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Report of Independent Auditfors

To the Board of Dhrectors and Shareholder:

In our opinion, the accompanying consolidated balance sheets and the related consolidated
statements of operations, changes in shareholder's equity and comprehensive income,
capitalization and cash flows present fairly, in all material respects, the financial position of
American Water Works Company, Inc. and its subsidiaries at December 31, 2005 and 2004,
and the results of their operations and their cash flows for the years then ended in conformity
with accounting prmuples generally accepted in the United States of America. These
financial étatements are the responsibility of the Company’s management. Our responsibility
is to express an opinion on these financial statements based on our audits, We conducted our
audits of these statements in accordance with auditing standards ben&rally accepted in the
United States of America. Those standards require that we plan and perform the audit to
. obtain reasenabla assurance dbout whether the financial statements are free of maferial
mzsbtatamﬁﬂt An audit includes exaniining, on'a: tes%i ‘basis, evrdence suppcrimg ihe amﬁuﬁis
and d1s<:§{asureg in the financial statements, assedéing the accounting principles used and -
mg\mﬁcan‘i cstimates made by management, and evaluating the overall financial statement
prssematmn _We behcw that our audlts prm ide a reasan&bie Dbasis far our opmmn

: As éxscussed in- Note 3 to the cansol;dated ﬁnancm] statements the: 2004 consohdated
o 'ﬁn;mmal ‘;atemenis have been mstatﬁd :

August 31, 2006




American Water Works Company, Inc. and Subsidiary Companies
Consolidated Balance Sheets
December 31, 2005 and 2004

{Dollars in thousands)

ASSETS
{Restated}
2005 2004
Property, plant and eguipment
Litility plant - at original cost less
accumulated depreciation $ 7,238,273 & 6,219,875
Norwiility property, net of accumulated
depreciation 86,710 86,377
Total property, plant and eguipment 7,324,983 7,006,253
© 7 iCash and cashequivalents S e
Restricted funds 7,487 37,880
Utility custorner accourts receivable 114,747 129,068
Allowance for uncollectible accounts {12,204} {6,218)
Unbilted utility revenues 1,647 169,315
Other receivables, net 102,081 121,704
Materials and supplies 24,360 31,310
Reaceivable from affiliates 35,366 17,468
Assets of discontinued operations - 22,501
Other 44 097 46 265
Total current assels 469,166 522,108
Regufatory and other long-term asseis
Regulatory assels 481,045 487,024
Other investments 4,252 6,845
Recelvable from affliates 486,200 18,775
- Restricted funds - o R . 2431 -
crnBoadwill T T e SR T L S B035076 0 o 33884415
Total reguiatory and other long-erm assets 4,088,249 T 3002473

TOTAL ASSETS § 11,882,308 $ 11,530,832

Thé sopompanying hotes arg an integral part of these consolidated finandlal statements.



American Water Works Company, Inc. and Subsidiary Companies
Consolidated Balance Sheets
December 31, 2005 and 2004

{Dollars in thousands)

CAPITALIZATION AND LIABILITIES

{Restated)
2005 2004
Capitalization
Common stockholder's equity 3 2,609,458 $ 2,888,895
Preferred stocks without mandatory redemption requirements 1,750,000 1,750,00C
Preferred stocks of subsidiaries without mandatory
redemption requiremeants 4,571 4 651
Long-term debt
Amencan Water Werks Ccmpany, Jﬂo - 150,000
; ' S n on e B TRRTER L 3 755 A3t
Redeamab!epreferred s%oﬂk at redempizon vaiase R S s g T o 95 0
'{otal caputahzatien 7,112,608 8,5?6,202
Current liabilities
Short-ferm debt 361,083 360,269
Current portion of long-term debt 1,642,840 45,741
Currant portion of redeemable preferred stock at redemption value 533 553
Accounts payable 182,580 182,345
Taxes sccrued, including federal income 75,888 37,385
Irtprest acorugd 47 837 46,014
liabilities of discontinued operations - 3,806
Oiher 182,434 158,778
Total current labilities 2,493 285 834,999
Regulatory and other long-term liabilities
Advances for construction 516,148 453,641
Deferred income taxes : _ 523,574 498,467
L Deferred investmenttacoredits o - o BBe . B2B33
“Regulatory fiability-cost of removal : ' CAB2686 0 azgdds
Apcrued peas;on axpense SRR 254,706 244, 247
A{:crued postretiremeﬂt beﬂef i @xpense 125,126 135,679
Other -~ - 59,961 40,332
Total r@guiatcry arzd i}ther k}ng-?es‘m l;abdztz@s - 1 663 .605 1,543,317
{Santrxbutmﬂs in atci of constructqon DR 6‘!2 905 577,314
gemmetmenis aad santzngemcxes T - L e . S
TOTAL CA?ITAUZAT%ON AND LiABILITiES 3 ?1,‘882,398 % 11,530,832

'{‘1& acuomﬁar%ymg nctes are an ;ntegrax part of ihese usrsso dateé i ﬂaﬂczm sraterents.,
A i



American Water Works Company, Inc. and Subsidiary Companies
Consolidated Statements of Operations
For the Years Ended December 31, 2005 and 2004

{Dollars in thousands)

(Restated)
2005 2004
Operating revenues $ 2,002,820 $ 1,898,690
Operating expenses
Operation and maintenance 1,163,822 1,085,807
Depreciation and amortization 235,342 202,230
General taxes 168,066 145,870
Gain on sates of assets {6,276} (8,504)
e im;:;a;maant charges . . _ o 323361 165,082
o Tmai epgratmg Expenses,;. nez T e L BB B oo T B00 4B
Operating income 127,405 298,205
Other income (deductions)
Interest (206,401} {185,417}
Allowance for other funds used during construction 5,719 4,248
Allowance for borrowed funds used duing construction 2,382 2,178
Amortization of debt expense {4,782} {2,827}
Dreferred dividends of subsidiaries (227} (410}
Other, net 5,699 6,608
Total other income {deductions} {197,610) (175,618}
ncome (jossy fom cortinuing operations before income taxes {70,205} 122,587
Prosision for income taxes 89,460 108,408
Income {loss) from continuing operations (159,605) 13,178
Loss Fom dlscnr‘stmued operatsaﬁs net of tax {16,580} {44, 576}
©Net loss - o : : e _ L {17B288) 4312897
Dmdends ::m greferfed stock B i che s CaEMeE
Loss to commoen stook % (275,535} 5 {134,503}

The atocompan ﬂm rft:x?es. ai’@ an !Qtegra! ;aart of these consahdafed f naﬂszal siaiemerzis
-5




American Water Works Company, Inc. and Subsidiary Companies

Consolidated Statements of Cash Flows
For the Years Ended December 31, 2005 and 2004

{Dollars in thousands}

CASH FLOWS FROM OPERATING ACTIVITIES
Net income (joss)
Adjustments
Loss on sale from discontinued operations
Depreciation and amortization
impairment charges
Removal costs net of salvage
Provsion for deferred income taxes
Amortization of deferred irvestment tax credils
Provision for losses on utility accounts receivable
Allowarnce for other funds used durng construction
Employee beneft expenses greater (less} than funding
Gain on sale of assels
Deferred regulatory costs
Amortization of deferred charges
Other, net
Changes in assels and labilities
Accounts receivable
Unbilled utility revenues
Taxes receivabie, including federat income
Othar current assets
Acoounts pavable
Taxes sccrusd, including federal income
interest accrued
Other current liabilities
Net cash from operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Constriction expenditurss
Allowance for other funds used during construction
Acquisitions
Proceads from sale of assets and securities
Proceeds from sale of discontinued operations
Removal costs from property, plant and equipment retiremeants
Receivable from affiliates
Restricted fnds
Nef cash used in investing activilies

CASH FLOWS FROM FINANCING ACTIVITIES
Proceeds from long-term debt
Net borrowings {repayments) under short-term debt agreemenis
Advances and contributions for construction, net of refunds
Deft issuance costs
Repayment of long-term debt
Redemption of preferred stocks
Dividends patd
Net cash from financing activties

Mat increase {decrease) in cash and cash equivalents
Cash and cash squialents at January 1

Cash and cash equivaients at December 31

Cash paid during the vear for:
imteresi, net of capitaliized amount

Income taxes paid (net of refunds)

(Restated)

2005 2004
$ (178,285 $ {31,387}
16,350 -
235,342 202,230
323,381 210,048
32,196 32,184
25,801 98,185
(1,117) (1,409)
21,845 20,863
(5.719) (4,248)
{7,258) {15,854)
(B,278) {8,504)
{11,815) 7.132
24,993 16,677
5,210 (21,835)
18,305 (14,611
77,668 {13,904}
- 18,822
9,118 {46,751
245 43,681
38,593 28,229
1,823 (2,404)
23,658 {30,104}
545,838 492,110
(516,074) (463,450)
5718 4,249
15,358] {1,508)
1,528 8,725
489 -
47, 528) (12.870)
(485,322) 18,107
27,952 {34,480)
(988,994) (483,327)
495,238 412,550
794 (144,180)
49,009 40,543
{3,177} {4,099}
{66,035) (215,761}
(B35} {1,592}
{103,250} (103,108
371,939 {15,645}
28,783 16,862)
52,812 59,674
§ 81,595 5 52,812
$ 230,707 $ 218,685
$ 30678 3 18,108

The accompanying notes are an infegral part of these consolidated financial statements.

-



American Water Works Company, Inc. and Subsidiary Companies
Consolidated Statements of Capitalization
December 31, 2005 and 2004

{Dollars in thousands, except per share amounts)

{Restated)
Commeon Stockholder's Equity 2005 2004
Cormmon stock-$1.00 par value, 1,000 shares authorized
and outstanding in 2005 and 2004 $ 1 3 1
Paid in capital 2,999,999 2,899,989
Agcumulated defict (381,689) {112,154)
Accumulated other comprehensive income 1,147 1,050
2,608,458 2,688,896
Preferred Stock Without Mandatory Redemption Requirements:
5.9% Preferred stock-$1,000,000 par value, 1,750 shares authorized
and cutstanding in 2005 and 2004 1,750,000 1,750,000
1,750,000 1,750,000
Preferred Stocks of Subsidiaries Without Mandatory Redemption Requirements:
Dividend rate
3.8% 1o less than 5% 1,720 1,720
5% to less than 6% 2,851 2,931
4,571 4,651

The accompanying notes are an integral part of theze consolidated financial statements.

