KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2004-00103
FORECASTED TEST PERIOD FILING REQUIREMENTS
EXHIBIT NO. 28

Description of Filing Requirement:

Annual Reports to Stockholders, 1999 - 2003

Response:

Please see attached. The Company has not yet completed its
stockholdersreport for 2003. A copy will be provided when available.

For electronic version, see KAW_APP_EX28 043004.pdf



Exhibit 28
Page 1 of 88

PRICENVATERHOUSE(QOPERS @

KENTUCKY-AMERICAN
WATER COMPANY

Financial Statements
and
Other Information

December 31,1999 and 1998



Exhibit 28
Page 2 of 88

KENTUCKY-AMERICAN WATER COMPANY

An American Water System Company
2300 Richmond Road
Lexington, Kentucky 40502

Board of Directors

J. JamesBarr, President and Chief Executive Officer
American Water Works Company, Inc.

G. C. Smith, Retired Vice President
American Water Works Company, Inc.

Ellen C. Walf, Vice President and Chief Financial Officer
American Water Works Company, Inc.

Danidl L. Kelleher, Senior Vice President
American Water Works Service Company, Inc.

ChriskE. Jarrett, (elected Chairman of the Board)
Kentucky American Water Company, April 2000

R. W. Mundy, II, President
Kentucky-American Water Company

W. L. Rousg, Jr.
Investments

W. T. Young, Jr.
W. T. Young Storage, Inc.

Paul W. Ware
Retired Chairman, Penn Fuel Gas, Inc.
(Retiring from the Board of Directors, April 2000)

ElizabethH. Gemmill, Esqg.
Managing Trusteeof the Warwick Foundation

Lindsey W. Ingram, J., Esq.
Stoll, Keenon and Park LLP

Officers
P ES TN ...vvvetereereeisereriererteesesas et eereassrssreasessrrassaaseesbbeatasbresassar e rnnen e nrnsensbsrneans R W. Mundy, 11

N ICE PIESIUENE ....eeeeeeiee et e e e e eeeseae st eeeeeeee s e aresr s sanrrastabnne s b ereaebbe s senaaceanabr et aes N. O. Rowe
ViCEPIreSIHENE & TTOASUIEN......c.vevirveeeetieeereireesevvaesseesarsenesssssessssnnssssassnnssirossnes C. D. Bush

(0011111 1= PP = +J. Grubb
SECTELAIY ...vcuvevireniereeresereesserisiscscaratarsvasnsr s ae e bR e b b bbbt H. A. Miller, Jr.



Exhibit 28
Page 3 of 88

PRICEAATERHOUSE(COPERS @

PricewaterhouseCoopers LLP
Thirty South Seventeenth Street
Philadelphia PA 19103-40%94
Telephone (215) 575 5000

Report of independent Accountants

To the Board of Directorsand Stockholder of
Kentucky-AmericanWater Company

In our opinion, the accompanying balance sheet and the related statements of income and
retained earnings, of cash flows, of capitalization and of common stockholder's equity, present
fairly, in al material respects, the financial position of Kentucky-American Water Company (a
wholly-owned subsidiary of American Water Works Company, Inc.) at December 31, 1999
and 1998, and the resultsof its operations and its cash flowsfor the yearsthen ended in
conformity with accounting principlesgenerally accepted in the United States. Thesefinancial
statementsarethe responsibility of the Company's management; our responsibility isto
expressan opinion on thesefinancial statements based on our audits. We conducted our audits
of these statementsin accordance with auditing standards generally accepted in the United
States which require that we plan and perform theaudit to obtain reasonabl e assurance about
whether thefinancial statementsare free of material misstatement. An audit includes
examining, on atest basis, evidence supportingthe amounts and disclosuresin thefinancial
statements, assessing the accounting principlesused and significant estimates made by
management, and eval uatingthe overal financial statement presentation. We believe that our
audits provide a reasonablebasis for the opinion expressed above.
W L A

January 28, 2000

Philadelphia, Pennsylvania
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KENTUCKY-AMERICAN WATER COMPANY
Balance Sheet
(Dollars in thousands)
Agsets
December 31,
1988 1998
Property, ptant and equipment
Utility plant - at original cost less accumulated depreciation $ 183732 § 174819
Utility pfant acquisition adjustments, net 185 173

183,917 174,782

Nonutitity property &0 242
current assets
Cash and cash equivalents 508 1,382
Customer accounts receivable 1,415 1,403
Allowance for uncollectible accounts (50} (54}
Unbilied revenues 1,902 1,795
Misceiianeous receivables 828 379
Materials and supplies 524 514
Mher 328 377
5,455 5,808
Regulatory and other long-term assets
Regulatory asset - inwme taxes recoverable through rates 4,222 3,883
Deferred programmedmaintenance 3,183 3,085
Preliminary survey and investigation 4,154 587
Debt and preferred stock expense 414 457
Other 2,055 1,112
13,978 9,114

