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Q. Please state your name.

A My name is David Murray.

Q. Are you the same David Murray who prepared the Rate of Return Section of
the Staff’s Cost of Service Report?.

A. Yes, I am.

Q. What is the purpose of your rebuttal testimony?

A. The purpose c;f my rebuttal testimony is to respond to the Direct Testimony
of Ms. Pauline M. Ahemn, who sponsored rate-of-return (ROR) testimony on behalf of
Missouri-American Water Company (MAWC or Company). I will address the issues of
appropriate capital structure, embedded cost of long-term debt, embedded cost of preferred

stock, and the cost of common equity to be applied to MAWC for ratemaking purposes in this

proceeding.
EXECUTIVE SUMMARY
Q. Please provide an executive summary of your rebuttal testimony.
A. First, I will provide corrections to the Staff’s recommended capital structure in

this case. During its analysis of possible changes in American Water’s capital structure

between the September 30, 2009 and December 31, 2009, Staff discovered that it had
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deducted an unamortized debt expense of $714,482,540 rather than the correct amount of
$71,448,254. In Staff’s conversion to thousands of dollars, it mistakenly divided the
unamortized debt expense by one hundred rather than one thousand.

Nex-t, I will address Ms. Ahern’s capital structure recommendation. Ms, Ahem’s

proposed use of MAWC’s capital structure for ratemaking purposes in this case is

inappropriate. It does not reflect the reality of how MAWC is, and will be, financed. MAWC

does not have a stand-alone credit rating, has centralized most of its ﬁr}ancing functions
through its affiliate, American Water‘Capital Corporation (AWCC), can receive equity
infusions through debt raised at American Water, and the debt provided by AWCC is based
on American Water’s creditworthiness. Because American Water 1s predominately a
regulated water utility, it i1s appropriate to use the' parent company’s capital structure in this
case because it is consistent with the way in which American Water believes its regulated
water utility operations should be capitﬁlized.

I will then address certain areas about Ms. Ahemn’s specific cost of common eqﬁity
methodologies that I believe need to be addressed. Ms. Ahern suggests that a small size risk
premium adjustment needs to be made to her final results. I will provide support from a third
party used by Amernican Water for valuation purposes that did not believe a small size
adjpstment was appropriate due to the regulated nature of Americax; Water’s water utility
operations.

Ms. Ahern uses projected yields to estimate the cost of common equity using the risk

premium method and CAPM methodologies. This use is inappropriate for much the same

reason that using projected stock prices in the DCF is inappropriate. The current yields

reflected in bond prices reflect investors’ expectations of the future. I do not believe it is
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appropriate to substitute projected interest rates for those of yields currently required by
investors.

Ms. Ahemn’s risk premium estimates for both her risk premium methodology and
CAPM methodologies are beyond those that would be considered reasonable by certain
institutional investors and also by equity analysts that provided EPS projections and overall

purchase and sale recommendations for utility stocks. Being that risk premium estimates used

by investors and equity analysts influence investment decisions, Staff believes these are the

risk premiums that are embedded in stock prices.

Additionally, Ms. Ahern uses arithmetic averages rather than geometric averages to
measure historical equity risk premiums, which under normal capital market coﬁditions will
tend to cause an upward bias in estimating the costs of common equity for both her risk
premium analysis and CAPM analysis. I will explain and provide academic support as to why
it is more appropriate to use geometric averages when evaluating long-term asset classes, such
as utility stocks.

I will also provide support for a lower cost of capital estimate for American Water’s
regulated water utility operations by including information from analyses done by
third-parties which were hired by American Water for purposes other than a rate case and also
from equity analysts that publish research on the water utility industry.

Finally, Ms. Ahern supplements her water utility cost of equity estimates by using a
natural gas proxy group. Staff notes that absent Ms. Ahern’s inclusion of the natural gas
utility proxy group, her estimated cost of common equity would have been approximately
12.50 percent. I believe the fact that Ms. Ahern’s cost of equity estimates for two regulated

utility proxy groups are so widely disparate illustrates the skepticism that should be given to
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the reasonableness of the inputs and assumptions Ms. Ahemn uses in her various cost of capital
methodologies. While Staff does object per se to the use of natural gas utility companies
as proxies for water utility companies, Staff does not believe that the cost of equity for
water utility companies and gas utility companies is as different as Ms. Ahern’s cost of
equity analysis would imply. Staff believes that the upward bias in Ms. Ahern’s cost of
‘equity estimates for her water utility proxy group 1s due to her questionable assumption that
these companies can grow into perpetuity based on equity analysts® S-year EPS growth
projections. The reason her gas utility proxy group cost of common equity estimates using
the constant-growth DCF is more in line with equity analysts’ cost of equity estimates is
because the constant-growth rate she uses for this proxy group is more consistent with a

reasonable expectation of a sustainable, perpetual growth rate.

CORRECTIONS

Q. Do you have any (;orrections you need to make to the ROR Section of Staff’s
Cost of Service Report?

A. Yes. In preparing rebuttal testimony Staff discovered an error it had made in
deducting unamortized issuance expenses. When Staff converted the unamortized issvance
expenses to thousands of dollars it divided by one hundred rather than one thousand.

Q. What impact does this have on the appropriate debt balance to include in the
capital structure? '

A The debt balance should be higher. The debt balance (in thousands) should
have been $5,180,587 instead of $4,537,552.

Q. How does this impact the_ common equity ratio embedded in your capital

structure recommendation?
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A Instead of a common equity ratio of 46.21 percent, the common equity ratio
should be 43.00 percent. Please see Corrected Schedule 7, attached hereto, for the specific

capital ratios for each component.

Q. How does this impact your weighted average cost of capital range of
estimates?
A It iowers the range to 7.33 percent to 7.59 percent from the original range of-

7.42 percent to 7.70 percent. Please see Corrected Schedule 22, attached hereto, for the
weighted averages of each capital component.

Q.” Do you believe you sho\uld revise your recommended return on equity (ROE)
as a result of the additional leverage that is contained in your revised capital structute?

A No. Although Staff’s incorrect capital structure contained less leverage than
Staff’s corrected capital structure, Staff had already made an adjustment to its cost of common
equity estimate based on the credit -rating differential between American Water and the
average credit rating of the proxy group. If the capital structure change had been due to an
actual increase in leverage, then Staff would consider making an upward adjustment assuming

business risk and market 1isk remained the same.

COST OF COMMON EQUITY, CAPITAL STRUCTURE, EMBEDDED COST OF

LONG-TERM DEBT. EMBEDDED COST OF PREFERRED STOCK AND
AVERAGE COST OF SHORT-TERM DEBT

Q. Have you updated your recommended capital structure, embedded cost of debt,
embedded cost of preferred stock and average cost of short-term debt?

A No. Staff’s ROR recommendation provided in Staff’s Cost of Service Report
was based on financial statements as of September 30, 2009. Because this was proximate to

the update period of October 31, 2009, Staff considered this information to fairly approximate
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the capital structure and embedded costs that were in effect as of October 31, 2009. However,
as already discussed, I did make corrections to my capital structure and resulting
recommended ROR.

Q. Is there agreement between Staff and MAWC on the enibedded cost of
preferred stock, the embedded cost of long-term debt and the average cost of
short-term debt?

A. No. Ms.' Ahern used MAWC’s capital structure, which consists of allocated
debt and parent company equity infusions, whereas I utilized American Water’s consolidated
capital structure. Because I utilized a consolidated capital structure, I also matched the
corresponding consolidated embedded cost of long-term debt (based on debt issued by
Amernican Water, American Water Capital Corporation and MAWC), embedded cost of
preferred stock (based on preferred stock issued by American Water and MAWC) and
average cost of short-term debt for the consolidated entity to this capital structure.
Ms. Ahern’s determination of MAWC’s embedded cost of long-term debt and embedded cost
of preferred stock was based on the costs of issuances American Water associates with
MAWC. Therefore, the costs used by MAWC do not match those calculated by Staff.

Q. Is there an agreement between Staff and MAWC on capital structure?

A. No. Ms. Ahern used MAWC’s capital structure rather than American Water’s
capital structure.

Q. Is there an agreement between Staff and MAWC on a reasonable ROE in this

case?
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A. No. Ms. Ahern recommends an ROE of 11.60 percent based on her cost
of common equity estimates, whereas I recommend an ROE of 9.25 percent, which is the

mid-point of my estimated cost of common equity range of 8.95 percent to 9.55 percent.

MS. AHERN'S RECOMMENDED CAPITAL STRUCTURE FOR MAWC AND
WEIGHTED AVERAGE COST OF CAPITAL ESTIMATES

Q. Please summarize Ms. Ahern's capital structure recommendations for MAWC.

A. Ms. Ahern recommends the_ use of MAWC’s capital structure. Ms. Ahern used
MAWC’s estimated capital structure as of April 30, 2010, as developed by Company Witness
Michi Chao. As shown in Table 1 on page 4 of Ms. Ahern’s Direct Testimony, this capital
structure is expected to consist of 48.94 percent common equity, 0.32 percent preferred stock,
0.68 percent short-term debt and 50.06 percent long-term debt.

Q. Why is it inappropriate to use MAWC’s capital structure for ratemaking
purposes in this case?

A. MAWC does not issue all of its own debt, though it does issue some. This
change occurred when American Water created its financing subsidiary American Water
Capital Corporation (AWCC). Although there are internal loan documents between MAWC
and AWCC, AWCC is the entity that is actually issuing the debt to third parties on a

consolidated basis on behalf of American Water’s subsidiaries. Additionally, AWCC is

acting as the corporate treasury for American Water, in that it also aggregates all of the cash

receipts and disbursement functions for its subsidiaries.
Q. Please describe MAWC’s financing arrangement with AWCC.
A. As stated in Paragraph 13 of Missouri-American’s Application filed in Case

No. WF-2002-1096:
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Applicant [MAWC] proposes to implement some or all of the long-
term debt portion of its financing program primarily through an
affiliate, American Water Capital Corp. (“AWCC”). AWCC is a
wholly-owned subsidiary of American Water Works Company, Inc.,
(“AWW?") established for the purpose of providing financial services to
AWW and its water and wastewater utility subsidiaries (including
Applicant) by pooling the financing requirements of such companies
(the “Participants™), thereby creating larger and more cost efficient debt
1ssues at more attractive interest rates and lower transaction costs than
would otherwise be available.

The Application goes on further to state in Paragraph 14:

In the past, Applicant, and its constituent predecessors in interest,
provided for debt financing needs primarily through short-term bank
borrowings and the sale by private placement of long-term bonds
1ssued pursuant to mortgages on plant and property in this State
including the Indenture of Mortgage and, when available, tax exempt
bond issues. Changes in financial markets and federal securities
regulation have made the public securities market an attractive
alternative to the traditional, secured privately placed bonds and bank
borrowings upon which Applicant has traditionally relied. However,
borrowers can derive the benefits of the public market only if the
amounts they borrow are large enough, and their credit rating high
enough, to meet that market’s significant entry level requirements.
Standing alone, Applicant does not have the borrowing requirements
large enough to finance in the public markets. However, by financing
through AWCC, Applicant and its sister companies in other states have
sufficient borrowing power to finance in the public market and thereby
obtain the advantageous terms available therein.

Paragraph 15. goes on further to state:

Q.

Water and MAWC?

Generally, each year the Participants provide AWCC with an estimate
of the borrowing requirements which they propose to finance through

AWCC for the coming year and for one (1) to three (3) years in -

advance. On the basis of this information, AWCC arranges borrowing
commitments and programs to provide the funds necessary to meet

these requirements. All long-term debt incurred by AWCC and the

corresponding long-term indebtedness of each Participant will be
match-funded. That is to say, AWCC borrows long term funds only to
meet specific borrowing needs of one or more participants.

How does Standard & Poor’s (S&P) evaluate the creditworthiness of American

1
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A S&P does not issue a credit rating for MAWC, but it does issue a credit rating
on American Water. The credit analysis performed by S&P is based on the consolidated

credit risk profile of American Water, which is primarily based on its regulated subsidiaries,

but also includes some non-regulated operations. Staff believes that if S&P did assign a credit -

rating to MAWC, it would be based on the consolidated operations of American Water. As
long as the risk associated with the consolidated operations is consistent with MAWC’s risk,
then it 'is appropriate to ﬁdt only use the consolidated capital structure, but also the cost of
cabital asséciﬁted with this capital structure for ratemaking purposes.

Q. Does the consolidation of financing needs through AWCC make MAWC’s
capital structure inappropriate for purposes of recommending a fair and reasonable ROR for
MAWC?

A Yes, because AWCC is more or less acting like the treasury for American
Water, the inflows and outflows of funds at AWCC become commingled with those funds
that are being used for all sorts of purposes by American Water and its subsidiaries.

For example, American Water receives debt from AWCC just as its subsidiaries do.
American Water uses this debt to make equity contributions to its subsidiaries. As such, these
transactions resulf in the appearance of less leveraged capital structures for the subsidiaries.

Alternatively, American Water’s subsidiaries could have received this capital by
executing internal loan documents with AWCC. If the capital had been infused in the
subsidiaries in this manner, then the subsidiary's capital structures would be more consistent
with the amount of financial ri_sk that American Water’s subsidiaries could optimally incur.
Because American Water’s capital structure directly affects the cost of capiﬁl that is available

to its subsidiaries because this is a market-driven capital structure, it is unlikely that American
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Water would manage this capital structure in an imprudent ma;nner, whether it is with too
much leverage or not enough. Consequently, the use of the ;::onsolidatgd capital structure for
ratemaking purposes is most likely to produce a ROR that is consistent with the cost of capital
associated with MAWC’s risk profile.

Q. What other reasons do you believe support the use of American Water’s
consolidated capifal structure rather than MAWC’s capital structure?

A. American Water’s operations arc largely confined to regulated water utility
operations. According to a December 21, 2009 S&P research report (Attachment A)
published on American Water, the company’s regulated water utility subsidiaries represent
almost 90 percent of total revenues and 100 percent of adjusted earnings before interest and
taxes (EBIT) for the past three years. S&P has assigned American Water an “excellent”
business risk profile based in large part on the stability of its regulated operations. If S&P
believed American Water had a significant amount of riskier non-regulated operations, then
this would most likely result in a lower business risk profile being assigned to American
Water for purposes of assigning a corporate credit rating.

Q. Even if American Water had significant non-regulated operations, what would
most likely be the impact on the capital structure to offset the higher business risk that is
usually associated with non-regulated operations?

A. If American Water has higher-risk, non-regulated business ventures,
then commonly understood financial theory dictates the need for more common equity
in order to maintain a certain credit rating versus a company that does not have higher-risk,
non-regulated business ventures. Therefore, utilizing American Water’s consolidated capital

structure for ratemaking purposes in this case is appropriate because even though American

10
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Water’s non-regulated operations are limited, the inclusion of these non-regulated operations
would require American Water to maintain a higher level of common equity than if American

Water’s operations were confined to regulated water utility operations.

MS. AHERN’S RECOMMENDED COST OF COMMON EQUITY FOR MAWC

Q..  Please summarize Ms. Ahem’s recommended cost of common equity for
MAWC. |

A. Ms. Ahern utilized the Discounted Cash Flow (DCF) model, the Capital Asset
Pricing .Model (CAPM), the Ri_sk Premium Model (RPM), and the Comparable Earningé
Model (CEM) to estimate the cost of cémmon equity for MAWC. Ms, Ahem‘ applied the
DCF, CAPM and RPM to two proxy groups, a water utility proxy group and a natural gas
utility proxy group. Ms. Ahern applied the CEM to two proxy groups of non-price-regulated
companies. Ms. Ahern sélected each non-price-regulated proxy group in an effort to make
these groups comparable to each of her utility proxy groups. Ms. Ahern summarizes her
results on pages 4 through 7 of her Direct Testimony. The results range from a low of
8.68 percent based on her constant-growth DCF analysis of the natural gas proxy group to a
high of 13.50 percent based on her CEM analysis of the non-regulated proxy group she
considered comparable to her water utility proxy gr(‘)up.

Ms. Ahemn calculated a simple average of the cost of equity estimation methodologies
she applied to her water utility proxy group to arrive at an estimated 12..15 percent cost of
common‘ equity. Ms. Ahem calculated a simple average of three of her four cost of equity
estimation methodologies to arrive at an estimated 10.35 percent cost of common equity for
her natural gas utility proxy group. Because of the significant difference between these two

cost of equity estimates for a natural gas utility group compared to a water utility proxy group,
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one might question the appropriateness of applying the natural gas proxy group cost of equity
estimate to a water utility such as MAWC. However, Staff will demonstrate why it believes
this wide difference is not because the cost of equity for water utility companies is truly
higher than it is for gas utilities. If anything, based on costs of equity used by equity analysts
to discount water utility dividends and the costs of equity used to test Ame;‘ican Water’s

assets for impairment, Staff believes the opposite may be true. Staff believes Ms. Ahern’s

indicated differences are a function of inappropriate inputs to her methodologies rather than

actual cost of equity differences in the capital markets.

In order to arrive at her final cost of equity estimate for MAWC, Ms. Ahern makes
two upward adjustm.ents to both of her proxy groups. Ms. Ahern believes that an upward
adjustment should be made (1) in order to consider MAWC’s smaller size and (2) due to
credit risk differéntials between MAWC and her proxy groups. While I do not agree with
Ms. Ahern’s position that an upward adjustment should be made for MAWC’s smaller size,
[ accept Ms. Ahern’s argument regarding the need for an adjustment due to credit risk
diffcrgntials. However, Staff and the Company disagree ;)n the process for estimating
MAWC’s credit rating. Ms. Ahern bases her estimate of MAWC’s credit rating on-fS&}'f’s
published benchmarks, whereas my estimate is based on the actual methodologies S&P uses
to rate subsidiaries that are not considered to be separate from their parent companies due to
lack of sufficient regulatory and legal restrictions at the subsidiary level.

After making the aforementioned adjustments to her initial cost of equity inputs for

her proxy groups, Ms. Ahern recommends an 11.60 percent ROE based on the mid-point of

her natural gas utility cost of equity estimate of 10.71 percent and the water utility proxy

group cost of equity estimate of 12.52 percent.
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Q. What is the most glaring issue that should cause the Commission concern

about Ms. Ahern’s cost of equity estimate in this case?.

A The fact that her cost of equity estimation models and inputs result in
significantly different cost of equity estimates for two predominately regulated utility proxy
groups. While Staff believes that it is logical to expect some diffé:rence in an average cost of
equity indication for water, electric and gas utility companies, Staff does not believe this
difference would reasonably be expected to be close to 200 t;asis points as is suggested by
Ms, Ahemn’s anaiysis.

Q. What cost of equity methodology shows the widest discrepancy of the costs of
equity Ms. Ahern uses to estimate the average cost of equity for her gas and water utility
proxy groups?

A, The DCF methodology. Ms. Ahern estimates a cost of common equity of
11.73 percent for her water utility group, while she esﬁmates an 8.68 percent cost of equity
for her natural gas utility proxy group.

Q. What do you believe is the primary cause of this wide discrepancy in the
estimated cost of equity applying the same methodology to two regulated utility proxy
groups?

A. Input error. I do not believe the problem lies with the DCF methodology.
I believe the assumptions made by Ms. Ahern in her application of the DCF methodology to
the water utility proxy group are flawed.

Q. Why?

A. . Ms. Ahern makes the simplistic assumption that her water utility proxy group’s.

dividends will grow into perpetuity.at an average annual growth rate of 8.33 percent. This

13
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cc;mpares to her assumed perpetual growth rate of 4.38 percent for her natural gas utility
proxy group. It is highly questionable to assume that water utility companies can grow into
perpetuity at a rate which is almost twice that of the expected growth in the .U.S. domestic
economy Gver the long-term and also almost twice that of the expected growth of the natural
gas utility proxy group. _ |

Q. What is your understanding of the characteristics of investor-owned publicly-
traded water utility industry in the United States?

A. It is my understanding that the water utility industry is undergoing significant
capital expenditures due to replacing aging infrastructure. Additionally, due to little organic
growth of existing systems, the industry has been consolidating and is expected to continue to
consolidate in the future. While larger acquisitions have not occurred recently, water utility
compaliies continue to make smaller acquisitions throughout the country.

Q. What is your understanding of the reason for near-term higher expected growth
rates in both EPS and DPS for water utility companies?

A I believe it is due to a combination of expected rate base growth and continued
consolidation of the industry. The extent of the expected growth due to these issues will
depend in part on the value creation that management can create by making these investments.-

Q. Do you believe selecting comparable companies that are involved in
continuous acquisitions is ideal for estimating the cost of common equity for captive water
utility operations?

A. No. However, because this appears to be the state of the water utility industry,

it becomes a matter of practicality to use the publicly-traded water utility companies that are

available to perform a water utility cost of equity study.

v

14
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Q. Would this not lend some support for Ms. Ahern’s decision to use a natural gas
utility proxy group to estimate the cost of common equity for a regulated water utility
company?

A. Yes. Because the expected growth of gas utility companies is not driven by
expected consolidation within the industry to the extent it is in the water utility industry, this
could possibly a]JO\‘N for a more “natural” estimate of the cost of common equity for regulated
water utility operations.

Q. Is it still possible to reliably estimate the cost of common equity using the DCF
methodology for water utility operations -from a proxy group of water utility companies
considering some of the characteristics of the industry?

A. Yes, but doing so requires the use of reasonable inputs for the assumed growth
rate, whether included in a single-stage DCF or a multiple-stage DCF.

Q.  How can one determine if the assumed growth rates are reasonable?

Al This can be evaluated by comparing the level of the growth rate against the
expected long-term economic growth rate and to the extent reliable information is available,
long-term expected industry growth rates based on industry fundamentals.

Q. What are expected long-term economic growth rates for that of the U.S.
economy”?

A. Expected long-term U.S. nominal GDP growth rates range from 4.0 pefcent to
4.8 percent according to the Congressionai Budget Office (CBO)' and the Federal Reserve.?

Staff considered an estimate of approximately 4.50 percent to be reasonable. This long-term

! “The Budget and Economic Outlook: Fiscal Years 2010 to 2020” January 2010, Congressional Budget Office. -
2 http://www.federalreserve.gov/monetarypolicy/files/fomeminutes20100127.pdf

15
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economic growth rate is consistent with the mid-point of the Federal Reserve’s central
tendency estimates for long-term economic growth.

Q. What 1s your understanding of long-term expected sustainable growth rates for

. investments in regulated water utility companies?

A. Staff researched various investment researc}_l reports provided by MAWC in
response to Staff Data Request No. 0107 to determine if there was any consistent factor
analyzed by equity analysts to project long-term sustainable growth rates. Although Staff
could not find information that shows how these equity analysts specifically estimated the
long-term perpetual growth rate in their analysis, Staff did discover perpetual growth rates
that support the reasonableness Staff’s perpetual growth rate of 4.5 percent.

As Staff alfeady discussed in the Staff Cost of Service Report, Goldman Sachs uses a
perpetual growth rate of 5 percent when estimating the price to pay for water utility stocks
using the dividend discount model, i.e. the DCF model in utility rate case terminology. Staff
discovered that Macquaric Research used a perpetual growth rate of 4 percent when
estimating the value for American Water, which followed seven years of dividend growth in
the 5 to 8 percent range. The same Macquarie report used a ltmg-term dividend growth rate
of 4.5 percent when estimating the value of Aqua America’s stock, which followed seven
years of 5 to 7 percent dividend growth.® Staff solved for the cost pf equity used by
Macquarie to estimate the fair value of the A_merican Water stock and determined this cost of

equity was approximately 7.36 percent. This was similar to the cost of equity Macquarie

directly provided in a June 3, 2009 research report on American Water of 722 percer_lt.4

? Water Utilities, Water for Growth?, May 11, 2009, Angie Storozynski (see Attachment B).
* American Water Works, Better Safe than Sorry, June 3, 2009, Angie Storozynski (see Attachment C).

16
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Q.  Did you discover any other cost of common equity estimates in these reports
that support the reasonableness of your cost of equity estimate?

A. Yes. A November 24, 2008 equity research report published by Societe |
Generale used a cost of equity of 7.5 percent to estimate the value of American Water’s
stock.’

Q. Are you aware of any information from sources other than equity al}alysts that
would support the opinion that the cost of equity for water utility companies is firmly in the
single digits?

A. Yes., In response to Staff Data Request No. 109, MAWC provided certain

valuation analyses performed by **

> American Water Works, 4 unique opportunity to enter American water, November 24, 2008, John Honore and

Didier Laurens (see Attachment D).
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Q. Does this conﬁnﬁ the reasonableness of your cost of common equity estimate
in this case?

A. Yes. My cost of common equity estimate is 8.95 to 9.55 percent based on a

similar capital structure.

Q. On page 14, line 27 through page |7, line 13, of her Direct Testimony,
Ms. Ahern explains why she believes a small size risk adjustment needs to be rr—lad_e to her
initial proxy group cost of common equity. What has been Staff’s ﬁosition in the past
regarding the need for an adjustment to the cost of common equity to consider a utility
company’s smaller size relative to the proxy group?

