.34 16.9% 9.8% 5.6%
Customar billing 8.62 13.45 12.81 55.9%  4B4% 4.9%
OCther 11.79 13.10 10.52 11.2% -10.8%  24.68%
Total Operation & Mainlenance 328.31 342.23 34361 4.2% 4.7% 0.4%

D&A. Depreciation & amortization decreased about 2% year-over-year, versus our expeciation of a 2,5% increasc.
D&A expense has been noving around over the last couple of quarters, as a result of adjustments caused by certain
siate regulalory classifications. We continue o expect depreciation cosis {o increase over the next two years, as the
capital expendilure program accelerates.

Credit Facilities:  American has access 10 unsecured revolving credit facilities of $810 million. As of September
30", 596 milkion of the total capacity was still available for borrowing and $132 million in commercial paper debt
was outstanding. The company has generated $393 million in internal cash year-to-date, $63 million over last
year's comparable level. The company filed for a $50 million, 30-year notes offering on November 7.




Third Quarter Results American Water Works
{amounts in millions, except per share dala) % Change
. Act, Vs,
Qo7 3Q08A JQOBE YOY Est.
Total Cperating Revenue $633.12 867219 §$674.27 6.2% -0.3%
Expenses
Production costs 83.50 84.09 8563 0.7% -1.8%
Employee-related costs 112.82 i27.38 130.13 12.9% -2.1%
Opevaling supplies & services 83.94 7215 7417 -14.0% -2.7%
Maintenance malerials 27.65 32.06 30.34 15.9% 5.6%
Cuslomer billing 8.62 13.45 12.814 55.9% 4.9%
Olhaer 11.79 1310 10.52 11.2% 24.6%
Totat Cperalion & Maintenance 328.31 342.23 343,61 4.2% <0.4%
Depreciation & Amortizalion 69.70 68.38 71.47 -1.9% -4.3%
General Taxes 47.09 49.38 50.53 4.9% -2.3%
{Gain} loss on sale of assels 0.71) 0.46 -
Impairment charges 243.35 - -
Totai Expenses 687.73 460.44 46561 -33.0% -1.1%
Income from Qperations (54.61) 241.75 208.68 -487.7% 1.5%
Operating Margin (%) -8.6% 31.6% 30.9% -465.2% 1.8%
AFUDC 2.03 4.44 360 118.0%  23.4%
Aliowance for borrowed funds used during const 0.85 297 1.85 2511%  60.5%
Amortization of debt expense (1.23) (1.60) (1.50) 30.5% 6.7%
Bividends on Preferred Stock of Subs. (0.06) (0.06) {0.08) -1.8% -1.8%
Other, net 1.36 0.88 -
EBIT (61.68) 218.39 212.56 -522.7% 2.7%
Adjusted EBIT* 187.40 21175 208.66 13.0% 1.5%
EBITDA 2671 280.1 280.1 9.0% 0.0%
EBITDA Margin % 40.6% 41.7% 41.5% 2.6% 0.3%
Interest Expense, net 68.74 72.68 71.00 57% 2.4%
income Before Taxes (120.40) 145.71 141.55 -221.0% 2.9%
Extraord. ltem--merger expenses
Provision for Income Taxes 39.72 57.55 55.21 44.9% 4.2%
Implied Tax Rate N 39.5% 39.0% 1.3%
Income (cont ops) {160.12) 88.16 86.35% -155.1% 2.1%
Income {ioss) on tiscontived ops - - -
Net Ihcome Available to Common {160.12) 88.158 86,348 -188. 1% 2.1%
One lime impairment charges, SOX and
divestiture costs, net of {ax 2008-07; 254.35 - -
impairment charges only 2008
Netincome, ex impairment charges $94.23 $88.16 _ $86,35 -6.4% 2.1%
EPS {fully diluted) $0.59 $0.55 $0.54 -6.4% 2.4%
Weighted Avg. Shargs 160.0 160.0 160.5 0.0% -0.3%

Source: American Walter Works and Janney Montgomery Scotl




EARNINGS OUTLOOK:

We are trimming our 4Q cstimate by a penny, to $0.28 from $0.29, accounting for higher anticipated expenses
refated 10 the start-up of the new military basc operations contracts at Fort Hood and Fort Polk. This compares to
pro-forma EPS of $0.27 last year, excluding goodwill charges and one-time pre-1P0 expenses. We assume revenue
growth of 8% and an improved operaling expense ratio, bul higher tax rates relative to last year's level, which was
impacted by the reported loss.

Overall, we believe American Water is in position Lo achieve 9-10% revenue growth in 2009 and 20% EPS growth,
showing ihe inherent leverage in the regulated waler wtility model, Our estimate is S1.47, tweaked up a couple of
pennies from 31.45 previously, due to a downward adjustment in depreciation expense. With its 2008 earned return
on equity likely to come in under 6%, Amcerican Water still has plenty of upside potential on earnings. We believe
American Water Works can show above seclor-average eanings growth over the next three to four years, as it
continues 1o win rate increases that will bring its earned returns closer to the reguiatory allowed rates of 10-119% in
most slates,

COMPANY DESCRIPTION: dmerican Water is the largest imvestor-owned water and wasiewater wility in the
U.S., serving approximately 13.6 mitlion people in 32 states across the US. & Qntario, Canada, fis privecry
business ax o regulated wilicy operation accownts for 90% of revenue, supplemented by small e growing non-
regulated busingsses.




IMPORTANT DISCLOSURES

Research Analyst Cervtification

Erch of the primarily responsible analysts for this research repart, Debra G. Coy and Heike M. Doery, centify that all
the views in this research report accurately reflect her personal views about any and all of the subject securities or
issuers, Mo part of her compensation was, is, or will be directly or indirectly, related to the specific
recommendations or views expressed in this research repert.

Janney Montgomery Scott LLC Equify Resenrch Riscloswre Legend November 160, 2008
Company Disclosure(s)
American Water Works Company, Inc. (AWK) 4,5,7,8

Janney Montgomery Scott LLC (“JMS”} Equity Research Disclosure Legend
I IMS is a market maker in the sccuritics of the company and may at any time hold a long or shorl position

in this security.

The research analyst primarily responsible for preparing this research repor! or a member of the research

anaiyst’s household bas a financial interest in the securities of the company in the form of a long position

in such securities,

3 The research analyst primarily responsible for preparing this research report or a member of the research
analyst’s household has a financial interest in the securities of the company in the form of options (O),
warrants (W), futures (F), and/or a shert position {S).
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q, IMS or an affiliate managed or co-managed a public offering of securities for the company in the past 12
months,

3. IMS or an affiliate reccived compensation for investment banking services from the company in the past
12 months.

6. IMS 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 scck compensation for investment banking services from 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 investiment
banking revenues.

0. IMES or an affiliate beneficially owns 1% or more of any class of conmmon equity securities of the
company.

H. An Employee or Director of IMS is an officer or Director of subject company.

1. Other:

Deflinition of Ratings
BUY Janney expects that the subject company will appreciate in value. Additionally, we expect thai the

subject company will culperform comparable companies within its sector.

NEUTRAL lanney believes that the subject company is fairly vatued and will perform in line with comparable
companies within its sector. lnvestors may add to current positions on short-term weakness and scll on
strength as the valuations or fundamentals become more or Tess attractive.

SELL fanney expects that the subject company will likely decline in value and will underperform comparable
compani¢s within its sector.
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Janney Mentgomery Scott Ratings Distribution as of Septemiver 39, 2008%
BUY NEUTRAL SELL

49% 49% 2%

*As a pereent of total coverage. See ralings definition above.

Janney Montgomery Scott Rafings of Investment Banlking Relationships ns of September 36, 2008%*
BUY NEUTRAL SELL

0% 4% 0%

*#Percentages of each rating category where JMS has performed Tnvestment Banking services over the past 12
months.

Other Bisclosures

Investment opinions are based on each stock’s 6-12 month return potential. Our ratings are not based on formal
price tarpets, however our analysts will discuss fair value andfor target price ranges in rescarch reporis, Decisions
1o buy or scll a stock should be based on the investor's investment objectives and risk tolerance and should not
rely solely on the rating. [nvestors should read carefully the entire research report, which provides a more
complete discussion of the analyst's views.

This research report is provided for informational purposes only and shall in no event be construed as an offer 1o
scH or a solicitation of an offer to buy any securitics. The information described herein is taken from sources
which we believe 1o be reliable, but the accuracy and completeness of such information is not guaranteed by us.
The opinions expressed lercin 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 securities mentioned and may make
purchases or sales of such securilies from time to time in the open market or otherwise and may seil to or buy
from customers such securities on a principal basis. Supporting information related to the recommendation, il
any, made in the reseavch report is available upon request,
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AMERICAN WATER WORKS Currency - USD
CO INC il Cinancial Metries
(AWK - USD 18.93) Capitalizadion junncial Metries
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Assel Base Drives Growth - Buy

American Waler is the largest water utility company in the US. The company serves about 15,6 million
people in 32 stales and Onlario, Canada.
We ate secommending American Waler Works as a Buy. We believe thal rising capital expendifures and
more frequent rate case flings shiould lead to oulsized earnings growth for he company sver the nexl 3-5
years. Management's currenl capex plan of $4-4.5 billion between 2007 and 2011 impliss aboul a 5.5%
growth rate in rale base. This, coupled wilh rate recovery from past invesiments should aliow the company
{o grow revenue 7-9% and earnings 10-13% over the nex! few years before slowing lo high single digil
earmings growth. Al 14.5x our 2009 EPS eslimate, AWK trades signilicantly below ils peers while It offers
onz of the most aliractive growlh opportunifies in the industry. We believe this is an allraclive entry point for
long-lerm investors.
Amercan Waler reported Q3 eamings:

o Revenue up 6.2% to $672 million due moslly o rale increases over the previous year.

o EPS {(exilems): $0.55 vs, $0.50: Margins expanded almost two percentage polnts on higher

revenue and slower growing expanses
o Growth in the non-regulated business, a small portion of the {olal, was strong al 11.5%, driven by
new contracis and expanded operations in homeowner services.

Outiook: The company has pending rate cases for an additional $267.6 miliion of revenue. It is unlikely thal
the company will realize all that il has asked for, butif it is awarded just half (which would be low), this
would lead to run-rate revenue growlh of over 5% in the next 12 months, Moderaling cosls could also help
the margin picture going forward. We expect the company to earn $1.30 in 2609 and $1.45 in 2010.

Please see the last page for imporlant disclosures,



Important Disclosures

To obtain a piice chad for any securily in Ihis report, please coniact 1.800-422-2274.

Gabelli & Company, inc. ("we" or "us"}) attempls to provide limely, value-added insights into companies or induslry
dynamics for inslitutional inveslors, Our research reports generally contain a recommendalion of "buy.” "hold," "sell"
or "non-rated”. We do not undertake o "upgrade” or "downgrade” ratings after publishing a reporl. We currently
have reporls on 797 companies., of which 42%, 42%, 2% and 15% have a recommendation of buy, hold, sefl or non-
raled, respectively. The percenlage of companies so rated for which we provided investment banking services
wilhin the past 12 months is 0%, 0%, 0% and less than 1%.

Ratings - Analysis’ ralings are largely (but not always) determined by our “privale markel vaiue.” or PMV
methodology. Our basic goal is to undersiand in absolule terms what a ralional, sirateglc buyer would pay for an
asset in an open, arms-length Iransaction, Al the same lime, analysts also look for underlying calalysls thal goutd
encourage those private marke! values {o surface.

A Buy rated slock ks one fhal in our view is trading al a meaningful discount 1o cur estimated PMV. We could expect
a more modes| private markel value to increase at an zccelgraled pace, the discoun! of the public stock price to
MV te narrow through the emergence of a catalyst, or some combination of the two to oceur.

A Hold is a stock thal may be lrading al of near our estimaled privale markel value. We may not anticipate a large
increase in lhe PMV, or see some other factors at work.

A Sellis & slock that may be trading al or above our estimated PMV. There may be lilile upside lo the value, or
lisnited opportunily 10 realize lhe vaiue. Economic or seclor risk could alse be increasing.

We prepared this report as a malter of general information. We do nol infend for this repor 1o be a complele
descriplion of any securily or company and it is not an offer or solicilation lo buy or sell any security. Al facls and
statislics are from sources we befieve 1o be reliable, but we do nol guarantee their accuracy. We do not underlake
1o advise you of changes in our opinion gr information. Uniess otherwise noted, all stock prices reflect the closing
price on the business day immediately pricr Lo the date of Lhis repor. We do nol use “price largels" predicting future
stock performance. We do refer 1o "privale market value” or PMV, which is the price that we believe an informed
buyer would pay 1o acquire 100% of a company. There is no asswance thal there are any willing buyers of a
company at this price and we do not intend 1o suggest thal any acquisilion is likely. Additional information is
avaitable on request.

Because the porifolio managers at our affiliates make individual invesiment decislons with respect o the client
accounts lhey manage, these accounts may have transaclions inconsistent with the recommendations in this reporl.
These perifolio managers may know (he substance of our research reports pricr to their publicalicn as a result of
joit participalion in research meetings or otherwise. The analysl who wrote this reporl may receive commissions
from customers' Iransaclions in the securifies menlioned in this reporl.

Qur affiliales may receive compensalion from the companies referred o in this teporl for non-invesiment banking
securilies-related services, or may be soligiling these companies as clients for non-investment banking securities-
refaled services.