-7 -



American Water Works Company, Inc. and Subsidiary Companies
Consolidated Statements of Capitalization
December 31, 2005 and 2004

(Dollars in thousands, except per share amounts)

Current {Restated)
Maturities 2005 2004
Long-Term Debt of American Water Works Company, Inc.:
7.02% Senior Note, due August 1, 2005 $ - % - 5 2,148
4.92% Senior Note, due November 6, 2006 150,000 - 150,000
150,000 - 152 149
Long-Term Debt of Subsidiaries:
interest rate
1% 1o less than 2% 3,364 262,379 175,325
2% 1o less than 3% 133 4,700 4,808
3% fo less than 4% 17 §54,719 g4, 841
AteleSSTRNS% T Lo oo e 145881 3M47iS. 1371877
5% to less than 6% T BBz 824846 826,014
6% fo less than 7% 14,042 518,435 553,181
7% to less than 8% 4,172 448,006 476,977
8% to less than 9% 3,181 91,409 101,147
9% to legs than 10% 8,466 137.289 170,870
10% 1o less than 11% 387 25028 25,802
1,482,605 2,721,530 3,798,313
Capital leases 235 2,259 B 1,710
1,482,840 2,723,788 3,800,023

Preferred Stocks of Subsidiaries With Mandatory Redemption Requirements:
[ividend rats

2.5% fo less than 5% 105 1,118 1,345
5% to less than 6% 51 309 411
% toless than 7%, : 38 424 493
8% 1o less than 8% 331 10,657 20,320
9% to less than 10% 10 3,188 3,208
533 24,5691 28,777

$ 1,643,373 § 7,112,509 $ 8,621,496

Maturities of épng-tei"m debt, inciuding sinking fund requiremenis, during_ _t?ze next five years will amount to $1,642,840 in 2006,
$268.312 in 2007.%174 407 in 2008, $125,005 in 2009 and $29,512 In 20110

Long-term debt of subsidiaries is substantially secured by utiity plant and by a pledge of certain securifies of subsidiaries and
affiliates.

Preferred stock agresments of certain subsidiaries require annual sinking fund paymenis in varying amounts and pemit redemption
al various prices at the option of the subsitiiaries on thirty ¢ays notice, or inthe event of Involuntary liquidation, at par valkie plus
acorued dividends. Maturities of preférrad stock, including sinking fund payments for the five years will armount 1o $533in 20086,

$363 in 2007, and $194 in 2008, 2009 and 2010,

The sccompanying notes arg an integral part of these consolidated financial statements,
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American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

{Dollars in thousands, except per share amounis)

Note 1: Organization and Operation

Effective January 10, 2003, American Water Works Company, Inc. and subsidiary
companies (“the Company”), was acquired by Thames Water Aqua US Holdings,
Inc. ("TWAUSHI"), a wholly owned subsidiary of RWE Aktiengesellschaft (‘RWE")
(herein referred to as “RWE Acquisition”). American Water Works Company, Inc.
{the “parent company’) through its regulated and unreguiated subsidiaries
provides water and wastewater service in the United States of America and
Canada. As public utilities, the regulated subsidiaries function under rules and
regulations prescribed by state regulatory commissions. Water and wastewater
management services are provided through an unregulated subsidiary, American
Water Enterprises ("AWE”). In addition, American Water Resources is a wholly-
owned subsidiary that provides water and sewer line protection products.

Note 2: Significant Accounting Policies
Principles of Consolidation
The consolidated financial statements include the accounts of the parent company
and its subsidiaries. Intercompany balances and t{ransactions between
subsidiaries have been eliminated. The Company uses the equity method to
report its investment in an affiliated company, American Water-Fridesa, LLC ("AW-
Pridesa™), in which it holds a 50% voting interest and cannot exercise cantrol over
the operations and policies of the investment. Under the equity method, the
Company records its interest in AW-Pridesa as an investment and its percentage
share of AW-Pridesa's earnings as earnings or losses of investee. The Company
has analyzed its variable interest in AW-Pridesa in accordance with the provisions
of Financial Accounting Standards Board ("FASB”) Interpretation No. 48 (revised
December 2003), "Consolidation of Variable interest Entities” and determined the
Company is not the primary beneficiary.

Use of Estimates

The preparation of consolidated financial statements in conformity with accounting
principles generally accepted in the United States requires management to make
estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosures of contingent assets and liabilities at the date of the
financial statements, and the reported amounts of revenues and expenses during
the reporting period. Actual results could differ from these estimates.

Regulation

The regulated utility subsidiaries are subject to regulation by the public utility
commissions and the local governments of the staies in which they operate
{"Reguiators”). These Regulators have aliowed recovery of costs and credits
which the Company has recorded as regulatory assets and liabilities. Accounting
for future recovery of costs and credits as regulatory assets and liabilities is in
accordance with Statement of Financial Accounting Standards Ne. 71, "Accounting
for the Effects of Certain Types of Regulation” ("SFAS 71"). This statement sets
forth the application of generally accepted accounting principles for those

w 1 -



American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements

December 31, 2005 and 2004
{Dollars in thousands, except per share amounts)

Note 2 {continued}):

companies whose rates are established by or are subject to approval by an
independent third-party regulator. Under SFAS 71, regulated utility companies
defer costs and credits on the balance sheet as regulatory assets and liabilities
when it is probable that those costs and credits will be recognized in the rate
making process in a period different from the period in which they would have
been reflected in income by an unregulated company. These deferred regulatory
assets and liabilities are then reflected in the income statement in the period in
which the same amounts are reflected in the rates charged for service.

Property, Plant and Equipment

Property, plant and equipment consist primarily of utility plant. Additions fo utility
plant and replacements of retirement units of property are capitalized. Costs
include material, direct labor and such indirect items as engineering and
supetrvision, payroll taxes and benefits, transportation and an allowance for funds
used during construction. The costs incurred to acquire and internally develop
computer software for internal use are capitalized as a unit of property. Repairs
and maintenance are charged to current operations.

When units of property are replaced, retired or abandoned, the recorded vaiue
thereof is credited to the asset account and such value, together with the net cost
of removal, is charged to accumulated depreciation. To the extent the Company
recovers cost of removal or other retirement costs through rates after the
retirement costs are incurred, a regulatory asset is recorded. In some cases, the
Company recovers retirement costs through rates during the life of the associated
asset and before the costs are incurred. These amounts result in a regulatory
liability being reported based on the amounts previously recovered through
cusiomer rates. Removal costs, net of salvage, of $32,196 and $32,164 are
recorded in operation and maintenance expense as of December 31, 2005 and
2004, respectively.

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

Non-utility property consists primarily of buildings and equipment utilized by
American Water Works Service Company, Inc. ("AWWS"} which provides various
services to affiliated companies and by AWE in its unregulated management
services business. This property is stated at cost, net of accumulated depreciation
calculated using the straight-line method cover the estimated useful lives of the
assets, ranging from three to 40 years.

Cash and Cash Equivaients

Substantially all cash is invested in interest bearing accounts. All highly iiquid
investments with a maturity of three months or less when purchased are
considered to be cash equivalents. There are no cash equivalents as of December
31, 2005 and 2004,

_ii-



American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

{Dollars in thousands, except per share amounis)

Note 2 {continued):
Restricted Funds
Restricted funds represent proceeds received from financings for the construction
and capital improvement of utility facilities. The proceeds of these financings are
held in escrow until the capital expenditures are incurred. Restricted funds
expected to be released within 12 months subsequent to year-end are classified
as current.

Utility Customer Accounts Receivable

Regulated utility customer accounts receivable represent amounts billed to water
and wastewater customers on a cycle basis. Credit is extended based on the
guidelines of the applicable Regulators and generally, collateral is not required.

Allowance for Uncollectible Accounts

Allowances for uncollectible accounts are maintained for estimated probable
fosses resulting from the inability of customers to make required payments. The
Company continues to assess the adequacy of the reserves for doubtful accounts
based on the financial condition of the Company’s customers and other external
factors that may impact collectibility. Accounts outstanding longer than the
payment terms are considered past due. A number of factors are considered in
determining the allowance for uncollectible accounts, including the length of time
receivables are past due and previous loss history. The Company writes off
accounts when they become uncollectible.

Other Receivables, Net

Other receivables, net primarily consists of unregulated trade accounts receivabie,
net of a reserve for doubiful accounts, and accrued unbilled unreguiated
receivables. In determining the reserve for uncollectible unregulated accounts, the
Company considers the length of time the trade accounts receivable are past due
and the customer’s current ability to pay their obligation. Unbilled receivables are
accrued when service has been provided but has not been billed to customers.

Materials and Supplies
Materials and supplies are stated at the lower of average purchased cost and net
realizable value.

Goodwill
The Company considers this to be one of the critical accounting estimates used in
the preparation of the consolidated financial statements. The Company believes
the current assumptions and other considerations used to value goodwill to be
appropriate. However, if actual experience differs from the assumptions and
considerations used in its analysis, the resulting change could have a material
impact on the consclidated financial statements.

Goodwill is associated with the RWE acquisition and has been assigned to
reporting units based on the fair values at the date of the acquisition. The

- 12 -



American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

{Dallars in thousands, except per share amounts)

Note 2 {continued):

regulated utility subsidiaries have been aggregated and deemed a single reporting
unit as they have similar economic characteristics. In the unregulated segment,
the business is organized into eight reporting units for its unregulated services. In
accordance with Statement of Financial Accounting Standards No. 142, “Goodwili
and Other Intangible Assets” ("SFAS 142"), gooduwill is reviewed annually, or more
frequently if changes in circumstances indicate the carrying value may not be
recoverable. To test for impairment, the Company utilizes discounted estimated
future cash flows (and comparable public company analyses for the regulated
segment) to measure fair value for each reporting unit. This calculation is highly
sensitive to both the estimated future cash flows of each reporting unit and the
discount rate assumed in these calculations. Annual impairment reviews are as of
December 31, in conjunction with the timing of the Company's annual strategic
business plan.

For the years ended December 31, 2005 and 2004, the Company determined
that its goodwill was impaired and recorded impairments of $299,339 and
$192,936, respectively (See Note 17.)