A. Staff has consistently recommended to the Commission that it reject any
adjustments to the cost of common equity because of a utility company’s smaller size. Staff
has maintained that the studies cited by company ROR witnesses were not based on an
analysis of the rfegulated utility industry, but on all of the stocks in the New York Stock
Exchange, the American Stock Er;{change and the Nasdaq National Market.

Q. Are you aware of any information from the asset irﬁpainnent tests performed

on American Water’s assets that support the Staff’s longstanding position?
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A. Yes. The asset impairment tests discussed whether it was appropriate to apply

a small size risk premium to the initial estimated cost of common equity.
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Q. On page 25, line 19 through page 27, line 31 of her Direct Testimony,
Ms. Ahern explains why she believes it is better to rely on more than one cost of common
equity model to estimate the cost of common equity. She also implies that it is improper to
give primary reliance to the DCF model. How do you respond?

Al I believe it is important to co.nsider other available financial information to test
the reasonableness of a recommendation, regardless of the model or models used. I believe
one can do this by evaluating expected returns in the market and companing this to the results
obtained from performing a cost of common equity analysis. For example, in the ROR
Section of the Staff Cost of Service Report, I compared my recommendation to Missouri State
Employées’ Retirement System’s (MOSERS) expected returns for large cap domestic stocks.
I also reviewed a “rule (;f thumb” test to determine if my cost of equity estimate was within
reason.

In preparing this rebuttal testimony I performed additional research on equity analysts’
research reports and have found that their estimates of water utility industry costs of equity
are well below my estimated cost of equity. The equity analysts’ cost of equity estimates are
especially informative considering that Ms. Ahem used equity analysts’ S-year EPS growth
estimates for her assumed constant growth rate in her DCF estimated costs of equity. It
should be obvious from the fact that these analysts’ themselves do not assume that a water
utility company can grow its DPS in perpetuity at a growth rate above 8 percent that this type

of assumption is not made in the practice of investment analysis.

NP
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Q. " Do you have any concerns with Ms. Ahern’s analysis using the Risk Premium
Model (RPM)?

A. Yes. I believe it is more appropriate to use a recent average yield on utility

bonds as the starting point in a risk premium analysis because investors’ expectations of
changes in interest rates are already reflected in current bond prices. It is logical to use
current yields for the same reason it is logicallto use current stock prices in the DCF model.
As with current stock prices, current yields reflect iﬁvestors’ required rates of return for future
uncertainties. If an investor requires a yield of 6 percent on her investment in a bond today,
she has done so based on her assessment of not only company-specific factors, such as credit
risk, but also due to other macro risk factors such as the possibility of interest rate increases
and decreases in the future. Using projected bond yields is akin to using projected stock
prices when estimating the cost of equity using the DCF methodology. This violates the
premise underlying the efficient market hypothesis, which is that asset prices reflect all
known information.

Q. Do you have any concerns with Ms. Ahern’s risk premium estimate using
historical data?

A Yes. 1 do not agree with Ms. Ahern’s position that arithmetic means should be
ﬁsed when estimating the risk premium going forward. For the most part, it is assumed that
investors in utility stocks are buying for the long-term. Investors are not buying and selling
shares every year. Consequently, the investor should not be assumed to be realizing any of

the gains and losses that occur year-to-year.

22




10
11
12
13
14
15
16
17
18
19
20

21
22

23
24

25

Rebuttal Testimony of
David Murray

Q. Please provide a simple example to illustrate why you do not believe investors
use arithmetic means when determining the amount of risk-premium they will require on a
given stock or a portfolio of stocks.

A. Suppose that an investor makes a $1 stock investment over a three-year period.
If an investor pays $1 for a stock in year 1 and then in year 2 the stock increases to $1.50, then
the investor would have a 50 percent growth rate. Let us also assume that in year three, the
price of the stock decreases by 50 perceﬁt to $.75. If an investor performed a simple
arithmetic average of these two returns, then he would think that he received 0 percent
[(50 percent + -50 percent)/2] growt_h in his investment over the three-year period. However,
in reality the investor actually had a 25 pfércent decline in his investment over this three-year
period. This is why using the arithmetic mean to measure risk premiums is questionable.

Q. You have given an intuitive reason as to why you believe that geometric means
are more realistic in measuring equity risk premiums, but Ms. Ahem cited Ibbotson
Associates to support her claim that the arithmetic average should be used. Do you have any
academic support for your use of the geometric mean?

A Yes. The first 18 Investment Analysis & Poftfolio Management, seventh
edition, 2003, written by Frank K. Reilly and Keith C. Brown. Reilly and Brown stated the
following:

The geometric mean is appropriate for long-run asset class
comparisons, whereas the arithmetic mean is what you would use to

estimate the premium for a given year (e.g. the expected performance
next year).

The second textbook ié INVESTMENT VALUATION: Tools and Technigues for
Detefmining the Value of Any Asset, 1996, written by Aswath Damodaran. Dr. Damodaran -

stated the following in his textbook:
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The geometric mean generally yields lower premium estimates than the
arithmetic mean. In the context of valuation, where cash flows over a
long time horizon are discounted back to the present, the geometric
mean provides a better estimate of the risk premium. Thus, the
premium of 5.50% (the geometric mean of the premium over Treasury
bonds) is used throughout this book for calculating expected returns.

The third textbook is Analysis of Equity Investments: Valuation, 2002, written by
John D. Stowe, Thomas R. Robinson, Jerald E. Pinto and Dennis W. McLeavey. _Tlie text
states the following: |

In taking a historical approach, we face a choice between using
arithmetic mean return (typically, the average of one-year rates of
return) and using the geometric mean return (the compound rate of
growth of the index over the study period}. The arithmetic mean more
accurately measures average one-period returns; the geometric mean
more accurately measures multiperiod growth. The dilemma is that the
CAPM (as well as the APT) is a single-period model, suggesting the
use of the arithmetic mean; but common stock investment often has a
long time horizon, and valuation involves discounting cash flows over
many periods, suggesting the use of geometric mean. ..

...Although the debate is inconclusive, this book uses geometric means,
not only for the previously given reasons but also because geometric
means produce estimates of the equity risk premium that are more
consistent with the predictions of economic theory.

'The above-mentioned textbooks were or are used in the Chartered Financial Analyst
(CFA) Program sponsored by the CFA Institute. Although some concern was expressed in
the recent MGE rate case, Case No. GR—2009-021—9, as to whether the CFA Program
curriculum may have had some inconsistency regarding advocating the use of arithmetic

rather than geometric means to project risk premiums, Staff believes that the research it

performed and explained in the recent Union Electric Company, dba AmerenUE (AmerenUE)

~ electric rate case, Case No. ER-2010-0036, confirmed the use of geometri¢ means at least for

long-term investments. Staff does believe it could be argued that arithmetic means should be

used for one year investments, but Staff continues to believe the estimation of utility
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companies’ costs of equity more appropriately assumes investment periods longer than one

year.
W

Q. Do you have any concerns about the estimated risk premiums Ms. Ahern uses-
as inputé into her risk premium analysis?

A. Yes. Ms. Ahern’s estimated risk premiums are not consistent with those that
are used by investors to make investment decisions or to advise investors on utility company
stocks, Although I do not agree with Ms. Ahern’s use of arithmetic means of the historical
earned return spreads to estimate a long-term prospective equity risk premium, the most
material impact that causes Ms. Ahemn’s estimated equity risk premiums to be upwardly
biased are her forecasted risk premiums of 9.31 percent based on a 3-5 year expected total
return of 14.84 percent for the broader U.S. stock market. This estimated nisk premium over
corporate bond yields is much higher than the total expected return for large cap domestic
stocks of 8.50 percent assumed by MOSERS for purposes of making asset allocation
decisions for the management of state employees’ retirement assets. Additionally, MOSERS'
expected return is for a“ten-year period compared to the 3-5 year period used by Ms. Ahern,
which is more consistent with estimating long-term risk premium requirements.

Q. Are you aware of any academic sources that contradict the reasonableness of
applying a 4.50 to 5.06 percent risk premium to utility-specific bond yields to estimate the
cost of common equity for a company?

A. Yes. According to the textbook Analysis of Equity Investments: Valuation
(2002) by John D. Stowe, Thomas R. Robinson, Jerald E.‘ Pinto and Dti:.mlAis W. McLeavey
(used as part of the cu_rriculum in the Chartered Financial Analyst Program), a typical nsk '

premium added to the yield-to-maturity (YTM) of a company’s long-term debt is in the 3 to
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4 percent range. Because utility stocks behave much like bonds, I would not add more than a
3 percent risk premium to arrive at a rough estimate of the cost of common equity.

Because MAWC’s S&P credit rating would be the same as its parent credit rating due
to the fact the MAWC is not considered substantially separate from AIﬁeﬂcan Water at least
from a,ﬁna-mci‘al perspective, the appropriate yiéld to apply this risk premium to would be that
of a recent average yield for “BBB” rated bonds. This would indicate an approximate cost of
common equity of 9.22 pércent based on a recent 3 month average yield of 6.22 percent. This
is approximately at the mid-point of my recommended cost of common equity range for this
case.

Q. The methodology suggested by the above-mentioned source seems very
simplistic. Do you recommend that the cost of common equity be set based on this approach?

A.  No, but I certainly believe this approach provides an element of common sense
as to determining the reasonableness of a ROR witness’ estimate of the cost of common
equity. It is easy to complicate the estimation of the cost of common equity by compiling
massive amounts of data and using many different methodologies, but sometimes it is
important to perform simplifying tests of reasonableness to determine if an estimated cost of
equity can be judged to be sound and reasonable. Staff has provided several sources of
information that, if anything, seem to imply that Staff’s estimated cost of equity 1s too high.

Q. Do you have concerns with Mr. Ahern’s CAPM analysis?

A. Yes. My concerns about her CAPM analysis are much the same as my
concerns regarding her risk premium analysis due to the fact that she uses projected risk-free
rates rather than current risk-free rates and most importantly, because her estimated risk

premiums are nowhere close to those used by investors or investment analysts. Because ROR
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witnesses are attempting to determine investors’ required rates of return, the type of evidence
I have provided on equity analysts’ discount rates and institutional investor’s expected returns
is informative‘for purposes of testing the reasonableness of cost of equity estimates. Because
the Commission has also used average authonzed 'ROES from other states to determine a zone
of reasonableness, I also provided this information in the Staff’s Cost of Service Report.
I urée the Commissipn to consider all of the data I have provided in dreterrnining the allowed
ROE in this case. I believe that the data that I provided that is used for purposes of actual
investment decisions and also for financial statement reporting purposes is the data that
should receive the most consideration.

Q. What equity risk premium did Ms. Ahemn propose to use for her CAPM
analysis?

A. 8.31 percent.

Q. Why is this equity risk premium higher than what she used in her risk premium
analysis? :
A. Because this risk premium is based on the Ms. Ahern’s projected stock market

returns over the yields on 30-year Treasury bonds (T-bonds) rather than over public utility
bond yields, which are higher due to the inclusion of default risk.

Q. How much higher is Ms. Ahern’s estimated equity risk premium than that used
by Macquarie Research in the previously mentioned research report when it estimated the cost
of common equity for American Water?

A. 381 basis points higher.

Q. How much higher are Ms. Ahern’s estimated equity risk premipms than those

implied by MOSERS’ expectations?
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A, Based on the most recent three months, 30-Treasury bonds have been vielding
approximately 4.60 percent. This translates into a current equity risk premium for
U.S. market of approximately 390 basis points, less than half of that used by Ms. Ahern.

Q. What concern do you have abo;ut Ms. Ahemn’s risk-free rate component?

A. Although her inflated risk premium estimates are by far the most glaring issues
that should cause one to question the credibility of her recommendation, Ms. Ahern also uses _
projected risk-free rates in her analysis. As I discussed previously, this is akin to using
projected stock prices to determine 4 DCF cost of equity. However, because we are trying to
determine investors’ expectations, the more relevant data are current yields because this data
already captures these expectations.

Q. Does the Comparable Earnings Model (CEM) analysis performed by
Ms. Ahern necessarily reflect the cost of common equity capital to the companies in her
study?

A No. Ms. Ahermn’s CEM analysis is an assessment of the future expected ROEs

- for her two proxy groups. First, there is an inherent problem with using expected returns on

common equity from Value Line because while investors use Value Line to evaluate their
investment opportunities, Value Line’s predictions may not be consistent with that of
investors. Second, expected ROEs over the next five years are not necessarily synonymous
with the cost of common equity; i.e., required ROE.

If the allowed returns ar;: set based on expected returns, then it is possible that these
returns will be based on returns that are not consistent with the long-term required returns on
common equity, i.e. the cost of equity. _This can result in providing support for current market

valuation levels rather than setﬁng the ROE equivalent or close to the cost of common equity.
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If a company is earning more than its cost of capital, then the company is recovering more
than its cost of service. The intent of ROR/rate base regulation is to allow the utility to
recover its cost of service. While reviewing what other non-regulated companies may be
expected to earn over the next five years may be informative in testing the reasonableness of a
witness’s DCF results, it should not be relied upon for a cost of common equity

recommendation because of the above explanation.

Q. Have any other commissions rejected the CEM for basically the same reason

that you cited above?

A. Yes. In a case involving AmerenUE, Docket Nos. 02-0798, 03-0008 and
03-0009, the Illinois Commerce Commission stated the following:

Staff objects to Ameren’s comparable earnings analysis because Staff
believes the comparable earnings methodology is based on the
erroneous assumption that earned returns on book equity are acceptable
substitutes for investor-required returns, Staff claims there is no basis
for this implication, since investor-required returns are only loosely
related to accounting retums; they are not interchangeable. Staff
asserts that the return on book value of common equity 1s unaffected by
changes in the investor-required rate of return. Staff claims that n
some circumstances investors could bid up the price of a stock, thereby
reducing the implied required rate of return, but the anticipated retum
on book equity would not change.

As Staff notes, the Commission has consistently and repeatedly
rejected the comparable eamnings methodology. In the Commission’s
view, Ameren has provided no new argument in favor of this flawed
methodology. Stated simply, the Commission does not beheve it is
appropriate to estimate CIPS’ and UE’s forward looking cost of
common equity by looking to historical earned returns on common
equity earned by competitive industrial firms of similar risk. The
constantly changing economic environment alone, which is well
documented in the record, prevents the Commission from relying on
historical eamed returns to establish a forward looking return on -
common equity..

As stated above, the objective of this proceeding is to establish a net
original cost rate base and provide common equity investors the
opportunity to earn the market required rate of return on the proportion
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of net original cost rate base financed. by common equity investors.
The comparable earnings test proposed by Ameren is inconsistent with
this object[ive] and is rejected.

Q. Is there any other logical reason to dismiss the estimated cost of common
equity using the CEM?

A Yes. Ms. Ahern rejected the CEM estimated cos;t of equity analysis on the
companies she considered to be comparable to her natural gas utility proxy group.
Ms. Ahem’s CEM analysis on these companies resulted in an indicated cost of common
equity of 21.00 percent. Considering that this indicated cost of equity is far above what
would be considered logical in the current capital market environment, the CEM metho&o]ogy

should be completely disregarded by the Commission.

SUMMARY AND CONCLUSIONS

Q. Please summarize the conclusions of your rebutta] testimony.
A. My conclusions regarding the capital structure and cost of common equity are
listed below:

1. The use of MAWC’s capital structure as proposed by MAWC is
inappropriate. It does not reflect the mix of capital that American
Water considers optimal for purposes of investing in its regulated water
utility subsidia_ries. The estimated cost of capital for MAWC should be
based on American Water’s actual consolidated capital structure as of
September 30, 2009;

2. Ms. Ahern’s cost of common equity estimate for her regulated water
utility proxy group is significantly higher than that of her natural gas

utility proxy group. There is no logical reason for this significant
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A,

difference. Additionally, this is not corroborated by other cost of
equity estimates used by investment analysts;

Ms. Ahern’s risk premium estimates are based “in part on 3-5 year
projected broader market returns of 14:84 percent. This causes an
upward bias in her estimated equity risk premium and is not consistent
with Staff’s understanding of long-term expected returns assumed by
those in the investment field;

Ms. Ahem’s use of projected yields is inconsistent with the premise_
that current asset prices reflect all known information about interest
rate risk;

Ms. Ahern’s cost of equity estimates are much higher than a consultant

American Water hired to estimate the value of its regulated assets for

“purposes performing asset impairment tests; and,

Staff’s cost of common equity estimate of 8.95 percent to 9.55 pércent
is reasonable and fairr when compared to other estimates and
projections provided by others outside the utility ratemaking setting.
Staff’s cost of equity estimate range would produce a fair and
reasonable ROR of 7.33 percent to 7.59 percent on the Missouri

jurisdictional water utility rate base of MAWC.

Does this conclude your rebuttal testimony?

Yes, it does.
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Missouri-American Water Company
Case No. WR-2010-0131

Capital Structure as of September 30, 2009
for American Water

Amount Percentage
Capital Component (in thousands) of Capital
Common Stock Equity $3.987,252 ' 43.00%
Preferred Stock 27619 ? 0.30%
Long-Term Debt 5,180,587 * 55.87%
Short-Term Debt 76,556 * : 0.83%
Total Capitalization $9,272,014 100.00%

Notes: 1. Based on common equity shown on American Water's September 30, 2009 balance sheet.
2. Based on total preferred stock shown on American Water's Sepetmber 30, 2009 balarce sheet

less unamortized preferred stock expenses.
3. Based an total long-term debt shown on American Water's September 30, 2009 balance sheet

less unamortized long-term debt expenses.
4. Based on short-term debt shown on American Water's September 30, 2009 balance sheet.

Source: MAWC's response to Staff Data Request Nos. 0103 and 0104,

CORRECTED SCHEDULE 7




Missouri-American Water Company
Case No. WR-2010-0131

Weighted Cost of Capital as of September 30, 2009
for Missouri-American Water Company

Weighted Cost of Capital Using
Common Equity Return of:

Percentage Embedded
Capital Component of Capital Cost 8.95% 9.25% 9.55%
Commaon Stock Equity 43.00% — 3.85% 3.08% 4.11%
Preferred Stock : 0.30% 9.19% 0.03% 0.03% 0.03%
Long-Term Debt 55.87% 6.18% 3.45% 3.45% 3.45%
Short-Term Debt 0.83% 0.81% . 0.01% 0.01% 0.01%
Total 100.00% 7.33% 7.46% 7.5%%

Sources:

See Schedule 7 for the Capital Structure Ratios.

CORRECTED SCHEDULE 22
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Summary;

American Water Works Co. Inc.

Ratianale.

The ratings on American Water Works Co. [n¢. (AWW) and its funding subsidiary Amierican Water Capital Corp.
(AWCC) reflect the consolidared credir qualicy of AWW, A favorable competitive position, a diverse and supportive.
regulatory environment, and a stable, above:average service tetritory support AWW's 'excellent’ business risk
profite. AWW's regulatory framework includes reasonably allowed rerums on equity and various cosi-recovery
mechanisms, including incentives for infrasttucture improvements. The company's geographic-diversity provides it
with some markét, cash flow,.and regulatory diversification. We view AWW's operating risks associated with its
nonregulated operations-as fairly low. AWW's aggressive financial profile, elevated .c:':';'ﬁral-sp’endiﬁg' Téquiraments
for infrastructure replacemeit, increased compliance costs with water-quality standards, atid the company's réliance

on dcquisitions to provide grawth partly offsér these strengths.

AW provides regulated water-and wastewater services to more than 3.3 million ¢ustomeérs in 20 stazeés, The
company's regulated utility subsidiaries represenr almost 90% of wial revehues, but have provided almast 100% of
adjusted EBIT for the past three years. The company's nonregulated subsidiaries éngage in warter and wastewater
facilicy management and maintenance, as well as:design and construction consulting services refated to water and
wastewater plants. We view these nonregulated segments as havirg modest incremental risk for AWW due to their
lack of cash flow contribution and modest expected capital requirements.

A state-commission regulates-each of AWW's regulated subsidiaries, which supports revenue-and cash flow stability.
The average allowed return on equity (RQE} in AWW's six-largest jurisdictions, which account for about 75% of
consolidated revenues, is about 10.3%. This is about the average allowed ROE in the water sector. In a number of
jurisdictions, which represent about 50% of consolidated revenues, the atility recovers replacement capital spending
berween rate cases up to a stated percentage. The importance of infrastructure surcharge mechanisms has increased
given AWW's capital program of up'ro $1 hillion per y"e:ir. Certain states also allow for sureharges related to the
cost of Apowcr,-,c‘hemicals; and purchaséd water, For the next few years, we expect AWW to-file additional rate cases-
and request additional recovery mechanisms to cover rising operating costs, cé\p'ita:l expenditures, and pension and

other postretirement obligations,

Consolidated financial metrics are improving, and are acceptable for the "BBR+' rating. RWE Q—\.G's'agrrem'ents to
niot file rate cases for up to three years fo]low_'ing- its acquisition of AWW in 2003, as well as sigpiﬁcdnt goodwill
impairments, resulted in a deterioration of the financial profile. In 2008, regulatory commissions granted AWW
$200 million of rate increases and the company currently has filed requests for anadditional $280 million. The
company asked for the rate increases to cover rising operating costs, capital expenditures, and pension and other
postretirement obligations. In November 2009, RWE announced an offering to sell its remaining holdings of AWW,
"None of the proceeds from the sale will benefit AWW, and rhe anhouncement is consistént with our expectation and

RWE's-pireviously stared plan to fitlly divest its dwnership of AW,

For the 12 monchs ended Sept. 30, 2009, AWW'sadjusted funds from operations (FFO) totaled $690 millipn. FFO

: X o i . _ Attachment A-2
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Swmmary: Anikrican Water Works Co. Inc.

to debt was 11.3%, which is acceptable for the rating. Total debt to capital also improved to 60% as of Sept. 30,
2009, compared with the 63 %-as at March 31, 2009, with the completion of $250 million equity issuance in June-
2009. The uncertainties-associated with the timing of the company's-rate cases and the substantially higher capital
plans are significant risks. that may prevent adeguate improvements to the company's financial profile. We expect
FFO to benefit from additional rate incréases, although a sustained improvement in consolidated FFO to debt may

not matérialize giveén the company's financing needs.

Short-term credit factors.

" TheA-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 subsidiatics. Howéver, AWW's cash-uses include Ahig_h levels of
capiral spending, substantial upcoming debt marturities, and éxpectacions that the company will institute a common
stock dividend. Capital expenditures are-projected at around $5. billion during the next five years for infrastructure
replacements, new facility construction, maintenance of water-quality and environmental standards, and system

reliability.

For the 12 months ended Sept. 30, 2009, AWW generated $680.million of cash from operations. AWW's internal
cash generation is insufficient to meet its ongoing operating and capital needs,-and therefore requires periodic access
to the capital markers, Scheduled deht’ maturities of $45 million in 2010 and $35 million in 2011 should be
madnageable given the company's good access to the markets. AWW's annual dividends toral ahout $130 milkion.
AWW issued about $250 million of equity ‘and about $400 millios of debt in 2009. The company uses the proceeds
to fund some of its capital expendinire plans, as well as to teduce short-term debt. We expect AWW to continue to&

fund jts capital expenditures through a prudent mix of debt and equity.

As of Nov. §, :2009, AWW had $803 million available under its $840 million revolving eredit facilities; A small
portion (15%) of the revolving credit facilities matures.on Sept. 15, 2012, with the balance due Sept. 15, 2013. The
company also has access to a $10 million short-term woﬁking—capital line of credit. The company is in compliance
with its various financial covenants, which include a maximum debr to capital {with adjustments) of 70% and
reserictions on liens, distributions, debt incurred at AWW,.and asset sales.

Qutlook

The stable outlook on AWW and AWCC reflects vur expectation that the company will receive supportive rate
increases over'the next three vears ro address rising costs and incréased capital spending plans: The current rating
can accominodate some acquisitions, assuming management funds.the acquisitions in“a balanced manner. We ¢ould
Jower the rating if financial performance stalls or deteriorates, which coul& result from subsrantial debt-financing of,
capital expenditures or.acquisitions, such that.FFO to debt falls below 9% and debt to capital rises above 65%. We
could also lower the rating if-rate increases or allowed returns-are sec at levels substantially below the requested
figures.and ratc case filings take significantly longer to be resolved than currenty expected. We could raise the 1ating
if higher-than-expected rate incréases or favorable cost recovery mechanisms allow for a sustained adjusted FFO to
total debe ratio of 12% and adjusted leverage berween 50% and 55%.
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Water for growth?

;Valuation premium to electric utilities is hard to justify

“We are expanding our coverage of US utilities to water utilities. High capital

tensity, earnings regulafions and reliable dividends make regulated electric and
ater utilities very similar Yet, on average, the water utilities have traded at a 52%
PER premium to electric utilities since 2000. The premium can be partly explained
‘by the lack of commadity risk, lower cyclical capex and higher growth in earnings for
water ulililies. Since 2003, eamings of water utilities have been largely flattish,
although we believe that an 8-10% EPS CAGR is achievable longer term.