»  AMERICAN WATER WORKS CC INC
botomy Frz CEA bereby certify thal the vissvs exprassad i (s repost aceuralely seflect ing analyst's
porsondl views about (he subjct compames and 1thelr securlies | have net been. and vaill not Le fecenig
dires) o ingirect compansation for expressing the specdic recommendalion or view in g reporl

T afiotes nenefially can on benall of ther ivestment advisory clients or othervase tass than 194 of the
comiron Slock of ALFRICARN VIATER WORKS CO INC as of Seplomber 30, 2008
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Current Price; $21.09
Target Price: $25

BUY

2008E

$2,626.3

$2,456.6
iQ $468.5 $506.8 A $545.0
20 $558.7 $589.4 A $615.0
3Q NA $5933.5 E 3998.0
40 NA 24269 £  §468.3
Prev. Sales Est. ($ mil}
EPS $0.89 $1.15 $1.25
10 0.02 £0.04 A 8007
2Q 0,28 §028 A §0.34
3Q 30.46 §057 E  §0.58
4Q 30.19 $0.26 & 5026
Prev. EPS Est.
P/E (% 21.3 18.3 15.9
Book Valug NA $14.97 $15.37
ROC NA 8.2% 8.2%

18.00 - $23.65

62-Week Range

Shares Quislanding {mil.} 159,96

Markel Capilalization (mif.) $3,338.4

Enterprise Value (mil.) $8,381.6

Deb11o Capilal 151.1%
Insider Qwnership B0.5%
Instillional Ownership 5%
Shont inletest {mil. shares) 272
Average Daily Volume 893,241

Company Description

American Water Works (AWK) is the largest investor-
owned water and wastewater atility company in the

United States.

##xSee Last Page for Disclosure®**

Highlights

*

We have initiated coverage of American Waler Works with
a BUY rating and a $25 price objective.

Shares currently wrade at 16.9X owr 2009 EPS estimate and
141% of book value, which represent material discounts to
group medianfaverages of 20.2X and 2 10%. respectively.
We regard AWK ns a high quality conservative utility with
unique growth opportunitics. AWK shares offer investors a
competitive 3.8% dividend vyicld, the likelihood of
consistent annual dividend increases and, more importantly,
earnings growth through rate basc additions and
consolidation/privatization opporiunitics.

Following an 1PO of 63.2 million shares, or 39.5% of total
shares outstanding, the storied water company has reinstated
a strategic focus of earning its allowed ROE's from its
reguiated  business and  profitably consolidating  and
privatizing the U.S. water and wastewaler sector,

AWK will materially bencfil from public and regulatory
support of significant investment in water and wastewater
infrastructure, In addition, the company’'s national presence,
diverse geographic footprint, technical expertisc, operating
reputation and financial resources favorably position it {0
consolidale and privatize the extremely fragmented and
municipally-dominated water and wastewaler industry.
AWK received rate increases foraling $158.9 million
annually in 2007, which compares to $41 million in 20006
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 have filed rate
applications requesting $271 million in total annual revenue
tncreases.  Larger subsidiaries with requests pending,
fnclude the states of New Jersey, California, Virginia,
Tennessee and Missouri, Pennsylvania, West Virginia,
Arizona, and New Mexico.

We expect the rate relief to lead to a period of accelerated
EPS growth over the 2007-2010 period. With voughly 90%
of carnings gencrated from the low-risk regulated waier
utility business, we assumme reasonable reguiatory treaument
leads to an EPS rebound of roughly $1.40 by 2010, which
results in a nearly 10% return on common equity. Our 2{}08
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 Significant
Growth Pofential

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 Water Works (AWK) with a BUY rating and
a $25 price objective. AWK is the largest investor-owned water and waslewater
utility company in the United States. The company provides waler and wastewater
services to approximately 15.6 million people in 32 states and Omtario, Canada. Its
regulated utilities generate roughly 90% of revenues and operate in 20 states in the
United States, including larger utility franchises in Pennsylvania, New Jersey,
Missouri, Californiz, Indiana and West Virginia.

We regard AWK as a high quality conservative utility with unique growth
opportunities. AWK shares offer investors a competitive 3.8% dividend yield, the
likelihood of consistent annual dividend increases and, more imporlantly, earnings
growth through rate base additions and consolidation/privatization opportunities.  As
the Fargest water wtility in the United States, AWK will muterially benefit from public
and regulatory support of significant investment in waler and wastewater
infrastructure,  In addition, the company's national presence, diverse peographic
footprint, technical expertise, operating reputation and financial resources favorably
position it to consotidate and privatize the extremely fragmented and municipally-
dominated water and wastewater industry.

Following a F17-year history as a private and publicly-traded water wtility, AWK was
purchased by the German multi-utility RWE in 2003 for $4.6 billion in cash. During
the 2003-2007 period, AWX’s earnings and stratcgy were hampered by regilatory
rate stay-out provisions and patriotic attitudes from regulators, interveners and owners
of smaller private and municipal water wiilities, Rate stay-out provisions were a pre-
requisite from several state Public Utility 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 storicd water company
appointed new management and re-instated a strategic focus on improving the profit
levels (ROE's) of its regulated wiility business, profitably consolidating the
fragmented water and wastewater sector as well as pursuing growth opportuenities
throughout North America.

The current exccutive management team is headed by President and CEQ Don
Correll, with roughly 30-years of experience managing large water utilities, and CFO
Elien Wolf, who was CFO of AWK prior to the RWE acquisition. Over the past two
vears, AWK has diligently focused efforts en requesting and implementing rate
recognition of investments in its business and earning reasonable relurns on equity at
its subsidiaries. The company recetved rate increases totaling $158.9 million annually
in 2007, which compares to $41 million in 2006 and $35 million in 2005.

In the first six months of 2008, AWK subsidiaries were authorized $47.2 million in
annuai revenue increases, AWK subsidiaries currently have filed rate applications
requesting $271 miillion in total amwal 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 Jersey, California, Virginia, Tennessee,

American Waler 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.

We expect the rate reficf 1o lead (o a period of accelerated EPS growth over the 2007-
2010 period. With roughly 90% of earnings generated fvom the low-risk regulated
water utility business, we assume reasonable regulatory treatment leads to an EPS
rebound to roughly $1.40 by 2010, which results in a 10% return on common equity.
Our 2008 and 2009 EPS estimates are $1.15 and $1.25, respeciively. 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 cuiture that
marked the “Water Works” of yore and we expect an acceleration of growih
opportunities.

Al the current price, we consider AWK shares to be remarkably inexpensive relative
to the other publicly-traded water utilities. AWK shares trade at 16.9X our 2009 EPS
estimate of $1.25 and 147X our 2010 EPS estimate, which compares 10 group
multiples of 20.2X and 19.0X, respectively, and historical water utility multiples of
20-25X. On a price-1o-book value basis, AWK shares trade at 141% of tangible book
vatue {includes the write-off of all goodwill) versus group average muitiples 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 investment 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, These unique characteristics include a greater certainty of rale
base growth than typically achieved in the regulated electric and gas utility sector as
well as greater opportunity for customer growth through consolidation and
privatization opportunities. We discuss lhese unique characteristics in greater detail
throughout the report.
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PO of 39.5% of Shares
Outstanding

Water Sector
Characterized By
Municipal Ownership,
Fragmentation and
Significant Capital
Needs

PO and Future Offerings

RWE sold 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 intention for
full divestiture as soon as reasonably practical and we believe the general markel
opinian is for a second offering by year-end 2008. We believe 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 thearetically diminish
following the share issuances.

The offering was initially delayed {rom its original year-end 2007 1arget date due to
market conditions. The number of shares initially issued was also modestly reduced
due to weaker-than-anticipated market demand. In addition to weak market
conditions, we awtribwte the less-than-desived demand to the overall size of the
offering, which was §1.2 biilion, relative to the $5 billion market capilalization of the
entire publically-traded water utility universe.

The Water Utility Sector

The U.S. water and wastewater sector is vastly different from the electric and gas
utility sectors in terms of ownership, number of utiliies and size of utilities.
However, it is very similar in how it is economically-regulated and requires
significant capital to maintain service. The water/wastewater sector is characterized
by the following major features:

{1) oumicipally-dominated,

(2} extremely fragmenied

(3) infrastructure in need of repair or improvement.

(4) economically regulated by the state Public Utility Commission (PUCs)

As of 2005, the Envivonmental Protection Agency’s (EPA) most recent data, there
were roughly 53,000 separate communiy water systems in the United States with
roughly 49.000-ptus serving popuiation bases of less than 3,300 people. Notably, 80-
10 85% of the nation is served by 24,000 municipally-owned and operated systems,
including most of the major cities and population bases. Nearly every major city in
the U.S, owns its waler and wastewater systen,

As shown in the charts below, the majority of the approximatety 53,000 community
waler systems are very small and serve populations of 500 or less. There are tens of
thousands of private utilities ranging in size from smail single utilities, 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 uiilities
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 Expect the Sector to
Consolidate and
Privatize

Yrperner b Tt
2005 Water System Inventory
Very Snsall Sl Medium Large
0-500 501-3,300 3,300-10,000 Over 10,000
Number of Systems 29.666 14.389 4,748 4.034
Populsiian Served 4.926 20,851 17,515 220.053
e of Population 2 7 10 gl
Safe Donking Water Information Sysiem

Sotree---EPA

The aging water and wastewater infrastructure in the United States is in constant need
ol modernization and facilities replacement, Increased regulations to improve water
quality and the management of wastewater discharges, which began with passage of
the Clean Water Act in 1972 and the Safe Prinking Water Act in 1974, have been
among the primary drivers. The EPA estimates that approximately $277 billion of
capital spending will be necessary between 2003 and 2022 1o replace aging
infrastructure and to comply with quality standards to ensure quality water systems
across the United States. In addition, the EPA estimates that approximately 3388
billion of capital spending will be necessary between 2000 and 2019 (o replace aging
ifrastructure and ensure quality wastewater systems across the United States,

Water Infrastructore Needs
Type of Estimate Cost % of
Investment {3 hillions) Total
Distribution {836 66
Treatment 53.2 19
Storage 4.8 9
Source 12.8 5
Qther 2.3 >
Tatnl 276.7 100

Sowrce: HPA

Similar (o electric and gas wiilities, investor-owned walter and wastewater syslems are
cconomically regulated by the state PUCs in the siates in which they operate. As a
result, capital investment in infrastructure improvement provides rate base growth
potential, The federal government and the states also regulate environmental, health
and safety and water quality matters for both investor-owned and government-owned
water and wastewater utilities.

Eventual Restructuring

We belicve the combination of fragmentation, heavy capital needs and government
ownership will lead to the eventual ressructuring (consolidation and privalization) of
the $500 billion sector and result in significant value-creation. The inefficiency
resulting from excessive fragmentation leads to higher water rates, neglected
infrastructure and poor quality service. Smaller utilities simply do not have the
operating, financial and technological capability or economies of scale {0 provide
services or raise capital as efficiently as larger wilitics. We contend that a “handful”
of publicly-traded water utilities possess strategically positioned assels, outstanding
operating track records and reputations, managerial and professional talent and are

American Waler Works



JESUP & PAMONT
" VSTABLISHED 157

poised to capitalize on the eventual restructuring of the industry,

However. these dynamics have existed for years and only a handful of companies
have successfully executed profitable growth-through-acquisition and/or privatization
strategies.  The massive inefficiency of the multi-hundred-billion dollar sector has
been largely neglected primariiy due to comparatively low residential water utility
bills, With minimal 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 out of mind” 10 most of the general public.

Description

AWK's primary business is the ownership of regulated utilities that provide water and
wastewater services to residential, commercial and indusirial customers, Its 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 lo economic regulation by state Public Utility Conumissions
{(PUCs) in the slates in which they operate. In 2007, regulaicd operations generated
$1.988 biltion in revenues, or roughly 89% of consolidated revenues,

AWK Subsidiaries 2007

Subsidinry Regulated O'pc.rming % Reguiated %
Revenug (millions) Customers
New Jersey $ 505 254 634,957 19.2
Pemnsylvania 5 416 209 644,720 19.5
Missouri 3 180 9.1 465,087 14.0
Minois S 179 9.0 306,740 9.3
Indiana 8 147 7.4 283,088 85
Catifornia S 124 6.3 171,445 5.2
West Virginia S 106 5.3 107,744 5.1
Top Seven States S 1,657 83.4 2,673,781 80.7
Other S 331 16.6 638.847 19.3
§ 1,988 {00.0 3,312,628 100.0

Source: Company docunients
Non-reulated business | S 242.70

Non-regulated businesses include Conwract Operations Group, Applied Water
Management Group and Homeowner Services Group, In 2007, non-regulaied
businesses gencrated $242.7 million in operating revenue, or roughly 11% of
consolidated revenues,

American Water Works
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AWK’s Storied History
Dates Back to 1886
RWE Purchased AWK
for $4.6 billion in Cash
in 2003

RWE Owns Roughly
60% of Shares
Outstanding

AWK EPS Strategy:
{1) Rate Base
Growth

A
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Source: Company reports

History as a Public Company, AWK was founded in 1886 as the American Water
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
tradedt on the New York Stock Exchange. Prior to being acquired by RWE in 2003,
AWK was the largest publicly traded water utility company in the United Siaies.

In 2003, AWK was acquircd by RWE and became a private company. The RWE
acguisition resulted in many structural changes. Operations and management were
managed through Thames Water, a subsidiary of RWE. In addition, many of AWKs
subsidiaries agreed not to file rate cases for specified periods of time as a condition of
the acquisition. In 2005, RWE decided to divest American Water. In March 20006,
RWE decided to divest American Walter through the sale of shares in one or more
public offerings.

Control issues and additional shares to come public,. RWE, the large German
multi-utitity, owns approximatcly 96.7 million, or 60.5%, of the 160 million shares of
common stock outstanding,  As a result, RWE has the pofential to significantly
influence all matters submitied to a vote of stockholders, including the election of
directors. Foliowing the expiration of a 180-day lock-up period, which ends October
23, the remaining conimon shares will be eligible for future sale. RWE intends o
fully divest its ownership of American Water as soon as reascnably practicabic,
subject to market conditions.