Impairment of Long-Lived Assets

The Company believes this to be one of the critical accounting estimates used in
the preparation of its consolidated financial statements. The Company believes the
current assumptions and other considerations used to evaluate the carrying value
of tong-lived assets to be appropriate. However, if actual experience differs from
the assumptions and considerations used in its estimates, the resulting change
could have a material adverse impact on the consolidated statements of
operations and balance sheets.

Long-lived assets, other than goodwill which is discussed above, include land,
buildings, equipment and long-term investments. Long-lived assets, other than
investments, land and goodwill, are depreciated over their estimated usefu! lives,
and are reviewed for impairment whenever changes in circumstances indicate the
carrying value of the asset may not be recoverable. Such circumstances would
include items such as a significant decrease in the market price of a long-lived
asset, a significant adverse change in the manner the asset is being used or
planned to be used or in its physical condition, or a history of operating or cash
flow losses associated with the use of the asset. In addition, changes in the
expected useful life of these long-lived assets may also be an impairment
indicator. When such events or changes occur, the Company estimates the fair
value of the asset from future cash fiows expected to result from the use and, if
applicable, the eventual disposition of the assets and compares that to the
carrying value of the asset. If the carrying value is greater than the fair value, an
impairment loss is recorded.

The key variables that must be estimated include assumptions regarding sales
volume, rates, operating costs, labor and other benefit costs, capital additions,
assumed discount rates and other economic factors. These variables require
significant management judgment and include inherent uncertainties since they

-13-



American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

{Dollars in thousands, except per share amounts)

Note 2 (continued}:
are forecasting future events. If such assets are considered impaired, an
impairment loss is recognized equal to the amount by which the assets carrying
value exceeds its fair value.

The long-lived assets of the regulated utility subsidiaries are grouped on a
separate entity basis for impairment testing as they are integrated state-wide
operations that do not have the option to curtail service and generally have
uniform tariffs. A requlatory asset is charged to earnings if and when future
recovery in rates of that asset is no longer probable.

Due o changes in the Company's -strategic business plan, the Company.

S perf@rmad a valuation of long-lived assets, other than. investments and goodwill, R

as of December 31, 2005 and 2004. As a result of the impairment analyses, the
Company recorded pretax charges of $24,022 and $17,113 for the years ended
December 2005 and 2004, respectively. The impairments primarily resulted from
lower than expected growth, slower development compared with original
expectations, and a building with a carrying value that exceeded its fair value.
These charges are included in impairment charges in the statements of
operations. The remaining values as of December 31, 2005 and 2004 were
determined {o be appropriate.

The fair vaiues of long-term investments are dependent on the financial
performance and solvency of the entities in which the Company invests, as well as
volatility inherent in the external markets. In assessing potential impairment for
these investments, the Compaﬁy considers these factors and in one case aiso
receives -annual appraisals.  If -such assets. are considered impaired, - an

o mpaarmam loss lis recognized equai to the amount by which the asset's {:arrymg .

value exceeds its fair value. The Company determi ned the values of long-term
nvestm@nts were appmpnate for the years ended December 31, 2005 and 2004.

Other lnvestments '

Other mves‘iments primarily include investments in public equity securities,
prwatey heid ‘companies, and. the investment in AW-Pridesa (See Note. '14)
Under the equrty method, the investment in AW-Pridesa amounted to ($335) at
December 31, 2005. '

Investments in publicly traded securities are classified as available for sale and
are recorded in-the balance sheet at fair market value using quoted market prices
with the ahanga in market value, net of tax effect, recorded as part’ of other
c@mpi‘ehenswe income. . The ‘cost basis of these pubitcly traded securties; was
$1.072 and $646 at Qecembef 31, 2005 ar‘sd 20{34 respectively.: The aggregate _

- fa value of the gubisci
; and $28@ The un .eai;zed loss, net of tax, recorded in’ accumuiated other
_ccm;;a-rehenswe income was 5471 and $238 at December 31, 2005 and 2004,

y-,- fraded secunt ies at December 31, 2005 and 2004 was'

-"fespeci‘zveiy ﬁ g,;a{* m Qf iheée secmif es w&r@ soEd durmg 20@4 r@suit;ng ;n a_ o

' fsvestm@nts ;n pma{eiy heid compames are i:arraed a’i cosi ef $4 24{} ancﬁ $4 666 -
at lecembar 31 20@5 and 2{}04 respective y. ' S
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American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

{Dotlars in thousands, except per share amounts)

Note 2 (continued):

Advances and Contributions in Aid of Construction

Regulated utility subsidiaries may receive advances and contributions to fund
construction necessary to extend service to new areas. As determined by the
Reguiators, advances for construction are refundable for limited periods of time as
new customers begin to receive service. Amounts which are no longer refundable
are reclassified to contributions in aid of construction. Utility plant funded by
advances and contributions is excluded from rate base and is generally not
depreciated for rate making purposes. Non-cash utility property has been
received, primarily from.developers, as advances or contributions of $85,818 and
$101,704 for the years ended December 31, 2005 and 2004, respectively.

Recognition of Revenues

Revenues of the regulated utility subsidiaries are recognized as water and
wastewater services are provided and include amounts billed to customers on a
cycle basis and unbilled amounts based on estimated usage from the date of the
latest meter reading to the end of the accounting period. Revenue from
unregulated cperations is recognized as services are provided.

Revenues from certain construction projects are recognized over the contract
term based on the estimated percentage of completion during the period
compared to the total estimated services to be provided over the entire contract.
Losses on contracts are recognized during the period in which the loss first
becomes known. Revenues recognized during the period in excess of billings on
construction contracts are recorded as unbilled revenue. Billings in excess of
révenues recognized on construction ‘contracts are recorded as other current
iiabilities on the balance sheet until the recognition criteria are met. Changes in
contract performance and related estimated contract profitability may result in
revisions to costs and revenues and are recognized in the period in which
revisions are determined.

Constructionh Contract

in accordance with the American Institute of Certified Public Accountants’
Statement of Position 81-1, “Accounting for Performance of Construction-Type and
Certain Production Type Contracts,” the consolidated statements of operations
include revenues and operation and maintenance expenses related to an
agreement for the design, construction and ‘operation of a water treatment plant.
Under this agreement, revenues were $75,013 and $60,706 and operation and
maintenance expenses were $74,874 and $60,706 as of December 31, 2005 and

2004, respectively. - T S :

The construction is scheduled to be completed in 2007, and the Company will
operate and maintain the water treatment plant for an initial contract period of
twenty years beginning in 2007.

-15.




American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements

December 31, 2005 and 2004

{Doliars in thousands, except per share amounts)

Note 2 (continued):

Income Taxes
The parent company and its subsidiaries and affiliates participate in a consolidated
federal income tax return for U.S. tax purposes. Members of the consolidated
group are charged with the amount of federal income tax expense determined as if
they filed separate returns.

Certain income and expense items are accounted for in different time periods
for financial reporting than for income tax reporting purposes. Deferred income
taxes have been provided on the difference between the {ax bases of assets and

-_.iaabiizt;as and the .amounts. at which they are carried. in-the financial statements. .

These deferred income taxes are based on the enacted tax rates to be in effect
when such temporary differences are expected to reverse. The regulated utility
subsidiaries also recognize regulatory assets and liabilities for the effect on
revenues expected to be realized as the tax effects of temporary differences
previously flowed through o customers reverse.

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

Aliowance for Funds Used During Construction ("TAFUDC™)

AFUDC is a non-cash credit to income with a corresponding charge to utility plant
which represents the cost of borrowed funds and a return on equity funds devoted
to plant under construction. The reguiated utility subsidiaries record AFUDC 1o the
extent permitted by the Regulators.

Environmentai Costs

Environmental expenditures that relate to current operations or provide a future
benefit are expensed or capitalized as appropriate. Remediation costs that relate
to an ‘existing condition caused by past operations are accrued when it is probable
that these costs, Wi ¥1 be incurred and can be reasonably es’camated Remediation
costs accrued. at December 31, 2005 and 2004 were immaterial to the
consolidated financial statements.

New Accounting Standards
fn March 2005, the FASB issued FASB interpretation No. 47, "Accounting for
Conditional. Asset Retirement Obligations," which clarifies that an entity is required
to recognize a- liabi ility for the fair value of a conditional asset retirement obligation
if the fair value can be reasonably estimated, The obli igation to perform the ass&i:
- retirement at:tmi:y is uncondi’sacnai even: though uncertam’ty exists about the fim ing-
and (or) method of settlement. The Company ‘intends to adopt’ ‘this standard as
raquirad affect ive January 1,2006. The Campany beiieves the adoptzon will have
;'10 magaact {}n si:s fnaﬂmai p{zs iterz rasa.;&ts af e;::aa"atms or cash ﬂews ' '

- 16 -



American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

{Dollars in thousands, except per share amounts)

Note 2 (continued):
in December 2004, the FASB issued SFAS No. 123R, "Share-Based Payment,”
which revises SFAS No. 123, "Accounting for Stock-based Compensation," and
supersedes APB No. 25, "Accounting for Stock Issued to Employees.” SFAS 123R
generally requires that the Company measure the cost of employee services
received in exchange for stock-based awards on the grant-date fair value and this
cost will be recognized over the period during which an employee provides service
in exchange for the award. The fair value of the option grant will be estimated
using an option-pricing model. The Campany is currently evaluating this standard

o] eterm’n@ the impact on its consolidated ﬁ;ﬁ.anc;_ai statements,.
7 selection of an appropriate option-pricing model as permitted under S|

believes the adoption will have no impact on its financial position, results of
operations or cash flows.

On October 22, 2004, the American Jobs Creation Act ("AJCA") was signed into
law. Among other provisions, the AJCA creates a new deduction for qualified
domestic production activities. Certain activities of the Company, such as its water
treatment activity, are considered as qualifying production activities for purposes of
determining the deduction for qualified production activities. In December 2004,
the FASB issued FASB Staff Position 109-1 (‘FSP. 109-17), "Application of FASB
Statement No. 109, Accounting for Income Taxes, to the Tax Deduction on
Qualified. Production Activities F’z'ov:ded by the American Jobs Creation -Act of
2004 In-accordance with FSP.109-1, the Cempany will treat the deduction for.
guall fséa‘ ‘domestic production acti vities as a reduction of the income tax provision
in-the period ‘as realized. ‘Since the decﬁuc’c ion cannot increase a net a;sera’zmg
loss, and all. members of an affi iated group are treateci as a s ragie iax payer ‘the
Ccmpaﬂy is net eli glb e fm‘ the credet m 2{}{35 ' L A .