‘Capex needs will lead to sector consolidation . . . gradually

<The water utility industry is the most capital intensive of the US utility industries and
requires large capital investments to repair and build water and wastewater

N “systems. As water investments are bfased toward maintenance, capex is
theoretically less cyclical for water utilities than for electrics. The large capex needs
and high fragmentation of the water utility sector shculd naturally lead to
‘consolidation. However, we have nat yet seen the long-anticipated acceleration in
“consolidation, with large acquisitions largely offsetting EPS growth.

" Water utilities = rate case machines

«The high capital intensity of the sector requires almost continuous rate case filings,
more frequent than for electric utilities. While a general perception is that water rate
‘cases are more successful and less cantested than electric utility rate cases, we
have seen some aggressive oppasition to increases in water rates, which tend to be
larger an a percentage basis.

5 ‘Initiating coverage of AWK (Outperform) and WTR (Neutral)

5 ‘%:American Water Works (AWK, US$18.34, Outperform, TP: US$25): The
acquisition of American Water by RWE in 2003 led to three-year rate stay-outs and

1 "a significant deterioration in AWK's regulatory relationships. With the expiration of

g “the rate caps and RWE's decision to exit the company, AWK is in recovery mode,

" addressing ROE under-earnings across its 20 regulatory jurisdictions, which should

. translate into a 14% EPS CAGR through 2012. AWK is trading at a 24% 2010E PER
14 . discount to its peers, with a 4.4% dividend yield, and we believe that it offers an

: attractive and liquid opportunity to build a position in the US water utility sector. An
upcoming sale of AWK's shares by RWE, which we expect in the near future, could
_offer an even better entry point into this water recovery story.

¥ Water for growth?.”

i An mdustry in need of mvestment

[ Water utllltles = rate case machlnes ;

; -Curr nt valuatlons below L "ave g

Water ut|I|t|es valuatnon methodology 10

Aqua America (WTR, US$18.43, Neutral, TP US$20): We see Aqua America as a
. 'leading publicly traded water utifity in the United States, based on ils large
. geographical footprint, strong regulatory relationships, highly respected
:management, track record of conservative acquisitions, lean cost structure and
ol _strong balance sheet. These superior qualities, however, are largely priced in, with

+ - the stock trading at 20.2x versus the Macguarie US Water Utilities index at 16.7x,
weiz Which constitutes a 21% premium versus 13% historically.

ngla Stomzynskl
212 231 2563 ; angle storoz

Please refer to the important disclosures and analyst certification on inside back cover of this document, or on our
website www.macquarie.com.au/research/disclosures.

Attachment B-1



S0107-R97
Page 2 of 44

Macquarie Research Equities - Report ' Water utilities

Water for growth?

*  Valuation premium to électric utilities is tough to swallow

We are expanding our coverage of US utilities to include water utilities. High capital intensity,
earnings regulations and reliable dividends make regulated electric and water utilities very similar,
in our opinion. Yet, on average, the water utilities have traded at a 52% forward-year PER
premium to electric utilities since 2000: 20x PER versus 13x PER, respectively. The premium can
be parily explained by the lack of commodity risk, lower cyclical capex, higher retail investor base
and higher growth in earnings for water utilities in the United States. The latter is more perception
than reality; however, over the last five years, water utilities have failed to deliver the premium
EPS growth due to regulatory lag in recovery of acquisitions and higher capex. However, with a
regulatory catch-up and large capital investments, we expect water utilities to grow their EPS at
an 8-10% CAGR longer term.

Having said that, we recognize that flattish earnings for water utilities over the last decade relate
to regulatory lag in recovery for acquisitions and associated large capital investments into newly
acquired water systems. As water utilities have recently refocused their efforts on addressing the
growing gap between their realized and allowed regulatory ROEs, away from large acquisitions,
we are hopeful that the regulatory catch-up will enable them to grow EPS at an 8-10% CAGR, on
average, with American Water growing EPS at a 14% CAGR through 2012.-

Despite the high premium, we believe the valuation of water utilities should be linked to that of
electric utilities. Cur valuation of regulated electric utilities is linked to credit spreads and Treasury
yields, and given our expectations for these valuations, we believe that a fair forward-year PER
multiple for regulated electric utilities should be 12.5x. Applying the historical 52% premium for
water versus electric utilities, we arrive at an anchor PER multiple for an average water utility

of 19x.

Capex needs will lead to further sector consolidation . . . gradually

The water utility industry is the most capital intensive of the US utility industries and requires large
capital investments to repair and build water and wastewater systems. The US Environmental
Protection Agency (EPA) estimates that the sector needs US$335bn in capital investments over
the next 20 years. The large capex needs and high fragmentation of the water utility sector should
lead to consolidation. However, we have yet to see the long-anticipated acceleration in the
consolidation. Most water systems in the United States continue to be owned by municipalities.
Although those struggle financially, President Obama's stimulus bill provides them with [ow-cost
financing, which, in turn, should relieve the pressure to sell water assets, thus delaying
consolidation in the water sector in the United States.

Instead, we expect smalier acquisitions (tuck-ins) and maintenance capital investments in existing
rate bases to drive earnings growth for water utilities. For those who hope for large-scale
acquisitions, we say “be careful what you wish-for.” Indeed, Aqua America’s large acquisitions in
200203 kept the company’s EPS flat through 1HQ8, as the company struggled to recover
additional investments in a timely manner.

Water utilities = rate case machines

The high capital intensity of the sector requires almost continuous rate case filings, more frequent
than for electric utilities. While a general perception is that water rate cases are less contested
than electric utility cases given a low absolute level of water utility bills, we have seen some
aggressive opposition to increases in water rates, which tend to be large on a percentage basis
and can attract negative publicity.

The outcome of water rate cases depend on the state of operations {with Pennsylvania being the
most water-friendly regulatory environment) and on the quaiity of service, a factor much more
important for water utilities than electrics. On average, a water and electric rate case in the United
States lasts eight months and results in an allowed ROE of 10.5%, and 55%—60% of originaily
requested revenues are approved. We emphasize the similarity of outcomes because we
recognize the general perception that water rate cases are easier and more lucrative.

11 May 2009 2
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Initiating coverage of AWK (Outperform) and WTR (Neutral)

American Water Works (AWK, US$18.34, Outperform, TP: US$$25): The 2003 aéquisition
of American Water by RWE led to three-year rate stay-outs, a significant deterioration of AWK's
regulatory relationships and an increase in balance sheet goodwill. With the expiration of the rate
caps-and RWE's decision to exit the company, AWK is in fecovery mode, going through the
second round of rate cases aimed at addressing its ROE under-earnings across its 20
jurisdictions. The regulatory catch-up should transiate into higher EPS growth through 2012 at a
14% CAGR. We do not expect the company to restart its ‘growth through acquisitions’ strategy
any time soon. -

We estimate American Water will generate EPS of US$1.32, US$1.47 and US$1.65 in 2609,
2010 and 2011, respectively.

AWK is trading at a 2010E PER discount to its peers of 24% (versus 19% since its April 2008
IPQ) and current dividend yield of 4.4%, and we believe that it offers an attractive and liquid
opportunity to build a position in the US water utility sector. An upcoming sale of AWK's shares by
RWE, which we expect in the near future, could offer an even better entry paint into this recovery
siory, and we think the stock is already discounting the offering.

Aqua America (WTR, US$18.43, Neutral, TP: US$20): We view Aqua America as the leading
publicly traded water utility in the United States, based on its large geographical footprint, strong
regulatory relationships, highly respected management, track record of conservative acquisitions,
lean cost structure and strong balance sheet. These superior qualities are, however, largely
priced in, with the stock trading at 20.2x vs the Macquarie US Water index of 16.7x, which
constitutes a 21% premium vs 13% historically. Aqua’s growth strategy relies heavily on
acquisitions and, so far, has not translated into a supenor growth in earnings, which could then
justify premium multiples. In fact, from 2003 through 1H08, when higher rates finally kicked in,
Aqua's EPS was flat.

We estimate Aqua will generate EPS of US$0.82, US$0.90 and US$0.98 in 2009, 2010 and
2011, respectively. .

The upcoming sale of AWK's shares by RWE could potentially depress WTR's share price, as
investors may choose AWK on lower relative valuation and greater liquidity.

3
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Fig1 Publicly traded water utilities in the United States
Ticker cap  Rating T e v
(US$m) 2 ‘ ; e N .
57109 Target 2008E _ 2010E 2011E 2009E 2010E  2011E
Macq. Cons. Macq. Cons. Macq. Cons.
American Water Works AWK $2,906 Outperform $18.34 $25.00 4.4% $1.32 $1.35 5147 3144 3165 $1.45 13.9x 12.5x 11.1x $15.02 1.2x
Aqua America WTR 2,474  Neutral 18.43 20.00 2.9% 0.82 0.85 090 092 099 1.06 22.5x 20.5x 18.5% 786 2.3x
California Water Service* CWT 763 NR 37.09 NA 3.2% NA 2.07 NA 214 NA 245 17.9x% 17.3x ; 15.1x 18,36 2.0x
American States Water* AWR 585 NR 33.70 NA 3.0% NA 1.70 NA 1.92 NA NA, 19.9% 17 .6x . NA 15985 2.1x
SJW Corp.* SJwW 441 NR 23.54 NA 2.8% NA 1.10 NA 1,45 NA NA 21.4x 16.2x NA 13.78  1.7x
Consolidated Water* CWCO 189 NR 12.41 NA 2.1% NA D.61 NA  0.80 NA NA 20.3x 15.6x NA 802 15x
Middlesex Water* MSEX 191 NR 14,08 NA  50% NA 0.81 NA 097 NA NA, 15.5x 14.5x NA 10.28 1.4x
Conneclicut Water Service* CTWS 173 NR 19.98 NA 4.5% NA 1.19 NA  1.22 NA NA 16.8x 16.4x NA 11.80 1.7x
York Water* YORW 160 NR 13.55 NA, 3.7% NA 0.65 NA 066 NA NA ~ 20.9x 20.6x NA 6.14 2.2x
Artesian Resources* ARTNA 106 NR 14,25 NA 5.0% NA 0.93 NA 1,00 NA NA 15.4x 14.3x NA 1181 1.2x
Total/Average $7.988 A7% 18.5x  16.7x  14.9x 1.7x

* FactSet consensus estimates.
Source: FactSet, Macquarie Capital (USA), May 2009
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Fig2 Macquarie Water Utilities index outperformed the Macquarie Regulated Electric Utilities index and the S&P 500 in the last 12 months
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An industry in need of investment

EPA regulations set the stage

We believe that tighter regulations and future water legislation could provide the impetus for
municipalities to outsaurce their water and wastewater activities. Municipalities are becoming
increasingly resource-constrained, from both technical and financial perspectives, and this could
represent an opportunity for the private sector, including American Water and Aqua America. For
example, Aqua America recently acquired a troubled water and wastewater system in
Pennsylvania to aid state regulators in resclving ongoing service issues. The company paid
US%185,000 and will invest US$2.1m initially to replace and rehabilitate assets.

The quality of US water is regulated by the US EPA. The key piece of legisiation is the Clean
Water Act introduced in 1972, which introduced the concept of water discharge permits and
quality standards. The Water Quality Standards Regulation was enacted in 1883 and is still in
effect. This piece defines the process of water regulation, as well as how states interact with the
EPA and submit data for scrutiny. In 1987, the Water Quality Act defined toxic poflutants. The
Safe Drinking VWater Act, last amended in 1996, sets standards for maximum levels of
contaminants in drinking water and monitors water quality compliance.

EPA Drinking Water Infrastructure Needs Survey and Assessment

In 2007, the EPA conducted its 4th Drinking Water Infrastructure Needs Survey and Assessment.
Its purpose was to document the 20-year capital investment needs of public water systems -
approximately 52,000 community water systems and 21,400 nonprofit, noncommunity water
systems. The survey found that the total nationwide infrastructure need is US$334.8bn over 20
years from January 2007 through December 2026. The 2007 total assessment was in line with
the previous 2003 assessment after adjusting for inflation. The scope of the survey is limited to
those needs eligible to receive drinking water syslem assistance, and thus excludes capital
projects solely related to dams, raw water reservoirs, future growth and fire protection. The large
scale of the national need reflects the challenges confronting water systems as they address an
infrastructure network that has aged considerably since these systems were constructed — in
many cases, 50 to 100 years ago.

Transmission and distribution projects represent the largest category of need at US$200.8bn
(60%). This resuit is consistent with the fact that transmission and distribution mains account for
most of the nation's water infrastructure. The other categories are treatment at US$75bn (22%),
storage at US$37bn (11%), source at US$20bn (6%) and miscellaneous at US$2bn (1%).

Fig3 T&D is 60% of total water capex needs Figd CA, NY, TX and FL require highest water capex

Treatment
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Source: US Environmental Protection Agency, May 2008 Source: US Environmental Prolection Agency, May 2008
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2009 Stimulus Plan — President Obama recently signed a US$787bn stimulus package with
approximately US$6bn allocated for water and wastewater programs. While the US$6bn
allocation appears small relative to the EPA’s naticnal need assessment, it does increase funds
available to water projects.

Proposed Sustainable Water Infrastructure Investment Act — Representative Bill Pascrell
{D-NJj reintroduced H.R. 537, the Sustainable Water Infrastructure Investment Act, in January
2009. This bill would remove volume caps on private activity bond water and wastewater projects.
This could significantly increase private sector capital available for water infrastructure
investment. The billis in the initial stages of the legislative process.

Consolidation makes sense, but activity remains modest

As municipalities continue to struggle to meet budgets, we think an increasing number of them
will question how much they really want to be in the water business, and acquisition activity from
private sector water utilities could stimulate opportunistic sales of assets. American Water and
Aqua America could benefit from this trend, as acquisitions play a role in their growth strategies.

Having said that, most of us have awaited an explosive consolidation of the water sector in the
United States, and we are yet to see it realized. The stimulus package does offer some
assistance to water utilities in the form of improved access to fow interest financing, expanded
tax-free debt issuances and the continuation of accelerated depreciation. However, the bill also
provides municipalities with financial support for water systems, thus partially relieving their
financial constraints and their need to divest water assets. That is why we cannot give Aqua an
additional consolidation premium, which one day may turn out to be deserved.

Consolidation and value destruction

While we can be wrong about the pace of future consolidation of the US water and wastewater
sector, we warn that historically large acquisitions proved detrimental to eamings growth and
realized ROEs of US water utilities. While all depends on the state and thus the regulatory
environment, large acquisitions tend to be completed as follows:

= At a premium to the bock value/rate base of the water systems being acquired, with acquirers
struggling to incorporate the goodwill in their rate bases, despite initial regulatory approvals.

« At or below book value for troubled water systems, which require large capital investments,
with water regulators then delaying the recovery of those investments, shielding rate payers
from large increases in water rates,

In the latter situation, if the acquisition takes place in a new state, where the acquiring water utility
does not have presence and no state-based rate base, the initial rate case and recovery of
invested capital may take years. Often, the acquired water system is in serious breach of
regulatory compliance, with a poor customer service track record, and the regulatory recovery of
costs may be initiated only once these issues are fully addressed, which may take years and
billions of dollars in investments. This regulatory lag serves as a serious drag on earnings,
negating the purpose of such acquisitions, in our opinion.
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Water utilities = rate case machines

A general way of life for water utilities

Water utilities are the mast capital intensive of the major utility industries, with high capital
requirements for construction and maintenance of water and wastewater assets. Water utilities
typically invest capital upfront and file rate cases. As a result, the timing and outcome of rate
cases have financing and profitability implications. Water utilities tend to file rate cases more
frequently than electric utilities, usually at least every two years but often more frequently. Over
the past several years, PUCs have granted ROEs between 8% and 12%. Authorized ROESs are
highly correlated with interest rates, particularly 10-year Treasuries.

Given the length of a typical rate case and historical test years used, in the environment of rising
D&M expenses and continuing capital investments, regulated utilities tend to under-earn their
allowed ROEs. The extent of the regulatory lag depends on the jurisdiction, but we estimate that
realized ROE is, on average, 100-15Cbp below approved ROE.

Are water rate cases less contentious? Yes and No

There is a perception that water utility rate cases are less contested than electric utility cases. in
general, we would agree based on the lower relative cost of water utility bills to consumers and
the more frequent rate filings. However, the rate case process is similar to that for other utility
industries, and different interests groups (interveners) are involved. There have been some cases
where strong opposition has arisen. For example, in Agua America's Florida rate case in 2008,
the company was granted a 9.8% ROE, which was below the 10.8% recommended by the
commission staff, as a result of customer complaints regarding water quality. Prior to that, Aqua
America voluntarily withdrew a Florida rate case in 2007 after reaching a settlement with the
Florida Public Service Commission (FPSC).

Regulatory state overview

The outcome of water rate cases depends on the state of operations (with Pennsylvania being
the most water-friendly regulatory environment) and on the quality of service, a factor much more
important for water utilities than electrics. On average, a water and electric rate case in the United
States lasts eight menths and results in an allowed ROE of 10.5%, and 55%—60% of originally
requested revenue increases are approved. We emphasize the similarity of outcomes because
we recognize the general perception that water rate cases are easier and more lucrative.

We consider Pennsylvania, Indiana, Ohio, Califomnia, llinois and New Jersey to be the most
constructive regulatory PUCs, with Arizona and Florida on the opposite side. A number of state
public utility commissiens have adapted constructive rate policies, including some form of single
tariff pricing (uniform rates across a service territory); forward-looking test years; and pass-
through provisions or infrastructure surcharges, including quarterly distribution improvement

" charges, acquisition adjustments, balancing account mechanisms, or other automatic adjustment
mechanisms.

Below, we highlight the main regulatary benefits of water utilities in selected states.

Pennsylvania: surcharges {DISC) to recover infrastructure investments without a formal rate
case, forward test year, construction work in progress (CWIP).

New Jersey: surcharges for purchased water costs, updates to the historical test year, DISC
_ likely by summer 2009.

New York: surcharges to recover infrastructure investments without a formal rate case,
surcharges for power and chemical costs, forward test year allowed.

Minois: surcharges for purchased water costs, forward test year allowed, CWIP.

Missouri: surcharges to recover infrastructure investments without formal rate case proceedings,
updates to the historical test year. '

11 May 2009 7
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Indiana: surcharges to recover infrastructure investments without formal rate case proceedings,
forward test year. T

California; surcharges for purchased water costs, power purchases, CWIP. '
Virginia: surcharges for purchased water costs, updates to the historical test year, CWIP.
Ohio: forward test year, CWIP.

11 May 2009 8
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Current valuations below LT average

Water Utilities currently trade at an average PER of 16,7x vs the long-term average of 20.3x since
2000. PERs have declined since 2006 and fell beiow the long-term average in 2008, Individuaily,
WTR has typically traded at an average premium to the group of 13% (2.7x) since 2000,
Conversely, AWK has traded at an average discount to the group of 19% (3.5x} since its IPO in

April 2008.
Fig5 PER s currently 16.7x vs 20.3x long term . . . Fig 6 ...14% of observations are below 16.7x
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Source: FactSet, Macquarie Capital (USA), May 2009 Saurce: FactSel, Macquarie Capital (USA), May 2009
Price to book vaiue also shows that the water utilities, at 1.8x, are trading below long-term
average of 2.2x sirice 1995. We believe that P/BV is better at establishing a liquidation floor value
for companies. Interestingly, AWK is trading below book value, which is historically uncommon for
utilities, and had not been the case prior to the RWE acquisition in 2003. We discuss this in
greater detail later in the report.
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Water utilities: valuation methodology

Our valuations of water utilities are based on a combination of forward-year PER ratios and the
dividend discount model. We believe the regulated electric utilities provide a good starting point
for valuations.

19.0-19.5x anchor PER for water utilities

QOur anchor forward-year PER multiple for water utilities is 19.0-19.5x, derived by applying a
historical 52% PER premium to our Macguarie regulated electric anchor PER multiple of 12.0—
12.5x. We use estimated annual EPS growth of 8-10% for water and 4-6% for electrics. These
estimates differ from current implied consensus EPS growth of 9% for both industries, which may
reflect a recovery in electric demand for 2010.

Electric utilities: a starting point for valuation of water utilities

We believe that regulated electric utilities provide an appropriate starting point for valuation of the
water utilities. The fundarnental similarities are high capital intensity, earings regulation and
income-like investment profiie via stable dividends. Given that returns on equity and equity
capitalization are regulated, we believe that the key differentiating factor is expected growth in
rate base. There are other valuation factors, which we discuss as well,

12.0-12.5x core PER multiple for electric utilities

Qur valuation for electric utility methodology links PER multiples with 10-year Treasury yields but
also incarporates a penalty for the credit crisis measured by Baa credit spreads. Our 12.0-12.5x
regulated utility anchor PER multiple, which is equal to the long-term average for US electrics,
assumes either the start of an inflationary environment by year-end (a 5.4% 10-year

T-note and a 2% credit spread) or a modest improvement in credit canditions, which could temper
inflationary pressures (a 3.9% 10-year T-note and a 3.5% credit spread).

Baa credit spreads have contracted by approximately 100bp since peaking in late 2008, which
should bode well for regulated utility valuations in the next 12 months. At this stage, regulated
electric utilities remain fully priced to credit, which we believe could set them up for near-term
weakness should 1Q09 eamings disappeint. The high level of credit spreads and Baa bond yields
{which remain 8-9%) simulates an inflationary environment, which tends to depress valuations of
reguiated names, in our view. This exacerbates a host of other concerns, including the possible
deferral of proposed capital plans and the impact from declining electricity usage.

Based on the current level of 3.09% for the 10-year Treasury note yield and a credit spread of
5.5% for Baa investment grade bonds, we believe that utility PERs of about 10.7x and a dividend
yield of roughly 6% can be justified. Utilities are trading at a dividend yield of about 6.0% and a
forward PER of about 11.2x. We believe that they are fairly valued to our core valuation, which
includes a penalty for the credit crisis, but appear cheap relative to their historical trading average
of about 12.5x and to their historical relationship to the 10-year T-note. We believe that value will
most likely be unlocked as credit spreads revert toward their historical norm.
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Fig 9 Credit spreads and 10-year T-note support ~10.7x PER for regulated utilities
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Regulated utility multiples have contracted from approximately 16x in 4Q07 and are now trading
at a level consistent with their average of 13.4x since 2000. At first glance, one might argue that
utilities are cheap based on a 10-year US Treasury yield in the sub-4% area, which should
support forward PERs of 15-16x. However, our analysis indicates that valuations are being
depressed by high credit spreads and that dtilities are fairly valued at about 12x based on the
current environment, If the federal government bailout is implemented, credit conditions should
improve, and we see regulated utilities trading at 13—14x 2010E eamings over the next 12
months as credit spreads tighten. While we view the bailout as a near-term positive, it is likely
inflationary, and we expect the 10-year Treasury bond yield to increase over the next year.

Historical 52% PER premium for water vs electric

Water utility PERs have averaged 20.3x vs electrics at 13.4x since 2000. The average differential

has been 52% (7x), fluctuating between 5% (0.6x, September 2000) and 112% {16.3x, March

2008). It is important to note that water did not trade at a discount to electrics at any time during
' ) this period.

Fig 10 Water PERs historically above electric PERs Fig 11 PER premium has averaged 52% since 2000
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Why pay 52% more for a water utility?

While we do not argue for a 52% PER premium, we do agree that water utilities should trade
above electrics because of their stronger growth profile. This can be more easily quantified as
long-term growth of 8—10% for water versus 4-6% for electrics. Other reasons for a premium
include lower demand elasticity (commadity risk, relative cost), stability of capital expenditures
(large backlog, predominantly maintenance) and lower-cost financing (tax-exempt). We believe
that other factors, such as customer demographic, debt metrics, profitability and seasonality, are
comparable.

While we struggle to fully justify the size of the valuation premium over electric utilities, we point
out that despite the richer valuations, the Macquarie Water Utilities index outperformed the
Macquarie Regulated Electric Utilities index by 9% over the last 12 months. Despite PER multiple
compression for both sectors, the valuation premium over the electrics actually expanded over
this period, validating it in our eyes.

Fig12 Water has outperformed electric utilities by 9% over the last 12 months

1.20
1.10
1.00 e
0.90 -
0.80 4
0.70 -
0.60
0.50 A
0.40
0.30 4
0.20 T r . . .
Jun-08 Aug-08 Oct-08 Dec-08 Feb-09 Apr-09-
——C &P 500 =——tlacq Reg Electric Utilities Index =i acq Water Utilities Index

Source: FactSet, Macquarie Capital {USA), May 2009

Implied growth higher for water versus electric utilities . . .