The American Water Works Sirategy

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

{1) prudently invest in regulated water and wastewater infrastructure

(2) earn a healthy return on these investments from state PUCs;

(3) profitably acquire smaller waler/wastewater systems/companies; and

{(4) pursue profitable public/private partnerships, including waler/wastewater Q&M
contracts with municipalities, military bases and industrial customers.

We believe AWK has a number of comipetitive advantages relative to other water
private and municipal water companies as it jooks to capilalize on the pro-longed re-
structuring of the industry, These include:

1) Size. American Water Works ($3.3 billion of equity market capitalization) is
significantly larger than every other investor-owned water wility with the exception
of Aqua America ($2.1 billion of equity market capitalization), which resulits in
numerous competitive advantages,  As a result, AWK can pursue acquisition and
privatization opportunities of various sizes, including large opportusnitics that would
ditute other investor-owned utilities, Throughout its history, AWK has acquired large
water companies, such as the 3400 million acquisition of Pennsylvania Enterprises in
1994, privatized large citics, such as Buffalo, New York, in 1999 and participated in
aumerous smaller acquisitions and privatization contracts.

AWK's size also results in econonties of scale as overhead expenses, including many
administrative and support functions, can be spread over a large customer base, The
ability tc create cconomies of scale and further its competitive advantage are evident
in the two national customer service centers, with personnel focated in Alton, lilinois
and Pensacola, Florida that process telephone calls from customiers across all service
areas, and its national research centers in Belleville, 1llinois and Delran, New Jessey.
By acquiring smaller companies and/or systems, AWK can capitalize on its existing
overhead and resources to improve operaiing 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 privalization or acquisition growth
prospects. In addition, the geographic diversity insulates the consolidated company
against adverse stale 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 peopie 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 Voorhees, New Jersey and the research laboratory in Delran, New Jersey. In
addition, the guality control and tesling Jaboratory in Belleville, Tllinois supports
research through sophisticated testing and analysis, Since its inception, AWKs
rescarch and development program has evolved 1o become a leading water-refated
research program, achieving advancements in the science of drinking water, including
sophisticated water 1esting procedures and desalination 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. ls
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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

AWIC’s Regulated Rate

repuation materially benefits its strategy of acquiring water systems and parinering
with local governments. Examples of the quality reputation include its numerous
awards, {(Tampa Bay Desalination Plant named Desalination Plant of the Year by
Global Water Imelligence and comtract  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 legislative 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 to solve regional water and wastewiler
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 tiwat service will be maintained or improved,

AWIK's relationship with the EPA and its renowned treatment laboratories has
provided early insight imto emerging regutatory issues and initiatives. As the largest
or among the larger regulated water utilities in many of the states in which it operates,
AWX subsidiaries proactively work lo implement constructive regulatory policies.
Given that 90% of its business is regulated, constructive regulation is key to AWK's
ability to carn a reasonable retarn on invesiment.  Examples of constructive
regulatory policy shaped or influenced by AWK and its subsidiaries are discussed in
detail later in this report.

These competitive advantages are importamt as the privatization business is
characterized by aggressive competition and market-driven growth and profil
marging, In addition, AWK competes with other regulaled utilities, as well as
strategic and financial buyers, for acquisition oppostunities, including tuck-ins.

EPS Growth

In addition to normal custormer growth and/or operating cost controls, AWK, similar
10 most waler utitities, has three basic methods of EPS growth: (1) rate base growih,
{2) consolidation and (3) privatization. We conservatively estimate AWK's long-
term EPS growth rate at 5-to-7% per year for the foreseeable future,

Rate Base Growth

With roughly 90% of earmings generated from the low-risk regulated water utility
business, we assume reasonable reguiatory treatment leads 10 an EPS rebound of
roughly $1.40 by 2010, which results in an estimated 10% return on common equity.
Our 2008, 2009 and 2010 EPS estimates are $1.15, §1.25 and $1.40, respectively,
During the 2001-2007 period, AWK's earnings and strategy were hampered by
regulatory rate “stay-out” provisions and patriotic atitdes from regulators and
interveners of smaller private and municipal water utilities. In addition, we believe
RWE management undeestimated the U.S. water industry dynamics and the savoir-
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Base is Over $7 Billion

faire necessary to operate in the local politics,  As a resull, earnings and customer
growth suffered.

Over the past eighteen-months, AWK has diligently focused efforts on requesting and
implementing rate recognition of investments in the business as well as carning
reasonable returns on equity at its subsidiaries. The company received rate increases
totaling $159 million annually in 2007, which compares to $41 million in 2006 and
$35 wmiltion in 2005, In the first six months of 2008, AWK subsidiaries were
authorized $47.2 midlion in annual revenue increases. AWK subsidiaries currently
have filed rate applications requesting $271 million in tatal 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 Jersey,
California, Virginia, Tennessee,Missouri, Pennsylvania, West Virginia, Arizona, and
New Mexico,

Anmealized Rate lncreases
Granted
State 2008 2006 2007
$ 3 $

New Jerscy 50.2
Pemnsylvanidg 5.8 8 40.6
Mhissoun 6.8 24
THinois 0.9 £7
Indiana 0.9 .8 14
Califomia 8.4 15.1 .5
West Virging 16

Other v.9 8.7 21.9
Tolal $35.0 841.3 $158.9

Seitrce: Company Prospeciis

Water utility allowed returns on equity have averaged roughly 10-10.5% over the past
few years, We estimate American Waorks regulated rate base at roughly $7.1 billion
at year-end 2007 {grows to $7.6 billion by year-end 2008) and an assumed 40%
equity ratio would result in roughly $2.86 billion of equity rate base. A 10% earned
ROE would result in roughly $1.78 of 2007 EPS power on 160 million shares
outstanding, We note that the difference between actual “EPS power™ and AWKs
actual 2007 EPS results of $0.99 is the result of regulatory ag 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% allowed ROE, we use the following simple equation as
a starting point for projected rate base EPS growth for 2011 and beyond,

American Water Works

10



51! JESUP & TAMONT
) LATABLIMILL 3227

Renewed Focus on
Acquiring Small
Systems

Long History of Growth
Through Acquisition

Pending City of Trenton
Purchase for $100
Million

f Financkal Theery EPS Growil Rafe i
I EPS Growih = ROE? X Retention Rate¥* i
[ eps Growm = 109, X (1 minns S0-t0-70%) |
[ 3-105% = 1% X (30-10-50% ) i

HROE: return on equity
%% Retention rate; carnings retained following dividend payout

The asswmed 3-10-5% EPS growth rate can be improved upon by increasing prudent
infrastructure investment, which requires external capital raises, or by fowering the
dividend payoul ratio. We emphasize that the greater the multiple of bock value that
cquity is issued, the lower the cost of capital and the greater the return on invesiment.

Custemer Growth and Censolidation Opportunities

In addition to the 3-to-5% vate base growth, water utilities can enhance EPS growth
via the consolidation of smaller systems. During 2005, 2006 and 2007, AWK spent
$5.0 million, $i2.5 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 AWKSs size and the nation’s potential opportunities, We
attribute the lack of growth activity to an undetermined focus from the parent
company, RWE. New AWK management has institled the growth-through-
acquisition culture that marked the “Water Works” of yore and we expect an
acceleration of growth opportunities, A “tuck-in" is the acquisition of a water and
wastewater utility serving less than 10,000 customers in areas contiguous wilh
existing operations. Tuck-in opportunities allow AWK to integrate and manage
acquired systems using existing management to achieve efficiencies. Historicaily,
pursuing tuck-ins has been a fundamental part of AWKs growth strategy.

Throughout its long history, AWK has executed numerous large acquisitions,
including several over the recent past.

+ In 1996 Pennsylvania American acquired the regulated water utility
operations of Pennsylvania Gas and Water Company, a subsidiary of
Pennsylvania Enterprises Inc., for approximately $409.4 million,

e In 1999, AWK acquircd the privately held National Enterprises Inc., in a
transaction valued at $700.0 miltion.

e In 2002, AWK acquired the water and wastewater facilities in six states {rom
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 purchase the assets of the city's water system located
in Bwing, Hamilton, Hopeweli and Lence townships, which serve 39,000 customers.
The purchase price is $100 millien, and the agreement was approved by the Trenton

American Water Works

1



JHESTP & LAMONT
' ETALLISIILD 12

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 driven by organic population growth
within franchised seivice areas. We consider AWKs regulated business 1o be less-
sensitive o economic cycles than other business. Residential customers account for
approximately 91% of the tota] regulated customers and approximately 58% of total
regulated operating revenue and residential water usage tends to be stable. Residential
customers conswme water for daily health and sanitary needs regardless of economic
or other external factors. In addition, residential customers generally do not have the
option of switching to another service provider.

However, we believe investors should 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
dectining household sizes, has contributed to this trend. The average annual change
in residential water usage per customer from January 1998 through December 2007
(as o percentage of January 1998 usage) in the larger subsidiaries and have ranged
from 0.66% per year in New Jersey al the low end to 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
allowed. Normally, a general rate case will reset sales levels 1o test year levels.

Finally, regulatory lag is a significant challenge for AW 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.  As costs vise
following a rate case, AWKSs carnings are challenged. Rising operating cos(s include
labor, energy, taxes and treatment chemicais. 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 desigred 1o constructively deal with this
issue, including distribution improvement surcharges, forward test years, revenue de-
coupling, and construction work in progress rae increases.

Privatization Opportunities

Non-regulated  businesses include Contract Operations Group, Applied Water
Management Group and Homeowner Services Group. In 2007, won-regulaied
businesses generated $242.7 million in operating revenue, or roughly 11% of
consolidated revenues. As noted, the privatization business is highty competitive and
has  historically resulted in low margins.  None-the-less, we anticipate the
privatization market to grow at stronger raie than the regulated business and that
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 ntility business to be the most capital intensive
ol all the wtility businesses. In 2007, AWK expended $758.6 million to add, replace
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and maintain property, plant and equipment. 2007 construction expenditures rose
$69.7 million, or 10.1%, over 2006 driven by infrasuracture replacements and
upgrades to treatment facilities at several plants including Joplin, Missouri, Maricapa
County, Arizona, Franklin Township, New Jersey and Champaign, Dincis. 2006
construction expenditures vose 5130.4 million, or 23.4%, over 2005. These increases
occurred due to re-focused efforts 1o invest in the regulated utility business,

Over the next five years, AWKs capital budget totals approximately $4.0- $4.5 billion
and is expected to range between $770 and $950 million per year. The S-year budget
includes approximately $1.7 billion to replace aging infrastructure including mains,
melters, and supply and treatment facilities, §1.3 billion for facilities (o serve new
customer growth and $700 million for compliance with quality standards and other
regulatory requirements.  Projects to enhance system reliability, sccurity, and
efficiency or (o meet other needs are projected to 1otal an additional $500 million.

Operating cash flow totaled 3473 million in 2007 including $140 miliion from
Pennsylvania-Amerian and $123 miilion from New Jersey American. Subsidiary
dividend policy requires all regulated subsidiaries 1o pay quarterly dividends of 75%
of their net income in the previous quarter, Consiruction expenditures are partially
offset by customer advances and contributions for construction (net of refunds) of
$35.8 mitlion, $47.4 million and $52.0 million for the years ended December 31,
2007, 2006 and 2003, respectively. Customer advances and comributions are reflected
in net cash flows from financing activities.

We estimate operating cash of roughly $350 million per year over the 2007-2010
period generated primarily from net income, depreciation and advance from
customers, With common dividends totaling roughly $125-150 million per year and
construction expendiiures of roughly $800 million, we project AWK will need to
externally finance roughly $400-450 million per year,

Capital Structure

As of June 38, 2008, common equity represented 45% of total capitalization (includes
short-termy debt}, including goodwill. Connnon equity excluding goodwill was 33%.
As a condition to some PUC approvals of the IPO, AWK is required to maintain a
capital structure which included a minimum of 45% equity (includes preferred
equity}, The annual goodwill impairment test is conducted during the fourth quarter
and we do not anticipate any circumstances (o trigger a goodwill test prior 1o year-end
2008.

Goodwill and First Quarter 2008 Impairment Charge

On May 14, AWK took an event-driven impairment charge of $750 million due to the
market price of the company's common stack (both as of the [PO date as well as the
market 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
mitlion to the company to enswe that the regulatory requirements were met, At June
30, 2008, goodwill totaled $1.707 billion. The goodwill is associated primarity with
the acquisition of American Water by an affiliate of RWE in 2003 and the acquisition
of E'town Corporation in 2001, representing the excess of the purchase price the

American Waier Works
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Credit Ratings Are
Strong Investment
Grade

Unique Regulatory
Policies to Deal With
Water Utility Needs

Frequent Rate Increases
Needed

Water Bills Very Low
Relative to Other
Industries

purchaser paid over the fair value of the net tangible and intangible assets acquired.
Annual impairment reviews arc 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 goodwill from our calculation of
capitalization ratios, book value, rate base and hypothetical EPS projections,

Credit Ratings

Securities Moody’s Standard & Poor’s
Senior unsecured debt Baa2 BBB+

Standard and Poor’s and Moody's rating outlook is stable.
Water Rate Increases the Key To Earnings Growth

Privately owned uiilities are subject {o economic regulation at the state level by
independent state Public Utility Commissions (PUCs). Water utility rates are sel on a
cost-of-service or rate-base/rate-of-return methodology where ulilities are given the
opportunity to earn a fair return on their investment. Allowed returns on investment
are set by the PUC's 1o allow wtility equity and debt investors the opportunity (o eam
a Fair return on investment while balancing the needs of customers. Over the past
several years, allowed vekwrns on equity have ranged between 9% and 12% and are
highty correlated to interest rates. Each individual PUC has differing methods of
auditing and determining a wtlity’s capital and operating costs and differing
regulatory mechanisims (o balance the needs of consumers and water providers,

Rate decisions and the timing of those decisions are important determinants of
AWK's earnings, cash flow, and capital structuse. The water utility industry is the
most capital intensive of the major utility industries and significant amounts of capital
must be continually invested to build, repair, and rehabiiitate water and wastewalter
infrastructure, Without frequent rate increases and constructive regulatory principles,
water utilities are challenged 1o earn fair ROE's for shareholders as they suffer from
regulatory lag (diminishing eamed returns on common equity associated with normal
increases in operating costs and additional equity and debt costs to fund investment
between rate cases).