L _Of‘i Ju%}; 14 29% the FASE assued Enter;areiation No 48 (“F N 48”) "Accou ;";g _' .
- for Uncertainty in incoms Taxes" an Interpretation of SFAS No. 109, "Accounting
“for Income Taxes." FIN 48 intended to address inconsistencies among entities - -
with the measuremmm and: recogmtmn in accguntmg for income tax dedactmns for.-
ftnanc ai statemeni: purposes Specifically, - FIN 48 3ddresses the t;mmg of the
v of incot -."__tax beneﬁts Fit\i 48_ _reqmres the ﬁnanc;at statamani'

includin -"’the‘_-j G

123R, and the method by which it will adop’e'SFAS No. 123R. The Compaﬂy |



American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

(Doliars in thousands, except per share amounts}

Note 3: Restatement of 2004 Financial Statements
The Company has restated its 2004 consolidated financial statements. The
consolidated financial statements as of and for the year ended December 31, 2004
contained herein have been updated to reflect these restatements, as well as
certain reclassifications described below. The restatement adjustments were
required to correct errors in the initial purchase price allocation of the RWE
Acquisition, based upon the completion of an independent valuation report, and to
correctly record impairments of goodwill and certain long-lived assets. in addition,
the Company discontinued operations in 2005 which requires reclassification of

. 2004 balances to be consistent with 2005 (see Note 16.) Other reclassifications
“have also been made to conform 2004 balances to the current presentation. The -
following tables summarize the impact of these adjustments on the Company's
consolidated financial statements, as restated.

Consolidated Balance Sheets

3004 As
Crigitaily Pzoontiraed 2004 As
Stztesd Adiustments {egend Operstions  Reclassifications Legend Restated
ASBETS
Property, plant and equipment
Lty plant -t oigivaldost less
accumulated depraciation % GBOB5ES § - % - & F3.307 J & 6516878
Uity piant acquisiiion adiusiments, net 1,161,608 (1,314,731} A - {46 877} KA -
ponutility property, net of scourmiiated
depreciation 88 466 {2,000y 8.0 - - 86,377
Tolzt property, plant and equipmsnt 2,146 647 {1,118.820) - {(23.570) 7.006,253
Surrentassels .o o ) _ .
e e o BRENE P o - - S EREE
CiRestneted fgads R T T R R T R
Lty cusiomer docounts receivanis Lo egdines T e : : . - 15085
Aliowance Tor uncifieciible accounts (8,298) ' - - - {8,218}
Unbilisd revenues - 166,215 - - - 169,315
Other Yeceivabies, net 108,728 - {4,466} 1TATE LN 121,704
Matenals dnd supplies ) 47688 _ - - (11.348) M 31,310
Recelvabie from aifigtes - . 17,469 14 17,468
Asgets of distontinued operations B - ) 22,504 - 22 501
g T o Epmmg Y088 D) {1,783 4,198 N A6 265
: sgets oo : . CoL BB 19056 . . : 16,216 - PTIe : 622408
“fegiiatony and oiher long-ier assels o AR : o : oo
Regulatory assets - - 14,938 S K - 7208 KO 487,024
Other fwesthents’ 8848 o - - 8,845
Receivable from #ifilates BT - - - 18,775
Gootwll - 2219022 1147576 ABEFH {16,218) (1e867; K 3354415
éni_angib_le assels . . ) ) 1,080.878 f10as078y  BCF - {BGG) F -
EIE - T RSO TR A DR e RTINS R ok e 55414
- Yotal regislalory Aou other fong-term assets. bR TE0E0 TSR AGT. o aesmy . Anen o 8802478
TOTALASSETS 0 L gdparadsz eragmy oo % o 8 54079 g orissne




American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements

December 31, 2005 and 2004

(Dollars in thousands, except per share amounts)

Note 3 {continued):

2004 Ae

Cirgmany Ciscontinused 2004 As
Staied Ausiments Cipresrations Reclassifications Lagend Reastated
CAPITALIZATION AND LIABILITIES
Capitalization
Common stockholders equity % 3047447 & OIBBEELGABCBEGHD S - % - & 2883808
Preferred stocks withoul mrandalory redemption
requirements 1,788 000 - - - 1,750,000
Preforred stocks of subsidiaries withoul mandaiory
redemphion requirsmenty 4,651 - - - 4,651
Long-term debt
American Water Worlks Company, inc. 160,000 - - - 180,000
Subsidiartes 3,803,790 {56,919) & - 8,560 Q 3,756,431
Redeomable preferred slock a! redemption value 26,348 (571} & - {553} [ 25 224
Totat capitalization 8782208 {215.041) - 8007 8575202
Currerd hapilities
Shorttarm debt 380, 288 - - - 360 285
Current portian of long-term debt 45,741 - - - 45,744
Current portion of redeemiable preferred stock
al redemption value - B - 553 R 5E3
fAocounts payable 185,527 - (3,182} - 182,345
Taxes accrusd, including federal ncome 27,308 16,087 GJ - - 37,385
nterest acerued 46 014 - - - 48 014
Liabitities of discontinued operalions - - 3906 3,906
Tither 137245 - {Fzdy 27,155 KO TEE TS
Tobg currens iapifies 202,204 10,087 - 72708 &34 385
FHegulatory and other long-term liabiities
Advances for construction 453,641 - - - 453,641
Deaferred income laxes 1,280,840 Fa2373: ! - . 468 467
Deferred investment tax credis 32.633 - - - 32,833
Regulatory liabifity-cost of removal 1186111 - - 23,207 J 138,418
Accrued pension expense 244,247 - - - 244,247
Accrued posiretirement benefl expense 135 578 - - - 135,579
Other 4 Ba - - - 40,337
Total regulalory and other long-lerm liabiliies 2,312,383 (792,573) - 23,307 1,543.317
Contributions in aid of consiruction 577,314 - - - 577314
Commilments and contingencles - - - - -
TOTAL CAPITALIZATION AND LIABILITIES $ 12474137 § {997,327) - 8 54,022 $ 11530832

w19 -
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Notes to Consolidated Financial Statements

December 31, 2005 and 2004

{Dollars in thousands, except per share amounts)

Note 3 (continued):

Consolidated Statements of Operations

2004 Az
Aditsimants Lo Reclassifications  Legend Regtatad
838,07 § oaTa) & 84,787 5.1 % 1885680
Uperating Bxpenses
Operations & mainlenance 1,041,848 {5,873 c {10,025 68757 87 1,095,807
Depreciation & amaortization 228,773 {26,543 AR - - 262,230
General taxkes 145,870 - - 145,870
Gain on sale of assets {8,504} - - (8,504}
Fnpament charges 210,049 CH (44 87 - 165 682
Totat operating expenses, net 1,408,087 177,833 (54,8597 66 757 1.600.485
Operating income (loss) 436,924 (ressy 44,914 288206
Other income {deducticns}
inlerest (192,772} 6,361 & - {2,606) u (1854175
HPUDC equity 4,249 - - 4,744
AFUDC debi 2178 - - 2,178
frnortization of debt expense (2.827) - 2827
Frefermed dividends of subs (2,416) " 2008 3 (410}
Hhar, nst 5,754 - {1858 N §.600
Total othar incoms {deductons} {184,7943 9,361 {185 (175818
ncome fdogs) from centinuing operaticns befors tax 246,130 {(168.272) 44,728 - 122,587
Provigion for incame taxes 101,006 8 250 G 153 - 108,408
moome {foss; from continuing operations 145,126 {178,522} 44,576 13,178
Loss from discontinued operations - - (44 5763 {44,576)
Met income {loss) 145,125 {176.522) - {31,387
Uividentds on preferred stack 13106 - 33,106
Income (losst 1o common siock % 42016 & {1752 5 - 8 3 {154.500

Restatement Adiustment Legend

A — Recorded adjustments to eliminate $1,114,731 of utility plant acquisition
adjustments {o reflect the revised purchase price allocation based upon the results
of the independent valuation report, and to eliminate the corresponding $28,871 of
2004 amortization expense.

B — Recorded adjustments to increase unregulated assets by $3,748 and $12,078
to reflect non-utility property and intangibles at fair value based upon the resulis of
the independent valuation report, and to record the corresponding depreciation
and amortization expense of $2,328.

C — Recorded adjustments of $5,837 and $11,276 for impairments of certain
nonutility property and intangibles.

D -~ Recorded adjustment of $10,996 to correct a cumulative error in the

etimination of clearing accounts of which $5,873 originated in 2004 and $5,123
originated in prior years.

S0



American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

{Doliars in thousands, except per share amounts)

Note 3 {continued);
E — Recorded adjustments of $56,490 to reflect the fair value of debt pursuant to
the revised purchase price allocation, and $9,361 to accurately record interest
expense.
F — Recorded adjustment to reclassify $1,039,879 of intangible assets related to
franchise rights to goodwill to reflect the revised purchase price allocation based
upon the results of the independent valuation report.

G- Recorded aﬁjustment io recoré the pr@v;ssan for mcome tax eff@cts Of aﬁ__ .
"-:-"-_adjustmenis : B S _ . . . . '

H — Recorded adjustment to record a goodwill impairment charge of $192,9386.

| — Record income tax effect of entries A through F fo increase Taxes accrued,
including federal income by $11,465 and to decrease Deferred income taxes by
$792,373.

Reclassifications:

J — Reclassified $23,307 of accumulated costs of removal to a regulatory liability
(previously recorded net).

K — Reclassified $16,867 of goodwill and $44,777 of utility plant acquisition
ad;usrmems to a reguiatory asset based s.s;:}can Regulator approva! for recovery.

L - Recéassaf ed receivable of $2-5 691 related to a long-term confract from Other
current hab lities (previously recorded net).