Investors have historically baked in higher growth expectations for water utilities than for electric
utilities. Since 2000, implied growth in consensus EPS has averaged for water 9% for the current
year and 12% for the forward year, compared with etectrics at 3% for the current year and 7% for

the forward year.
. . . despite actual earnings growth appearing maore similar

Interestingly, expectations are not always the best indication of actual performance. The CAGR
from 1998 to 2008 for realized earnings, as measured by EPS before extraordinary items, was
4% for water versus 1% for electric. Recognizing some electrics had diversified into noncore
businesses, net income before extraordinary items at the reguiated electric operating subsidiaries
showed a CAGR of 4% from 1599 to 2008. Our analysis is based on a subset of regulated
electric subsidianes for Southern Company (SO US, US$29 27, Neutral, TP: US$32.75;
covered by Marc de Croisset), Duke Energy (DUK US, US$14.19, Neutral, TP: US$16.50,
covered by Marc de Croisset), Xcel Energy (XEL US, US$18.25, Neuiral, TP: US$19), American

- Electric Power (AEP US, US$26.23, Not rated), Progress Energy (PGN US, US$35.58,
Outperform, TP: US$43; covered by Marc de Croisset} and Consolidated Edison (ED US,
US$37.31, Not rated). :
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Having said that, we do recognize that flattish earnings of water utilities over the last decade
related to regulatary lag in recovery for acquisitions and subsequent large capital investments into
the newly acquired water systems. As water utilities have recently refocused their efforts on
addressing the growing gap between their realized and allowed regulatory ROEs, away from
large acquisitions, we are hopeful that the regulatery catch-up should enable them to grow EPS
at an 8-10% CAGR, on average, with American Water growing at a 14% CAGR through 2012.
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“American Water Works

Rising from the ashes

Initiating coverage with Outperform, target price US$25

We are initiating coverage of American Water (AWK) with a target price of US$25
and an Outperform rating. AWK is the largest publicly traded water utility in the
United States, following its re-IPO in Aprit 2008. Since 2006, its new management
has been active addressing substantial under-earning of allowed ROEs due to rate
stay-outs, deteriorated regulatory relationships and past acqguisitions. The regulatory
catch-up should translate into accelerated earnings growth through 2012, while
capex should extend earnings and dividends growth longer term. RWE's upcoming
share offerings could remove a key overhang and provide a good entry point, in

our view,

Regulatory work in progress boosts earnings growth
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AWK: Investment thesis
Initiating coverage with a US$25 target price and an Outperform rating

We are initiating coverage of American Water (AWK) with a 12-month target price of US$25 and an
Outperform rating. AWK is the largest publicly traded US water utility following its IPQ in April 2008.
We believe that the company is a regulatory work in progress but that it offers upside in earnings and
dividends. Since 20086, new management has been active addressing substantial under-earning of its
allowed returns on equity (ROEs) due to rate stay-outs, deteriorated regulatory relationships and past

- acquisitions. The regulatory catch-up should translate into a high earnings growth rate of 14%
(CAGR) through 2012. Large continuous investments into water infrastructure should drive long-term
growth of 7—10% for EPS and 4% for dividends. RWE's upcoming share offerings could remove a
key overhang and provide a good entry point, in our view.

On 1 May 2008, AwK filed a mixed shelf registration statement, under which the company will be
able to sell, among other terms, common stock and debt securities. The registration also provides for
sales by existing security holders such as RWE.

RWE divestiture imminent, caveat is “as soon as reasonably practicable”

RWE is in the latter stages of divesting its remaining ownership {approximately 60%). RWE had
previously indicated that it would further reduce its stake below 50% by year-end 2008, but the
caveat was market conditions, which were not favorable in 2HO08, The German muiti-utility bought
American Water in 2003 for US$7.6bn (US$46/sh) and agreed to rate stay-out provisions through
2006 with the Public Utility Commissions (PUCSs). We are not concerned about the potential
expiration of two regulatory state approvals in April 2010 and April 2011, or the appeal of the liinois
State PUC approval.

Playing catch-up for now, long-term outlook bright

Tick-up in rate activity under new management post stay-outs. For the past three years, we
estimate that realized ROE has averaged 6.5-7.0% vs authorized ROE of about 10%. While rate
case stay-outs expired by December 2007, AWK's base rates had fallen well behind capital
expenditures and cost inflation. Under new management that aggressively ramped up rate case
activities in 20086, rate case increases rose 521% to US3147m in 2007 and 28% to US3188m in
2008. The following round (second} of rate requests should partially close the gap between interim
capex and reguiatory lag.

Long-term growth outlook driven by capital spending. We believe that earnings drivers for
American Water are new revenues from organic growth and rate increases, and operational
efficiency. While the company will continue to pursue acguisitions mostly through tuck-ins of small
water systems, we expect the impact to be more modest. Estimated capital spending is US$4.0—
4.5bn for 2009-13, and we believe that there is plenty of room for capital spending to grow based on
the US Environmental Protection Agency's (EPA) US$335bn assessment in 2007 of US water
infrastructure needs for the next 20 years. This compares with AWK's current capex run rate of
US$16-18bn over 20 years.

Regulatory lag constitutes a significant challenge to profitability

The period between 2003 and 2005 was characterized by minimal capital investment and few rate
increases. In addition, deteriorating water and service quality soured relationships with state
regulators. Although new management has been active ramping up capital investment and rate
activity since 2006, we believe that the 'spend first, recover later' regulatory process is just now
hitting its stride. Future rate cases should represent at least the second visit since 2006. For the past
three years, estimated realized ROE has averaged 6.5—-7.0% vs authorized ROE of about 10%. We
estimate that realized ROE will dip below 7% in 2009-10, before recovering above 7% in 2011 and
beyond. American was granted US$188m in annualized rate increases in 2008, including New
Jersey, Missouri, Jllinois, California, West Virginia, Arizona, New York and Pennsylvania, and we
estimate approximately US$150m of annualized revenue approvals for 2009, including Pennsyivania,
Indiana and California.
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Earning expectations

We expect American Water to generate EPS of US$1.32, US$1.47 and US$1.65 in 2009, 2010 and
-2011, respectively. Our 2009 estimate assumes the full impact of 2008 rate increases of US$188m
and a 2.6% drop in water volumes, mainly industrial {down 10%). For 2010, we assume the impact of
2009 revenue requests of US$150m and no change in water volumes. We also assume O&M
improvements, from 62.6% in 2008 to 1% in 2009, and 100bp declines annually thereafter. These
estimates should translate into realized ROEs of 6.5% for 2009 and 2010, a decrease from 7.1%
realized in 2008 and below the average allowed ROE of approximately 10%. Our long-term growth
outiook for EPS is 7—10%, which is underpinned by US$4.0-34.5bn in planned capital spending-for
2009-13.

For dividends, we expect US30.80, US30.84 and US$0.88 in 2009, 2010 and 2011, respectively,
which correspond to payout ratios of 80%, 57% and 53%, respectively. In the long run, we see
dividends rising at a 4% CAGR; however, there is upside risk to our dividend estimates as our
estimates imply that payout ratios fall below the company’s target payout of 50-70%.

1Q09 beat expectations, but another goodwill impairment taken

American Water reported 1Q09 adjusted EPS of US$0.19, compared with US$0.04 in 1Q08 and
consensus of US$0.14. Revenues increased 8.6% YoY, while O&M as a percentage of revenue
declined to 57% from 61% YoY. Water sales volumes declined 3.5%, led by a 12.9% decline in
industrials and 3.6% decline in commercial volumes. However, revenues dropped much less, as
water rates have a large fixed component, more than 50%, we estimate. The company took a
US$450m goodwill impairment but stated that it would not affect the timing or amount of future equity
issuance. General rate cases have currently been filed in 10 states for US$237m of additional
revenues. Management believes that municipal budgetary issues and private companies for sale will
provide future acquisition opportunities, and it is currently evaluating several minor (tuck-ins)
acquisitions.

Valuation and recommendation

We are initiating coverage of AWK with a 12-month target price is US$25 and Outperform rating. This
represents total return potential of 42% based on the current share price of US$18.16 and a dividend
yield of 4.4%. Our target price is an average of the valuations below.

= 16x 2010E PER of US$23.50. Qur 16x multiple is based on a historical 18% discount to our
regulated water utility basefanchor multipie of 19x.

« Dividend discount model of US$27. Qur key assumptions are 5—8% dividend growth from 2009 to
2015, 4% long-term dividend growth and a payout ratio of 40-60%.

Risks to attaining our target price

= RWE divestiture has share price implications.

» Adequate regulatory recovery is not assured.

» Capital intensity creates execution and financing risks.
« Weather and economic conditions affect demand.

» Goodwill impairment has negative credit implications.
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Business overview

American Water Works Company is the largest US publicly traded water and wastewater company,
serving 15m people across 32 states and Ontario, Canada. AWK has two reportable segments:
regulated water and waste water utilities, and nonregulated water-related services. AWK’s growth
strategy comprises continuous investments in its regulated waler assets, earning heaithy returns on
these investments, tuck-ins of smaller water systems and low-risk waste/wastewater service

contracts with municipalities and military bases.

- The regulated segment accounted for B9% of revenues in 2008. AWK's requlated water and
wastewater utilities serve approximately 3.3m customers in 20 states, including Pennsylvania, New
Jersey, lliincis, Missouri, Indiana, California, Wesl Virginia, Arizona, Georgia, Hawaii, lowa,
Kentucky, Maryland, Michigan, New Mexice, New York, Ohio, Tennessee, Texas and Virginia.
Residential customers accounted for 58% of 2008 regulated revenues, and its largest states —
Pennsylvania and New Jersey — represented 45% of regulated revenues. For 2008, regulated
EBITDA margins were 38%; this compares with 51% for Aqua America (WTR US, US$18.24,
Neutral, TP: US$21). Overall water volumes declined 4% in 2008, led by 6% declines in Industrial
and FPublic and Qther usage. Residential volumes declined 4% in 2008, as a result of wet weather in
California and the Midwest and drier weather in New Jersey and Pennsylvania in the prior year.
Figures 1 and 2 provide a regulated revenue breakdown for 2008 by customer type and state.

Fig1 Residential is 58% of regulated revenue

Fig2 PA and NJ are 45% of regulated revenue
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Source: Company data, Macquarie Capital (USA), May 2009

Other
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Source: Company data, Macquarie Capital (USA), May 2009

The nonreguiated segment accounted for 11% of 2008 revenues. The four main businesses
included are Contract Operations (62.5% of 2008 nonregulated revenues, public/private partnerships
for municipalities and military); Applied Water Managernent (development of small water and
wastewater treatment plants}; Homeowner Services Group {17.5% of 2008 nonregulated revenues,
protection against broken water pipes}; and Terratec Environmental {municipal and industriai

wastewater services in Ontario, Canada).

Although the business mix should continue to focus on requlated activities, the company plans to
focus on public/private partnerships, including O&M and military contracts and services. AWK also
intends to continue to expand its Homeowner Services business in areas within and beyond its

existing regulated footprint.

11 May 2009
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Background - acquired by RWE in 2003

American Water Works Company was founded in 1886 as the American Water Works & Guarantee

Company. The company has historically pursued a tuck-in acquisition strategy, completing 150 deals

for approximately US$300m since 1996. in addition, larger opportunistic acquisitions include

Pennsylvania Gas & Water for US$410m in 1996, National Enterprises for US$700m in 1999, Azurix

for US$148m in 2001 and Citizens Communications Company water and wastewater assets for

US$980m in 2002. In 2001, German multi-utility company RWE signed an agreement to acquire

American Water for about US$7.6bn. In 2003, RWE acquired American Water for US$46/sh, or

approximately US$7.6bn including US$3bn of debt. Subsequently, American Water became a wholly

owned subsidiary of RWE. As a condition of the acquisition, the PUCs and RWE/ American Water

agreed to rate s@ay—out provisions for a specified period of time. L

Fig 3 c$300m for 150 tuck-in acquisitions since 1996  Fig4 Large acquisitions for US$2.2bn since 1996

($mn) {&mn)
$60 - 10 | 2001 - RWE signs 2006 - New $1,200
12 agreemert o management. signs managemen.
aayuire American RWE 1o fuily $1,000 4 xreementte | RWE tofully
Water Works divest ! | acquire .| dives
American
Water Warks

2601 - RWE 2006 - New

Citizens

$50 1

$40 - $800

|
3
I}
z

se00{ 2

g
8 $400
1 10
$200 1
50+ T

2
8

$30 -

$20 -

$10 4

2001 [ Azuix

2006
2007
2008

8 g = m'
s 8 & 8

10688
1600 B

~ 8
g ]

2005
2007
2008

2002
2003

g '8

3
&

1807
1088 |
1090

:

Source: Company data, Macguarie Capital (USA), May 2009 Source: Company data, Macquarie Capital (USA), May 2009

RWE wants to fully divest its stake “as soon as reasonably practicable”

RWE decided to divest American Water in 2005 and announced that it would divest American Water
through one or more public offerings in_March 2006. In April 2008, RWE sold 63.2m shares
(approximately 40%) at US$21.50, and AWK was re-listed on the NYSE.

Following the expiration of the 180-day lock-up period on 23 October 2008, 102m shares still held by
RWE in AWK are eligible for future sale. RWE had previously indicated that it wouid further reduce its
stake below 50% by year-end 2008, but the caveat was market conditions, which were not favorable

in 2HO8.

We believe that the upcoming divestiture by RWE should increase the free float and stock liquidity,
despite a likely temporary AWK's share price.

Other potential issues include two regulatory state approvals for the divestiture expire in April 2010
and April 2011, and the llinois State PUC approval that has expired; however, we do not believe that
either will impede the RWE sale.

RWE leaves, but goodwill stays

At 1Q09, balance sheet goodwill totaled US$1.7bn, primarily from the RWE acquisition and
representing the excess of the purchase price over the tangible and intangible assets acquired. AWK
performs annual reviews of asset impairment, including geodwill impairment, in the fourth quarter.
The initial goodwill was US$3.59bn and shrank to the US$1.7bn following four impairment write-
downs since 2006, we estimate.
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Following the April 2008 IPO of AWK, the company recorded the last goodwill impairment charge of
USS750m, as the market price of the company’'s common stock was less than the price anticipated at
the completion of the 2007 annual impairment test. To maintain a 45% consolidated equity ratio
required by AWK's regulators prior to the IPO, RWE transferred US$245m to the company.

Now that the IPO is completed, the 45% equity ratio requirement is no longer binding; thus, additional
(gradual) impairments of AWK's goodwill should have limited impact on AWK, However, if AWK were
to write down the entire goodwill on its books, its equity ratio could drop to 32%, leading to likely
credit downgrades, we believe.

We view the goodwill on AWK's books as a distraction, rather than a signal of upcoming equity
issuances. We exclude goodwill from our calculations of capitalization ratics, book value multiples
and rate base.

Goodwill impairment in 1Q09 should make future impairments less likely

1Q08 resuits included a US$450m goodwill impairment based on average 1Q09 stock prices
between US$17 and US$18. Notwithstanding a further dip in its equity price, additional impairments
should be less likely.

Playing catch-up for now, long-term outlook bright
Tick-up in rate activity under new managemerit-post stay-outs

For the past three years, we estimate realized ROE has averaged 6.5-7.0% vs authorized ROE of
about 10%. While rate case stay-outs expired by December 2007, AWK's base rates had fallen well
behind capital expenditures and cost inflation. Management was revamped in 2006 with new
President and CEO Donald Correll and the reinstallation of CFO Ellen Wolf. Under new management
that aggressively ramped up rate case activities in 2006, annualized rate increases rose 521% to
US$147m in 2007 and 28% to US$188m in 2008. The following round {second) of rate requests
should close the gap between interim capex and stay-out lag. We estimate U$$150m of annualized
base rate increases for 2009. Figure 5 shows the general rate case activity for 2005-09E.

Fig 5 Rate increases rose fivefold in 2007, with the ramp-up in rate case activities
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Long-term growth cutiook driven by capital spending

We believe that earnings drivers for American Water are new revenues from organic growth and rate
increases and operational efficiency. While the company will continue to pursue acquisitions mostly
through tuck-ins of small water systems, we expect the impact to be more modest. .
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Fig 6

Customer grawth in the regulated water businesses is driven by population growth within service
territories, American Water's businesses seem more resilient to the current recession given its high
reliance on residential customers, who account for 81% of its regulated accounts and close to 60% of

its regulated revenues.

The underinvestment in US water infrastructure provides a large investment opportunity for AWK with
good visibility. Estimated capital spending is US$4.0-4.5bn for 2009-13, and we believe that there is
plenty of room for capital spending to grow based on the EPA's US$335bn assessment in 2007 of
US water infrastructure needs over the next 20 years. This compares with AWK's current run rate of
US3$16-18bn over 20 years. In addition, infrastructure rehabilitation surcharges should allow for
timely recovery of invested capital, as AWK can recover these costs between rate cases. The
company expects 7-10% long-term EPS growth and a slightly lower dividend growth rate.

Regulated capex, 2004—-0%E - Fig 7 Capex breakdown, 2009E-13E
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Tuck-ins more likely (and profitable) than large acquisitions

Throughout its history, American Water has executed numerous large acquisitions. Cver the tast 10
years, these acquisitions included the following.

» 1996: The regulated water utility operations of Pennsylvania Gas and Water Company, a
subsidiary of Pennsylvania Enterprises (US$409.4m)

= 1999: Privately held Naticnal Enterprises Inc. (US$700m)
= 2002: Water and wastewater facilities in six states from Citizens Communications Co. (US3980m)

The lengthy acquisition process, coupled with delays in obtaining higher water rates to recoup the
initial investment and subseguent capex, should have discouraged AWK from pursuing large-scale
acquisitions in the near term. For example, in December 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
(which serves 39,000 customers) for US$100m. The purchase agreement awaits approvals by
various regulatory bodies, including the New Jersey Board of Public Utilities.

Instead, we expect AWK to continue the consolidation of the water sector through acquisitions of
smaller water systems (US$30-40m total per year), mainly in states where the company already
operates. Historically, AWK’s expansian to new states where the company did not have a rate base
weighed on consolidated earnings. The company needed to invest large amounts to return the
acquired systems into regulatory compliance, without an ability to raise water rates in the near term.

11 May 2009
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Regulatory overview

Reguiatory lag constitutes a significant challenge to American Water's profitability. The period
between 2003 and 2005 was characterized by minimal capital investment and few rate increases. In
addition, deteriorating water and service quality soured relationships with state regulators. Although
new management has been active ramping up capital investment and rate activity since 2006, we
believe that the ‘spend first, recover later' regulatory process is now just hitting fts stride. Future rate .
cases should represent at least the second visit since 2006.

For the past three years, estimated realized-ROE has averaged 6.5-7.0% vs authorized ROE of
about 10%. We estimate that realized ROE will dip below 7% in 200810, before recovering
above to 7% in 2011 and beyond. Regulated utilities tend to under-earn their allowed ROEs, given
the length of a typical rate case, historical vs future test years, continuing capital investments and
0O&M expense inflation. The extent of the regulatory lag depends on the jurisdiction, but we estimate
that realized ROE can be 100-150bps below allowed RCE.

American Water was granted US$188m in rate increases in 2008, including New Jersey,
Missouri, lllinois, California, West Virginia, Arizona, New York and Pennsylvania, and we
estimate US$150m of annualized revenue approvals for 2009, including Pennsyivania, Indiana
and California. At 1Q089, general rate cases had been filed in 10 states for US$237m of additional
revenues. The company has historically received 50-70% of revenue requested in rate cases.

Regulatory riders have been granted in some states in the form of pass-throughs and surcharges to
allow for timely recovery of certain costs between rate filings. Seven states have allowed the use of
these infrastructure surcharges: Pennsylvania, Illinois, Missouri, Indiana, New York, California and
Chio. New Jersey is considering a similar infrastructure surcharge, with a potential decision by year-
end 2009. In 2008, US$18.6m in revenues were granted from surcharges.

Recent regulatory developments by state

Pennsylvania: In April 2009, American Water filed for a US$58m., or 12%, increase in rates to
recover US$310m of capital investments since its last rate case in 2007. The company is requesting
that new rates become effective June 2009; however, the request will likely be delayed up to nine
months {January 2010) as the commission conducts its review.

New Jersey: In December 2008, American Water was granted a rate increase of 15.2% to allow it to
cover the costs of service and US$325m of capital investments. The rate case was filed in January
2008. The company’s previous rate case was approximately two years ago.

Indiana: In April 2009, American Water filed for a US346.9m (28.86%) rate increase to recover
US$198m in capital investments between January 2007 and June 2009. The company expects the
regulatory process to take a year, and it will not change rates in the interim.

Mlinois: In July 2008, American Water received approval for a US$24.9m rate increase, reflecting
US$257m in capital investments since 2003, -The rate case was filed with the commission in August
2007. The company's previous rate case became effective in August 2003.

California: In January/February 2009, American Water filed three rate cases for US$32.7min rate
increases to recaver US$105m in capital investments through 2010 and 2011. The company expects
the regulatory process to take up to 20 months, with a final decision by June 2010.

West Virginia: In March 2008, American Water was approved for an annualized rate increase of
US$4.3m, or 29% of the US$14.7m requested. The request was filed in May 2008 to recaver
US$30m of capital investments. The company’s previous rate case was in March 2008; it included a
rale increase of US$14.5m, or 14.9%, to recover US$63.8m in capital investments.
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Earnings projections

We expect American Water to generate EPS of US$1.32, US$1.47 and US$1.65, in 2009, 2010 and
2011, respectively. Our 2009 estimate assumes the full impact of 2008 rate increases of US$188m
and a 2.6% drop in water volumes, mainly industrial (down 10%). For 2010, we assume the impact of
2009 revenue requests of US$150m and no change in water volumes. We also assume Q&M
improvements, from 62.6% in 2008 to 61% in 2008, and 100bp annual declines thereafter. These
estimates should translate into realized ROEs of 6.5% for 2009 and 2010, a decrease from 7.1%
realized in 2008 and below the average allowed ROE of approximately 10%. Qur long-term growth
outlook for EPS is 7—10%, which is underpinned by US$4.0-3$4.5bn in planned capital spending for
2008913 :

For dividends, we expect U$$0.80, US$0.84 and US$0.88 in 2009, 2010 and 2011, respectively,
which correspond to payout ratios of 60%, 57% and 53%, respectively. In the fong run, we see
dividends rising at a 4% CAGR; however, there is upside risk to our dividend estimates as our
estimates imply that payout ratios fall below the company's target payout of 50-70%.

Fig8 Long-term EPS CAGR of 7-10% Fig9 Dividend CAGR 4%, upside in declining payout
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Source; Company data, Macquarie Capilal (USA), May 2009 Source: Company data, Macquarie Capital (USA), May 2009
We assume capital spending of US$815m and minor acquisitions {tuck-ins) of US$35m in 2009.
AWK is also in the process of acquiring Trenton's water system, a municipal with budget issues, for
US$80m. The company expects to raise US$300m of new debt, including municipal (tax-exempt)
bonds and senior unsecured debt. AWK plans to re-market up to US$145m of tax-exempt general
mortgage bonds in New Jersey in 2009, and it closed a US$80m tax-exempt revenue bond through
the Pennsylvania Economic Development Financing Authority in 2008. in addition, the company
closed two senior unsecured bond offerings, raising US$150m, with net proceeds used to repay
short-term debt. _
At 31 March 2009, total liquidity of US$489m included cash of US$9m and US$480m of availability
on its US$850m long-term revelving credit facility.
We expect the equity-to-total capitalization ratio to drop to 40% at year-end 2009 from 44% in 2008;
this compares with the company's target of 45-50%. Further goodwiil impairments represent a risk to
the company's equity capitalization. if the entire balance {US$1.3bn) was written off, we estimate that
equity capitalization would fall to 32%. This could trigger a credit rating downgrade, violation of debt
covenants, or realized ROE that exceeds authorized ROE.
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Valuation and recommendation
Our 12-month target price is US$25, which represents a total potentia! return of 42% based on the

current share price of US$18.16 and a dividend yieid of 4.4%. We rate AWK Outperform.

We derive our target price from an average of the valuations below.

= 16x 2010E PER of US$23.50. Our 16x multiple is based on a historical 18% discount to our
regulated water utility base/anchor multiple of 19x.

= Dividend discount model of US$27. Qur key assumptions are 5-8% dividend growth from 2009 to
2015, 4% long-term dividend growth and a payout ratio of 40-60%.

Fig 10 Dividend discount model {US$)

2009E 2010E 2011E 2012E 2013E 2014E 201SE Terminal
Earnings per share 1.32 1.47 1.65 1.85 2.08 2.35 - 2.62
Dividend Per Share 0.280 0.84 0.88 0.92 0.98 1.06 1.14 37.3
Dividend Payout ratio 60% 57% 53% 50% 47% 45% 43%
Dividend Yield 4.4% 4.6% 4.9% 51% 5.4% 5.9% 6.3%
Return on equily 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2%
Long term dividend grawth rate 4.0%
Number of years to present 0.5 1.5 2.5 35 4.5 55 6.5 7.5
Present Vaive of Dividends 0.77 0.76 0.74 D.72 0.72 0.72 0.73 2221
Appraised share price 27.37
Source: Macquarne Capital (USA), May 2009
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Risks
RWE divestiture could have implications on the share price

The pending RWE divestiture carries two potential risks: the near-term overhang of a large-sized
offering (64% of share outstanding, or roughly US$3bn), and potential post-offering valuation dilution.
High valuation multiples refative to the broader market and other utility industries could reflect the
relatively small market capitalization of the water utility industry (ie, a scarcity premium), Other
potential issues include expiration of two regutatory approvals far the divestiture in April 2010 and
April 2011, and the lllinois state PUC approval that has been appealed; however, we do not believe
that either will impede the RWE sale.