As a result, numerous regulatory principles have been developed to deal with the
unique needs of water utilities. Favorable mechanisms include quarterly distribution
improvement charges, acquisition adjustments, balancing account mechanisms or
other avtomatic adjustiment mechanisms. While rate cases are generslly viewed
negatively in the electric and gas utility businesses, water rate cases and frequent
increasc grants are a general "“way of life” for water ulilities, Waler rate increuasc
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 foreseenble fuiure. Water utility
biils across the U.S. are extremely low. In fact, many household water bills are billed
quarterly rather than monthly given their insignificance to the monthly consumer

American Water Works
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budget. Willingness to pay for “high-quality™ water is readily evident in the prices
paid for bottled water. Should one exiend the price the conswmer is willing o pay at
the convenience store 10 the residential tap, a typical residential household water bill
would total in excess of $50,000 per montii. This compares to average-houschoid
water bills of roughly $30-t0-$45 per month and other utility bitls often well into the
wriple digits for cable television, cell phone, electricity and heating services,

Knowledgeable utility regulatory comumissions loathe to describe water rate increases
in terms 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 $4.50 per
month. Qur observation is that constractive PUCs and regulatory retationships
develop in states where larger and more pro-active water utilitics operate, We
consider Pennsylvania, Indiana, Ghio California and Winois to be among the more
currently constructive regulatory PUC's. A number of state public wtility
commissions have adopted constructive rate policies, including some formy of single
waniff pricing (uniform rates across a service territory), forward-looking test years,
pass-through provisions or infrastructure surcharges. The California Public Utility
Commission recently adopted several favorable mechanisms including a revenue-
decoupling mechanism to promote conservation and an expense stabilization
mechanism. These mechanisms were a result of the California Water Action Plan,
which was collaborative effort between water utilities, consumer advocates and other
regulatory officials designed to promoie water quality and investment.

Unique Regulatory Mechanisms Developed for Water Utilities

One of the more constructive regulatory principles designed to deal with water wtility-
specific issues is an infrastructure surcharge mechanism (ISM). An ISM (each state
has its own acronym} was designed to encourage pipe replacement by allowing
immiediate retwrns on investment. The mechanisim allows rate adjustments outside of
a genera] rate proceeding for specific capital expenditures o replace aging
infrastructure  (pipe replacement). The mechanism  was  first  mtroduced  in
Pennsylvania where it is referred to as a Distribution System Improvement Charge
{commonty referred 10 as a “DISC”). We note that Pemmsylvania-American recently
received authorization to increase its DISC expenditures to allow for 7.5% increase in
revenues from previous policy of a 5% increase. These constructive regulatory
mechanisms encourage a steady capital expenditure program to repair and improve
waler and wastewater systems as needed by reducing the regulatory lag on the
recovery and earned return on prudent expenditures. Curvently, Pennsytvania, Nlinois,
Missouri, Indiana, New York, California and Ohio have alfowed he use of these
infrastructure surcharges.

Some states have permitted use of some form of forecast or forward looking test year
instead of historical data to set rates. Examples of these states include Hawaii,
Minots, Kentucky, Ohio, Pennsylvania, New York and California, In addition, a
number of states have allowed the utility to update historical data for some chianges
that occur for some limited period of time subsequent to the historical test year. This
allows the utility to take account of sone more cusrent costs or capital investments in
the rate-setting process. Examples of these states include New Mexico, Texas,
Missouri, lowa, Virginia, Maryland, Tennessce, West Virginia, New Jersey and
Arizona.

American Water Works
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IAWC Autherized $24
Million Revenue
Increase

WVAWC Authorized
$14 Million Increase

PAWC Authorized $36
Million Increase

NJAWC Requested
$125 Million Increase

MAWC Requested
$49.6 Million Increasc

Another regulatory mechanism to address issues of regulatory lag includes the ability,
in soime circumstances, 10 recover in rates a return on utility 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 lllineis have adopied a full or partial single rate policy (afso known as
uniform rates). The single tariff stucture is based on costs that are determined on a
statewide basis, thereby moderating the impacts of periodic fluctuations in local costs
and Jowering administrative costs,

Selceted Recent Rate Activity In Larger States

On July 31, 2008, the Iinois Commerce Commission approved a $24.9 million
revenue increase for illinois-American (IAWC) premised on a 10.35% allowed ROE.
The case was filed August 31, 2007, when 1A requested a 332.8 million revenue
increase based on an allowed ROE of 11.25%.

On March 18, 2008, the Public Service Comunission of West Virginia approved a
seitlement 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 settlement calling for & $36 million, or 8.9% annual revenue increase for
Pennsylvania-American {PAWC). The company's original proposal increased water
rales by about $59.2 million (14.7%). The Commission voted 4-0 to approve the
settlement, which was reached between the company and the siate's Office of
Consumer Advocate, the state’s Office of Small Business Advocate, the PUC’s Office
of Trial Staff and consumers who had filed formal complaints. Under the settlement,
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 to the DISC
between general rale cascs.

On Januvary, 14 2008, New Jersey-American (NJAWC) filed for a $125 million, or
23.4% rate increase premised on a [1.5% allowed ROE with the New Jersey Board of
Public Utilides. A decision is expected by year-end 2008. New Jersey American
Water will have spent more than $350 million on investments (o replace and upgrade
its facilities, infrastructare and sources of suppiy state-wide since its last 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
Jast rate case was in March of 2006 and authorized a $56 million annual increase
based on a 0% allowed ROE,

On March 31, 2008, the Missouri-American Water Company (MAWC) filed for a
$49.6 million revenue increase premised on a 11.25% allowed ROE with the Missouri
Public Service Commission. MAWC's last rate increase was authorized in October
2007 when it was granted a 3214 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

Non-Regulated Business.

AWK’s Contract Operations Group (COG) generated revenue of $139.0 million 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 lo more than 45 contracts across the United States and Canada, with
contracts ranging in term from two to 20 years. The services provided vary in size and
scope with annual operating revenue per contract ranging from 30.26 million (0 $9.0
million per contract. For instance, 25 of the O&M contracts are purely operational in
nature and do not 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 wastewaler systems al Foris
Leavenworth, Sill and Rucker and in September 2007 was awarded 50-year contracty
for the operation and maintenance of the water and wastewater systems at Fort AP,
Hili and Scott Air Force Base worth approximately $160.0 millon in total.
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 sclected by
Harnett County and the City of Fayetteville, North Carolina Lo operate, maintain and
manage the existing water and wastewaler treatment plants at Fort Bragg for an
interim period until construction of new connections Lo the Harnett County and City
of Fayeueville systems were completed.

The Applied Water Management Group (AWG) works with customers to design,
build and operate simaller-scale water and wastewater treatment plants (typically
serving up to 3,000 custemers). Typical customers are real estate developers,
industrial companies and new or expanding conununities, 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 primarily 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 Gillee Stadium in Foxborough,
Massachusetts. Approximately 30% of AWGs business involves operating and
maintaining smaller-scale water and wastewater plants, made up of a mixture of
facilities that we designed and buiit, and some which we only operate,

The Homeowner Services Group provides services to domestic homeowners 1o
protect against the cost of repairing broken or leaking pipes inside and outside their
homes. AWK initiaily offered these services within (erritories covered by its
regulated subsidiaries, but has expanded to enable other wtilities owtside cur territories
to offer the services to their customers. Homeowner Services Group generated
revenue of $40.4 miltion in 2007, representing 16.6% of non-regulated businesses, In
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Second Quarter Resulfs
Hurt By Wet 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 water line leaks and breaks, sewer line clogs and
blockages and emergency in-home plumbing

Recent Earnings Results

On August 11, 2008, AWK reported second quarter 2008 fully diluted EPS of $0.28
versus $0.29 {exciudes $0.02 gain on sale of property) for the same peried last year.
Wel wearher negatively impacted second quarter 2008 results by (50.043,

Operating revenues increased rose 5.5% to $589.4 million due primarily 10 rate
increases of approximately $26.0 million and an $11.6 million increase in non-
regulated revenues. This mcrease was offset by a $4.7 million decrease in revenues
related to unusually wet weather, mainly in states in the Midwest region of the Unitad
States. Total volume of water sold decreased 2.7% for the three months ended June
30, 2008, to 97.2billion gallons, fram 99.9 billion gallens for the same period in 2007,
The volume decline resulied in an approximate $12.6 million reduction in revenues
and a (30.04) BPS impact.

Operating expenses increased 9.7% to $446.7 million primarily related to customer
service enhancement projects, Nown-recurring general compensation associated with
the TPO and cmployee expenses related to job classifications negatively impacted
results by $2.8 million, or ($0.02) per share. Non-regulated Businesses' expenses
increased $16 million to correspond with their increased revenues.

Yaluation

Al the current price, we consider AWK shares to be remarkably inexpensive relative
{0 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 141% of tangible book
value (includes the write-of of all goodwill) versus group average multiples of 210%.
We believe AWK shares warrant at least an incustry-average multiple. Please see
Valuation section for a detailed discussion of valuation.

We believe AWK shares warrant at feast an industry average mohiple, On the one
hand, AWKSs premier national franchise and associated growth opportunities justify a
premium valuation. However, the RWE ownership and leveraged balance sheet
warrant discounted muitiples,

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 unique charactleristics of American Water Works and the sector have been
somewhat neglected.  These unique characteristics include a greater certainty of vate
base growth than typically achieved in the regulated electric and gas utility sector as
well as greater opportunity for customer growth through consolidation and
privatization oppottunities,

While we believe price-to-earnings and price-to-book value ratios are helpful
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meastres in our valuation assessment, our 325 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 wuter utility and their application to the
model, including frequent setting of allowed ROE's, long-standing dividend
policies and predictability of earnings streams. Importantly, a DDM places
significant valuc on risk premium in determining present value,

Our $25 Price Objective  Our $25 price objective range is achieved by applying a 3.0% risk premium to the 30-
is Achieved Using a year treasury yield of 4.75%, a 12% near-term EPS growth rate and a 4.5% long-term

. x . owlth rate.
Dividend Discount growsi !

Model :
American Water Works
PV of
Period | Annual Dividend Discount Rate | Dividends
g $0.80
I $0.84 093 $0.78
2 §0.88 0.86 $0.76
3 30.92 0.80 50.73
4 $0.96 0.74 $0.71
5 $1.00 0.69 $0.69
Sum of PV of
Dividends $3.67
6 $1.04 0.90
LT Growth
ROR 7.80% | Rale 4.5%
Terminal Value $21,38
Present Value of
the Stock $25.03
Price Ohjective $25.00
Current Share Price I $21.09
[ Discount ] 18.54% |
Water utilities possess many characteristics of the traditional regulated electric or gas
ulitity but are differentiated by unique features often neglected by those reluctant to
look any further than relatively-high valuations., Water utilities warrant premium
multipies to the electric and gas ulility industries for two reasons: lower risk and
stronger long-term growth potential.
Lower Risk Profile Low Risk. We believe water uiilities warramt among the lower risk premiums of any

Than Electric and Gas sector in the market based on the folowing lcatures:

Utilities . :
* amonopoly service territory,
* high barviers to enry,
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Rate Base Growth
Opportunity

* 1o alternative product,

¢ price inelasticity,

¢ public and regulatory support for price increases,
* regulated rates of return and

e strong financial conditions,

Stronger long-term growth petential through rate base grawth, conselidation
and privatization epportunities,

Rate Base Growth., Cost of Service and/or Rate Base-Rate of Retirn regudation
permits rate acjustments to give utilities the opportunity to earn a fair return on
investment in infrastructure, The more cash a utility prudently invests in
infrastructure or “plows back into the business”, the greater rate base and earnings
grow, According to the EPA and various other organizations, water utilities musi
invest billions of dollars in water infrastructure to maintain quality service,
rehiabilitate existing systems, comply with ever-increasing quality standards and build
new projects. In recemt periods, water utility allowed returns on common equity
(ROE's) have been set at reasonable ranges between 9-10-12%.

American Water Works Estimaled Rate Base
Stale Rate Base*
New Jersey-Amerivan $1.914.4
Pennsylvanis- American 1.705.0
Missouri-American T38.0
Hiinois-American 2828
hidiana- American 492 4
California-Americin 300.0
Oiher 1.551.0
$6,983.6

Hxiimated ax of 6/30/2008
Saurce: PUC filings & Jesup & Lamont estimaies

Assuming a conservative 10% allowed ROE, we assume projecled rate base EPS
growth of 3-10-5%. The assumed 3-10-5% growth ratc can be improved upon by
increasing prudent infrastructure investment, which requires external capital raises, or
by lowering the dividend payout ratio. We emphasize thal the greater the multiple of
book value that equity is issued, the lower the cost of capital and the greater the return
on investment,

Electric and gas utilities also have the opportunity to grow EPS through investment in
rate base and over the next decade or so electric utilities have substantial oppertunity
to grow through base load generation additions and wansmission invesiments.
However, we believe this growth is cyclical in that the industry goes through baseload
boom-bust periods. Water and wastewater infrastructure investments appear o be
needed for the foreseeable future. In addition, water wtility rate increases normally do
not face the controversy of an electric or gas wtility rate increase primarily due 1o
relatively low cost of water, For most consumers, water and wastewater hills make up
a relatively small percentage of household expenditures compared 1o other utility
SEIVICES.