M - Recfass;fzed $1 ? 469 of recewables from aﬁzitates to R@cewabfe from
afﬂifates X o _ _

N~ Reclassafied certain mxscetianeous assets to conform to 2005 presentation.
O - Reciasssﬁed $‘1 O 442 of def'erred mamfenance costs to Reguiatory assets
P Reciass fied $8GD ;ntang;bie bafance io cher isng~term asseis

: _1{2} Rec%asszi ad i:f:} i:}resem gmss r”ecewaba of $5; (324 aﬂd Eong-i'erm debt of
'_-"_'$8 568 fmm Dther {;urrent i abf rtses (prewcusiy recomed net) .

: _':R Reciasszﬂed 3553 af current pcrt cm Of redeemab e preferred stgr‘k

'__-S Reciass;f;ad to present gross revenue and expense of $@0 ?06 reiatec! to a
lar‘gd:erm constructzors ceniract (prevaousiy recorde{i net).

2% -



American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

{Dollars in thousands, except per share amounts)

Note 3 {continued):
T — Reclassified to present gross revenue and expenses of $9,051 related to
management fees charged to an affiliate (previously recorded net).

U — Redclassified $2,006 of preferred dividends of subsidiaries to interest expense.

The Company's adiustments to restate the 2004 consolidated balance sheet
and statement of operations had no impact on totai cash flows or net cash flows
from operating activities. The Company recorded an adjustment to accurately
-reﬁe{:t noncash- contributions: of $68,000. . This adjustment . decreased net cash

" used in investing activities and decreased net cash from financing activities. The =

adjustment had no impact on the consolidated balance sheet or statement of
operations.

January 1, 2004 retained eamings was restated to reflect a net increase of
$17,971 for the 2003 net income impact of the adjustments noted above.

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

Range of Ramalning (Restated)
Lsedid Lives 2005 2004
Water plant
Lavid and other nonsdepreciable assets 5 131,477 % 127,897
Sources of supply 15 1o 83 Years 402,528 386,686
Treatment and pumping facliities 2074 Years 1,756,445 1,754,268
Trangmission and distribution facilities 8to 91 Years 4,180,082 3.545.426
. Sordces, msters. and fire iﬁydran%s S o . 110 o8 Years - . 1544314 . 1453868
: .'Ganerai striictures and squipment - 31089 Years CC Ulpreasr L D pddiede
Wastewater plant 415 75 Yeurs 415,621 80954
Construction work in progress 208,470 165,666
_ 9,375,289 #,892,005
Less accz;mu?a&ed depreciation . A6 1,672,133
: § 7, 238 2?3' $ '6 gm 876

Ui lity piant dapres iation expense amaunted to $219, 252 in 2805 and: 5‘384 748--
in 2004. ‘Included in the 2005 amount is $20,105 resulting from an’ ‘information
technoiogy project that was abandoned.

Note 5: F%eguiatory Assets -
The: r@guiatc}ry assets represen‘s costs tha’t a;"e expectad to be. fuiiy recaverad fmm
customers in. future rates. Except” for income taxes, regulafory assets are

:@xduded frsm the Csmpanys lﬂza‘ce base aﬁé d@ net eam a re‘mm _ “i‘ha

_0a



American Water Works Company, inc. and Subsidiary Companies
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

{Dollars in thousands, except per share amounis)

Note 5 (continued):

(Restated)
2005 2004

Regulatory asset-income taxes recoverable through rates $ 213,234 % 216,203
Debt and preferred stock expense 55,015 56,620
Deferred pension expense 68,5564 61,352
Deferred postretirernent benefit expense 6,437 7.325
DCeferred secunty cosls 25,238 29,552
Deferred business sendces project expenses 23,560 31,273
Deferred tank painting costs 12,843 12,813
Deferred rate case 8,790 10,442
Furchase premium recoverable through rates 61,314 61,644
Emdronmentat remediation recoverable through rates 5,667 -

$ 481,043 5 487,024

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

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

Debt expense is amortized over the lives of the respective issues. Call
premiums on the redemption of long-term debt, as well as unamortized debt
expense, are deferred and amortized to the extent they will be recovered through
future service rates. Expenses of preferred stock issues without sinking fund
provisions are amortized over 30 years from date of issue; expenses of issues with
sinking fund provisions are charged to operations as shares are retired.

Pension expense in excess of the amount contributed to the pension plans is
deferred by certain subsidiaries. These costs will be recovered in future service
rates as contributions are made to the pension plan.

Postretirement benefit expense in excess of the amount recovered in rates
through 1997 has been deferred by certain subsidiaries. These costs are
recognized in the rates charged for water service and will be fully recovered over a
20-year period ending in 2012 as authorized by the regulatory authorities,

The cost of additional security measures that were implemented to protect
faciiities after the terrorist attacks on September 11, 2001 has been deferred by
certain subsidiaries. These costs are recognized in the rates charged for water
service by certain subsidiaries.

Business services project expenses consist of reengineering and start-up
activities for consolidated customer and shared administrative service centers that
began operations in 2001. These costs are recognized in the rates charged for
water service by certain subsidiaries.

I
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Note 5 {(continued):

Tank painting costs are generally deferred and amortized to current operations
on a straight-line basis over periods ranging from 5 to 15 years, as authorized by
the regulatory authorities in their determination of rates charged for service.

Purchase premium recoverable through rates is the recovery of the acquisition
premium related to an asset acquisition by the Company's California subsidiary
during 2002. Thase costs are being amortized to operations based on an agreed
schedule of mortgage style amortization as authorized by the regulatory
authoﬂt;@s The recovery period is from May 2004 through December 2041.

“Environmental remediation recoverable thru rates is a recovery of costs incurred

T .by ihe Oompanys California subsu:hary under a settlement agreement entered into

with the National Oceanic and Atmospheric Administration to improve habitat
conditions in the Carmel River Watershed.

Note 6: Employee Benefits
Pension and Other Postretirement Benefits
The Company maintains noncontributory defined benefit pension plans covering
substantially all non-union employees of its regulated utility and shared services
operations. Benefits under the plans are based on the emplioyee’s years of service
and compensation. The pension plans have been closed for any employees hired
on or after January 1, 2008. Union employees hired on or after January 1, 2001
have their accrued benefit frozen and will be abie o receive this benefit as a lump
sum upon termination or retirement. Union employees hired on or after January 1,
_ _299’% ‘and non-union employees hired on or after Jaﬁuary 1 2@06 wz!i be pre:::v ded
“witha 5 25% of base pay defined contribution plan.. '

The Company's funding policy is to contribute at Eeast the rinimum amouﬁt
required by the Employee Retirement income Security Act of 1874, Pension plan
assets are invested in a number of investments including eqwty and bond mutual
funds, fixed income securities and guaranteed mterest cgntracts wrth Pri nmpai and
Hancock insurance cem;aames '

Pension’ exger;se in excess f}f the amaunt camr{bmeei ta thr-*- ;:}ensmn ;:!ans .
deferred. by certain. regulated subsidiaries penémg future recovery in rates charged
for utility services as contributions are made to the plans (see Note 5).

The . C{:mpany also has several unfunded noncontributory supplemental
nanmqaai ified: peﬁs;en pﬁans that pmwde addz’i;onaE fetzremeni benef ts ie certam
emgfoyees o _

~The Compaﬂy ma;ntains postretiremem beneﬁt pians pmv;d;ng varymg %evels sf-

g _:medma ‘and life insurance to eizg;bia retirees, The. retiree welfare plans are closed- _

L f@g’ ypion 'mp!oy@as hzrad on or. after January 1, 2006, “i“he plans hacﬁ prevxou&iy_- '
c aaed forn =union emp ayees hited-on or after January 14,2002,

“The C{}mpaﬂys policy is to fund postrehrement beneﬁt costs accrued F’

_'-'_-_f:asseis a{e ;nvesteﬁ m eqm;iy and b(‘md miﬂﬁa f"‘mds R T L REIE RERL TN E:.-f.' o

- 24 -
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Note 6 {continued):

The obligations of the plans are dominated by oblzgatsons for active employees.
Because the timing of expected benefit payments is so far in the future and the
size of the plan assets are small relative to the Company’s assets, the investment
strategy is to allocate a large portion of assets to equities, which the Company
believes will provide the highest return over the long run. The fixed income assets
are invested in long duration debt securities in order to better match the duration of
the plan liability.

The liabilities of the pension and other postretirement benefit plans were
' \eir fair value at the time. of the RWE acquisition.. . The Company

'-'per:md;caity,canducts an asset 1abat;-y--‘
strategy is aligned with the profile of the obligations. The long-term goals are fo
maximize the plan funded status and minimize contributions and pension expense,
while taking irito account the potential volatility risks on each of these items.

The asset allocation for the Company’s U.S. pension plans at the end of 2005
and 2004 by asset category, follows:

Target Percentage of Plan Assetls
Allocation At Year End
Asset category 2005 2005 2004
Equity securities 60% 50% 52%
Debt securities 40% 40% A7 %
Cash (% 0% 1%

Total 300% . 100% 100%

The Company's other postretirement benefit plans are partially funded. The
asset allocation for the Company's other postretiremaﬂt beneﬁt pians at the end of
2605 and 20@4 by asset category, fo[iows

' Targez R _' Percmntage of: Piar} Assets -~

U TR Aliocation, Co At YearBnd
Asset category 2005 2005: . 2004
Equity securities 60% 63% 83%
Debt sécurities ] o A0% 7% . ) BT7%

CFetal o A% A00% - J00%.