Adequate régulatory recovery is not assured

Public utility commissions and similar state regulatory bedies regulate utility rates and ROEs. The
timing and outcome of regulatory proceedings create uncertainty and potential delays (ie, regulatory

" lag) in cost recovery. In the past, AWK has typically received 50-70% of requested rate increases.
Risk of condemnation (ie, acquisition). by governmental entities exists. Lastly, stricter environmental
standards could result in significant higher operating costs.

Capital intensity creates execution and financing risk

American Water estimates capital spending of US$4.0—4.5bn for 2009-13. The ability to recover and
earn a return on invested capital could materially affect the company's financial position and cash.
flows. Moreover, completion of capital investment projects is subject to construction and
development risks, including availability of capital, complying with permits, meeting budgets and
satisfying operating and environmental performance standards.

Weather and economic conditions may affect demand

Water demand is seasonai, with peak demand in summer months and reduced demand in cooler
months. Demand typically varies with temperature, rainfall levels and rainfali frequency. Hotter
(colder)-than-normal weather can result in higher {lower) demand. Higher (lower)-than-normal rainfall
can result in lower {higher) demand. Drought conditions can result in mandatory conservation, which
reduces water demand and revenues. Economic weakness can negatively affect (1) residential
demand via lower discretionary and recreational water use, lower natural customer growth from
fewer housing starts and higher bad-debt expense and (2) industrial and commercial demand via
slower business activity, and customer payment delays and bankruptcies.

Goodwill impairment could have negative credit implications

As of 31 March 2008, AWK has recorded US$1.3bn of goodwill on its balance sheet, primarily related
to the RWE acquisition. The company may be required to impair goodwill in the future if it fails certain
valuations tests. Any impairment could have a negative financial (not economic or cashflow} impact
and reduce total capitalization, which was 44% at 31 December 2008. Credit rating agencies could
downgrade AWK's credit ratings, which could impede the company’s ability to access debt markets
for capital. Goodwill impairment charges were US$385m, US$222m, US$509m, US$750m and
US$450m in 2005, 2006, 2007, 2008 and 2009, respectively.
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Fig 11 Income statement, 2006-12E (US$m except per-share data)

. 2006 2007 2008 2009E 2010E 2011E 2012E
Sales 2,093 2,214 2,337 2,488 2,676 2,869 3,087
Operating expenses 1,360 1,430 1,503 1,561 1,667 1,772 1,877
Operational EBITDA 733 - 764 634 926 1,009 1,097 1,190
Depreciation 259 267 271 286 . 302 317 337
Operational EBIT 474 517 563 640 707 779 853
Net interest expense 368 285 2863 303 326 343 357
Ordinary Profit Before Tax 113 254 299 356 400 455 516
Income tax ' 45 95 123 141 158 180 204
Net group profit of continuing operations 68 159 176 216 242 276 312
Weighted average number of shares {m) 160 160 160 163 165 167 169
Diluted EPS -0.42 1.00 1.10 1.32 1.47 1.65 1.85
Gross dividend per share NA NA 0.40 0.80 0.84 0.63 0.92
Dividend payout ratio NA NA 36% 60% 57% 53% 50%
Source: Company data, Macquarie Capital (USA), May 2009
Fig12 Cashflow statement, 2006-12E (US$m)

2006 2007 2008 2009E 2010E 2011E 2012E
Net income -162 -343 -662 -227 242 276 312
D&A, goodwill amortisation 259 267 271 286 302 317 337
Other non cash elements 323 532 943 545 108 125 143
Funds from operations 420 457 652 604 652 718 792
Decrease (increase) in noncash working capital {97) 17 {100) 7 N {7} (8)
Operating cash flow 324 474 552 610 646 711 785
Net invesiments in fixed assets (692) (750) (1,009) {930) h (850} (850) (850)
Net imvestments in financial assets 0 4 (25) 0 [ 0 0
Free cash flow before dividends (368} (273) (481) (320) (204) {139) (65)
Dividends paid (group + minarities) 0 0 (64) (130) (139) {147) {155
Free cash flaw after dividends (366) (273) (546} (450} (343) (286) {221)
Increase or {repayment) of capital and subsidies 291 977 297 395 293 236 171
Increase ar {repayment) of financial debt (1) {1,750) 1 56 50 50 50
Adjustment for minorities / miscellaneous 42 1,030 244 0 o] ()] 0
Increase in cash {35) {16) (4) 0 ' 1] 1} 0
Source: Company data, Macquarie Capital (USA}, May 2009
Fig 13 Balance sheet statement, 2006—12E (US$m}

2006 2007 2008 2009E 2010E 2011E 2012E
Cash and cash equivalents 30 13 10 10 10 10 10
Financial and Operating Receivables 185 193 199 21 227 244 261
Inventory 23 27 29 29 31 33 35
Other shori-term assets 175 196 180 194 209 223 2386
Gaodwill 2,962 2,457 1,700 1,250 1,250 1,250 1,250
Other-long term assets 688 729 991 991 991 991 991
Property, plant, and equipment 8721 9,318 10,124 10,768 11,315 11,846 12,361
Total assets 12,783 12,934 13,232 13,453 14,033 14,599 15,145
Financial liabilities 1,007 317 655 655 655 655 655
Qperating liabilities 141 169 150 169 160 * 191 202
Other liabilities 216 289 300 300 300 300 300
Deferred credits and other regulatory liabilities 2,727 2,914 3,372 3,481 3,604 3,743 3,901
Long-term debt - 3,095 4,575 4,624 5,019 5,312 15,548 5,719
Shareholders’ equity 5,596 4,571 4131 3,828 3982 - 4,160 4,367
Total liabilities and equity 12,783 12,934 13,232 13,453 14,033 14,599 15,145
Source: Company data, Macquarie Capital (USA), May 2009
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Company profile

American Water is the largest investor-owned water and wastewater utility company in the United
States, as measured by operating revenues and customers served. The company provides drinking
water, wastewater and other water-related services to more than 15m people in 32 states and
Ontario, Canada. :

Its primary business involves the ownership of water and wastewater utilities that provide water and
wastewater services to residential, commercial and industrial customers. AWK's regulated
businesses that provide these services are located in 20 states; in 2008, they served approximately
3.3m customers, generating about 89% of AWK's consolidated revenues.,

_ AWK’s nonregulated businesses include Contract Operations Group (water public/private
partnerships for municipalities and military), _Applieél Water Management Group (development of
small water and wastewater treatment plants) and Homeowner Services Group {protection against * -

broken water pipes).
Initially founded in 1886, AWK was acquired by German utility company RWE, in 2003. In 2006,

RWE decided to divest American Water through the sale of shares in one or mere public offerings,
the first of which took place in April 2008. :

Fig 14 AWK has regulated and nonregulated water operations in 32 states and Canada

Source: Company dala, Macquarie Capital (USA), May 2009
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Aqua Amenca

Sparkling: tastes good, costs more
Initiating coverage with Neutral, TP US$20

We are initiating coverage of Aqua America (WTR) with a 12-month target price of
US$20 and a rating of Neutral based on relative valuation. WTR is a leading publicly
traded US water utility given its large geographical footprint, superior growth profile,
strong regulatory relationships, respected management, lean cost structure and

i strong balance sheet. These qualities are, however, largely reflected in current

& Z2010E trading multiples of 21.6x PER and 2.4x P/BV, compared with the peer
averages of 16.7x and 1.8x, respectively. Recent economic headwinds have
magnified valuation differentials between WTR and its peers, with the stock trading
at a 21% premium vs 13% historically.

Capex drives earnings growth

’532.4 7556 8356 I WTR is the most active consolidator of the US water utility sector on the back of its
8. 2181 W13 | superior access to capital, operational efficiencies and reliability. The company
0, 2268 2495 '{ absorbs 25-30 smaller water systems per year, usually for the equivalent of rate
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Strong management and regulatory relationships

With large capital investments and flattish water consumption, we see water utilities
as ‘rate case machines’ whose realized ROEs depend on the effectiveness of the
rate cases and reguiatory mechanisms (riders) available to recover costs without
regulatory lags in between rate cases. The riders are a function of the state of
operations, and WTR is fortunate to have more than 50% of its revenues coming
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Investment thesis
Initiating coverage with a US$20 target price and Neutral rating on relative valuation

We are initiating coverage of Aqua America with a 12-month target price of US$20 and a rating of
Neutral based on relative valuation. WTR is a leading-publicly traded US water utility given its large
geographical footprint, superior growth profile, strong regulatory relationships, respected
management, lean cost structure and strong balance sheet. These qualities are, however, largely
reflected in current 2010E trading multiples of 21.6x PER and 2.4x P/BV, compared with the peer
averages of 16.7x and 1.8x, respectively. We believe that a premium muliiple is justified based on
the company’s track record and quality of its management. Recent economic headwinds have
magnifled valuation differentials between WTR and its peers, with the stock trading at 2 21%
premium vs 13% historically. In addition, we see risk of valuation dilution related to an anticipated
offering of additional AWK shares currently held by RWE.

Earnings growth should recover to 8-3% CAGR long term

Flat earnings in recent years (2005-08) reflect regulatory lag and the slowdown in the economy. Wé
believe that Aqua America’'s earnings can recover to an 8-9% CAGR longer term, with the recovery
lag partialtly addressed by recent and future rate cases, US$1.4bn of capital spending for 2009-13
and tuck-in and disciplined acquisitions.

Regulatory lag should become less pronounced. Aqua America recently completed rate cases in
Florida and Texas, receiving US$18m in total rate increases. This should partly address the
regulatory lag in the southern regions. We anticipate that the frequency (and success) of rate cases
in Florida and Texas should increase as the company's investments improve the quality of local
water systems.

US$1.4bn in planned capital spending eventually goes into rate base. \We believe that longer-
term capital spending will drive rate base and, thus, earnings growth. The company has guided to
capital spending of US$1.4bn for 2009-13, and we believe that there is plenty of room for capital
spending to grow. This US Environmental Protection Agency's (EPA) US$335bn assessment in 2007
of US water infrastructure needs over the next 20 years compares with WTR’s current run rate of
USS$5.7bn over the same period.

Disciplined acquisitions suppiement growth. WTR is the most active consclidator of the US water
utility sector on the back of its superior access to capital, operational efficiencies and reliability. The
company absorbs 25-30 smaller water systems per year, usually for the equivalent of rate base.
WTR is conservative with larger acquisitions as well, paying a premium over the rate base only if
regulators allow the company to include it in its expanded rate base. We believe that WTR should
continue to pursue US$50—100m of minor tuck-ins per year and larger opportunistic acquisitions.

Rate case machine - overcoming regulatory lag key to earnings growth

Investment recovery through rate relief remains a major focus as the company addresses the
regulatory lag that hampered earnings from 2005 to 2008. With large capital investments and flattish
water consumption, we see water utilities as rate case machines whose realized ROEs depend on
the effectiveness of the rate cases and regulatory mechanisms {riders} available to recover costs
without regulatory fags in between rate cases. The riders are a function of the state of operations,
and WTR is fortunate to have more than 50% of its revenues coming from Pennsylvania, a state with
a superior regulatory regime. However, in the remaining 12 states where WTR operates, the
profitability of its regulated water utiiities is more reliant on the effectiveness of their rate cases and
regulatory relationships. Allowed ROEs of Aqua's regulated businesses average 10.5% vs the
industry standard of about 10% and 200508 realized ROE of 8.5-10.0%. WTR was granted
US$60m in new rates for 2008, including Florida, Texas and North Carolina, and it plans to apply for
US$75m in 2008, including in Pennsylvania, New Jersey, New York and Ohio.
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Earnings expectations

We expect Aqua to generate EPS of US$0.82, US$0.90 and US$0.99 in 2009, 2010 and 2011,
respectively. Our 2009 estimate assumes the full impact of 2008 rate increases of US$61m and a
1.1% drop in water volumes, mainly for industrial customers (down 8%). For 2010, we assume the
impact of 2009 revenue requests of US$75m, a 60% rate case success rate and no change in the
customer base. Our long-term outlook for EPS growth is 8-9%, which is underpinned by US$1.4bn of
its planned capital expenditures and no large acquisitions.

For dividends, we expect Aqua to pay out US$0.54, US$0.57 and US$0.60 in 2009, 2010 and 2011,
respectively, which translates into dividend payout ratios of 66%, 63% and 60%, respectively, roughly
in line with management's assumptions. Longer term, we forecast Agua's dividends to grow at a
4.5% CAGR. The company’s board of directors typically reviews its dividend in August.

1Q09 resuits: capex increased; rate case/acquisition machine chugs along

Aqua reported 1Q09 adjusted EPS of US$0.14, in line with consensus and above US$0.11 in 1Q08.
Revenues increased 11% YoY, while O&M as a percentage of revenue declined to 43% from 46%.
The company increased capex 5% to US$300m and reiterated that additional equity financing would
not be necessary. In April, two major rate cases in Florida and North Carolina were resolved with
US$13.2m in revenues granted. There are currently US$8.2m in rate cases pending, and an
additional US$60m is expected to be filed in 2009. Five minor acquisitions have been completed to
date in 2009, with six more likely to been announced by the summer.

Valuation and recommendation

We are initiating coverage of Aqua America with rating of Neutral and a 12-month target price of
US$20, which represents total potential retum of 11%. Our target price is an average of the
valuations below.

» 21x 2010E PER of US$19. Our 21x multiple is based on a historical 13% premium to our
regulated water utility base/anchor muitiple of 19x.

= Dividend discount model of US$21. Our key assumptions are 5-7% dividend growth from 2009 to
2015, 4.5% long-term dividend growth and payout ratio of 55-60%.

Risks to our achieving our target price

= Adequate and timely régulatory recovery of capital investments
» Financing risks

= Recession pressures on water demand

» Higher interest rates
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Business overview

Aqua America is the second-largest investor-owned water utility in the United States. It serves
approximately 950,000 water and wastewater utility custorners across 13 northeastern and southern
states; Pennsylvania, Ohic, North Carolina, lllincis, Texas, New Jersey, New York, Florida, Indiana,
Virginia, Maine, Misscuri and South Carolina.. The majority of Aqua’s revenues (98%) in 2008 came
from its regulated water and wastewater businesses. Residential custorners accounted for 60% of
2008 revenues, and Pennsylvania was its largest state at 53% of 2008 revenues. Operating &
maintenance expenses in 2008 represented 43% of revenues,; this compares with American Water's
(AWK US, US$18.34, Qutperform, TP: US$25) at 63%. Custorner growth is higher at 2% per year in
the Southeast, compared with 1% per year in the relatively mature Northeast. Recent demand trends
have been -1% per year across WTR's service territories as a result of efficiency improvements.
Figures 1 and 2 provide 2008 revenue breakdown by custorner type and state.

Fig 1 Residential is 60% of regulated sales Fig2 Pennsylvaniais 53% of revenues
Other (NJ, NY,
Wastowator O0 & UBIY FL, IN, VA, ME,
2% MS. SC)

10%
9%

Other water
10%

Industrial

oo
3%

PA

2008 Regulated Revenues = $615.2mn

Source: Campany data, Macquarie Capital (LSA), May 2009 Saurce: Company data, Macquarie Capital {USA). May 2009

Flattish earnings reflect regulatory lag and economic slowdown

Agqua's flat earnings in recent years (2005-08) reflect regulatory lag and the slowdown in the
economy. Legacy water quality issues have hampered regulatory relief efforts in Florida, where Aqua
America acquired AquaSource (2003) and Flonda Water Service (2004). In addition, the slowdown in
the economy reduced custamer growth to -0.1% in 2008 vs +5.2% in 2007. Until regional economic
and housing markets improve, the company expects customer growth to remain below the historica
average of 1.5%. Its acquisitive growth strategy has partly offset this, adding about 1% to annual
customer growth. Meanwhile, O&M expense has risen steadily from 38.3% of revenue in 2003 to
42.8% in 2008. T

Earnings growth should eventually return to 8-9% long term CAGR

Aqua America’s earnings growth should recover to 8-9% leng term with the recovery lag partially’
addressed by recent and future rate cases, rate base growth f‘rom US$1.4bn of capital spending for
2009-13 and disciplined growth through acquisitions.

Regulatory lag should become less pronounced. Aqua America’s realized ROE has fallen from
about 10% in 2005 to 8.5% in 2008, compared with its average allowed ROE of 10.5% and the
industry standard of roughly 10%. We believe that regulatory lag, specifically related to its large
acguisitions in 2003 and 2004, has hampered Aqua America's ability to achieve its allowed ROE.
The company is focused on investment recovery and recently completed rate cases in Florida and
Texas, receiving US$18m in total rate increases. We anticipate that the frequency (and success) of
rate cases in Florida and Texas will gradually improve as the cormpany's investments improve the
quality of local water systems. We provide a more detailed regulatory overview later in the report.
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Rate base should grow through US$1.4bn in capital $pénding. A long history of underinvestment
provides a large investment opportunity for WTR with good visibility. Estimated capital spending is
US$1.4bn for 2009-13, and we believe that there is plenty of room for the capital spending to grow.
The EPA’s US$335bn assessment in 2007 of US water infrastructure needs over the next 20 years
compares with WTR's current run rate of US$5.7bn over the same period.

in addition, infrastructure surcharges should allow for timely recovery of invested capital, as WTR
can recover these costs between rate cases. WTR estimates US$116m (41%) of its 2009 capital
program will qualify for this surcharge. Lastly, 60-80% of WTR's capital budget is discretionary
(ie, not compliance-related), adding flexibility over the size and timing of Aqua’s expenditures.

As Figure 3 shows, Aqua America’s capital spending increased from US$60m in 1997 to US$135m
in 2002 and US$255m in 2008. This capital will eventually be reflécted in rate base and should
underpin Agua America's growth.

Fig 3 US$2bn capex since 1998, 10-year CAGR = 12%
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Source: Compariy data, Macguarie Capital {USA), May 2009

Disciplined acquisitions supplement growth. WTR'’s acquisition strategy is focused on
conservative valuation, regulatory relationships, low cost of capital and economies of scale. WTR's
target valuation for smaller acquisitions is equal to or less than rate base; for larger acquisitions, it is
1.0-1.3x rate base. In some past cases, WTR has been authorized to recover a portion of the
goodwill — excess over rate base — via higher base rates. In the 2004 Heater Utilities, Inc. acquisition,
WTR paid approximately 1.3x rate base but was authorized to recover two-thirds of the goodwill upon
achieving certain objectives. In the 2004 Florida Water Services acquisition, the purchase agreement
was based on the Commission’s rate base determination, which did not result in goodwill.

WTR has been the most active consolidater in the US water utility sector, completing approximately
200 acquisitions for about US$245m since 1998, Past acquisitions have ranged from small municipal
water utilities (less than US$100,000) to larger carporate acquisitions {US$10-75m). WTR's larger
acquisitions (50,000 customers or more) include Consumer Water Co. in 1989 for US$462m,
AquaSource Inc. in 2003 for US$178m, Heater Utilities, Inc. in 2004 for US$76m and New York
Water Service Corp. in 2007 for US$50m. Figure 4 shows WTR’s acquisition history. We believe that
the company will continue to pursue US$50-100m of minor tuck-ins per year and larger opportunistic
acquisitions. We do not expect a significant uptick in acquisition activity, as the negotiation and public
hearing process can stretch from six months to multiple years.

The fragmented nature of the US water industry creates access to capital, cost of capital and
economies of scale advantages for WTR over smaller investor-owned and municipal water utilities. In
some cases, undercapitalized and budget-constrained municipal water utilities have initiated
acquisition discussions. However, operating efficiencies gained in the near term are typically |
redistributed by reguiators to customers with the next rate case. The long-term benefit of acquisitions
for WTR is the growth platform for capital investment, in our view.
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Fig4 Aqua has been the most active consolidator of the water sector
Date Target Price (US$m)
Frzo08 ) 9 minar acquisitions 317
1-Jan-07 New Yark Water Service Corporation $50
FY2007 26 minar acquisitions . $25
FY2006 27 minar acquisitions $12
FY2005 30 minor acquisitions $12
1-Jun-04 ’ Heater Utilities, Inc. $76
30-Jun-04 Flarida Water Services Carp. $13
31-Jul-03 AquaSource, Inc. : 5178
_ FY2003 17 minor acquisitions 32
FY2002 25 minor acquisitions 512
Fy2001 20 minor acquisitions . : $15
FY2000 18 minor acquisitions . 512
11-Mar-99 Consumers Water Company . $462
FY1999 16 minor acquisitions $39
FY1998 5 minor acquisitians - 325
198 total acquisitions $949

Source: Company data, Macquarie Capital (USA), May 2005

Regulatory overview

Investment recovery through rate relief remains a major focus as the company addresses the
regulatory lag that hampered earnings from 2005 to 2008. With |arge capital investments and
flattish water consumption, we view water utilities as rate case machines whose realized ROEs
depend on the effectiveness of the rate cases and regulatory mechanisms (niders} available to
recover costs without regulatory lags in between rate cases. The riders are a function of the state of
operations, and WTR is fortunate to have more than 50% of its revenues coming from Pennsylvania,
a state with a constructive regulatory regime. However, in the remaining 12 states where WTR
operates, the profitability of its regulated water utilities is more reliant on the effectiveness of their
rate cases, and regulatory relationships.

Allowed ROEs of Aqua’s regulated businesses average 10.5% vs the industry standard of
approximately 10% and 200508 realized ROE of 8.5-10.0%. WTR manages its realized ROE
through timely rate case filings, O&M cuts and low cost of debt. The company's regulated businesses
consist of approximately 200 rate divisions that are each required to file rate cases with state utility
commissions. WTR has a very good reputation and relationships with state regulators in most of its
jurisdictions.

WTR was granted US$60m in new rates for 2008, including Florida, Texas and North Carolina,
and it plans to apply for US$75m in 2009, including in Pennsylvania, New Jersey, New York
and Ohio. The company has just completed rate cases in Nerth Carolina and Florida, where it asked
for US$12m and US3$8m revenue increases, respectively. However, the rate cases ended up with
‘only US$Bm and US$6m in additional revenues, respectively. Aqua has recently filed a US$50m rate
case in Pennsylvania, and it has plans to file for approximately US$25m, including in New Jersey
(US$7-8m), New York {(US$5m) and Ohic (US$5m). The impact of these 2009 rate cases will be
evident only in 2010. '

Regulatory riders have been granted in some states in the form of pass-throughs and surcharges to
allow for timely recovery of certain costs between rate filings. WTR has surcharges for replacing and
rehabilitating infrastructure systems — distribution system impravement charges ((DSICs) — in six
states for water and two states for wastewater: it is also being considered in New Jersey. The
infrastructure rehabilitation surcharge is capped at a percentage of base rates, generally at 5-9% of
base rates, and is reset when new base rates become effective or when utilities over-eam their
allowed ROE. Specifically, surcharges allowed in its six operating states are Pennsylvania {7.5%),
illinois (5%), Indiana (5%), Chic {9%}), New York (2.7%) and Mississippi (NA). In addition, changes in
state taxes, other taxes and purchased water and power costs are a pass-through in some states.
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Overview of Aqua’'s regulated activities in its key states
Pennsylvania
» In April 2009, Aqua filed a rate case in Pennsylvania requesting a US$50m increase in revenues.

* InJuly 2008, Aqua Pennsylvania was authorized a US$34m revenue increase premised on a
constructive 11.0% allowed ROE. The ROE included a 22bp premium to reflect ‘exemplary
management performance’ and highlighted quality/service improvements at systems acquired
throughout the state. We consider the rate decision to be constructive, particularly given that the
subsidiary received 8§2% of the revenues requested (US$41.7m)and the allowed ROE was above
those recently granted.

, Texas

= -In September 2008, the Texas Commission on Environmental Quality (TCEQ} issued a final ruling
approving the rate application filed in 2004 for annualized rates increases of US$11.9m over a
multiyear period beginning in 2004. The final order had been appealed to TCEQ by two parties,
and TCEQ affirmed its approval decision. As a result, the parties have filed suit against TCEQ in
an effort to appeal the order. As of 31 December 2008, the company has deferred US$10.9m of
operating costs and US$2.8m of rate case expenses and recognized US$36.4m of revenue that is
subject to refund pending the outcome of appeals.

Florida

= While the Florida Public Service Commission (FPSC) has historically been constructive in dealing
with electric and gas utilities, water utilities have been the 'neglected stepchild,’ primarily due to
the lack of a financially strong and customer-oriented water utility presence in the state. WTR
established a presence in Florida over the last few years via a series of acquisitions, including
Agqua Source and Ficrida Water Service, The water systems acguired by Aqua in Florida were
generally neglected and some had preexisting environmental! and/or quality violations, and the
company has spent the last six years investing roughly US$1bn in the infrastructure; it is also
working with its regulators to improve their understanding of water utilities. Because of these large -
investments, some of Agua's rate cases in Florida turned out particularly large, which were merely
a reflection of underinvestments by previous owners. Unfortunately, WTR must overcome the poor
reputation its acquired assets have developed in Florida, as weil as an expectation of immediate
improvements. New rates should be implemented in time for the summer.