American Water Worky
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Consolidation Enhances
Growth Profile

Privatization
Opportunity

Intangible Value to
Water Utilities

We expect rate base growth 1o continue for the foresceable future given that capital
expenditures are vequired, the regulatory environmen is supporiive and customer
rates arc relatively Tow and price inelastic.

(2) Consolidation. In addition to the 3-to-5% rale base growth, water utilities can
enhance EPS growth via the consolidation of smaller systems. The water utility
industry is the most fragmented of the utility industries with approximately 53,000
community water systems in the U.S, and nearly 45,000 systems serving custonier
bases of less than 3,300. AWK pursues the addition of customers through tuck-ins of
small waler andfor wastewater systems, typically serving fewer than 10,000
customers, in close geographic proximity to existing regulated operations. However,
AWK will pursue large acquisition in both contiguous and non-contiguous service
areas. Acquisitions arc accretive as long as the purchase price is reasonable, cost
cutting achievable, profitability enhanced andfor the share price, if trading at &
multiple of book, is used as currency o fund the proposed purchase.

(3) Privatization activity, Waler utilitics can also grow revenues, customers and EPS
without significant capital investment and regulatory oversight by parinering 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 owtsourcing of a particular function, such as billing or
meter reading. Public-private partnerships or contract arrangements geacrally consist
of a private {irm operating/managing all or part of a municipaliy-owned system under
contract, The private company benefits from the opportunity (o generate revenues and
cash flow with minimat capital investment, while the municipatity benefits from
better quality service, technical expertise and potential Jower costs. The municipality
owns the system, sets the rates and makes the fong-term capital investment decisions.
There are currently scveral thousands of contracts of varying sizes and degrees
between municipalities and private water operators. The great 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 (o negotiate and have ofien resulted in thin or negative
profit margins for the private operator,

Intangiblc Value, We argue that water utilities possess an intangible and
unquantifiable value related to existing infrastructure, water resources, and rights and
expertise to the further development of infrastructure.  We expect this intangible
value 1o be realized over a period of decades through the regulatory framewaork, bt
could be realized quicker through a takeover and/or in the unlikely evem of
deregulation or development of a compelitive water resource market,

We liken water supply and “water rights™ in a theoretically-unregulated waler
enviromment io a nuclear power plant in today’s competitive power markets, With
tight supply-cemand margins and limited base-load generation competition (variable
costs well-below natural gas or coal and the extremely-long time lrame of adding new
nuclear plants), nuclear power plants have the potential to earn “excessive” profits for
the foresecable future. However, unlike a nuclear plant, water supply is finite and has
absolutely no substitute. In addition, water consumption {demand} is a necessity for
life. As a result, the pricc of water could theoretically becone completely price-
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Takeover Multiples
Have Ranged Between
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inelastic, or in many ways, the ultimate commoedity. [n our opinion, the social and
potitical ramifications of such a scenario are too great and will ensure water resources

are abways heavily regolaied.

While the resource will never be competitively traded like o, 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 technical expertise 1o
treat and distribute water, managerial ability to construct and operate long-term water
infrastructure projects and the “savoir-faire™ to navigate a politically-charged water
and wastewater environment.

Accepting the real value of & water utility stock requires cne to accept that the growth
potential may not oceur in the next one-to-five years. Value and growth potential lies
not only in the existing hard assets in the ground but also in the “rights expertise™ 1o
maintain and grow infrastructure. We belicve many larger companies have considered
this value when acquiring water utilities over the last several years. The water wility
sector has undergone considerable consolidation over the past decade-or-so as major
players attempl to strategically position themselves o caphalize on the eventual
consolidation and privatization of the industry. Takeaver multiples have generally
been in the 200-300% of book value and 20-30X EPS multiple ranges.

Water wility share prices are inversely correlated with interest rates due to the
relatively stable natre of earnings. cash flow and dividend streams. Should interest
rades rise, water utility share prices would likely come under pressure. However, we
note that aflowed returns on common equity are also highly correlated with interest
rates and higher rates typicalty result in larger rate increases and higher authorized
allowed returns on conunon equily.
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American Water Works
Firancial Statements (2005-2010)
{in S nuitlions unless othenwise noted)
{Income Slatement 20054 28064 2007A 20081 200915 2010K]
Operating revenucs 2,137 2,093 2,214 2,270 2,326 2,384
Rale increases 187 300 A2
{Opernfing revenues 2,137 2,093 2,214 2,457 2,626 2,786 |
Operating expenses
Operition & maintenance 1.201 1,175 1.249 1,324 1,390 1459
DRepreciation & amortization 261 259 267 283 360 K3
General {axes 183 185 183 189 194 200
Gain on sale ol assets e 0 €)]
Impainnent charge 385 222 509 750
Total operating expunses 2,025 1,84i 2,201 2,546 1,885 1,978
Operating incame 112 253 13 {80 742 808
Operating income excl, impairient 491 474 515 661 742 808
Other income
Iierest 345 366 281 360 300 301
New interest expense 20 50 74
Olher (10} {5} {12} 29 59 59
Total other income 336 361 269 354 4409 434
Income from continuing operations 155 153 245 306 33 375
Provision for income taxes 3l a7 86 122, 133 150
Tax rate 0 0 0 0 0 0
Nel inconwe (273) (156) {343} (566) 200 225
Nel invomy, exchiding impairinent 104 66 159 184 08 225
Shares outstanding 160 160 160 160 160 161
EPS (81,72) (80.97)  (32.14) (83,54 51.25 $1.40
EPS exchiding nen-recurring $0.65 $0.:1 $0.99 31.15 $1.25 $1.40
[Cosh Flow Statement 20054 2006A  2007A 2008E  2009E  2010E]
Net income (2753 {156) {343) {566} 200 225
Drepreciation 201 259 267 283 300 318
Other 539 220 549 8§50 75 75
|Operaiing cush Nlow 525 324 474 567 573 618 |
Capital expendilures {558) (689) {759) (300 {(800) (800)
Other 28 3 12
[Tavesfing ceash flow (530} ©91) (747) (500} (800) (800}
Debt issuance 425 400 400
Common dividends (128) {134y (1dh
Other
{Financing cash flow 297 266 259
[Batance sheet 20054 2006 2007A 2008k 2009 20106
Commms equity 2.805 1817 4,543 4,103 4,169 4,253
Goodwill 3,188 2.968 2457 1,709 1,709 1,709
Preferred equity 1,779 1.779 29 29 29 29
Shogt-tenn debt 0 0 317 N 17 37
Long-term debt 5,030 4,104 4,675 5,100 5,500 5,500
{Total capitalizafion 12,802 12,666 12,020 11,258 11,723 12,207 |
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Price Target 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 Repoyt:

T« @ - * =« *

American Stlates Water (AWR)
Aqua America (WTR)

Artesian Water Resources (ARTNA)
California Water Service Gp. (CWT)
Connecticul Water Service (CTWS)
Consolidated Water Co. (CWCO)
Middiesex Water (MSEX)
Pennichuck Water (PNNW)

SIW Corp. (SJW)

Southwest Water Company (SWWC)
York Water (YORW)
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1. it Winter. the author of this rescarch veport, cerlify that the views expressed in this report accurately reflect my personal views about the subject
sceurities and issuers, and no it of my compensation was, is or wilk be direcdy or indireclly lied o the specific recommendations or views
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Augusi 13. 2008

COMPANY UPDATE
American Water Works Co., Inc. (AWK)

Neutra!

Reducing 2008 estimates for weather hitin 2Q

What's changed

American Water reported 2Q EPS of $0.28, below our forecast of $0.41.
The key difference with our forecast was lower revenue due to flooding
and therefore lower water consumption in the Midwest during the quarter.
O&M expenses generally came in line with our foracast reflecting the
inflation we expected in items including employee/pension related
expensas, chemicals, fuel, and purchased water costs, Rate cases appear
to be coming in consistent with our expectations supporting the ROE
racovery story. The company also announced 3 small tuck-in acquisitions,
which aithough too small to impact the revenue line in a meaningfui way,
does demonstrate the company's commitment {o this strategic initiative,

Implications

We have reduced opur 2008 EPS estimate 10 $1.13 from $1.24 principally to
reflect the shonrtfall in the second quarter. We maintain our 2009 ERS
estimate of $1.34 and modestly incroase our 2010 £PS estimate to $1.47
from $1.45. We continue to believe that American Water is in the early
stages of & significant furnaround. The company has an important
opportunity to increase its rate base and returns through infrastructure
investment and filing rate cases. Upside to our estimates could be driven
by faster-than-expected price recovery through rates, incremensal
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 PIE multiples and our DDM, We use a F/E multiple of 20X our 2009 EPS
estimate of $1.34 less a 10% discount for share overhang. Qur DDM
assumes an 8,5% cost of equity and a 5% dividend growth rate.

Key risks

Key risks include adverse regulatory decisions and regulatory lag that limit
ROE expansion, financing risk associated with funding the large capital
investment program, 2nd unfavorable weather conditions.
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Augus 13, 2008 Bmerican Water Works Co., Ing. 1AWK)

American Water Works Co., Inc_.:_§_L_tm_mqry__ﬁnqr_\_qialg‘ o

Prolit madef {$ mnj 12407 32/08E 12/09E 1210E_ _Balante sheet [$ mn) t2tot 12/0BE 12/99E 124 10E
Total revesus 2,214.2 2.390.4 2,639.3 23283 Cash & equivalonts 3.6 200 20,0 .90
Costol goods sald {1.513.8) {1,633.5) {1.752.2} {4B50.0)  Accounts receivable 2164 2336 238.4 2480
5G&A 1183.3; (205.6} [FAREY {226.3)  Inventory 275 74 244 2.6
R&D 0.0 0.0 0.0 0.0 Other gurren sssels 173.0 1990 211.0 2226
Olher gpesating profitilexpanse} 13 2.3 0.0 0.0 Tolal cureni assols 430.4 479.9 4D4.0 616.2
ESO exponsn 0.0 0.9 00 60 Nol PPRE 9318.0 10,2014 11,004.6 11,802.6
EBITDA 8.8 833.9 o87.8 £,104.1 Nol intangibies 24570 1,708.7 1766.7 1,706.7
Cepreciation & amorlizalion 1287.3) (275.4) (3164} {352.0} Totat investments 0.0 0.0 0.0 00
£8r 524.5 568.5 E70.9 %2 Other tong-terns asseis 728.8 7506 710.6 7805
Nei interest income/|expanss) 12868.0) (288.9) 13110 (3353}  Total asssts 12.934.1 13.1348.6 13,976.8 14,8150
Incomei(loss) from associates 00 fige3 0.0 0.0
Cthars 174 234 26.0 260  Accounis payeble 168.9 i83.7 1421 1518
Pratax profils 253.8 293.0 386.9 442.8 Short-tezmn debt 3.0 3z4.0 3240 3240
Provision for faxes {94.6) (14100 (164.4) 7Ly Giher cantant liabilities 280.6 289.0 8.0 280.0
Minosity inlerpst [X+] 00 0.0 0.0  Totefcurreat lisbilities 7745 787.6 1.0 1558
Nat income pre-prefered dividends 159.3 1820 2316 2857 Long-term debi 4,699.1 49748 5,359.1 5,6680.5
Pietered dividends 0.0 0.4 0.0 0.0 Other long-tarm liabilittes 72,9138 3,036.4 32114 3.461.4
Net Income {pre-exceptipnals) 159.3 182.0 2316 265.7  Totalleng-term Nabiities 7.613.0 8,031t 85705 91419
Pose! tax axceplionals {602,1) (¥38.5} 0.0 £.0 Total liabilitfes 8,381.5 8,796.7 93215 9,80%.7
Net incarne (post-exceptionals) {342.8} (556.5) 2316 265.7
Pralorced sharos 4.6 4.6 LR 4.6
EPS (basic, pre-except) (5) 1.00 1.13 135 147 Tots! common equity 45420 4,3353 4,645.7 4,912.7
£EPS (dituted. pra-oxcept} {$} 1.00 113 134 1.47  Minerty Intesest 0.0 0.0 0.0 2.0
EPS (baslc, post.except] {$) 2.4} 3.6} 135 1.47
EPS {diluted, post-except] {§] {2.14) (3.40) 134 147 Tetalliskititles & equity 12,9343 13.138.6 13.975.8 14,815.0
Common dividends pait 0.0 {65.6) (14B.7) 1162.1)
DAS (§} 000 040 284 6.88
Dividand payout satio (%] 0.0 35,3 623 53.7 Additfonal financlals 12407 12/08E 12/03E 12108
Mot dobtoquity (%} 110.0 1216 1217 217
inlotest covor (X} 1.8 1.8 2.2 2.2
Growih & margins {54 124067 12/08E 12/09E 12108 invantory doys §.1 6.1 54 4.8
Soles giowih 6.8 8.2 $0.2 7.2 Rocoiveblo days 331 343 2.0 314
EBITDA growih 8.0 653 184 1.8 BVPS{S) 839 2593 26.27 26,78
EBIT growsh 10.6 6.6 209 12
Notincoms {pie-oxcept} grawth 158.4 14.3 272 7 HOA %) i.2 14 L? 18
EPS growth 168.4 +3.7 181 94  CROCIG) - 3.9 4.2 44
Gross margiie 3.6 e 334 34.8
EBITDA mwigin . i6.8 34.8 34 3%.0  Dwpont ROE {% 35 4.2 5.0 5.4
£BM mangin 3.7 23.3 24 26.6  Macgin 4%} 72 1.5 a8 5.4
Turnover {X] 0.2 &2 0.2 0.2
Cash flow ststement {§ mn) 12707 12/08E 12F09E J2410E _ Leverago (X5 28 1.0 30 30
Net income 158.3 92,0 2316 265.7
L&A add-back (inct, ESO} 267.3 2764 48 3520 Freocash How pat shere (5) {178} {3.77) 13.33} {2.88)
Minority tatersst add-back 0.0 [:X¢] 20 0.0 Free cash llow yield (%) - {18.0) {16.3} (13.8)
Mol {inc)dec weiking capital 16.8 i1 160.8) (t6.4)
Qthar operating cash tiow 30.3 {18.2) (20.0} (20.0}
Cesh flow lrem operations 413.7 4444 4718 581.2
Lapilal expondilures 1758.6) 11,050.0} 11,050.01 (3,100.0)
Acquisitiony 0.0 (1ce.2) (70.0) (50.0)
Divestiluras 2.3 0.7 0.6 0.0
Othois 9.7 .n 0.0 0.0
Gosth lkow from investing {746.6) (L1517} {1,120.0) {1.150.0}
Dividands paid {cemman & prgi) 00 {6%.5) {145.7) f162.13
IngAfec) in debn $,004.0 285.8 3843 3214
Orher financing cash flows (747.5) 493.6 400.5 4£09.4
Cashs flow from financing 256.6 [akE:] 6422 568.8
Totaf cash llow {16.3) 65 0.0 0.0
Kote Last aclua! year may inclogy repened and estimated dala.
Noucca: Company ¢ard, Goldman §xzhs Resterch crtimairs
Analyst Contributors
Marlas Karahalls, CFA
matg.karahahs@gs.com
Qabriofa Bis
gabrela tis€ gs.com
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August 13, 2008 American Water Works o, Ing {AWK)