S35

modeling study to ensure the investment
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Note 6 (continued):

Pension Other
Benefiis Benefits
2005 2004 2005 2004

Change in benefit obligation
Benefit obligation

at January 1 $ 704,908 & 645,173 $ 388,070 5 373,012
Senice cost 24 978 24,271 12,633 11,473
Interest cost 43,240 41,281 23,635 21,657
Plan participants’

contributions - - 1,697 1,422
Amendments (843) 969 {(18,147) 445
Actuarial {gain) ioss 41,242 11,086 19,772 {4,187}
Special termination benefits 890 1,460 - -
Benefits paid (25,289} (20,232) (17,248) {15,752}
Benefit obligation

at December 31 5 789,126 $ 704,908 $ 410,212 $ 388,070
Change in Plan Assets
Fair vatug of plan

assets at January 1 $ 427,836 $ 382,705 $ 210,762 $ 182,400
Actual returm on

plan assets 19,928 35,148 13,198 16,208
Employer contribution 23,130 20,215 28,761 26,484
Plan particpants’

contributions - - 1,587 1,422
Benefits paid {25,289 (20,232) (17,248) {15,752}
Fair value of plan

assets at December 31 $ 445,603 $ 427,838 § 237,070 5 214,762
Funded status

at December 31 ${343,623) §(277,072)  ${(173.142)y § {177,308
Linrecognized prior

senice cost 8 15 {18,844} 1,384
Unrecognized net

actuarial {gain) loss 89,847 32,004 64,868 40,345
Net amount recognized $(253,668) $(244,183) ${125120) § (135579
Amounts recognized in the balance sheet consist off
Accrued benefit liability ${253,6688) $(244,153) $(125,120) § (135579
Additional minirmum tiability {(1,181) {223) - -
Intangible asset 123 129 - -
Accumuiated other

comprehensive income 1,038 04 - -
Net amount recognized ${253,868) 5(244,153) $(125,120) % (135,579
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Note 6 (continued):
At December 31, 2005 and 2004, the projected benefit obligation, accumulated
benefit obligation and fair value of plan assets for pension plans with a projected
obligation in excess of pian assets were as follows:

Projected Beneiit
Obligation Exceeds the
Fair Value of Plans' Assets

2005 2004
Projected benefit obligation $ 789,000 $ 705000
Fair value of plan assets 446,000 428,000

Accumulatad Benefit
Obligation Exceeds the
Fair Value of Plans™ Assets

2005 2004
Accumulated benefit obligation $ 678,000 $ 562,000
Fair value of plan assels 448,000 428,000

The accumulated postretirement benefit obligation exceeds plan assets for all of
the company’s other postretirement benefit plans.

Minimum funding requirements for qualified defined benefit pension plans are
determined by government regulations and not by accounting pronouncements.
The Company pians to contribute at least amounts equai fo the minimum required
contributions In 2006 to the qualified pension plans. The Company plans to
contribute its 2006 other postretirement benefit cost to its VEBA trusts.

Information about the expected cash flows for the pension and postretirement
benefit plans is as follows:

Pension Other
Benefits Bengiits
2006 expected empioyer contributions
To ptan trusts $ 50,450 ) 25,580
To plan participants 2,672 53

ST
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Note 6 (continued):
The following table reflects the net benefits expected to be paid from the plan
assets or the Company's assets:

Pension Benefits (Other Benefits
Expected Benefit Expected Benefit Expected Federal
Fayments Payments Subsidy Paymenis
2006 3 25,658 3 18,376 $ 1,394
2007 25,967 20,322 1,561
2008 N 28,029 22,015 1,754
2011 - 2015 214,764 156,236 12,880

Because the above amounts are net benefits, plan participants’ contributions
have been excluded from the expected benefits.

Accounting for pensions and ather postretirement benefits requires an extensive
use of assumptions about the discount rate, expected return on plan assets, the
rate of future compensation increases received by the Company's employees,
mortality, turnover and medical costs. Each assumption is reviewed annuaily with
assistance from the Company's actuarial consultant who provides guidance in
establishing the assumptions. The assumptions are selected to represent the
average expected experience over time and may differ in any one year from actual
experience due to changes in capital markets and the overall economy. These

- differenices will impact the amount of pension and other postretirement benefit
expense that the Company recognizes. o a0 A

The “significant ' assumptions related to the Company's pension and other

postretirement benefit plans are as follows:

Pension Other
-Benefits Benefils
DU e ; o 20085 _ 2004 2005 2004
Weighted-average assumptions usedto . - : :
detérmine December 31 benefit obligations : _ Co a
Discount rafe ' ' 555% .00% 5.65% 6.00%
Rate of gompensation increase 4.25% 4.75% N/A N/A
Medical trend NiA NIA graded fom graded fom

10% in 2608 10% in 2005
to 5% in 2071%  to 5% in 2010+
Wé?ghté{fi-é?éragé-_a_ss’}ﬂm plions us sdto

‘determine net periodicicost . .

Discowntrate ool s 5{}{}% R 525% 3 L 505% R 525% .
Expssted retumon plan assets LT BTE% 0 BTS% L BAO% L BA0%
" Rale of compensation incrgage . L AT 475% CONEA A

‘Mietical freng LUNA 0 NIAC gracedfom ¢ graded fom
L LT A0% 2005 - 10%. 162004,
10 8%in 26107 to 5% I 2009+

| NIA SAssumplion 7§ riot applicable,

.28 .
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Note 6 (continued):

The discount rate assumption was determined for the pension and
postretirement benefit plans independently. A yield curve was developed for a
universe containing the majority of U.S. - issued Aa - graded corporate bonds, all
of which were non callable (or callable with make-whole provisions). For each
plan, the discount rate was developed as the level equivalent rate that would
produce the same present value as that using spot rates aligned with the projected
benefit payments.

The expected long-term rate of return on plan assets is based on historical and

- projected rat

investment portfolios d proje
projected asset classes were selected after analyzing historical experience and
future expectations of the returns and volatility of the various asset classes.
Based on the target asset allocation for each asset class, the overall expected rate
of return for the portfolio was developed, adjusted for historical and expected
experience of active portfolio management results compared to the benchmark
returns and for the effect of expenses paid from plan assets. The Company’s
pension expense increases as the expected return on assets decreases.

Assumed health care cost trend rates have a significant effect on the amounts
reported for the other postretirement benefit plans. The health care trend rate is
based on historical rates and expected market conditions. A one-percentage-point
change in assumed health care cost trend rates would have the following effects:

. One-Percentage- Cne-Percentage-

Point Increase Point Decrease
Effect on total of sendce and _
Cinterést cost components . $ 5,581 $ (4.539)
Effect on other postretirement : :
. benefitobligation .~ $54206 . $(45,060)

; 29:'_;“

rates of return for current and planned asset classes in the plans. . .
portfolios. Assumed projected rates of return for each of the plans’ =~
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Note 6 {continued):
The following table provides the components of net periodic benefit costs for the
years ended December 31:

2005 2004
Components of net periodic
pension benefit cost
Sendce cost $ 24,978 s 24,271
Interest cost 43,240 41,281
.Expected remm on
L | {36,687} . - (34,486)
Recagn;zeé net actuarial : B R R
{gain) joss 84 54
Settlement charge/(credit) 160 9
Net periodic pension
henefit cost $ 31,755 s 31,129
Special termination pension benefit charge % 890 $ 1,460
Components of net periodic other
postretirement benslit cost
Senice cost $ 12833 § 11473
Interest cost 23,535 21,857
Expected return on
plan assets {18,200) {15,885;
Arriortization of prior
. serjce cost . 79 72
. 'Recognized ﬁei a(::iuaﬂas - T ot T S R TPty
Cgaimyless - s a4z a2
Net petiodic other ' o '

posiret:rement beneﬁt cost $ 18,300 & 17.295

The mta addai;enai m;n mum Eiablhty for th& pension piar‘;s has increased from
$223 at December 31, 2004 to $1,161 at December 34, 2005. This increase is.
pr:man y attrzbutabie to a d@crease in discount rate from 6.00% 10 5.65%.

Savmgs Pians far Emp}eyees

__The_Ccmpany__mamtams 401(k) - savsngs piaﬂs ‘ihat aiiaw emptoyees to save for
“retirement on' a tax-deferred basis. Empiayees can make contributions that are
mvested at thear dzrect:an in one or-more funds.: “The: ‘Company expensed
B g contri butions to the plans totaling $4 535 for 2095 and $4,150 for 2004.
- All of the Company’s | _'aichm ramr butacms are i n'_‘essted in cne or m@re fuads at
: _thedzreci: on Df the emp ayee : : RN : -

L3 -
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Note 6 (continued):

Employees’ Investment Plan

Upon completion of the RWE Acquisition, the Company created the Employees’
investment Plan and converted the Employees’ Stock Ownership Plan into this
nlan. Each participating employee can elect to contribute an amount that does not
exceed 2% of their wages. In addition to the employee's participation, the
Company makes a contribution equivalent to 1/2% of each participant's qualified
compensation, and matches 100% of the contribution by each participant. The
Company made contributions to the plan totaling $1,010 for 2005 and $2,201 for

2004 that were primarly invested in a refirement frust fund. . This plan was

' discontinued as of May 22, 2005. . =

Long-Term Incentive Plan

The Company participates in a RWE long-term incentive plan for executives
(“RWE LTIP"). Under the RWE LTIP, Company employees were granted 120,004
performance shares of RWE common stock which vest over three years beginning
January 1, 2005. Subject to the vesting provisions, the performance shares are
payable in cash. As a result, the performance shares have been accounted for as
a liability under the terms of SFAS 123. The liability will be remeasured at fair
valiie at each reporting period until settlement. The Company recorded a liability of
$1,400 related to the performance shares at December 31, 2005, which has been
included in other current liabilities on the consolidated balance sheets. For the
year ended December 31, 2005, the Company recognized approximately 51,400
- of 'share-based compensation expense related -to_the performance. shares .in

B ‘operations and maintenance expense. - i

Thé fair v_a*'i'zj__é'__ of theperformaﬂce shares was estimated using a lattice model.
The fair value of the performance shares granted on January 1, 2005 was $21.73
oer share at the grant date and $35.53 per share at December 31, 2006.

. The following table summarizes performance share transactions under the RWE
CLTPplan: o

" 2005 tranche

Outstanding at the start of the fiscal year -

CGranted oo B - 120,004

S CTFomeited T e s :

| Gutstanding o the endof the fsealyear T dzpooa
- Exercisabieat the end of thefisgalyear L. 000 L
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Note 7: General Taxes
Components of general tax expense for the years presented in the consolidated
statements of operations are as follows!

2005 2004
Gross receipts and franchise $ 49,268 3 42,513
Property and capital stock 76,440 74,234
Payroll 24,214 21,169

Other general 9,143 7.954

Note 8: Inc:ome Taxes
Components of income tax expense for the years presented in the consolidated
statement of operations are as follows:

{Restated)
2008 2004
Stafe income taxes
Current % 10,450 % 17,703
Deferrad
Current 580 {149}
Non-cutrent o . .. 4,385 329

3 15,425 $ 17,893

- Federal mcom@ taxes .