= In May 2008, the company filed an appiication with the FPSC to increase annualized rates by
US$8.4m. In February 2009, the Commission granted Aqua a US$6.1m revenue increase
premised upon a 9.75% allowed ROE and a 62% equity ratic. The allowed ROE was below the
. 10.77% recommended by the staff of the FPSC due to a pénalty for poor customer service. We
understand that numerous customers attended Aqua's hearings to voice their dissatisfaction.

* In December 2006, the company applied with the FPSC to increase annualized rates by US$7.3m.
However, during 3Q07, a settlement agreement was reached resulting in the company voluntarily
withdrawing its application and refunding interim revenue associated with the application.

North Carolina

= In February 2009, WTR's North Carolina subsidiary reached a seftlement with the Public Staff, the
state's consumer advocate on utility rate matters, calling for a US$7.7m annual revenue increase
vs US$12.3m requested.
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We expect Agua to generate EPS of US$0.82, US$0.90 and US$0.99 in 2009, 2010 and 2011,
respectively. Our 2009 estimate assumes the full impact of 2008 rate increases of US$61m and a
1.1% drop in customer base, mainly industrial (down 8%);). For 2010, we assume the impact of 2009
revenue requests of US$75m, a 60% rate case success rate and no change in custemer base.

" These estimates should translate into a realized ROE of 8.7% for 2009 and 8.8% for 2010, an
improvement from the 8.4% ROE realized by Agua in 2008 but well below its average allowed ROE
of 10.5%. Our long term outlook for Aqua’s EPS growth is 8-9%, which is underpinned by US$1.4
billion of its planned capital expenditures and no large acquisitions.

For dividends, we expect Aqua to pay out US$0.54, US$0.57 and US$0.60 in 2009, 2410 and 2011,
respectively, which corresponds to payout ratios of 66%, 63% and 80%, respectively, roughly in line
with management's assumptions. Longer term, we forecast Aqua’s dividends to grow at a 4.5%
CAGR. The company’s board of directors typically reviews its dividend in August.

Fig5 Long-term EPS CAGR of 8-9% Fig6 Long-term dividend growth of 4.5%
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Source: Company data, Macquarie Capital {(USA), May 2009 Source: Comparty data, Macquarie Capital (USA), May 2009

We assume that the company spends US$300m in capex and US$50m for minor acquisitions (tuck-
ins) in 2009. We do not see unsecured debt or equity financing as necessary this year; however, the
equity-to-total capitalization ratio drops to 42% at year-end 2009 from 41% for 2008. Potential equity
issuance may be needed to shore up Aqua’s equity capitalization, as overleveraging may result in a
credit rating downgrade, potential breach of bond covenants, or realized ROE may exceed
authorizéd ROE.

At 31 March 2009, Aqua's total liquidity of US$91m included US$17m of cash, US$55m of availability
on its US$139m short-term credit facilities and US$19m of availability on its US$95mn long-term
revolving credit facility. in addition, Aqua qualifies for various municipal (tax-exempt) debt financing
programs. In October 2008, the company was approved by the Pennsylvania Economic
Development Financing Authority (PEDA) to issue US$80m of secured First Mortgage bonds. The
company issued US$22m of debt at 6.5% under the PEDA in 2008 and can issue an additional
US$58m in 2009.
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Valuation and recommendation

Our 12-month target price for Aqua America is US$20, which represents total potential return of 11%
based on the current share price of US$18.43 and dividend yield of 3%. Ve rate WTR Neutral,

We derive our target price from an average of the valuations below.

= 21x 2010E PER of US$18. Our 21x multiple is based on a historical 13% premium to our
regulated water utility basefanchor muitiple of 19x.

» Dividend discount model of US$21. Our key assumptions are 5-7% dividend growih from 2009 to
2015, 4.5% long-term dividend growth and a payout ratio of 55-850%.

Fig 7 Dividend discount model (US$)

2009E 2010E 2011E 2012E 2013E 2014E 2015E Terminal
Earnings per share 0.82 ) 0.90 1.00 - 1.09 1.17 1.27 1.33
Dividend Per Share 0,54 0.57 0.60 0.63 0.67 0.71 0.76 29.7
Dividend Payout ratio 66% 63% 60% 58% 57% 56% 57%
Dividend Yield 3.0% 31% 3.3% 3.5% 3.7% 3.9% 4.2%
Retum on equity 7.2% 7.2% 7.2% 72% 7.2% 7.2% 7.2% 7.2%
LT dividend growth rate 4.5%
No. of years to present 0.5 1.5 2.5 35 4.5 55 6.5 7.5
PV of Dividends 0.52 0.51 0.50 0.49 0.49 0.49 0.48 17.66
Appraised share price 21.15

Source: Macquane Capital {USA), May 2009 -~

11 May 2009
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Risks
Adequate regulatory recovery is not assured

Public utility commissions or similar state regulatory bodies regulate utility rates and ROEs. The
timing and outcome of regulatory proceedings create uncertainty and potential delays (ie, regulatory
lag} in cost recovery. In the past, WTR has typically received approximately 60% of requested rate
increases. Risk of condemnation (ie, acquisition) by govermmental entities exists. The City of Fort
Wayne, ndiana, acquisition by eminent domain in 2007 serves as an exampie. Lastly, stricter
environmental standards could result in significantly higher operating costs.

Capital intensity creates execution and financing risk

Agua America is projected to spend US$1.4bn over the next five years. The ability to recover capital
expenditures in a timely manner could materially affect the company's financial position and
cashfiows. In addition, completion of capital investment projects is subject to construction and
development risks, including availability of capital, complying with permits, meeting budgets and
satisfying operating and environmental performance standards.

Valuation dilution resulting from American Water share offering

Given high valuation multiples relative to the market and utility peers, electric utilities in particular,

and the relatively small market capitalization of the water sector, the addition of American Water in
April 2008, which increased the market capitalization of the group by 50%, could lead to valuation

dilution of the other publicly traded water utility stocks, including Aqua America.

Weather and economic conditions may affect demand

Water demand is seasonal, with peak demand in summer months and reduced demand in cooler
maonths. Demand typically varies with temperature, rainfall levels and rainfall frequency. Hotter
(colder)-than-normal weather can result in higher {lower) demand. Higher (lower)-than-normal rainfail
can result in lower (higher) demand. Drought conditions can result in mandatory conservation, which
"reduces water demand and revenues. Economic weakness can negatively affect (1) residential_
demand via lower discretionary and recreational water use, lower natural customer growth from
fewer housing starts, and higher bad debts expense, and (2) industrial and commercial demand via
slower business activity, and customer payment delays and bankruptcies.

Level of market interest rates

Our DCF valuation for WTR relies on a 4.25% risk-free rate, the Macquarie projection of the level of
10-year US Treasury yields in the next 12 months. Every 10bp difference in the Treasury yield has a
+/- US$0.80/sh impact on our DCF and DDM valuation of WTR. More important, the higher interest

rates could depress the appeal of water utilities to income-seeking equity investors.
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Fig 8 Income statement, 2006—12E (US$m except per-share data)

2006 2007 2008 2009E 2010E 2011E 2012E
Sales 533 G602 627 682 756 B36 810
Qperating expenses 253 298 307 336 373 413 450
EBITDA 281 304 320 346 383 423 460
Depreciation and amortization 75 88 94 98 107 116 124
EBIT 206 216 226 248 276 307 © a3
Net interest expense 58 87 69 70 79 88 95
Ordinary Profit Before Tax 152 156 163 184 202 225 246 -
Incame tax 60 61 65 73 80 89 98
Net graup profit of cantinuing operaticns To92 95 98 111 122 135 148
Weighted average number of shares (m) 132 134 135 135 136 136 137
Diluted EPS 0.70 0.71 0.73 082 0.90 0.99 1.09
Dividend per share 0.44 0.48 0.51, 0.54 0.57 . 0860 0.63
Dividend payout ratio 63% §7% 70% 66% “64% - 60% 568%
Source: Campany data, Macquarie Capital {USA), May 2009 ’
Fig9® Cashflow statement, 2006—12E (US$m)

’ 2006 2007 2008 2009E 2010E 2011E 2012E

Net income 92 85 98 11 122 135 148
D&A, goodwill amortization 75 a8 94 98 147 116 124
Cther non tash elements 18 26 46 33 36 41 45
Funds from operations 185 209 238 241 265 292 318
Decrease {increase) in non-cash working capital {14} {15) (17 {5) (2) (2} (2)
Operating cashflow 174 194 222 237 2863 2940 316
Net investments in fixed assets ) (282) {282) {261) (350Q) (350) (350} (350}
Net invesiments in financial assels 57 (82) 22 4] a a [
Free cashflow before dividends (59) (150) {17) {113} : {87) (60} (34)
Dividends paid (58) (64) (69) (73) {(77) (81) (88)
Free cashfiow after dividends ' {(113) (214) {86} (188) (164) {141) {119)
Increase or (repayment) of capital and subsidies 65 17 46 9 10 10 10
Increase or (repayment) of financial debt 59 167 37 177 154 131 109
Adjustment for minorities / miscellaneous 20 1 3 o] 4] 4] Q
Increase in cash 32 (29) 0 0 0 0 1]
Source: Company data, Macquarie Capital (USA), May 2008
Fig 10 Balance sheet statement, 2006—12E (US$m)

2006 2007 2008 2009E 2010E 2011E 2012E
Cash and cash equivalents 44 15 15 15 15 15 15
Regeivables 72 83 BS 95 105 115 125
Inventory 8 9 10 : 10 11 12 14
Cther short-term assets 10 9 12 . 12 12 12 12
Other-long term assets 237 319 367 387 367 367 367
Property, plant, and equipment 2,506 2,793 2,997 3,250 3,493 3,727 3,953
Total assets 2,878 3,227 3,485 3,748 4,002 4,248 4,485
Financial liabilities 150 81 &8 88 88 as - as
Operaling liahilities 49 46 50 52 58 ’ 64 70
Other liabilities 58 57 55 55 55 55 55
Deferred credits and other regulatory liabilities 747 850 983 1,020 1,080 1,104 1,153
Long-term debt 952 1,215 1,248 1,425 . 1,579 1,710 1,820
Sharehaolders’ equity 923 978 1,061 1,108 1,162 1,226 1,299
Total liabilities and equity 2,878 3,227 3,485 3,748 4,002 4,248 4,485
Source: Company data, Macquarie Capital {USA), May 2009 ' ’
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Company profile

Aqua America is the second-largest investor-owned water utility in the United States with a market
capitalization of approximately US$3bn. It serves about 950,000 water and wastewater utility
customers across 13 nertheastern and southern states; Pennsylvania, Ohio, North Carolina, Hlinois,
Texas, New Jersey, New York, Florida, Indiana, Virginia, Maine, Missouri and South Carolina. The
majority of revenue (ie, 98%) in 2008 was from its regulated water and wastewater businesses.
Residential customers accounted for 60% of 2008 revenues, and Pennsylvania was its largest state
at 53% of 2008 revenues. WTR has been the most active consolidator in the US water utility sector,
completing roughly 200 acquisitions for US$850m since 1968,

Fig 11 WTR’s regulated service territory

Source: Company data, May 2009
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Better safe than sorry

Event

« On 1.June, American Water Works announced an equity offering of 26m shares,
which includes 14.5m of newiy issued shares and 11.5m of existing shares being
sold by AWK's largeslt shareholder, RWE AG. The offering includes an over-
alfotment option of 3.9m shares owned by RWE.

R iy e 55 A A

"5‘12-monlh target SO
-+ 12-monlh TSR

impact

= RWE divestiture — no surprise: Following the expiration of the 180-day lock-up
period after AWK's |PO in October 2008, we expected RWE to continue ta shed
its stake in AWK. On 1 May 2008, AWK filed a mixed shelf registration, which
i provided for sales by existing security holders. Following the sale of shares and
_ : S , the additional equity issuance, RWE will hold 85.2m shares {81.3m with the over-
2:3369 2,487.7' ‘2,676.3 2,869.1 ‘ allotment), representing 49% {(47%) of shares outstanding, and thus RWE would
17612274 . o506 2840 ! no longer be a majority shareholder of AWK. The divestiture shouid increase the
3 - 250.6. 284. f liguidity of AWK's stock and remove some overhang on the stock associated with
E the anticipated equity transaction. We await further divestitures,

30-day avg {urnover
Number sharas on Issue

Sales revanue i m
EBIT T m*° 5627 €399 7067 7793
m:
o

FERE

Reported profil
Adjusted profit ;.
\ Gross cqshﬂow

. 1?61

R

" GEPY ‘usgr 2 077 3.3 ] L. )
: giﬁi growth .. 92,_ 7(1; 279‘3 . .330,5 37,? = New equity — opportunistic issuvance: While the sale of AWK shares by RWE

! PGCFPS © °  x B2 68 58 ©o52 was long overdue, the new share issuance by AWK was somewhat surprising to
us, While AWK's equity-lo-capitalization fell to c40% post the 1Q09 goodwill
impairment, we believed its equily mix would stabilize and improve organically
with rapid earnings growth. We understand, however, that the low equity ratio
could have hurt AWK in some of its pending rate cases, which in turn would have
triggered attention from credit agencies. Following the offering, we estimate that
AWK's 09E equity ratio should improve by 255 bp to 42.8%, which is still below
the company's longer-term goal of 45%, but an acceptable level, in our opinion.
Net proceeds from the issuance will be used for debt repayments.

ey

o | EPS edj
2 EPS adj gerU? %
- PE adj * o

“ ToelOPS . us$’
Total div yield

e, I

: Net debt/equity
d Pnce.'bouk

; ST 't Earnings revision
;AWK US vs ! S&P 500 US & rec hlstory i

e Vi s it =4 Our 2009/2010/2011 EPS decline 4%/4%/5% to US$1.28/$1.40/$1.57, reflecting
- ' the increase in shares outstanding partially offset by lower interest expense.

Price catalyst

= 12-month price target: US$25.00 based on a combination of PER and DDM
methodolagy.

; q = Catalyst: Further divestitures by RWE, quarterly earnings and regulatory rate
1 case updates.

Action and recommendation

= We continue to recommend AWK as we see regulatory catch-up franslating to
accelerated eamings growth through 2012 and capex extending eamings and
dividend growth longer term. The sale of shares by RWE is another step towards
its goal of fully divesting its ownership of AWK however, with a sizable stake stili
remaining, some overhang on stock should remain, we believe.

_‘Angle Storbzynd
1212 231 2569

S A s 2 Y

Please refer to the important disclosures and analyst certification on inside back cover of this document, or on our
website www.macquarie.com.au/research/disclosures,
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American Water Works

Valuation and risks
Our 12-month target price of US$25 is an average of our PER and DDM valuations below.

» 16x 2010E PER valuation of US$22.45. Our 16x multiple is based on a historical 18% discount to
our regulated water utility base/anchor muitipie of 19x.

= Dividend discount model of US$27. Our key assumptions are 5-8% dividend growth from 2009 to
2015, 4% lang-term dividend growth and a payout ratic of 40-60%.

Fig1 Dividend discount model {US$)

2009E 2010E 2011E 2012E 2013E 2014E . 2015E Terminal
Earnings per share 128 1.40 1.57 1.76 1.86 2.21 2.46
Dividend per share 0.80 0.84 0.88 0.92 0.98 1.06 1.14 373
Dividend payout ratio 63% 60% 56% 52% 50% 48% 46%
Dividend yisld 4.6% 4.9% _5.1% 5.3% 5.7% 6.1% 6.6%
Retum an equity 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2%
Lang {erm dividend grawth rale 4.0%
Number of years la present 0.5 1.5 25 35 4.5 55 6.5 7.5
Present value of dividends 0.77 0.76 0.74 0.72 0.72 0.72 0.73 22.21
Appraised share price 27.37

Source: Macquarie Capital (USA), June 2009

Rising 10-year Treasury yields could reduce valuations of regulated utilities

We use the DDM valuation in determining our 12-month target price. Qur key assumpticns include a
beta of 0.65, risk free rate of 4.3% and risk premium of 4.5%. An increase to our long-term risk free
rate assumption of 100bps would reduce our DDM valuation by -24% to UUS%$20.75, from US$27.37.

RWE divestiture could have implications on the share price .

The pending RWE divestiture carries two potential risks: the near-term overhang of a large-sized
offering and potential post-offering valuation dilution. High valuation multiples relative to the broader
market and other utility industries could reflect the relatively small market capitalization of the water
utility industry (ie, a scarcity premium). Other potential issues include expiration of two regufatory
approvals for the divestiture in April 2010 and April 2011, and the Illinois state PUC approval that has
been appealed; however, we do not believe that either will impede the RWE sale.

Adequate regulatory recovery is not assured

Public utility commissions and similar state regulatory bodies regulate utility rates and ROEs. The
timing and outcome of regulatory proceedings create uncertainty and potential delays (ie, regulatory
lag) in cost recovery. In the past, AWK has typically received 50-70% of requested rate increases.
Risk of condemnation {ie, acquisition} by governmental entities exists. Lastly, stricter environmental
standards could result in significant higher operating costs.

Capital intensity creates execution and financing risk

American Water estimates capital spending of US$4.0—4.5bn for 200913, The ability to recover and
eamn a return on invested capital could materially affect the company’s financial position and cash
flows. Moreover, completion of capital investment projects is subject to construction and
development risks, including availability of capital, complying with permits, meeting budgets and
satisfying operating and environmental performance standards.

Goodwill impairment could have negative credit implications and trigger equity needs

As of 31 March 2008, AWK has recorded US$1.3bn of goodwill on its balance sheet, primarily related
to the RWE acquisition. The company may be required to impair goodwill in the future if it fails certain
valuations tests. Any impairment could have a negative financial {(not economic or cashflow) impact
and reduce total capitalization. Credit rating agencies could downgrade AWK’s credit ratings, which
could impede the company’s ability to access debt markets for capital. Goodwill impairment charges
were USE385m, USH222m, USH509m, USS750m and US$450m in 2005, 2006, 2007, 2008 and
2009, respectively.

3 June 2009
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Fig 2 Income statement (US$m, except per share)

2006 2007 2008 2009E 2010E | 2011E 2012E
Sales 2,093 2,214 2,337 2,488 2,576 2,869 3.067
Operaling expenses 1,360 1,430 1,503 1,561 1,667 1,772 1,877
Operational EBITDA 733 - 784 834 926 1,009 1,097 1,190
Depreciation 259 267 271 286 302 317 337
Operationai EBIT 474 517 563 640 707 779 T 853
Net interest expense 368 285 283 303 312 329 343
Ordinary Profit Before Tax - 113 254 299 356 414 470 530
Incame lax 45 95 123 141 164 186 208
Net group profit of continuing operalions 68 159 176 216 251 284 321
Weighted average number of shares (m) 160 160 160 169 179 181 183
Diluted EPS 0.42 1.00 1.10 1.28 1.40 1.57 1,76
Gross dividend per share NA NA 0.40 0.80 0.84 0.88 0.92
Dividend payout ratio NA NA 36% 63% 60% 56% 52%
Source: Macquarie Capital (USA), June 2008
Fig 3 Cashflow statement (US$m)

2006 2007 2008 2009E 2010E 2011E 2012E
Net incame -162 ’ =343 562 =227 251 284 |
D&A, goodwill amortisation 259 267 271 286 a0z 317 337
Other nan cash elemenis 323 532 943 545 112 129 148
Funds from operations 420 457 652 604 665 731 805
Decrease (increase) in non-cash working capital (97) 17 (100} 7 (7) (7} (8)
Operaling cash flow 324 474 552 610 658 724 798
Net investments in fixed assets (692) (750) (1,009} (930) (850) {850) (850}
Net investments in financial assets 0 4 {25) 0 0 0 ’ 0
Free cash flow before dividends {368) {273) (481) (320} (192) (126) (52)
Dividends paid {group + minorities} 0 0 (64) {135} (150) {159) (168)
Free cash flow after dividends (368) (273) (546) {455) (342) (285) (220)

" Increase or {repayment) of capital and subsidies 291 977 297 153 292 235 170

Increase or {repayment) of financial debt {m (1,750) 1 302 50 50 50
Adjustrment for minorities / miscellaneous 42 ' 1,030 244 0 1] 0 0

Increase in cash (35) (16) (4) 0 0 0 (0)
Source: Macquarie Capital (USA), June 2009

Fig4 Balance sheet ($USm)

2006 2007 2008 2009E 2010E 2011E 2012E
Cash and cash equivalents 30 13 10 10 10 10 10
Financial and Operating Receivables 185 193 199 211 227 244 261
Inventary 23 27 29 29 31 33 35
Other short-térm assets 175 186 180 194 209 223 238
Goodwill 2,062 2,457 1,700 1,250 1,250 1,250 1,250
Other-long teérmm assets 688 T 728 991 991 991 991 991
Property, plant, and equipment 8,721 9,318 10,124 10,768 11,315 11,848 12,361
Total assets . 12,783 12,934 13,232 13,453 14,033 14,599 15,145
Financial liabilities 1,007 317 655 655 T 655 655 655
Operating liabililies 141 169 150 169 180 191 . 202
Other liabilities . 216 289 300 300 300 300 300
Deferred credits and other regulatory liabilities 2727 2,914 3,372 3,481 3,608 3,752 3,914
Long-term debt 3,096 . 4875 T 4,624 4777 5,075 5,316 5,493
Shareholders’ equity . : 5,596 - 4,571 4131 4,071 4,215 4,384 4,581
Total liabilities and equity 12,783 12,934 13,232 13,453 14,033 14,599 15,145
Source: Macquarie Capital {USA), June 2009
3

3 June 2009
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AMERICAN WATER WORKS

A unique opportunity to enter American water

Buy (12m)

Price 21711/08
$20.0

Sactor

Weighting

Underweight

Preferred stock

Veolla Erwvironnement
Least prelerred stock
Centrica

$22.0
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VO e imtr e el
—Price e bA 100
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American Watar Warks
on www.sgresearch.socgen.com

12m target |

B Investment case American Water offers a unique opportu'nity to build market positions that

appear sheltered from the fallout from the economic crisis. Water consumption (52%
residential} has remained stable (>1% over one year) and, although financing a water network
management business implies significant investment and high levels of debt ($5bn+), we
believe management has a good grip on things, having arranged very long-term financing
{B0% of debt matures after 2013).

Catalysts for the share price In addition to quarterly publications that are likely to reassure
the market on the group’s capacity to keep to its commitments in terms of contract renewals,
non-regulated contract wins and dividend payment (20 $cents per quarter), we believe the
withdrawal of RWE (Buy, €80) will increase free float and stock liquidity. In our view,
American Water represents the perfect safe-haven and any worsening in the economic crisis
should constitute positive news for the stock. Sovereign wealth funds, with their presumed
interest in the water business, could want to own part of the largest water company in
America and gain involvernent in this industry. Similarly, the strong visibility of this business
(regulated water network management) could attract other major investors.

12m target price and methodology We initiate coverage of American Water with a target
price of $22 which implies upside potential of 10%. We have an EV/EBIT ratio of 11.2x which
corresponds to levels observed for a selection of peers or similar profiles (network managers
or water companies), plus a 5% premium to reflect recurrence and visibility. A DCF approach
supports our initial valuation. We recommend taking advantage of the cumrent share price
and potentially certain opportunities (share sales) to benefit from visibility, strong positioning
{8% market share) and the current water industry consalidation movement in the US.

Altemative scenarios and risk to our scenario The sale of shares owned by RWE (Buy, TP
€80) could tngger a temporary weakness in the share price {which would offer an even better
opportunity) but we believe it is not in RWE’s interest to push the share price down. A rise in
interest rates could have a negative impact. We also believe that the consensus could be too
optirnistic, which could lead the company to issue a profit waming. In the medium term, the
group could also atternpt to set up bridge financing which could be negatively interpreted.

[8haro daed JERITEAINTIRREEITY | Pindncll S ) LTRRR W ina? 1 ia f SALAAL TSR B
RIC AWIK.N, Bloom AWK US Revenues (5bn) 2.21 234 243 255 203 184 177 17.8
52-week range 23.417.2 EBIT margin {%) 234 238 237 239 FCF yleld {/EV] (%} 0.0 2.2 -0.8 -041
EV 08 ($m) B,828 Rep. net Inc. {§m) 138 -53 181 180  Dividend yletd (%) 0.0 3.0 4.0 4.4
Market cap. 08 {$m) +3,200 EPS {ed].) (5} 08 1.08 113 1.2 Price/book vatue {x) 0.7 g8 08 0.8
Free fNoat (%) 40.0 Dividend/shere (3) 000 050 080 088 Ev/revenues {x) 370 377 384 384
Porformance (%) 1m 3m 12m Payout {%) 0.0 nm 709 784 EVEBIT{x 159 180 162 161
Ordinary shares 16 67 ma Interest cover {x} 1.8 1.8 1.7 1.7 EVAC (%) 0.8 0.6 0.6 0.6
Rel, S&P 500 213 459 na Net debt/equity (%) 110.0 1350 1450 1545  ROIC/WACC (x) 0.5 0.5 a.5 0.5
GAGR 07-10e: +4.4%
"y John Honore 1 Didlor Laurans '
I~ 50 331421351 55 | 331421250 78
R Jotn.horore@egcib.com didler, Burens@ugcl.com

Please ges important disclesuires et the end of documnett
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American Water Works

Group anatomy - business overview

Founded in 1886, American Water is the largest water company in North America. With around
7,000 employees, the group provides 15.7 million customers with drinking water and collects
waste water in 32 US states and in Ontaric {Canada). Revenues are approximately four times
higher than those of the number twa in the sector. Regulated contracts account for 80% of
the group’s activit'y and translate into a very high level of recurrent revenues. ‘

Sales/divisian 2007

EBIT/dIvision 2007

The group is

exposed to the

waler market At present, non-
and primarily to Hon requited water regulated

the regulated business accounts
water market in for a very small
the US. ___portion of EBIT.