Details of our model chaq}gggq_”

Exhibit 1 summarizes the key differences between our 2Q estimates and the results
reported by American Water,

Exhibit 1: Amaerican Water 202008 actuals versus expected
§ in millions, except per-share data

2Q09A 2Q08E % Chy 2Q07A % Chg TQ0A % Chp
Operaling Revenugs 5894 G092 -3.3% 558.7 § 6% 5068 16.3%
Y/Y Growth 55% 9.0% - 385 bps 27% + 280 bps 8% - 268 bps
Operaling ang mainlonanca (330.6} {3283} [N {209.4) 10.4% {3113 625
Depreciation and amori:zglion {67.3} {t5.7) 2.4% (681} -1 2% {63.8) 53%
Gaoneral laxes {49.6} {48.7) 8% (45.8} 8.0% (52.1) A7
h of sevenues 8.4% 60% + 42 bps G 2% + 20 bps 10.3% - 185 bps
Gain{loss) on saio of assels og 0.7 14.3%% 6.2 BT1% 01 1042 9%
Cperating Profl 1427 1671 -14.6% 151.9 ~50% 96 79 15%
Cpataling Matgin 24.2% 27.4% - 323 bps 27 1% - 291 bps 15.7% + B49 bps
Inlgsess, net {718} {72.3) -1.2% {718} -0 6% (7¢3) 03%%
AFUDC 51 5.4 5.3% 1.4 164 9% 38 308%
Diher inciexp {0.6) 1.5 -339.9% 1.2 -181.9% R 162 1%
Pretax Incomp 757 1007 256% 82,6 -B 4% 134 464 1%
Prowision for (ncome Taxes (30.2} (366} -17 6% {326) -7 8% [7.4) 106 45
Jax Rala 39.8% 35.0% 4 3687 bps 30 5% + 36 bps 5H3% - 1,647 bps
Nel income, Conlinvng Ops 455 §5.1 30185 55.0 0% 60 £59.4%
Shares Quislanding - Basic 159.9 1600 G.0% 160.6 0d%n 3600 Q.6
Shares Oussianding - Druted 1G0 O 160.2 -B.15% 160.6 0.0% 160.0 0.0%%
EPS - Continuing Ops- Basic Q.28 (3] -30.1%% 0.31 -B.9% Q.04 658 8%
EPS - Continuing Ops- Diuled 0.28 o1 30.0% 034 “8.0% 0.04 658.6%
YoY £EPS Growth (diuiod) -9.0% 30.1% - 3.802 bps 3286 -416tbps 146.6% - 15,561 bps
EBITDA 2100 2329 -9.8% 214.6 -4 4Ly 143.6 46 3%
Y#¥Y Growth o % 60% - 1,0643bps 1.4% - 578 bps 1% . B47 bps
EBITOA Margin 35 6% 38.2% - 25D bps 35.3% - 3GB hps 28 3% 1 730 bps
MARGIN ANALYSIS:
Q&S as a % of Revenue 58 1% 53.4% 4+ 220 bps 53,65 + 251 bps 6145 -533bps
EBITDA 3563 A - 260 bps J9.3% - 368 bps 28.3% + 730 bps
EBIT 24 7% RI A -32ibps 27 1% - 261 0ps 15 75% + 849 bps
Prolax 1208% 16.7% - 385 bps 14.4% - 195 ups 26%  +1019bps
Nat Income - Conl Qps 7.7% H0.7%  -296bps 8 9% 4123 bps 123 + 654 bps
TOY GROWTH
Revenua §.5% 9.0% - 355 bps 2% + 280 bps 82% - 258 bps
EBIT <587 103% - 1615bps -0.5% - 532 bps 86% - 1445 bps
£BITDA -4 &% €0% -1.043 bps 1 4% - 578 bps 4.1% - Ba7 bps
D3A -1 2% -35%  +231bps 58% - {08 bps -11% - 12 bps
Pretax Incomae -8.4% 23.1% - 3,148 bps 28.3%  -3672bps 2225% . 235,056 bps
fNeltacome - Corl Ops -9.0% 362% - 3,917 bps 32.7% - 41063 bps 1466% - 15,562 bps
EPS 8.0 30.1% - 3,902 bos 327%  -4.161 bps 1466% - 15,581 bps

Sowice. Company fings, Goldman Sachs Rasearch astunilos.

Exhibits 2 and 3 summarize our expected full vear and quarterly forecssts for the
Company’s income statement. Exhibit 4 provides a detailed breakout of our forecasts and
assumptions for the regulated and non-regutated segments of the Company.

Geldman Sachs Global invesiment Research 3



August 13, 2008 American Waler Works Co., Inc. (AWK}

Exhibit 2: American Water annual income statement, 2006-2012E
§ in millions, except per-share data

INCOME STATEMENT 200BA 2007A 2008E 2W00E 20108 2011E 2812E
Oporating Reveayes 2.09314 2.2842 23954 26383 2.8283 30042 31829
YoY Grovdn -2.0% 5.8% £.2% 10.2% 1.2% 6.2% 5.95%
Operaton and mantenance (1.374.5) {1.246 5} {1.358 1) {1.440.4) (14980}  41.8576) {1.6192)
Deprociation and amorlizaton {259 2) (267 3} {275.4} {3168) {352.0} [393.7) {435.4)
Gengral laxes {185.1) (183.3) {205.6) {2111 (226.3) [240.3) {254 8)
% of ravenues 68% B3% 8.6% a0 B0% 8% 50%
Gun [loss) on sals of assols 0.1} 7.3 2.3 0.0 00 €0 0.0
Operating Prell a742 5245 558.5 6709 7521 8126 87371
QOpereling Margin 22.7% 23 7% 23.3% 254% 26.6% 27.0% 27 4%
Interesl, nel {371.0} {288.0) 1288 9) 3110 (335,34 {3538} {367 5}
AFUDC 8.6 11.2 194 20.0 200 20.0 200
Qlher nclexp 0.9 82 3.5 6.0 60 6.0 ]
Protex Incorme 127 2538 28390 385.0 442 B 484.9 5322
Provision for Income Taxes {51.4) {94.5) £111.0} {154.4; (177.1) {1939} {212 9)
Tax Rote, 45.3% 37.2% 37.9% 40 0% 40.0% A0.0% 40.0%
Nrt Income, Continuing Ops 61.7 159.3 820 2018 657 %08 3193
Praferred Dividers [+ 1] oe 00 00 00 00 Qo
Noreracurnngiiscanlinued Qps (6.q) (0.6} Q.0 0.0 0.0 00 09
Exlsordinary llems 1217.5) (601.5} {738.5) [11s] 0.0 00 0.0
Nel income - Reglled (162.2) (342 8} {556.5) 2316 2857 2909 3193
Shargs Ouistand ng - Basic (Avg) 16600 160.0 1608 171 9 1802 1869 1928
Shares Quistancng - Dilted (Av) 1630 1680 1610 1723 1807 1875 1935
Shares Quistardng - Bawe (EOP) 160.0 165.0 1672 177 ¢ 163§ 190.3 1953
Shargs Quistandng - Dmted (EOP) 160.0 160.0 167.5 177 4 184.0 1909 196.0
&PS - Continuing Ops - Basic 038 1.00 113 135 147 1.56 + 66
CPS - Conlinulng Ops - Dilited 0.33 160 113 1.34 1.47 1.55 1.85
Y EPS Grawth (dikited} -40. 1% 158.4% 13.5% 18.9% 94% 56% 6.4%
EPS - Netinwome - Reperted - Basic -1.01 2 i 346 135 147 156 166
EPS - Nei lncome - Reporled - Diluled 1.0 -2 H -3.46 134 147 1.55 1.65
EBITDA 7334 791.8 833.8 987.8 1,104.1 1,206.3 1,309.0
Y#Y Growih ~3.3% 8.0% 53% 16.4% 11.8% 2.3% B85%
EBITDA Margin 35.0% 35 8% 34.8% 37.4% 30.0% 40 2% 1%
MARGIN ANALY §15:
Q&M as 8 % of Ravenue 56.1% 66.3% 56.1% 54.6% 53 0% 51.8% 50 9%
CBITDA 85 % of Revenus 35.0% 35.8% 34.8% Ir A% 35.0% 40.2% 41 1%
EBIT as % of Revenue 22.7% 23.7% 23.3% 25.4% 25.6% 21.0% 27 4%
Prelax as % of Revenus 5.4% 11.5% 12 2% 146% 15.7% 16.1% 16.7%
et Income - Conl Ops as % of Revenug 2.8% 2% 18% 48% A% 97% 10.0%
et Income - Reperied as % of Revenus -1 8% -15.58% -23.2% 88% 9.1% 8% 10.0%;
YOY SROWTH
Raveauws -2.0% 5.8% 82% 10.2% 2% 6.2% 5.9%
E8IT -4.6% 1G.6% 5.5% 20.1% 12 1% 8.0% T 5%
EBITRA 33% 8.0% 53% 18 4% 11 8% 93% 85%
R8A 8% 3% 30% 15 0% 1% 118% 10 6%
Fretax Incoino -30 1% 125.1% 15.4% 7% 147% 95% 98%
Nel Income - Cent Qps 40 1% 168 4% 14.3% 27.2% 147% 9.5% 9 8%
EPS -A0.1% 158 4% 13.5% 189% 9 4% 5 6% H 4%

Source. Company fdings, Goldman Sachs Rasearch extimales.
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American Waler Works Co., Inc. (AVWK]

Exhiblt 3: American Water quarterly income statement, 2007-2009E
$ in millions, except per-share data