_:-:5<:u;fent D 8 59 aso_- B (6.155) -
‘Cuirrent o : ' : «a @88} 7.041)
f\éem—cun‘ent R 23, {3’?4_ 106,120
Amomzat;{m of deferred xnwastmeﬂt tax credits o {1,403) (1,409)

§7A086 8 -9.1-,515 j

A re{:onc I;atlcm of mc:cme tax expense at the statumry federai tnsome tax rate L

to actual mccme tax expense isas fe]iows

(Restated)

SR ST o 2005 2004
o incmme iax Elt siaiutory raie AR A R $ {24 5?2} % .42190'6-.
increases’ _f.d_ ases ) resuiting ‘fmmn e o
tate taxes, "tgffadera taxes S - mazu.__' o *11835}'.
E“—“luw ihraugb_dxﬁ%fences e e ' ‘§ 54T

;493}3_'
oy
qoazer
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Note 8 (continued):
The following table provides the components of the net deferred tax liability at
December 31:

(Restated)
2005 2004
Deferred tax assets:

Advances and confributions & 70,151 $ 74,547
Deferred investment tax credits 11,031 11.422
Other postretivement benefits 46,286 50,019
Federal NOL canyforward 4,514 6,562
Fension henefits 72,599 71,329
Long-term debt 44 027 50,997
Other 75,286 78,499
323,894 338,375

Deferred tax liabilities:
Utility plant, principally due to depreciation differences 735,545 695,638
ncome faxes recoverable through rates 83,161 84,319
Security cosis 9,843 11,525
Rusiness sendces project expenses 9,344 12,197
Other 9,575 33,163
847,468 836,842

$ (523,574) $ (498,467)

No valuation allowances were required on deferred tax assets at December 31,
2005 and 2004 as management believes it is more likely than not that these
assets will be realized.

Note 9: Leases
The Company has entered into operating leases involving certain facilities and
equipment. Rental expenses under operating leases were $18,384 for 2005 and
$20,630 for 2004. The operating leases for facilities will expire over the next 20
years and the operating leases for equipment will expire over the next five years.
Certain operating leases have renewa! options ranging from one to five vears.
Capital leases in effect at December 31, 2005 and 2004 are immaterial.

At December 31, 2005, the minimum annual future rental commitment under
operating leases that have initial or remaining non-cancelable lease terms in
excess of one year are $17,590 in 2006, $15,177 in 2007, $13,887 in 2008,
$12 451 in 2009, $9,198 in 2010 and $14,966 thereafter.

Note 10: Borrowings

On October 29, 2005, the Company executed a $550,000 revolving credit
agreement with RWE to replace the 364-day $550,000 revolving credit agreement,
which was terminated on October 28, 2005. The renewal date for this new facility
is October 28, 2006. Borrowing under the revolving credit fine, at the Company’s
option, bears interest at a rate based upon the London Interbank Offered Rate
("LIBOR"). The Company pays a commitment fee of 5.45 basis points on the entire
amount of the commitment (whether borrowed or not borrowed).

_33.
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Note 10 (continued):
No compensating balances are required under the agreement.

At December 31, 2005 and 2004, the Company had $361,063 and $360,269 of
short-term debt outstanding, respectively. The weighted average interest rate on
these borrowings was 3.30% and 1.43%, respectively. The total of the unused
lines of credit at December 31, 2005 was $188,937.

On March 1, 2004, the Company refinanced short-term debt with a $123,000
long-term loan from RWE. The loan was in two tranches of $113,000 at 4.751%
maturing on March 1, 2014 and $10,000 at 5.801% maturing on March 1, 2034.

... On September 30, 2004, the: Company refinanced short-term debt and maturing

notes with a $75,300 long-term loan from RWE. The loan was in two tranches of |

$25.000 at 4.921% maturing on September 30, 2014 and $50,300 at 5.90%
maturing on September 30, 2034.

On March 18, 2005, the Company refinanced short-term loans with a new
$75.000 loan maturing March 18, 2015. The new loan bears interest at the six-
month LIBOR plus a margin of 36 basis points reset semi-annually.

On November 12, 2005, long-term loans with RWE of approximately $445,000
held by an affiliate, Thames Water Holdings, Inc, a wholly owned subsidiary of
TWAUSHI (“TWHINC"), and ils subsidiaries matured. The Company refinanced
this debt with $445.000 in short-term loans from RWE. The majority of the loan
halance matures on November 12, 2006 and bears interest at six-month LIBOR
plus a margin of 10 basis points. The Company subsequently lent these funds to
TWHINC and its subsidiaries. Additionally a $42,000 loan between TWHINC and

~ RWE due to mature in May 2007 was reassigned to the Company in November
2005, The loan is classified as short-term debt as'the {oan ‘may be terminated, in

full or in part, at any time by either party. The Company subsequently paid down
its $19,657 loan from TWHING and lent the remaining $22,343 to TWHINC and its
subsidiaries. o o _ o

Income ‘from early extinguishment of debts included in interest expense on the
Company's consolidated statement of operations amounted to $11,445 in 2004.

Note 11: Fair Values of Financial Instruments
The following methods and assumptions were used by the Company in estimating
its fair valué disclosures for financial instruments:
Current assets ‘and current liabilities: The carrying . amount reported in the
consolidated balance sheets for current assets and- current liabilities, -including
_revolving, credit debt due to the short-term maturities and variable interest rates,
approximates their fairvalties.

" Preferred stocks with mandatory redemption requirements and fong-term debt:

The fair values of the preferred stocks with mandatory redemption requirements

and long-term debt are estimated using discounted cash flow analyses based on-

- current incremental financing rates for similar types of securities. .~
Btlareasfollows:

_34 .
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Note 11 (continued):

Carrying Fair
2005 Amount Value
Preferred stocks of subsidiaries with
mandatory redemption requirments % 25,224 % 28,275
Long-term debt of the company 150,000 148,034
Long-term debt of subsidiaries 4,214,135 4,160,640
R L . Carrying Fair
S _'-'.'2004 (Restaiec!) G CEATmOUR s Ve
Preferred stocks 0? subsxdnarrea w;’m o S
mandatory redemption requirments $ 25777 § 24,177
Long-term debt of the company 152,149 163,891
Long-term debt of subsidiaries 3,798,313 3,706,818

Note 12: Related Party Transactions
Thames Water Plc, an affiliate and wholly owned subsidiary of RWE, provided
certain management services to the Company which amounted fo $9,147 in 2005
and $11,480 in 2004.

Thames Water International Services Limited, an affiliate and wholly owned
subsidiary of RWE, provided services of expatriate employees to the Company
which amounted to $4,970 in 2005 and $3,604 in 2004.

The Company had a long-term receivable from TWAUSH], its immediate parent
‘company, for the’ reimbursement of costs related ‘fo the RWE Acquisition. - The
receivable balance was $18,800 and $18,775 at Detember 31, 2005 and 2004,
respectively.

The Company had a long-term rece! ivable of $467,343 at December 31, 2005
from an affiliate, TWHINC and its subsndiarseﬁ for fmancmg that was completed in
November 2005. The Company and its subsud:arzes aiso have certam borrowang
arrang;ements with RWE. (see Note 10). - e

Interest on the Company’s fong-term borrowmgs wnﬁh RWE snciuded in mi@rest
expense on the Company's consolidated statements of operations amounted to
$88.168 and $81,129 in 2005 and 2004, respectively. Also included in interest
expense on the Company's consolidated statements - of .operations is mie;fest
income from its loan to ‘?WHINC amountingto $2291in 2805 ERRER

Thames Water . Investments. Luxembourg. (“TW!LUX) .an affsilate and whoEly
{}wned subsi dfary m‘ RWE, is the holder of $1,750,000 of the Campanys p{eferreé

’-s’tock wh;::h was 133&9{3 n connecima wﬁh ihe R\NE Acqmsﬁ@n F’referrec% _

“The - Campany pro'v'{;f 'd_" certain management semces (admm;stra’tien

'“z@ng;szeer ng; fmance ':':r@saurces information’ systems e’tc; to affiliates,
CEtown: uﬁf{%ﬁ%’a{é&ﬂ ‘Elizabsethtown Wate ”=Cnrn;:aa;1y, The ‘Motint  Hol iy'“Wat@r--

:Cempaﬂy ‘Edison Water Company, Liberty Water. Company, and Etown Sew;ces g o

LLC, and other subsidiaries of TWHINC, on an at-cost, not-fcr«prefﬁ basis’in

L35,
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Note 12 {continued):
accordance with a management and service agreement. Purchases of such
services by the affiliates included in the Company's revenue and expenses
amounted to $17,016 and $9,051 in 2005 and 2004, respectively. Included in
Receivables from Affiliates are $502 and $2,622 for these services at December
31, 2005 and 2004.

New Jersey-American Water Company, Inc. ("NJAWC?), a subsidiary, purchases
and sells water to Elizabethtown Water Company (‘EWC”), a subsidiary of
TWAUSHI.  Net purchased water expense from the affiliate amounted to
_approximately $7,484 in 2005 and $7,711in2004. .
CLUNJAWC maintains agreements with both public and private. water providers for -
the purchase of water to supplement water supply, particularly during periods of
peak demand. The President and CEO of the Company is a Commissioner of one
of these water providers. NJAWC purchased approximately $5,254 and $4,085 of
water from this provider in the years ended December 31, 2005 and 2004,
respectively. NJAWC's estimated commitments refated to minimum quantities of
purchased water under these agreemenis are $4,123 for 2006. The purchase
rates are not set thereafter,

On March 29. 2006, NJAWC filed a petition with the NJ Public Utilities
Commission for approval of the merger of EWC and its subsidiary Mount Holly
Water Company (“MHWC”) with and into NJAWC. The Company expects the
merger to be approved in 2006.

Note 13; Commitments and Contingencies
Commitments have been made in connection with certain construction programs.
In connection: with. obtaining the regulatory approvals necessary to complete the
RWE Acquisition, certain state regulatory bodies have issued ordears which prohibit
certain of the Company’s regulated subsidiaries from requesting rate increases for
periods of time not exceeding three years.

The Company is routinely involved in condemnation proceedings and legal
actions relating to several subsidiaries. In the opinion of management, none of
these matters is expected to have a material adverse effect, if any, on the financial
nosition, restilts of operations or cash flows of the Company.