End-market exposure 2007

Sales/reglon 2007

Lommercial

Pubiic and ather
— 1B0%

Due to strong
positioning in
regulated
businesses, the
group is more
exposed lo

residential clients, The group onkly
who are also less operates in Narth
volatile. America.
Revenues organic growth (%) EBIT margin {red) and ROIC (grey) (%)
7.5 I 26 237 18
. EBIT margin
QOrganic growth suffered in our
stands between view as a result of
3% and 5% per a badly handled

annum. This
mainly reflects a
price effect as
volumes are rising
only slowly.

growth strategy (in
2005) and shouid
return to previous
levels thanks to
curment Measures.

Competitive landscape

Business Company market shere  Sales CAGR (5y) Company EBIT margin ~ Avp sector EBIT margin - Mein playom

Water c. 8% in the US 5%+ 25% nomalised 15% Vealia
Environnement, Suez
Ervironnement,
Calitomia Water
Services.

Soures: SG Equity Aesearch

2 24 November 2008
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American Water Works was
acquired by RWE at the end of
2002 at more than $45 per share
{atthough the number of shares
was different). RWE then relisted
American Water in Q2 2008 (with
160 million shares)

S50107-R104
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American Water Works

Group anatomy - performance and valuation

American Water Works. Historical share price performance (in $)

25 -

20

15 RWE relisted Ametican

Water on 23 April 2008. The share went ox-dividend The ex~dividend dale is 14
. on 13 July. The dividend November. The dividend Is
1a stands et 2¢ $cents. 20 3cents,
5
Qr T T -— T T T -
4/23/2008 5/23/2008 6/23/2008 /232008 B/23/2008 9/23/2008 10/23/2008 11/23/2008

Source: 5G Equity Reaearch

IBES EPS revislon

SG EPS revision vs IBES

Cur. OB 0 10w

15 s it —
s \ SG EPS (adj.) $ 1.09 113 112
™ — IBES EPS $ 197 1.40 1.48
14 - L e s e men e eacees s mema e e e
13 - SG vs IBES (%) -7 20 -32
12 \ EPS last revision
12—
nhies s [ [ 5G EPS change at 12/11/08 (%) Nm Nm Nm

G =0 100 Last |SES EPS change (%) A7 14 -45

‘Bource: SG Equity Research, Datastream
a

24 November 2006
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Main Buy arguments

Who are American Water?

Cther investment themes

American Water Works

The American market: +1.6% per annum
Population grawth: +1.2% per annum

A fragmented sector. ..

... in the hands of public authorities

Five percent average annual revenue growth
Investment to meet demand and feed growth

Why is EBITDA below the consensus?
Lower volumes/higher prices

A fixed cost business (75% of sales)
Financing

A quarterly dividend of $0.20/share
Debt: $5bn at end-2007

Valuation

Target price calculation

EV/EBIT valuation

DCF
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Obtaining suitable RO!s frem public commissions in each state
Developing non-regulated activities (public-private partnerships)
Carry out medium-sized acguisiticns ta build up geographical coverage

Charts index

7 EBITDA - SGe vs consensus

11 Populaticn growth (in millions)

23 DCF details

23 DCF assumptions

23 Sensitivity analysis

24 Volume ol water sold

24 Sales breakdown

25 Contribution to operating profit by division

©® D ~NNNDdO o
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1
1
13
13
14
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Anticipated dividend trend &/share)

Change in capex 2005/2012e {$m)

Change in effective Interest rate {%)

Change in cash flaw from aperations ($m)

American Water: EBITDA 2000/2007

Change in valumes sald by type of client (billions ot gallons)
Change and expected change In gearing (36}

Change and expected change In net debt ($m)

Average EV/EBIT muitiple over 2000/2009e

2007 revenues of the largest water companies (in $bn)
Change in water demand (billions of gallons per day)
Number of water systems by size

Breakdown of public/private drinking water services
Breakdown of public/private waste water treatment services
Change and expected changae in capex ($bn)

Breakdown af investment by typa (2007)

How Is net income generated?

Change in regulated taritf increases obtained ($m — left) expressed as a %
of regulated revenues {right) .

Operating income comparisan: 2007 vs Q1 and Q2 0B ($m)
Change in water volumes sold

Change in price per gallon by type of customer ($/gallon)
Sates growth in 2005-2012e with and without an increase In retum on
invastment

Estimated change in dividend over 2008e-2012e (in %)
Change in gearing

Financing sources 2008-2012e ($m)

Cumulated capex and dividends 2008-2012e ($m)

Change in group's effective interest rates

Average 2000-2009¢ EV/EBIT multiple

24 Novemnber 2008
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Equity Resaarch .

Investment summary

- Main Buy arguments

SG Equity Research opinion
The stock provides a unique opportunity to build positions in a very stable market that offers
very strong visibility and to steer clear of the effects of economic deterioration.

Despite these positive points American Water is currently affected t;y aversion to debt {($5bn
at end-2007). We believe this aversion will not last and that, in the absence of any proaf ta the
contrary, the management should be able to:

= Pay out an attractive dividend (4% yield).

» Finance growth {total investrnent of $4bn+ over 2008-201 2e).

» Refinance Its debt requirements whiie retaining a limited average effective rate of 6% (vs
5.22% In 2007).

To do this the management can draw on unique positioning: the number cne water company
in North America (US and Canaday).

Anticipated dividend trend Change in capex 2005/2012e Change In effective interest Change In cash flow from

(@/share) {$m) rate (%) - operations ($m)
150 - ememmeme—men o s ' 1,500 - e 2.000% -~ - i - [ ;) S
1.00 1,000 e [— - 6.00% 400 -
4.00%
0.50 - 500 . 200% 200
0.00 0 000% m—m—r—————r—— o
2008 2010e 2042 2005 2007 2009a 2011e 2003 2005 2007 04 07 2010

Sowrce: 5G Equiy Research

Who are American Water?
With an 8% market share the group is well exposed to structural change in the local market:

» We believe that secter consolidation is unavoidable because the market is highly
fragmented (56% of netweorks are managed by very small entities). This could generate
additional growth at the net income level (synergies);

a A long-term trend towards the privatisation of public services due to current pressure on
public finances. Only 16% of drinking water services and 2% of waste water treatment is
currently privatised.

s A certain increase in revenues thanks to fundamental efforts to improve the authorised level
of return on investment, In 2007 the management that had just taken control of the group
obtained $137m in price increases (6.9% of regulated revenues). This progress should
continue, albeit at more moderate pace ($50m estimated per annum).

SG Equity Rese_arch forecasts vs consensus
In terms of EBITDA growth, our forecast is far lower than the consensus, at +7% on average
over 2008-2012, vs +11% per annum for consensus. :

We note that over 2001-2006 the group registered a CAGR of 3% at the EBITDA level.
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Woe believe EBITDA growth (7% in 2007 and 5% forecast for 2008) could slow in 2009e and
2010e (4%+) due to the recession which seems to be taking a grip in North America.
However, due the highly recurrent nature of the dernand for water (50%+ of volumes sold to
residential clients), the group should demonstrate strong resistance to the economic
environment.

EBITDA - SGe vs consensus

$m 20080 20090 2Ar10s 211e 2 CAGR
EBITDA - SGe 823 883 913 9%8 1,087 7.2%
EBITDA - Reuters consensus, 862 1,024 1,149 7 1,213 1,309 . 11.0%
SG vs consensus -4.5% -15.7% -20.5% =17.7% -17.0%

Source: SG Equity Rescarch

American Water: EBITDA 2000/2007

900

2000 2001 2002 2003 2004 2005 2006 2007

Sourca: 5G Equity Ressarch

Change In volumes sold by type of client (blllions of gallons)
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Source: 53 Equity Research

Our assumptions suggest a quarterly dividend of 20 $cents, which leads us to project a
dividend of 60 $cents per share for 2008e and 80 $cents per share for 2009e, implying a 33%
increase in payout (2009e/2008e).

7
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Other investment themes
Other scenarios and risks
The main risk at present is quite clearly the level of debt. The group's gearing is axpected to
stand at 135% at end-2008 and 155% at end-2010.
Change and expected change In gearing (%) Change and expected change In net debt ($m)
A00% v o 9.000 - R
8.000
250% - N
77000
200% 5,000
5.000 -
4.000
100% ENL
2000 . |8
50% —
1,000 -
0% r T T T T T T T —_ [}
2003 2004 2005 2006 2007 2008e 2009¢ 2010e 2071e 2012e 2003 2004 2005 2006 2007 2008e 200%e 2070e 2011e 2012e

Source: SG Equity Rasedrch

We assume an interest rate of 5.65% on American Water’s debt, compared with 5.2% on
average over the last five years,

According to our calculations a 50bp rise in interest rates would reduce EPS by 11% on
average over 2009-2012s. Every 50bp increase in cost of debt leads to an 11% deterioration
in EPS (100bp therefore corresponds to a 22% average drop in EPS over 2009-2012¢).

We note that 2008 is not in line due to the anticipated net loss linked to asset writedowns.

Asset writedowns: $750m in 2008 ,
Annual wrtte-downs (€m) The group wrate down $750m of asset value in 2008. This constitutes an adjustment to the -
long-term value of future results {downward revision of management expectations) following a

BOO e e
;ﬁ T revision of demand for water, water usage, projected capex and estimates of the potential
500 increase in return on investment {rate increase).

This represents a peak level of depreciation in comparison to recent years and should in gur
view bring the cumrent downward cycle to an end {decline in the value of operating equipment),
Over 2003-2008, the group has recorded total depreciation of €1,949m. We have not factored
in any additional writedowns. )

Source: 5G Equity Resasrch
RWE should sell its remaining stake in the coming months
We believe RWE will sell its entire stake in American Water before the middle of 2009.
Authorisation tc list American Water was subject to conditions from three local requlators: two
local commissions argued RWE must sell its entire stake within the next 24 months and one
commission allowed 36 months.

We believe that these authorisations will expire in 2009. if the stakes are not sold before mid-
2009 (our estimate), then the managements of American Water and RWE are likely to fiie for
an extension which coufd imply further constraints for American Water, in terms of additional
investment and declines in guthorised returns on investment.

] 24 November 2008
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In the event that RWE sells its stake (very likely in our view) in American Water, we believe the
Ametican company would carry out a capitaf increase to improve its shareholders’ equity/debt
ratio which currently stands al 43%/57% vs a target of 50/50, and shore up its financial
position. A $750m capital increase should restore the ratio to 50/50 {implying the issue of 38
million shares and dilution of 10%+ based on the current share price}.

Summary of the target price calculation

Qur target price of $22 corresponds to an EV/EBIT valfuation (10.7x for a selection of peers:
historical multiple for Suez, plus multiples for Suez Environnement, Veolia Environnement,
Enagas and EVN} and a 5% premium. :

Our selection of peers bear the following features: water companies or network management
companies.,

Qur 5% premium factors in: 1) the low risk attached to the group’s debt maturities (nothing
significant before 2013); 2) the high level of recurrence in the volumes of water sold (420 billion
gallons) due to requlation (visibility); and J) leadership pesitioning in North America.

Average EV/EBIT muitiple aver 2000/2000¢

0.0 e ——

25.0

2.0

15.0 e :'::;':_ s - [

100 v
50
0.0
2000 2001 2002 2003 2004 2005 2006 2007 2008e 2005e
Source: S8G Equity Aesearch / Peor d of water lera BN NEtwark Managoers

Qur target price is supperted by a normalised DCF approach which values American Water at
$22.3 pre share.

Despite relatively low upside {13%), we believe American Water represents an interesting
investment opportunity at the mement because it offers limited correlation to the economy
combined with highly recurrent revenues. ’
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American Water Works
American Water operates in 32 US states and generated $2.3bn in revenues in 2007, which
makes it the number one water company in the United States and the sixth largest player in
the world.
2007 revenues of the largest water companles {in $bn)
(_:alil'omia Water Service Group
= ' Aqua Amerlca
] Pennon Graup
Northumbrian Water
Amernican Water
Aguas de Barcelona
Sevem Trent
United Utilities
Suez Environnerment
Veolia Water
. 0 2000 4000 6000 .8,000 70000 12,000 14,000 15000 18,000
" "Sounce: 5G Equity Research
We believe the American market will register 1-2% volume growth per annum in the coming
years {mainly due to populaticn growth) and stronger growth in terms of price (2%+7).
Additionally, this market is highly fragmented and largely controlled by public operators, which
leaves the door open to consolidation (slow and cautious) around American Water,
The American market: +1.6% per annum
Water consumption grew strongly in the United States until the beginning of the 1380s. Since
then, total consumption levelled out at just above 400 billion gallons per day. Volume growth
now averages +1.6% per annum since 1350. |
Change in water demand (billions of galfons per day)
450,000
400,000
350,000
250,000 e
200,000
AEO,00D <o mrmim mem ¢ e £ o o o v s e S e e et e =
100,000 e v mem
50,000
0~ — ; : . : . . . . ‘
1950 1955 1960 1965 1970 1975 1980 1985 . 1990 1995 2000
'Sot.rr.'a'.SG Equity Research / USGS.
10 24 Novemnber 2008
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Population growth: +1.2% per annum
We think there is a degree of correlation between population development (+1.2% per annum)
and water consumption (+1.6%6).

Population growth {in mlilions)

1850 1967 1878 2000
Population 15 200 218 300
Saurce: SG Equity Research / Wikipodh

The iatest projections (source: Center for Immigration Studies) indicate that the population of -
the US wiil reach 468 million by 2050, implying average annual growth of 1% per annum,
which should mean a 1-1.5% increase in water consumption per annum. .

A fragmented sector...

The water sector Is very fragmented in the United States with more than 50% of water
systems operated by very small players {non-private local companies managing a set area).

Number of water systems by slze -

Lerge Very lnge
™ %

Vory sma
%%

Soarce: 5G Equity Research

... in the hands of public authorities

Water is mainly owned by state-run or state-affiliated companies.

Breakdown of public/private drinking water Breakdown of public/private waste water
services treatment services
Privale

Private 2%
16%

- bl
F;:% Public
9B%
Scupce: 56 Equity Research / American Water Source: 5G Equity Fassarch / American Water
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By way of comparison, we note that only 25% of the French water market is publicly owned
{SG Equity Research estimates) ’
Five percent average annual revenue growth
We expect revenues to grow by 5% on average over the next five years (2008-2012¢), based
on a number of factors, including volume growth:
= Roughly 1% growth in volurmes per annum;
» 3%+ growth in tariffs authorised by local regulators;
» 1% growth from non-regulated contract gains.
This growth, combined with cost controls, should enable management to restore the EBITDA
margin to around 25% (vs 23% over the last three years on average). .
12 24 November 2008
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Investment to meet demand and feed growth

We believe the group will invest $4.2bn over 2008-2012e to meet the needs of the local
population (and local authorities) and to improve its infrastructure.

Change and expected change In capex ($bn)

1,200 —_
2005 2006 2007 2008e 2009 2010e 2011e 2012e
Source: 5G Equity Resgarch

Breakdown of investment by type (2007)

Supplles
General structures and 5%
equipment

4%

Sendc es, moters amd

Trarsmisslonand
exurguishers distribution
24% 43%

Trearmene erd pumping’
24%

Source: 5G Equity Apsearch / American Water

Obtaining suitable ROIs from public commissions in each state

In a regulated space asset bases offer a certain amount of protection as ROIs are set at the
moment the asset is created. For American Water, the set retum (rate base} on invested
capital stands at 10-10.5%.

The group has to approach local commissions to obtain authorisations to imptement tariff
increases (leading to the 3% estimated tariff increase as indicated previously) in order to reach
the targeted ROI.

These local commissions, known as Public Utilities Commissions (PUCS),'are the only
authorities with the power to authorise tariff increases.

24 November 2008 13
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To obtain authorisation, American Water needs to first complete a form which is then filed and
processed by the PUC. The process can take many months,

Under the US industry model, the operator supports the risks in terms of volumes (of water),
investment and quality of service, which clearly constitutes a substantial risk. Also, the retum
is not totally guaranteed for the operators (and therefore the shareholders). In our view, one of
the biggest risks in financial terms is theretfore volume change which ¢an have an impact on
revenues and therefore on earnings.

How Is net income gererated?

Regulation Impact on net income

Neutral i the regulator takes into

Operating expernses
account operating costs

American water S
—» W Pass through ¥ Neutral if the regulator takes into -
Debt 1 account finarcing casts

Capital

Writedowns are neutral f
they are integrated in the asset base

Capttal

RAB X ROE + taxes
is equivalent o pretax revenues

REIEFTON
g equity
¥ (ROE)M

The above graph indicates the group’s main variable: return on investment.

Source: 5G Equily Research / Amencan Waler

American Water needs to develop and industrialise the process of requesting an increased
RO! on its regulated asset base to maximise its net profit.

Management has not been standing around since taking over the reins in 2007, as the graph
below shows. Since 2007 the group has obtained nearly $140m in regulated tarif{ increases,
equivaient to almost 7% of regulated revenues, compared with very small increases
previously.

Change In regulated tariff Increases obtained ($m - left) expressed as a % of regulated

revenues (right)

160.0 s 8.006
140.0 T.00%
1200 6.00%
100.0 - 5,000
80.0 B e ——— 4,009

600 3.00%

.0 e 2009
L R K 71 ]

00 a0

W Toriff increasaoblained 4= A$ % of requiated  evenues

Source: 5G Equity Reagarcn
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Twa states account for a very large portion of the overall sum: New Jersey {$56m) and
Pennsylvania ($41m). We befieve management should concentrate on a higher number of
smaller sums {of up to $20m per contract). This leads us to expect tariff growth of 3% per
annum.

Developing non-regulated activities {public-private
partnerships) -

Management is also seeking to accelerate the growth of its non-regulated activities ($243m at
end-2007).

In this segment the group generated an operating margin of 1.1% in 2067 {$3m).

We believe a concerted effort would enable the group to reach an operating margin of 6.5%
{or $30m) by 2012e. However, the contribution of this business to total operating income is
expected to remain limited to 4% (in 2012e).

American Water could/should however communicate on this subject which represents a
certain growth driver. This acceleration was already evident in the first half of this year when
operating income increased by 3.5x to reach $8.3m.

Qperating Income comparison; 2007 vs Q1 and Q2 08 ($m)

50 .-
45 e

4.0

15

2.5

2007 Q108 Q208

Bource: 55 Egquity Aesedrth
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Carry out medium-sized acquisitions to build up geographical
coverage
Management could consider extemal growth as way of increasing the group’s local presence:

Such an gperation would in our view have to meet a number of criteria:

= The target would have to be a company that had not achieved all its potential tariff
increases, leaving scope for future growth;

« It would also need to be situated in a state that is close to current positions.

« The “transfer” price would need to be reasonable {a discount would clearly be welcome).

All these factors should enable the group to win a wider range of contracts over time. The
natural target pool consists of a large number of very smafl companies managing small areas
"(56% of the American market) and is therefore both difficult to understand and difficult to

identify.

18 24 November 2008
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Why is EBITDA below the consensus?

We estimate a slight increase in sales, which can onlty mean slow growth in the gross
operating margin of a fixed-cost industry. We do not believe that management’s ability to
boost ROl is called into guestion, but that growth could be delayed.

Lower volumes/higher prices

Our earnings estimates are based on the following:

n A decline in volumes of 0.8% in 2008 and 0.2% in 2009, notably in the industrial water
segment (-1.3% in 2008 and -4.5% in 2008), whereas water sold to residential customers
would rise slightly.

Change in water volumes sold

3.0%

2.0%

1.0%

D.D%

2010e 2011e 2012e

-1.0%

-20%

-4.0%

-5.0%
= Residential ® Commerclal B Industrial ® Public and others

Source: 8G Equity Research
NB: cortain go% ary nol 1 they equal zoeo, which 13 notably the case for "pukblic and olhers 200%™

= A positive change in the price of water volume sold at +3.9% pa on average (weighted by
volume).

Change in price per gallon by type of customer ($/gallon}
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Source; 6G Eguity Research
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A 10%+ increase in unregulated business. The company won two new water supply contracts
to US army bases in Q3: Fort Polk, Louisiana ($348m over 50 years) and Fort Hood, Texas
{$329m gver 50 years).

A fixed cost business (75% of sales)
Water is a fixed cost business. We expect costs to rise 4-5%, notably owing to:

w An increase in staff costs given management’s determination to improve service guality.

» Stable production costs for water correlated to volume sold. At this stage, we do not know
of any technological advances that would cut production costs for drinking water,

» A per annum 10% increase in other costs {maintenance, payment systems, etc.),

= An increase in local tax of aver 25% by 2012 {budget for municipalities and other public
entities).

As a result, we project EBITDA growth of +7% over the 2008-2012e period.

We do not call into gquestion potential increases in ROl {rate base, which would generate

additional revenue of $267m over the full year according to management), but believe that the
current state of the economy and various budget constraints could make these increases
more difficult to obtain.

Nevertheléss, we believe that these increases negotiated between the company and PUCs will
be delayed, and this is reflected in our sales growth estimates.

Sales growth In 2005-2012e with and without an Increase in returmn on investment

BO%

GOOK —sm— e o e

400% -~
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Sourca: 86 Equity Aesearch
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Financing

In exchange for high investment {(a $4.2bn programme over 2008-2012¢), American Water
must honour twe commitments:

» Paying a di\{idend attractive to sharehclders; and

= Refinancing on the markets.

A quarterly dividend of $0.20/share

Management has already stated that it will pay a dividend of $0.20/share every quarter.
Shares are to go ex-dividend on 2 February 2009.

The full year dividend, ie. $0.80/share for 2008 (which is not the dividend paid but a
normalized base for the future), gives a net yield of 3.6% based on our $22 target price. Based
on the current share price, the net dividend yield is 4%+,

We note that the company should pay out only $0.60/share for 2008, as it did not pay a
dividend after the Q1 08 loss.

Growth expected for 2009 is based mainly on the ongoing payment of $0.20/share every
quarter, or over the four quarters in 2009 instead of only three in 2008.

Estimated change in dMdend over 2008e-2012e (In §)

1.29
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Source: 5G Equity Aesearch

Thereafter, we expect payout to stabilise at around 70%, which should make possible a 12%
increase in dividend p.a.

Debt: $5bn at end-2007

Paying a dividend will not make it possible to stabilise debt, in any event nc more than an
investment programme ($4.2bn over 2008-2012¢).

Based on our model, we expect net debt of about $7bn at end-2012e, or net growth of $2bn
over the period (+40%).

18
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Change In gearing
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Sourcd: 8G Equity Aesearch

_ We estimate that the group should generate operating cash flow of $2.5bn over 2008-2012e.

At the same time, dividends s_hould represent $0.7bn, maintenance and growth capex $4.2bn,
and the sale of assets and construction advances should finance the remaining $300m.

Financing sources 2008-2012e {3m) Cumulated capex and dividends 2008-2012¢ ($m)
S0 - 5,000 - -
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Source: 5G Equity Resaarch

Long-term debt
The current environment is only slightly favourable to companies wishing to take on debt
{which includes American Water), but a careful look at the financial structure reveals the long-
term debt position.

At 30 June 2008, group ‘debt was $5,054m, of which only $324m due in less than one year
(6% of debt).

We discounted an interest rate increase to 5.65%), which is a peak compared with the
company's recent historical figures. :

20 24 November 2008
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Change in group’s effective Interast rates
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Sowrca: 56 Equity Resesrch

Clearly, higher interest rates would have a negative impact on eamings, insofar as we model

them today.

A 0.5% change in the effoctive avarage interest rate would prompt an average change
in EPS of 11%

Nevertheless, we believe the company should continue to obtain ﬁnanéing at under 6%. We
nate that in H1 UB..the net effective cost of debt was 5.58%, in line with previous years.

In our apinion, the group's new short-term debt requirements should be limited to $500-800m
{pased an the effective outstandings). Thereafter, credit lines of $650-700m pa would be
needed to maintain the group’s activity.

Fal
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Valuation

Target price caiculation

Our $22 valuation is based on an EV/EBIT multiple of 10.7x and a 5% premium. A normalized
DCF model confirms this approach.

Qur .target price can be compared with the consensus average of $24.6. The consensus
ratings break down as 56% Buy, 44% Hold and 0% Sell.

We believe the consensus is too optimistic, notably regarding the pace of sales and thus
eamings growth. Estimates could very likely be adjusted.

EV/EBIT valuation

The current sector average 2008e EV/EBIT is 12.1x {and 10.7x for 2009e).

We use the 2009e multiple to which we apply a 5% premium, or a multiple of 11.2x, which just
about carresponds to the average of the years 20086, 2007 and 2008e.