INCOME STATEMENY i007A 2Q07A IQ0TA 4Q0TA 16084 20088 JQOBE 40Q03E 1G0SE 2Q08E SGO9E 4Q00E
Operalng Revenves 468 & 5587 6331 s538 2068 589.4 8903 6089 §73.1 6598 7473 650.1
YrY Groath 11% 27% 6.8% 12 4% 2% 5,5% 2.0% 10.6% 13 1% 14.9% 8.3% 82%
Qperalen ang mantenance {282.6) {799.4) {328.3) {336.2) (311.3) {336.5} {358.7) (356.G3 (338) (3B (ITen (3728
Beproceetion and amunzauon {G4 6} (68 1) (69.1) (84.9} (63.9) 7.3 (70.3) (13.9) (75.7) (e (80.4) {83.2)
Genwrallaxes (47.8} (45.9) [CYR)] (42.3) 52.1) (49.5) (552) {48 7T) (45.8) (52 & (69.8} {27
4% of revenyes 1023 §23 7.4% 7.6% 1038 8.4% 8.0% 80% 80 80% sD% 6 0%
Gan (kss) on saie of assels {c.1} 6.2 0.7 0.5 0.1 0.8 a7 0.7 0.0 0.0 0.0 0.0
Operavag Proll 733 1518 188.7 110.9 796 142.7 2068 1305 1538 WS 23411 $50.4
Oparatng fargin 156% FEAL 29.8% 200% 157% 242% 29.6% 21.9% 19.9% 26.6% 30.9% 2B
Intarast, nel 173.4) i {70.00 (22.7) {7113 (74.5) (726) (735} @33 65 (% @E0E
AFUDC 23 i9 A 37 38 5.1 54 54 5.0 20 S0 50
CAbEr nCiaRS 15 iz 13 2.2 1.1 {C.6) 156 14 1.5 15 5 16
Pretax income 42 826 1229 44.1 134 %7 1401 Xx] 5.6 57 -3 6.0
Prowsion for npame Taxss nn (32.6) (43.5) (16.7) 17.4) {30.2) {50.4) (23.0) {18.6) (42.3) {63 1) (30.4)
Tax Rato 41.85% 30554 35.33% 7.9 55.3% 39.6% 36.0% Q% A0.0%: A0.0%% A0.0% 40.0%
Ret Ingome, Contnumg Cps 24 500 9.5 4 0.0 455 396 406 28.0 634 6 455
Praferrad Dwidend o0 3] 040 00 [i2e] 0o oo 00 0¢ 8o G.¢ 00
Nomecamag/Discontnued Ops 0.3 (0.6} {0.3} 00 G.o 0.0 Bo 10 0.0 oo e ao
Exliaordnary iteas 090 00 {239.6) (2619) (734 .6) 0.0 2.0 20 0.0 1] (1] 08
Net tncome - Reported 21 4.4 [150.4* 4234 5¢ (732.53 42.5 Be 0 40.8 284 63.4 4.8 456
Shates Oulsland ng - Basc (Avph 1690 1605 160.0 160.0 HOG 159.9 1549 1635 168 6 1707 1728 1260
Snares Quistandng - Dduled {Avg) 1600 160.¢ 160.0 W00 600 160.0 6o 15639 1658.9 (VAR 1732 1760
Shares Cuisianding - Basic (EOP) 160.0 16G.0 1600 160.0 16G.0 1599 1509 i67 1 1539 714 174.2 §710
Shares Dulsianding » Oiluted (EQF) 1600 1660 160.0 lilegy] 180 $59.9 10603 1675 1703 716 174.6 s
EPS - Contaping Qps - Basie 002 03t Q.50 oy 004 ] 1.56 025 0.7 037 2.5% 26
EPS - Cantinuing Ops - Difvied 0.0z 431 0.50 0y .04 0.78 2586 0.2% o 0.37 055 0.26
YoY EFS Growth (d-uled) 176 695 32 7% #4.8% 003 146.6% -9.0% 12.7% 25.6% J420% 10.3% 2 5% 39%
EPS - NetIncome - Repoited - Basic a.07 o3 -1.00 <147 -4.58 0z 0456 0.2% 087 0.37 055 626
£PS - Netlncome - Rapones - [hluicd Q.02 031 100 147 -4.58 028 056 025 017 Q.37 055 Q2
EBITOA ar.e 2198 256.4 175.8 142.6 2H.0 276.4 Tedd 169.5 2532 3145 FARE
Yo Grointh 1 4% 14% 2.2% 28.8% €.1% R X1 6.8% 16.2% F2 0% 20.69 12 8% 14.3%
EBITOA turg:n 29.4% 39.3% 40.8% 3z 28.3% 35.6% J0.0% 33.6% 3315 38 4% 1% 359%
MARGIN ANALYSIS:
QB as 3 ¥ of Reveaue G0.3% 536 51.9%% B1.4%) 56.1% S2.1% 58.6% SB.9Ys 53 6% 50.3%: 56 65%%
EBITDA as & of Raveaue 29 4% 393% 40.8%% 28.3% 356% £6.0% J3.6% 33.1% ABAY 44.7% 35.4%
EBIT a1y 3 of Revenun 15.8% 2T % 20.8% W% 24 2% 29.8% 21.4% 18.9% Pl v 30.9% 28%
Pretax as 3% of Revenue 0.9% 14.8%% 19.45%¢ | 26% 12 8% 20.3% 10.5%% B1%s 18.0% 2u1% 1.8%
HNetincome - Cont Ops as 5% of Revenun o5 8.9% 12.6%% 8% 1.2% 7% 13.0% 615 49% 2.6 12.7% B9
| Netmcoms - Roponed as % of Revenue 06% 8.8% 26.3% £2.3% 144.5% 1% 13.0% 8 7% 49% 06% 127 69%
YOY GROYWTH
Hevenue 1.9% 2% §8% 12 4% aTH 55% 0% 16.0% 1% 9% L 82w
rair 2 3% D55 T 1% 49.9% &6% -58 20% 42.8% 32% 12.5% 1534
ESTCA 145 1.4% 2% 258 4.4% 4% BAY: 32.6% 06% 128% 14.35%
Q&A Q4% 59% I -1.3% A1 1.2% 09% B4% 15 2% i4.4% 12.0%
Prelox Income -1257% 28.3% 8665 -575.8% 222.5% B.4%% 139% 247.0% 6% 126% AUA MY
Netincome - Cont Ops -1256% 2T 8485 386 4% 146.6% ~9.0% 178% 366 6% 3834 55% V1L.B%
EPS -125.6%) 32.75% 84.8% -38G 4t $46.6%% 8.0% 12 74 H29% 30 3% -25% 384
Source Company fings. Goldman Sachs Research esvmales.
Goldman Sachs Global Investment Research 5
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Rate case summary:

American Watar Works Co., Inc [AWK)

Exhibit 4: American Water segment summary, 2006-2012E

§ in millions

REGULATED SEGMENT 20064 2007A 2008E 2009E 2CG10E 2011E 20128
Prior Year Revenuos 1,836 1 1.854.6 1,987 6 2.135.4 2.3628 2.5371.6 26984
Coro growvhinew customars {36.7) 278 (16.8) 19.1 11 0.3) {03
Acquisitions 282 295 305 342 378 406 432
GSIC 13.7 16.2 9.5 16.6 177 19.0 02
Rale case adusimems 124 S84 j24.7 1562 163 101.5 9.8
Total Ragulated Revenuo 1854.6 1,987.6 2,136.4 2,362.8 2,537.8 2,693.4 2,661.3
CGporation & Manlenence exgensas {(1.144 1) {1,2368}  (1,3317}  (4,384.8) (14334} (14836) {15355
Daprecislion & Amorizalon {243.3) (265.0} {260 3} (292 1) {3363} {376.1) {415.9)
ESNT 4672 4858 5438 6783 67 & 8187 908 8
Revenue Drivers (% of prior year ravenues)
Core growthinew customers -20% 1.5% -0.8% 0.9% 0 0% G0% 0.0%
Acquisilions 16% 1.6% 1.5% t 6% 1 6% 1 6% 1 6%
nsic 0.7% ¢.9% 0 5% 0 8% 0 8% G8% 0.8%
Rote case adjuslments 0.7% 3.2% 6.3% 14% 5.0% 4.0% 3.1%
Folal yoy increase 1.0% 1.2% T.4% 108% 1 4% 6 3% 6 0%
Cost Diivers
Q&M expansas {yoy increase) T.5% B.0% 78% 4.0% 35% 5% 3 5%
NON-REGULATED SEGMENT 2008A 2007A 2008E 2008E 2010F 2Q41E 2012E
Tolal Hon-requlaled Revanuo 248.6 2427 2728 286.5 300.8 3168 331.8
Qperalion & Marntenance gxpenses (236.9} {215.3) {250.4) {260.4} (269.6} (278 0} {288.01
Depreciaiion & Amoslization {14.0} {10.3) (7.3) (68} (9.6 (1104 {122}
EBIT {5.3} 7.1 18.1 LS 214 258 307
Revonuo Drivers
Core growtn {yoy increasa) <20 0% -2 4% 12 4% 5.0% 5.0% 5.0% & D%
Cost Drivers
&M expensas [yoy increaso) =21 1% 10 2% 16 3% 40% 35% 35% 35%

Sourca: Company fikngs, Goldman Sachs Research estimates.

Exhibit 5 outlines American Water's rate case reguests from 2006 to the present. We have
assumed that American Water receives approximately 50% of the amount requested for
each pending rate case, For cases that have already been concluded, the percentage has
teen higher at closer to 62%, but we believe il 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 tlwo ago.

Goldman Sachs Giobat Invesiment Reseaich
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American Water Works Co., Inc. (AWK)

Exhibit 5: American Water rate cass requests from 2006 to present

% in millions

Amgunt Amount o Expacted
Stalo Date Fiied Flied Granted /° Grant Date Status
Ganoeral Rale Cases Filed in 2006
Teans 10716/06; 508 $0.7 87.5% 11167} Compleled
Ohio 31766 5.1 3.4 66.7% 3107} Compleled
New Jersey JINGE 99.0 56.2 56.8% 411707  Completed
New Mexice 5130106 1.3 1.3 100.0% 51707  Compieted
Tennessee 1422108 6.4 4.1 54.1% 5/123/07] Cempieted
Missouri 12/15108 415 214 §51.6% 111707 Completed
Indiana 12{5/06 24.7 14.0 56.7% 1211071  Completed
Arizona (Sun City) - wastewater 7i28106 39 2.4 61.5% 41108  Cowmpleted
Arizona {Anthem} 6/ 16106 7.0 4.3 61.4% 711108]  Compleled
Total Granted {2006} L1887 5107.9 56.8%,
Total Pending {2006} §0.0 $0.0
General Rate Cases Flled In 2007
Michigan 118/07 502 50.2 10¢.0% 1/8/07]  Conpleted
Moryland 329007 05 0.6 10C.0% 10M1107]  Complated
Pennsylvania Aoy 59.2 38.0 60.8% 11/30/07]  Complated
Kenlucky a3I0IaY 13.2 2.0 60.6% 121007 Gompleled
California * 110 16.4 3.0 79.3% /108 Comgletad
lowa 8130107 6.1 4.3 710.5% 211/08]  Compleled
Long Island " 641707 9.6 6.6 68.8% ANfgst  Compleled
Wes| Virginia 611107 24.1 14.5 60.2% A11/08f  Compieled
Arizona (Sun Cily) - water 4130107, 2.2 1.8 86.4% 6/1/08]  Compleled
lllincis 8131107 2.8 24.8 75.9% ig/08] Compleied
Chio 1074G7 5.5 2.8 50.0% 1011108 Fanding
Hawail 11107 1.3 0.7 50.0% 1171108 Panding
* Cglifornia rele increase includes step increase of $2.0m effeclive in 2009 and $2.5m effective in 2010
““Long Island rate increase includes stap increase of $1.0m effactive in 2009 and $1.0m offeclive in 2010
Total Granted {2007} 5164.4 $110.0 56.9%
Total Ponding {2007) 56.8 $3.4 50.0%
Generat Rate Casas Flied In 2008
Michigan ¥1lo8 $0.2 50.2 100.0% 1/1/08]  Completed
Tennessee /1408 7.8 3. 50.0% 10/1/08 Pending
Virginia /30108 4.3 2.2 50.0% 171i09 Panding|
Neow Jersey 1114708 125.0 62,5 50.0% 11408 Ponding
Californla 430168 4.4 22.2 50.0% 11169 Panding
Missouri 3131708 49.8 24.9 50.0% 171109 Panding
Pennsylvania 4/ 28108 2.7 1.4 50.0% 111109 Pongding
Arlzona 5/1J08, 20.0 10.0 50.0% 511109 Panding
Wost Virginta 5130108 14.8 7.4 50.0% §130/09 Pending
New Mexico 711108 32 1.1 50.0% 711108 Pending
Total Grantod {2008} $0.2 $0.2 100.0%'
Tota! Pending {2008) $270.8 $135.4 50.0%
Total Granted {2008 - present) $354.3 $218.0 61.5%'
Total Pending {2006 - present) $277.6 $138.8 50.0%

Sourco. Company fings, vanous Srate Public Unifity Commssion news releasas, Goldman Sachs Resvalch estimatos.
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Reg AC

I, Maris Karahalis, CFA, hereby certify that all of the vitws expressed in this repor accurately relloct my personal viows about the subject company
or egmpanies and its or their securitias. | also cenity that no part of my compensation was, is or will be, directly ar indirectly, refated to the spesific
racemmendalions or views expressed in this repont.

Investment profile

The Goldiman Sachs Investment Profite provides investment context for a security by comparing key altributes of that securily to its peer group and
market. The four key atiributes depicted are: growth, returns, mulliple and volatility. Growth, returns and multiple are indexed bascd on composites
of several melhodologies to determine the stocks percentile ranking wilhin the regicn’s coverage universe,

The precise calculalion of each metric may vary depending on the fiscal year, industry and region but the standard approach is as (oliows:

Growth is a composie of next year's estimale over curront yoar's oslimate, o.g. EPS, EBITDA, Revenue. Return is 3 yesr one prospective aggregate
of various return on capital measures, £.9. CROCY, ROACE, and ROE. Multigte is a composite of one-year forward valuation ratios, e.g. P/, dividend
yietd, EV/FCF, EV/EBITDA, EVIDACF, Price/Book. Volatility is measured as Irailing twelve-month volatifity adjusted for dividends,

Quantum

Guantum is Goldman Sachs' proprielary database providing access to detailed financial statement histories, forecasts and ratios, [t can be used for
in-deph anelysis of a single company, or to make comparisons between companies in different sacters ang markets.

Disclosures

Coverage group{s) of stocks by primary analyst{s}

Maris Kerahelis, CFA: America-Bmalt Companies,

America-Bnrall Companies: American Repregraphics Co., American Water Works Co., Ing,, Avis Budget Group, Inc., Bristow Group Inc., Britannia

Bulk Holdings, Inc., Brunswick Corp., Chart Industries, Inc., Cosan Limited, Cosan SA Industria 6 Comoercio, Dolar Thrifty Aulamotive Group, Inc.,

EngeSys Inc., FTI Consulting, Inc., Harley-Davidson, inc., Hertz Global Holdings, Ine., Horizen Lines, Inc., Jarden Corp., Sealy Corp., Seaspan Corp.,
Standard Melor Produets, Tempur-Padic International Inc., The Goodyear Tire & Rubber Co., Tribas Corp., USEC Inc., USG Corporation.

Company-specific regulatory disclosures

The fullowing disclosures relate 1o relalionships between The Goldman Sachs Group, Inc. {with its affilistes, "Goldman Sachs™) and companios
covered by the Global tnvesinsent Research Division of Goldman Sachs and selerred 10 in 1his research.