The Company’s regulated subsidiaries maintain agreements with other water
purveyors for ‘the purchase of ‘water to.supplement their water supply. The
Company's subsidiaries ~purchased water  expense - under these types of
agreements .amounted. to_approximately $80,956 and $72,508 during the years
onded December 31, 2006 and 2004, respectively.

The estimated ‘annual commitment related fo the minimum quantities of water

purchased is expected to approximate $28,61 in 2006, $29,452 in 2007, $29.253
in 2008, $29,184 in 2009, $29,578 in 2010 and $428,689 thereafter. o
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Note 13 (continued):

Notice of termination of the $1,750,000 of preferred stock with TWILUX, long-
term debt of approximately $2,184,120 with RWE, and short-term debt of
approximately $361,063 with RWE in part or in full on demand at the option of
RWE is possible and mandatory if there is a change in shareholder structure of the
Company.

Note 14: Guarantees

The Company's lease arrangements include certain indemnifications in favor of
the lessors (e.g., indemnifications for environmental matters) with terms that range
in duration and scope and that are not explicitly defined. Where appropriate, an
obligation for such indemnifications is recorded as a liability. Because the
obligated amounts of these types of indemnifications often are not explicitly stated,
the overall maximum amount of the obligation under such indemnifications cannot
be reasonably estimated. As of December 31, 2005, the Company has not
recorded any liability on its consolidated financial statements in connection with
these indemnification obligations, as it does not believe, based on information
currently available, that it is probable that any amounts will be paid under these
guarantees.

in connection with its financing transactions, the Company engages trustees or
custodial, escrow or other agents to act for the benefit of the investors or to
provide other agency services. The Company typically provides indemnification to
these agents for any liability or expenses incurred by them in performing their
obligations. No liability is recorded for these indemnifications because the
Company believes that it is unlikely that they will be required to perform or
otherwise incur any losses associated with these indemnification provisions.

The Company also has varicus guarantees in contracts entered into in the
normal course of business. These guarantees are primarily in the form of
indemnities that range in duration and coverage and that do not explicitly state the
amount of the indemnification obligation. These guarantees would only result in
immaterial increases in fulure costs and do not represent significant commitments
or contingent liabilities of the indebtedness of others. To date, the Company has
not made any significant payments for these indemnification obligations.

AWE holds a 50% interest in AW-Pridesa, a Delaware Limited Liability
company. Pridesa America Corporation, a subsidiary of RWE and an affiliate of
the Company, also holds a 50% interest. AW-Pridesa has contracted with Tampa
Bay Water (“Tampa Bay"), an interlocal governmental agency of the State of
Florida, to remedy and operate the Tampa Bay Seawater Desalination Plant. The
parent company entered into a guarantee with Tampa Bay on November 15, 2004
for the full and prompt performance of certain contractual obligations limited to a
total aggregate liability of $35,000. Contractual obligations call for certain
construction activities and management services to be completed satisfactorily.
The construction phase, amounting to approximately $30,000 is expected to be
completed in 2006. AW-Pridesa tock over operation of the plant on January 8,
2005.
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Note 14 (continued):

The Company, on behalf of itself and its subsidiaries, maintains insurance that
covers liability assumed under contract for bodily injury and property damage. This
insurance may be applicable to certain obligations under the contractual
arrangements discussed above.

Note 15: Subseqguent Events
RWE has announced its intention to divest its U.S. Water Division, which includes
the Company, through an initial public offering ("IPO”").The sales process has been
- initiated through i fing for. ‘approval with .certain state public utility. commissions.
The PO will require filing of a- regfstratzen statement:-with the U.S. Securities and
Exchange Commission. The transaction will also be subject to approval of the
RWE Supervisory Board. RWE expects to complete the IPO during 2007.
As of August 28, 2006, the Company's receivable from affiliates had been
settled in full with the proceeds being used to prepay a portion of the Company’s
long-term debt with RWE,

Note 16: Discontinued Operations

After an evaluation of the unreguiated businesses, it was determined that the AWE
Engineering and Planning business was not meeting growth expectations and that
Engineering and. Planning was. not a core business of the Company’s operations.
Therefore, AWE disposed of its unregulated Engineering and Planning reporting
unit in 2005. On December 30, 2005, AWE sold AWS Engineers and Planners
CO;’p (E‘:ng neers. & P!anners”) its ‘Canadian hased subsdary that - provided
engineering services to ‘corporate and. municipal ¢clients, primarily in Canada.
AWE sold Engineers & Planners for initial consideration of $489 and contingent
consideration of $430. The contingent consideration is payable if the purchaser of
Engineers & Planners realizes certain levels of gross revenue from the Company’s
United States based subsidiaries in 2006 and 2007. Any contingent proceeds
received will canst tute addat;onai cons;deraiian and w;li be recogmzed as mccme
when recewes:i .

in 2005, upon cempi@tlon of axzstmg contracts AWE dfsposed ’thmugh
abandonment its US Engineering and Planning and Industrials cperations which
provided @ngmearmg services to corporate and municipal clients in the United
States. ‘As a result of the disposition of the Engineering ‘and ‘Planning reporting
tinit in’ 2005, the Company :’ecor{ied aloss of %16 350 which included a goodws
wr;ta«eff $16 21 6 B : :
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(Dollars in thousands, except per share amounts)

Note 16 {continued):

Summary of assets and liabilities classified as discontinued operations in the
Consolidated Balance Sheets includes the following:

Assets of discontinued operations
Ofther receivables, net
Other current agsets
Goodwili

Yotal assels of discontinued operations

Liabilities of discontinued operations
Accounts payable
Other liabilities

Total liabilities of discontinued operations

Net asseis of discontinued operations

Discontinued operations presented in
Operations include the following:

Cperating revenuss

Operating expenses
Operation and maintenance
Goodwill impairment charges
Total operating expenses, nst

Operating 10ss

Cther income (deductions )
Other, net
Total other income (deductions)

toss before income taxes
Provision for income taxes

t0ss from operations

Loss on sale, net of $89 tax benefit

Loss from discontinued operations

2005

2004

4,496
1,788
16,216

22,501

3,182
724

3,906

$

18,595

Consolidated

Statements  of

2005 2004

% 14,020 % 10,078
14,446 10,025

- 44 867

14 448 54,602
{426} (44,914

36 185

36 185
{380) (44,729}

150 153

(240) (44,5786}

{16,350) .

% {16,500} % {44,5786)




American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

{Dollars in thousands, except per share amounts)

Note 16 (continued}:
Cash flows from discontinued operations are:

2008 2004
Operating activities & 2,296 $ 4,080
investing activities 54 {74}
Foreign currency iransiation adjustments 74 68
$ 2,427 3 4,084

Note 17: Goodwill and Intangible Assets
As of December 31, 2005 and 2004, the Company reviewed goodwill associated
with its reporting units for impairment, and, as part of its assessment, the
Company engaged an independent valuation firm. The performance of the
impairment test involves a two-step process. The first step of the impairment test
involves comparing the fair vaiue of a reporiing unit with the reporting unit's
carrying amount, including goodwill. If the carrying amount of the reporting unit
exceeds its fair value, a second step is performed to determine the amount of the
impairment loss. The impairment loss is determined by comparing the implied fair
value of goodwill with the carrying amount of goodwill. The Company believes that
the ‘estimates of fair value are reasonable. Changes in estimates of such fair
value, however, could affect the calculation. The valuation was performed
primarily using discounted cash flows and comparable public company analyses.

As of December 2005 and 2004, the Company recorded an impairment charge for

goodwill, including discontinued operations, related to-certain reporting units in the
amount of $209.339 and $192,936, respectively. The 2004 impairment charge for
the unregulated business is primarily attributable to lower than expected growth
and slower development compared with original expectations. - The 2005 charge 1S
primarily attributable to a change in the Company's strategic business plan for the
unregulated - business and lower margins than previously. forecasted in the
regulated business.. © -~ . & B '

The change in the Company's goodwill assets, as allocated between the
reporting units in 2005 and 2004, was as foliows:

S 40 -




American Water Works Company, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements

December 31, 2005 and 2004

{Dollars in thousands, except per share amounis}

Note 17 {continued):

Goodwill

reciassified
to assets 2004 2065
Balance s of of discontinued Fnpatrment Batance as of trnpairment Batance a3 of
Feporting Unit December 31, 2003 operations Losses December 31, 2004 Lasses December 31, 2006
Regulated 5 3,130,488 § - 3 - % 2,130,468 § (253.488) § 2,876,982
Gpentions & maintananca 0,078 - {40,075 - - -
Residuals 22 841 (55 163 34,678 {11,632) 23,046
Undergroun g7, 777 {51.638) 18,141 (10,775} 5,366
Carbon 4 233 - {1,085} 3,138 {1.386) 1752
Enginesring 51,183 (16,216} 144,967} - - -
HOmMeownEr sendces 121,800 - - 121,800 - 121,800
fdilitary 28,180 28,190 (22,060} 6,130
Totat 3 3,543,567 § (16,216 $  (182.838) § 3,334,415 $ (299339 § 3,035,076

Other intangible assets consist of customer contracts which were initially valued
and recorded as part of the RWE Acquisition. The aforementioned operating
conditions which caused the goodwill impairment charge also triggered the
intangible asset impairment. The amount of impairment recorded by the Company
in December 31, 2005 and 2004 was determined using the two-step process
impairment review required by Statement of Financial Accounting Standards No.
144, “Accounting for impairment or Disposal of Long-Lived Assets.” In the first
step. the projected undiscounted net cash flows associated with the Company’s
customer contracts over its remaining life were compared fo their carrying
amounts. The Company determined the carrying amount of its customer contracts
exceeded its projected undiscounted cash flows. In the second step, the
Company estimated the fair value of the Company’s customer contracts using a
variation of the income method of valuation for the O&M reporting unit, and
estimated discounted cash flows for the Residuals reporting unit. Based on the
Company's valuation, the Company recorded a non-cash impairment charge of
$733 and $11,277 for the years ended December 31, 2005 and 2004, respectively,
which was recorded in Impairment charges in the Company's statements of
operations. The Company has no intangible assets as of December 31, 2005.
Amortization expense for intangible assets subject to amortization prior fo the
intangible impairment for the years ended December 31, 2005 and 2004 was $67
and $1,579, respectively.

_4% .