The share’ valuation comes to $22 on this basis
In our opinion, the premium we apply reflects the following:

= Very steady recurrence of water volumes sold;
a The company's \eadership position in the Nerth American market;
n Very little risk on the share's liquidity.

Average 2000-200%e EV/EBIT multiple
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“Scurze: 56 Equity Resaerch / Pansl ¢f compambles consists of waler companies and network manapérien companisa

We do not use a very high premium, as we do not believe the consensus can apply a 20%
premium (visibility, recurring earnings, and strength of the company). A 20% premium is what
we have used in the past for companies with a regulated asset base (Pennon Group — no
rating, Red Electrica de Espana - no rating) as well as for companies in the water business
(Veolia Environnement — Hold €21.5, until the cempany announced there would be no growth
in 2008).

n 24 November 2008 ,
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DCF
DCF assumptions
Vahmtion ($m) Weightad everzge cost of cepital (%)
WACC Is 5.2% based on & beta of Enterprise value 9,201 Risk-frea rate - long-term bonds a79
0.6 (vs m Bloombevg beta of 0.71), o/w forecast period (%) 184  Market risk premium 8.15
which in our view represents the ofw termina! value (%) ar.s Beta 0.6
highly regulated aspect. We use a Cost of equity 7.5
growth rate ta perpetutty of 1%. Net debt {-Vcash (+) 5626  Cost of debt after tax 40
) Value of minorities 0  WACC 5.23
Value of associates 0 Nommalised revenue growth (%o} 6.0
Value of marketable assets 0 Normalised EBIT margin (%} 2B.7
Other adjustments 0 Normallsed cash conversion rete (%) 744
Value of equlity (DCF) 3,575  Average cash conversion rate 04/10 (%) 159
8G DGF valva/share ($) 223  CF perpetuity growth rate (%} 1.0
Source: 5G Equity Research
DCF details
$m) Farecast pericd (four years) Normaiiead forecanst period (six years)
12/09 12H0 1211 12H2 12148 12H4 1215 1216 1217 1248
Revenues (Mdm) 243 255 2M 2.90 .07 3.25 345 3.66 3.88 a1
Reveriue growth (%) 38 4.9 8.5 6.7 8.0 8.4 8.0 6.0 6.0 8.0
EBIT 576 609 679 754 a&2 935 a9 1,050 1,113 1,180
EBIT margin (%) 23.7 22.9 25.0 28.0 28.7 8.7 287 28.7 28.7 28.7
Depreciation 266 305 320 333 408 432 458 485 515 545
Taxes -173 -183 -204 -226 -265 -260 -297 -315 -3 -254
Capex h 879 -851 =758 -850 -607 -843 -682 123 -766 -612
Capex as % of sales -36.2 -33.4 -27.9 -22.4 -19.8 -19.8 -19.8 -19.8 -19.8 -19.8
Change in working capital -20 -21 22 -24 -26 =28 =30 31 -33 =35
QOther aperating cash mvts
Froe cash flow -208 REL] 17 188 392 418 440 488 ag4 524
EVAC (x} 0.8 08 0.6 06 0.6 0.6 0.5 0.5 0.5 95
ROIGAVAGG {x) 05 05. 08 0.6 07 06 0.8 0.8 a9 99
Source; SG Equity Research
Sensitvity analysls
WACKC {%})
A4.23% ATI% 523% 5.73% 823%
0.0% 27.4 19.4 13.0 1.7 A3
0.5% 3.5 248 17.2 11.0 6.0
CF perpetuity 1.0% 43.9 317 23 15.0 9.1
. gronath rate (%) 15% 56.8 406 28.9 20.0 130
20% 75.1 52.8 37.5 26.3 17.7

Soures: $G Equity Research
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Appendix
Volume of water sold
in Bomg of gafions 2008 2007 20088 20098 2010 2011e 20128
Residential 217.2 223.4 220.0 2200 2220 225.0 228.0
In % of revenue 521% 52.8% 52.4% 52.5% 52.5% 52.6% " 52.6%
Change 2.9% -1.5% 0.0% 0.9% 1.4% 13%
Commercial 91.6 §93.0 84.0 g85.0 96.0 g97.0 98.0
In % af revenue 22.0% 22.0% 22.4% 22.7% 22.7% 22.7% 22.6%
Change ’ 1.5% 1.1% 1.1% 1.1% 1.0% 1.0%
industrial 44.4 4.6 449 42.0 420 43.0 44.0
In % of revenue 10.6% 10.5% 10.59{3 10.0% 9.9% 10.0% 10.1%
Change 0.5% -1.3% -4.5% 0.0% 24% 2.3%
Public and other 63.8 62.2 62.0 62.0 625 63.0 63.5
In % of revenue 15.3% 14.7% 14.8% 14.8% 14.8% 14.7% 14 6%
Change -2.5% =0.3% 0.0% 0.8% 0.8% - 0.8%
Total . 417.0 423.2 4200 419.0 422.5 4280 4315
Change 1.5% -0.8% -0.2% 0.8% 1.3% 1.3%
Source: 5G Equity Research
Sales breakdown
&m) 2005 2000 2007 X080 20090 21 b 2011e 20120
Revenues breakdown . .
Water Revenues 2,060 2,011 2,130 2,255 2,336 2,448 2,602 2,781
in % of revenue 96.4% 98.1% 98.2% 96.4% = 96.2% 96.1% 95.9% 96.0%
Change 5.8% -2.84% 59% 5.9% 3.6% 4.8% 6.3% 6.9%
Ofw Residential 1,204 1,203 1,276 1,338 1,378 1,446 1,539 1,637
In % of revenue 56.3% 57.5% 57.6% 57.2% 56.7% 56.8% 56.7% 56.5%
Change 0.0% 6.0% 4.9% 3.0% 4.9% B.4% 6.4%
Orwe Commenrcial B 400 410 430 476 519 556 507 674
In % of revenue 18.7% 19.8% 19.4% 20.4% 21.4% 21.8% 22.3% 23.3%
Change 2.5% 4.7% 11.2% 8.6% 71% 9.1% 11.1%
Ofw Industrial 111 105 106 107 102 104 109 117
In % of revenue 52% 5.0% 4.8% 4.6% 4.2% 4.1% 40% 4.0%
Change -5.3% 1.8% 0.6% -4.5% 1.5% 5.5% 6.9%
O/w Public and other 252 260 277 283 283 265 287 290
In % of revenue 11.8% 12.4% 12.5% 12.1% 11.6% 1M.2% 10.6% 10.0%
Change 3.0% B.6% 2.2% 0.0% 0.8% 0.8% 0.8%
O/w Other 84 33 42 5Q 54 57 . 60 63
In % of revenue -64.3% 1.9% 2.1% 2.2% 22% 2.2% 2.2%
Change -64.3% 25.6% 18.8% 8.0% 5.6% 5.3% 5.0%
Wastewater service kes a2 84 B85 93 100 112 115
In % of revenue . 3.6% 3.9% 3.8% . 6% 3.8% 3.9% 41% 4.0%
Change 8.9% 6.1% 31% 1.0% 9.7% 7.6% 12.0% 2.3%
Other & Management fees 0 Q [} v 0 Q 0 L]
In % ot revenue 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Change ) 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Total revenues . 2,137 2,093 2,14 2,340 2,429 2,548 2,14 2,898
Change o 5.9% -21% 5.8% 57% 3.8% 2.9% 8.5% 6.7%

Source: SG Equity Rasearch
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Contribution to operating profit by divislon

S0107-R104
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American Water Works

Sm 2005 2008 2007 20080 2003 20100 201e 20120
Regulated revenyes 470 469 500 518 537 . 566 632 699
change -0.2% 6.7% 3.6% 3.6% 5.3% 1.7% 10.6%
in % of total 95.8% 98.9% 86.7% 83.7% 93.2% 92.9% 83.1% 92.7%
Margin 25.6% 25.3% 25.2% 25.0% 25.2% 25.6% 27.0% 28.3%
Non regulated revenues 0 -5 3 20 22 24 26 30
change ns ns Ns 10.0% 9.1% 8.3% 15.4%
In % of total 0.0% -1.0% 0.5% 3.6% 3.0% 3.9% 3.8% 4.0%
Margin 0.0% -1.9% 11% 7.1% T.0% 6.8% 6.6% 6.8%
COther 21 10 14 15 17 19 21 25
Total 491 a74 57 553 576 609 are ’ 754
Source: 5G Equity Aasaarch ~ NB: before aasat impaimment (S385m i 2005, $222m in 2008, $508m in 2000 end $750m in 2007)
25
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IMPORTANT DISCLOSURES
American Water SG actad es co-manager In Amarican Water Works' iIPO

Works

RWE S0 acted o3 co-manager in American Water Works' IPQ

Veolia 54 s acting as advisor 10 Vaolla Environnement/Dalkia in the disposal of Clemessy and Crystal to Elffage

Environnement

Veoha SG acted as sole financial advisar ta Veolia on k3 subcription 1o a reserved capital increase leading to a 509% stake In Eolfl
Envirnnement

US THIRD PARTY FOREIGN AFFILIATE RESEARCH DISCLOSURES:

5G and its affiliates beneficially own 19 or more of any claas of common equity of Crments Frangais.

SG and k9 affiliates benaficialty own 1% or more of any class of common equtty of Enagas.

SG and Ity affillates beneficially own 1% or more af any class of common equity of Pennon Group.

56 and Ry atfinates beneficially own 1% or mora of any ciass of common equity of RWE.

5G and Ity affiliates beneficially own 1% or mom of any claas of common equity of Suez Environnement,

SG and Its affiliates benelicially own 1% or more of any ciass of comman equity of Veolia Environnement.
$G of hy atfiliates act as market maker or iquidity providsr in the exquities secunities of Enagas.

SG or Its affliates act as market maker or iquidity provider In the equities secunities of Suez.

SG or ke affiliates act as markat maker or liquidity provider (n the equlties securtties of Veolia Environnemert.
SG or g affliates expact to receive or intend to seek compensation for Investmant banking sarvices in the next 3 mantha from American Water Warks.
SG or hu afflliates expett to rocelva of intend to seek compensation for Investment banking services in the next 3 months from Cartrica.

54G or s affliates expert to recetve or intend fo seek compensation for Investment banking services in the nexd 3 months from EVN.

SG of hu affiliates axpert to recelve or intend to seek compensation for Investmant banking services in the nexd 3 months from AWE. .

SG or Ko affillates axpect to recelve or intend to seek compensation for Investment banking services in the next 3 months from Veolla Environnement.
SG ar its affiliates have received compansation for investment benking services In the past 12 menths of Amenican Water Works.

5@ or It3 aNiliates have recehdd compensation for investment benking services In the past 12 months of RWE.

SG ar its affliates have received campersation for rvestment banking services In the past 12 menths of Vaoda Ervronnement.

£G or ha affiliates managed or co-managed in the past 12 months a public offering of secuntiea of American Water Works,

SG or Ha alfiiates managed or ca-managed In the past 12 months a public offering of securities of Veolia Environnement.

IMPORTANT DISCLAIMER: The information harain s nat intended 10 be an offer to buy or sell, or a solicitation of an offer to buy or sell, any securities and
ncluding any axpression o opnion, has been obtained from or is based upon sources belleved to be reliable but is not guaramtaad as to accuracy o
completeness although Soclété Générale (*SG") belleve it ta be clear, falr and not misleading. SG, and their afflllated companies in the SG Group, may from time
to time deal in, prefit frem the trading of, hotd ar act as market-makers or act as advisers, brokers or bankars in relaton to the securlties, or derivatives thareof, of
persons, firms or entities mentioned In this document of be represented con the board of such persens, firms or entities. Employees of SG. and their affiliated
companies ;n the 5G Group, or individuats connected ta then, other than the authers of this repert, may from time ta time have a position in or be holding any of
the investmants or related investments mentioned in this document. Each author of this report is not permitted to trade in ar hold any of the investments or ralated
investments which are the subject of this document. SG and their aHlireted companies i the SG Group are under no obligation to disclose or take account of this
decument when advising or dealing with or for their customers. The views ot 5G reflected in this document may change without notice. To the maximum axtent
possible at law, SG does not accept any liability whatsoever arising from the use of the material or information contained herein. This research document is not
Intended for use by or targeted at private customers. Should a private customer ebtain a copy of this report they should not base their investment decisions solely
on the basis of this dacument but must seek independent tinancial advice.

Important notice: The circumstances in which materials provided by SG Fixed & Forex Research, $G Commedity Research, SG Converllble Research, S5G
Technical Research and SG Equity Derivatives Research have been produced are such (for example because of reporting or remuneration structures or the
physical lecation of the author of the material) that it is not appropriate to characterise It as independent Investment research as referred to in Eurdpean MIF
directive and that it should be treated as a marketing material even i 7 comtains a research recommendation (= recommandation d'inveslisserment a caractére
promationnel »), However, it must be made clear that all publications issued by SG will be clear, fair, and not misleading.

Analyst Certificatlon: Each author of this research repert hereby certifies that {i) the views expressed in the research report accurately reflact his ar her personal
views about any and all of the subject securities cr issuers and (i) no part of his or her compensation was, is, or will be related, directly or indirectly, to the specific
recommendations or views expressed in this report.

Notice to French investors: This publication is issued in France by or through Société Génerale (*SG*) which is regulated by the AMF (Autorité des Marchés
Financiers).

Natice to UK Investors: This publication is issued in the United Kingdem by er through Sociétd Géndrale (*5G™) London Branch which is autherised and
reguleted by the Financial Services Authority (*FSA®) for the conduct of its UK business.

Ngtice To US Investors: This report is intended anly tor major US institutional investors pursuant to SEC Rute 15a-6. Any US person wishing to discuss this
report or effect transactions in any security discussed herein should do so with or through SG Amerlcas Securities, LLG (“SGAS") 1221 Avenue of the Amencas,
New York, NY 10020, (212)-278-6000. THIS RESEARCH REPORT IS PRODUCELD BY SOCIETE GENERALE AND NQOT SGAS.

Natice to Japanese Investors: This report is distributed in Japan by Société Générate Securities (North Pacific) Ltd., Tokyo Branch, which is regulated by the
Financial Services Agency of Japan. The products mentioned in this report may not be eligible far sale in Japan and they may not tie suitable for all types of
investors.

Natice to Australlen lwvestors: Scciété Géndrale Australia Branch (ABN 77 092 516 286) (SG) takes respensibility for publishing this document. SG holds an
AFSL no. 238651 Issued under the Corporations Act 2001 (Cth) {*Act™). The infonmation contained in this newsletter is only directed to recipients who are
wholesale clients as defined under the Act.

IMPORTANT OISCLOSURES: Please refer to our website: hitpi//www,.sgresearch socgen.cormycompliance.rha

hitp:/fwww.sgeib.com. Copyright: The Société Générale Group 2008. Al rights reserved
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We expect very strong dividend growth
in 2009 based on a dividend of
$0.20/share for each quarter of 2003
compared with aver only three quarters

in 2008,

"n-— Regulated water 89%

= Man requlates water 11%

Water Utilities {United States)

T Regulaied water 57%

- Non regulnied water 3%

o ‘f;mﬂw'"

ki
thsiin

Amencan Water Works BuY
__ﬁ) e e M&Wumwﬁw ::::-1 = i:::-'m
Averege nb of shares (dhuted) na 160.0 160.0 '
Share price (average)
Average market cap. (SG edjusted) (1) 4,606 4,608 4,608
Restated net dett (-Voash {+} {2) na -7,048 6,740
Valua of minorities £3) na ] 0
Value of fnancial investments {4) na 1] 1]
Qther t(5) na 0 0
=M)-@+E- @+ 4,808 11,855 11,348
P/E {x} na na na
. Price/cash flow () ra na P
Price/res cash fow () na nam nm
Price/book value (x) na M [}
EV/revenues () na 578 53 )
EV/EBITOA {) na 181 151 14.3
Dividend ylokd (%) na ra na na
P shro dita ) g s ;

SG EPS (adl)
Cash fiow
Book value

— Narth. America 100%

AZjOT sharchoidars () - ot

EBITDA rrnrgm {9%)
Narmaised growth (%) 0.1

We believe the company
could ¢ut short-term
investmen in the evert of
financing ditficulties.

Management has stated it has
$810m in available credit lines.

2884

0.00

Dk
s St
Hevenue: N
Gross Incoma

EBITDA
Depreciation ard amortisation
EBIT

Impaimment fosses

Net interest income

Exceptioral & non-operating tems
Taxation

Minority interests
Reported net incorme
SG adjissted net Income
Cash how stetmant (S
EBITDA

Change in worldng captal
Other ppereting cash mavements
Cash ficw from cperating activities:
Net capital expanciture

Free cash flow

Cash fiow from Investing activittes
Cash fNlow from financing ectivities
Nat cmme In 1 cash ruuﬁmg from CF

E\i 388E2oc8 8

| e R
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Price (21/11/08) 12m target
$20.0 $22.0
2T 20 L 15700 127108,
160, 1800 1800 160.0
20.00 20.00 20.00
3200 200 3200
5626 £118 4580
0 0 0
b 0 0
[ [ 0
8,828 2,78 9.760
18.4 177 178
66 88 a6
nm nm nm
0.8 0.8 0.8
377 ap4 254
122 107 10.8 107
na 3.0 40 a4
- AP G

e

112

m
af which intanglble o
Working capftal o
Employes bensflt obiigations na 300 399 450 449 a4 414 414
Shareholders' equity na 3134 2,809 3822 4,547 4,187 4,219 4,258
Minority interests m 0 o 0 Q o [+ 0
Pravisions na 0 Q Q [1] Q o 1]
Na1 delt { )Imm M na 1 /‘ £,118
i b AR S ds A
i aiai ki v A A
na 25
na -12.2 42
Gross income/revenues (%) na . . . 35.2 355
EBIMTDA margin (%) na 30 352 as.o 354 352 355
EBIT margin (%) na 24.8 27 24 238 n7
Revanue yoy growth (%) na na 59 -21 58 57 28
Rerv, organic growth (%) na 50 59 5.0 58 57 38
EBITDA yoy growth (%) na 6 25 7.0 49 49
EBIT yoy growth {%) na m 20 -34 8.1 7.0 4.1
EPS {adj.) yoy growth {%) na 13.3 4.3 108 10,0 29
Cividend growth (%} na na na na na ra 33
Cash convarsion (%) [ 585 737 5.8 7.4 -26.4 .2 128
Net deht/equity (¥} na 24.9 279.9 183.0 110.0 1350 1450 1545
FFQ¥net debt {%) na &1 54 86 120 ar 7.6 T4
DOhvidend paidFCF (%) na m nm nm nm nm nm 4 nm
—_—
* Vahnrtion mtios for past yeers ars based an sverage Itxixrical prices and markst capitalizations
F4
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MANAGEMENT OF 8Q EQUITY RESEARGCH Hotels & Latsure Sébastion Valentin (33)1 5888 5517
Hezd Fabrico Theveneau 3158880877 Siman Mazzanotte {44) 20 7762 5463

44) 20 77825101  HPC E. Bruley das Yamnnea (33142137084
COO0 & HOR Asséstant Tanguy Auman (33} 142137138  Specialist Sales Helen Waidton (44) 20 T762 5490
Deputy Heads Alain Gakbme (33)142138475 Mmerance Emmanusiis Cates (33)1421342408

Stefan Stowinskd (44) 20 7782 5067 Birgit Roaper-Grusner {44) 20 7792 5085 .

Deputy Hoad fondon) Zater Khan (44) 20 7762 5M7 Michael van Wegen {44) 20 7782 5535
Quallty, Thematl: research Jéndme Proll 3142136712 Specialist Sales Matthew Wrlght (44) 20 7782 5711

STRATEGY, QUANTITATIVE AND TECHNICAL, ANALYEIS

Global Strategy

James Mortier
Albert Edwerde

Eur. Equity & Crosa Asset Strategy Alain Bokobza

Aoland Kelgyan
Arthur van Sloctan

(44) 20 7762 5872
(44) 20 7762 5830
(3142138428
{33)1 5688 04 88
{33) 142134506

Liuxury & Sporting Goods

Speclalist Sales
Medla

Aurélie Husson-Dumoutler
E Brugy des Verannes

Helen Waidron

Christophe Cherblanc

Edpuasd Cambiain
Laurent Picard

(33142134715
{33)1 42137084
{44) 20 7762 5498
(32} 142 1384 44
{33}142136075
{3311 421344 59

Spociallst Saies Paul Jeckson {44) 20 7762 5921  Speclalist Sales James Brady {44) 20 7762 5272
Quants Andrew Lapthorme (44) 20 7762 5782 Metaln & Mining Alaln WiiRarm (33) 1 58961261
Rul Antunes {44) 20 7762 5875 ON A& Gas Aymertic de Vllaret (33)1 4213 84 58
John Carson {44) 20 7762 4870 Guilaurme Delaby {33)1 42136229
Anass Mauhsine 33142136661 Pharmaceuticaln/Biotechnology  Martetta Miemietz {44) 20 7762 5074
Georgios Olkanomau (44} 20 7762 5281 Rodolphe Besserve (33) 142138743
Technical analysis Lolc de QGalzaln * (33)142134712  Speclalfst Sales Lechlan Towart (44) 20 7762 5484
CROSS ASSET & AELATIVE VALUE RESEARCH Rox Estate Michel varaico (33}1 42137302
Claudia Penser! 33158985335 Marc Mozzi (44} 20 7762 5090
Michee! van Dulken {44} 20 7762 5068 Henri Quadralli {33)1421337 23
ECONOMIG RESEARCH Renewable Energy Didler Laurerms (33) 1421350 78
Chief Beanomist Bija) Shah {44) 20 7676 7772 Softwar® & T Services Richard Nguyen {33)14213564 22
Europe Véronique iches-Flores (33142138404 Speclalist Sales Surendran Panickes (44) 20 7762 5425
Oilviar Gasnler {33)1421234 2y &Rl Valéry Lucas-Lacim (33142136204
James Mixon {44) 20 7676 7385 Sarbjit Nehal (30)158081255
Ehsan Khoman (44} 20 7676 7652 Marle-Gabriei'e Lannegrace (44) 20 7762 5391
UK Brian Hillard {44} 20 7676 7165 Yennjck Cueknine (33) 1 5688 23 50
James Nixon {44) 20 7876 TIB5  Telocom Equipmont Andy Perkina (44) 20 7762 5413
us Stephen Gallagher (1) 212 278 4486 Vincent Rech {33)1421365 16
. Anegta Markowske (1) 212 278 6653 Spaclelist Sales Surendren Panlcker {44) 20 7762 5525
Asia Glerm Magulre {85) 221 66 5438 Telecom Services Ottavio Adorialo (44) 20 7762 5761
SECTOR TEAMS Stéphene Beyazian (33) 142134504
Aprospecs & Defence Zatar Khan {44) 20 7762 5317 Thierry Cota (33142138445
Colin Campbell (44) 20 7762 5609  Speclalist Saiss .Saeed Baradar {44) 20 7762 5755
Aytomobiles & Pasts Philippa Barrler (33)1 42138442  Transport Matthow O'Keefle {44) 20 7762 5385
Eric-Alain Micheli {33)1421350085 Jonathan wober {44) 20 7762 5270
Banics Alan Webbem {44} 20 T762 5575 Utlliles John Honord 33)1421351 55
Sabrina Blanc 33)1421347232 Thierry Bros (331568811 70
Patrick Lee {44} 20 7762 41256  Mid end small capa Peirick Jousseaurne {33)1 42136662
Ashesta Serang {44) 20 7762 5204 Marie-Lime Fort (a3 142128521
Speclalist Sales Mark Roberte {48) 20 7762 5962 Jaan-Baptisie Roussille 33142130878
Bevorages Valdre Wilhelm {33) 1421389777  Speclalist Sales Qllvier Michel (33) 1 421357 89
Specialist Sales Helen Waldron {44) 20 7762 5498 Ellsabgth Arvantiaki {44 20 7762 5536
Chemicals Poter Clark {44) 20 7762 5084 Muried Becherot {33)142135817
Construction & Materlals Muris} Falious {23)1 42136051 David Hirsh {33)1 42135849
Julle Ainouz (33} 158 88 0515 Hugues Jaouan 13142133303
Mike Bridges {44) 20 7762 5278 Matthiau Yiallet (44) 20 7762 5094
Sven Edetteit {33)14213 31 86
Electrical & Enginesring Gedl de Bray (33)1421384 14
Roderick Bridge (44) 20 7762 6086
Colin Camphbell {44) 20 7762 5608
Gerard Moo (33)1 42130976
Food ) Joseline Gaudino {33)142 1384 32
Speciallst Sales Heten Waldron {44) 20 7762 5488
Food Retallers Tom Gadaby (44) 20 7762 5203
Elolse Valitet (44} 20 7762 5489 "tmpartant notice T breiors: memmmmmmwmnmulmm
o Imwn been produced are such mal £ 1 mat epproprate to renarch a3
Qanam Retaflers John Baillls (44} 20 7762 5288 relermhheuvopanMIdemwlnmmmulmwlmNﬂmhel
Anne Critchlow (4420 T7e2 522 I for (- b
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