Goidman Sachs has received compensation for investment banking services in the past 12 monhs: American Waler Works Co,, Inc. (20,87}
Goldman Sachs expects to receive or intends o seek compensation for investment banking services in the next 3 months: American Water Works
Co., Inc. ($20.87)

Goldman Sachs had an investment banking services client relalionship during the past 12 months with: American Water Works Co., lnc. {$20.87)
Goldman Sachs has managed or co-managed a public or Rule 1444 offering in the past 12 months: American Water Works Co., Inc. {$20.87)

Goldman Sachs is a spectalist in the relevant securities and will at any glven time have an inventory position, *long” or “short,” and may be on the
opposile side of orders execuled on the refevant exchange: American Water Works Co., Inc, (S20.87}

Distribution of ratings/investment banking relationships

Goldman Sachs Investment Research global coverage universe

Rating Distribution Invastment Banking Aelationships
Buy Hold Seil Buy Hold Sell
Global 28% 57% 15% 50% 46% N%

As of July 1, 2008, Goldman Sachs Global Investment Research had investmant ratings on 3,006 equily securities. Goldman Sachs assigns stacks as
Buys and Sells on various regional lvestment Lists; stocks no! so assigned sre deemed Neutral, Such assignments equate 10 Buy, Held and Sell fos
the purposes of the above distlosure required by NASD/NYSE rules. See 'Ratings, Coverage groups and views and refated 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-speacilic regulaiory disclosures above for any of the following disclosures required as 1o companies referred to in this repon: manager
or co-manager in a pending transaclion; 1% or othier ownership; compensaltion for certain services; lypes of client rslationships; managed/ce-
managed public offerings in prior periods; directorshins; markel making andior speciatist role.

The following are additional roquired disclosures: Ownershlp end matertal conflicts of intorest: Goldman Sachs policy prohibils its anslysts,
professionals reporting o analysts and members of their houssholds from owning securities of any company in the analyst's arna of coverage.
Analyst componsation; Analysis are peid in pan based on the profilability of Goldman Sachs, which Includes investment banking revenues. Analyst
as officer or directer: Goldman Sachs policy prohibits its analysts, persons reponing 1o analysts or mambers of their households from serving as
an officer, dirgctor, advisory board member or employee of any company in the analyst's ares of coverage. Dlstribution of ratings: Sea the
distribution of ratings disclesure above. Price chart: See the price charl, with changes of ralings and price targets in prior periods, above, or, il
electronic formai or if with respect to mufliple companles which are the subject of this report, on the Goldman Sachs websile st
hitp/harww.gs.comiresearch/hedge.biml. Goldman, Sachs & Co. is a member of SIPC{hiip:/www.sipc.org).

Additional disclosures required under the laws and regulations of jurisdictions other than the United States

The following disclosures are those required by the jurisdiclion indicated, oxcapt to the extent already made above pursuant to United Stales lews
and regulations. Australia: This research, and any access to it, is inlendad only for “wholesale clients” within the mesning of the Australian
Corporations Act. Canada: Goldman Saghs Canads Inc. has approved of, end agreed to take responsibility for, this research in Canada il #nd W the
extent it relates 1o equily sacurities of Canadian Issuers. Analysts may conduct site visils but are prohibiled from accepting paymem or
reimbursement by the company of travel expenses for such visits, Hong long; Farther information on the securitios of covered companies referred
to in this research may be obteined on request from Goldman Sachs {Asia) LL.C. Indim: Further Information on the subject company or companins
refereod o in Lhis research may be obtained from Goldman Sachs {india) Securities Private Limited; Japan: See below. Korea: Furtler information
on the subject company or companies referred 1o in this research may be obtained from Goldman Sachs (Asia} §..L.C., Seoul Brench. Russia:
fesearch reports distributed in the Russien Federatlon are not adverlising as defined in Russian law, but are information and analysis not having
product promotion as their main purpose and do not provide appraisal within the meaning of the Russian Law on Appraisal, Singapore: Further
information on the ¢cavered companies referred to in this rosearch may be obtained from Goldman Sachs (Singapore) Ple. {Company NMumber:
198602 166W). Tetwan: This meterial is for reference anly and must not bo reprinted withoul permission. Investors should carefully consider their
own investment risk. Invastmant results are the responsibility of the individual investor. United Kingedom: Persons who would bo cotegorized as
retail clients in the United Kingdom, as such term is defined in the rules of the Financisl Services Authorily, should read this research in confunction
with prior Goldeman Sachs research on the covered companies referrod to haroin and should refer 1o the risk warnings that have been senl lo them
by Galdman Sachs International. A copy of these risks warnings, and a glossary of certain financial terms used in this report, are avaitable from
Goldrman Sachs Interpational on reguast.

European Unlon: Disclosure information in relation 1o Article 4 (1) {d} and Article 6 {2} of the European Commission Dirsctive 2003/126/EC is
availablo al htip:ifwww.gs.comfcliem_services/globat_invastmon?_rosearch/evropeanpolicy.birt

Japam: Goldman Sachs Japan Co.. Ltd. Is » Financial Instrument Deater under the Financial Instrument and Exchange Law, registered
with the iante Financial Bureau [Reglstration Mo, 69}, and is @ member of Japan Securities Dealers Association [JSDA) and
Ftnancial Futures Assockation of Japan (FFJAJ). Sales and purchase of equities are subject to commission pre-determined with
clients plus consumption tax. See company-specific disciosures as to any applicable disclosures required by Japanese slock sxchanges, the
Japeaesa Securitigs Oealers Assuciation or the Japanese Securitios Finonce Comgany,

Ratings, coverage groups and views and related definitions

Buy (B), Neutra! (N}, Seli (S} -Analysts recommiend stacks as Buys or Sells for inclusion on various regional Investment Lists. Being assigned a Buy
or Seil on an fnvestment List is delermined by a stock's return potenttal refative (o its coverage group as described below. Any stock not assigned ag
a Buy or a Sail on an Investment List is deemed Neutral. Each ragional Investment Review Commiltee manages various regional Investment Lists to
a plobal guideline of 25%-35% of stocks as Buy and 10%-15% of stocks as Sell; however, the distribution of Buys and Salls in any particuta: coverage
group may vary as determined by the regional Investment Review Committee. Regiohal Conviction Buy and Sell lists represent invesiment
recommaendations focused on either the size of the potential retern or the likelihoad of the realizetion of the roturn,
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Return potentisl represents the price differential besween the current share price and the price target expecled during the time horizen associated
with the price target. Price targets are required for alt covered stocks. The return potential, price \orgel and associated lime horizon are stated in
each report adding or reiterating an Investment List rmembership.

Covernge groups andl views: A list of all stocks in each coverage group is availabfe by primery analyst, stock and coverage group al
hip:www.gs.comiresearch/hedge html. The analyst assigns one of the following coverage views which represents the analyst's tnvestment cutlook
on the covarage group rolalive to the group's historical fundamentals ant/or valiation. Attractive {A). The investment outlook over the following 12
menths is favarabie relative o the coverage group's historical fundamaentals and/or valuation. Neutral (¥}, The investment outlook over the
folivwing 12 menths is naulral refative 1o the coverage group's historicel fundamentals andfor valuation. Cautious (C). The investmen! outlook over
the following 12 months is unfavorable relative to the coverage group's historical fundomentals andfor valuation,

Mot Hatod (N} The investment rating and target price, if eny, have been removed pursuant 1o Goldiman Sachs policy when Goldman Sachs is
acling in an advisory capacily in @ merger or sivategic transaction invelving his company and in corlain other circumstances, Rating Suspended
{R5]}. Goldman Sachs Rosearch has suspended the investment rating and price targess, I any, for this stock, because there is not a sufficient
fundamental basis for determining an investment rating or targe!. The previcus invastrent rating and price targed, if any. are no longer in effect for
this stock and should not be relied upon. Geverage Suspended {CS}). Goldman Sachs has susperded coverage of 1his company. Net Covered (NC).
Goldman Saghs does nol cover this company. Not Avaliable ar Not Applicable (NAL The information is not available for display or is not applicable.
Not Meaningful [NM). The information is not meaninglul and is therefore excluded.

Ratings, coverage views and related definitions prior to June 26, 20086

Qur raling system requires that analysis rank ardaer the stocks in their coverage groups and assign one of three investrent ratings (see definitions
below) within a ratings distribution guideline of no mare than 26% of the stocks should be rated Qutperform and no tewer than 10% rated
Underperform. The analyst assigns cne of three coverage views {see definitions below), which represents the analyst's investment outlook on the
coverage group refative 10 the group's historical fundamentals ang valuation. Each ¢covarage group, listiag all stocks covered in thal group, is
available by primary analysl, stock and coverags group at hitpyiwaw.gs.comirasearchihedga.himl.

Dafinitons

Dutpertorm {OP). We expect 1his stock to outperform the median 1otal return for the analyst's coverape universe over the next 12 months, InLine
{IL), We expect this stock to perform in line with the median tolal return for the analysl's coverage universe over the next 12 months. Underpeform
(V). We expect this stock to underperform the median 1018l return for the analyst's coverage universe over the next 12 months,

Covarage views: Attractive {A). The invesiment cotlook over the following 12 months is favorable refalive to the coverage group's historical
fundamenitals and/or valuation. Neutral {N}. The investment oullook over ihe following 12 months is neutral relative to the coverage group's
historical fundamentals andfor valuation, Cautious (€). The investment outfook over the following 12 months is unfavorshle relative (o the covarage
group's histerical fundamentals andfar vaiualion,

Currant lnvestment List {CIL). We axpect stocks on this list 1o provide en absolute total retura of approximately 16%-20% over the next 12 months.
We only assign this designation to stocks rated Outperform. We require 2 12-manth price target for stocks with this designation. Each stock on the
CIL will automatically come off the st after 90 days unless renewed by the covering anslyst and the relevent Regional Investment Review
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FR V1123

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

FR VI1.23

Pennsylvania-American Water Company
Coatesville Wastewater Operations

YII. Rate of Return

23, IT applicable, please supply a listing of all common equity infusions from
the parent to the Company over the past five years. In each case, identify
date and dollar amount.

Answer:
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
Coatesville Wastewater Operations

Data Requirements of the Pennsylvania Public Utility Commission

FR VIL24

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VI1I. Rate of Return

24.

Answer:

FR VI1.24

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 VIL.25

Pennsylvania-American Water Company
Coatesville Wastewater Operations

Data Requirements of the Pennsylvania Public Utility Commission

FR VIL.25

Pennsylvania-American Water Company
Coatesville Wastewater Qperations

VII. Rate of Return

25.

Answer:

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 submitted 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.

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 62,806 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
Coatesville Wastewater Operations

Data Requirements of the Pennsylvania Public Utility Commission

FR VIL26

Pennsylvania-American Water Company

Coatesville Wastewater Operations

VI11. Rate of Return

26.

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
Coatesville Wastewater Operations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL.27

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VII. Rate of Return

27. Please identify the Company's and, if applicable, iis 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 1o capital markets at favorable rates.

The parent’s capital structure targets are not applicable to the Company.



FR VIL.28

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

FR VI1.28

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VII. Rate of Return

28. For each month, of the most recent 24 months, please supply the
Company's
a. Short-term debt balance;
b. Short-term debt interest rate;
c. Balance of construction work in progress; and
d. Balance of construction work in progress which is eligible for

AFUDC accrual.

Answer:
Short Term Debt Balance

Balance Interest Balance interest
2009 Rate 2008 Rate

Jan 83,813,458 871% 71,989 437 4.12%
Feb 133,528,640 915% 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 90,969,504 802% 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 AB3% 45,771,510 3.27%
Oct 60,967,614 .392% 45,329,935 4.08%
Nov 63,186,606 343% 55671275 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
2008

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
36,042,642
36,915,108

Water & Sewer

Jan
Feb
Mar
Apr
May
Jun
Jul
Aug
Sep
Oct
Nov
Dec

Balance
2009

Balance
2008

33,759,218
32,298,284
33,683,567
36,158,036
43,573,162
49,294 336
56,198,425
50,370,024
56,269,066
55 567,588
60,736,988
36,081,696

28,114,137
28,357,873
34,899,261
41,401,394
46,882,047
51,570,198
22,301,856
25,150,829
24,807,047
19,739,753
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
20,901,798
18,321,715
20,900,661
24,681,620
26,472,424

FRVIL2S



FR VI.29

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

FR VH.29

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VII. Rate of Return

29. Fully identify all debt, other than instruments traded in public markets,

owed to all shareholders, 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 Payable - AWCC™ Variable  § 7,496,277 AWCC
Total Inside Short-term Debt $ 7,496,277
Long-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 5.52 13,800,000 1/31/2007 12/21/2016 AWCC
6.25% 10 Year LTD Series 6.25 81,000,000 5M5/2008  5/15/2018 AWCC
6.00% 9 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 5/2%/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 £5,900,000 1/31/2007 12/21/2018 AWCC
577% 14 Year LTD Series 577 100,300,000 1/3%/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 Pertion L.TD - AW46 232200 3,400,000
Bonds Inside - AW46 221120 387,300,000

Total G/L 408,186,277



FR VIL30

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

IR VIL.30

Pennsylvania-American Water Company
Coatesville Wastewater Operations

VI11. 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, Ine.:
Fiscal year ended December 31, 2008 Year 1Q 20 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, 2009

Dividends paid per common share e $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 VII31

Pennsylvania-American Water Company
Coatesville Wastewater Qperations
Data Requirements of the Pennsylvania Public Utility Commission

FR VIL31

Pennsylvania-American Water Company
Coatesville Wastewater Qperations

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 VIL32

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

FR VIL.32

Pennsylvania-American Water Company
Coatesville Wastewater Qperations

VIH. 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 earned 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.

TR e fe o

Answer: Please refer to Exhibit No. 9-A.