§ 203,600 $ 189,854

Capitalization end Liabilities
Capitalization

Common stock $ 36569 § 36569

Paid in capital 21 21
Retained earnings 21,686 20,252
Total wmmon stockholder's equity 58,276 58,842
Preferred stock without mandatory redemption requirements 1.570 1,570
Prefarred stock with mandatory redemptionrequirements 5,468 5,816
Long-term debt 63,000 67,000
Total capitalization 128,314 130,928
Current liabllities

Bank debt-pendingissuance of securities 5716 -
Current portion of long-term debt 4,000 -
Accounts payable 2,686 1,822
Taxes accrued 175 240
interestaccrued 832 808
Wages and benefits accrued 352 ane
Tax collection payable 238 284
Other 1,187 771
15,184 4,333

Regulatory and otherlong-term liabilities
Customeradvantes for constnetion 9,678 8,145
Deferred income taxes 23,594 21,708
Deferred investmenttax credits 1,886 1,981
Accrued pension expense 1,472 1,255
Accrued postretirement benefits expense 288 290
Other 457 451
37,387 33,839
22,705 20,854

Contributions in aid of construction

Commitments and contingencies

$ 203,500 & 180,054

The accompanying notes are an integral part of these financial statements
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KENTUCKY-AMERICANWATER COMPANY
Statement of Income

(Dollarsin thousands)
For the Years Ended

1999 1998

$ 39,104 $ 37,744

Operating revenues

Operating expenses

Operation and maintenance 16,262 15,481
Depreciation and amortization 4,817 4,451

Taxes on operatingincome
General 1,711 1,577
State income 1,017 965
3,819 3,599

Federalincome

27,626 26,073

Utility operating income 11,478 11,671

Other income
Allowance for other funds used during construction 720

Miscellaneous other income 62
12,260 12,228

394
163

Other deductions

Miscellaneous other deductions 358 275

Taxes on other income and deductions
State income {24) (8)
Federal income (82} {30)
242 237

Income before interest charges 12,018 11,891

Interest charges

Interest on long-term debt 5,192 5,205
Amortization of debt expense 42 44
Interest on bank debt 25 87
Other interest 6 &
Allowance for borrowed funds used during construction (381) (208)
4,884 5133

Net income § 7.134 $ 6,858

Statement of Retained Earnings

Retained earnings at beginning of year $ 20,252 § 18,626

Net income 7,134 6,858
27,386 25,484

Dividends
Preferred stock 543 547
Common stock 5,157 4,685
5,700 5,232

Retained earnings at end of year $ 21686 § 20,252

The accompanying notes are an integral part of these financialstatements.
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KENTUCKY-AMERICANWATER COMPANY

Statement of Cash Flows
(Dollars in thousands)

For the Years Ended

1999 1988
Cash flows from operating activities
Netincome $ 7134 % 6858
Adjustments
Depreciationand amortization 4,816 4,451
Amortization, other 568 923
Provision for deferred income taxes 1,774 1,598
Amortizationof deferred investment tax credits (85) (85)
Provision for losses on accounts receivable 151 173
Deferred programmed maintenance {338) {430)
Allowance for other funds used during construction (720) {394)
Pension accrual in excess of funding 217 199
Other, net (1,035) (397)
Changes in current assets and liabilities

Accounts receivable (167) (131)
Unbilied revenues (1o7) 26
Other current assets (409) {420)
Accounts payable 764 415
Taxes accrued 47 88
Other currentliabilities 436 (646)

Net cash provided by operating activities 13,046 12,229

Cash flows frominvesting activities

Construction expenditures (18,386)  (14,137)

Allowance for other funds used during construction 720 394
Cost of removal, net of salvage {158) (175}
Water system acquisition (483)
Net cash used in investing activities . (17.824) _(14.401)
Cash fiows from financing activities
Proceeds from sale of common stock - 6,000
Proceeds from long-term debt issuance 8,000
Repayment of long-term debt (6,000)
Net repayment under line-of-credit agreement 5716 (3223)
Dividends paid {5.700) {5.232)
Customer advances and contributions, net of refunds 3,926 2,721
Debtissuance cost - (321
Redemption of preferred stock (48) .
Net cash provided by financing activities 3,894 3,088
Net increase in cash and cash equivalents {884) 926
1.382 466

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year $ 508 ¢ 1707

Cash paid during the year for:

Interest, net of capitalized amount $ 4818 § 5244

Income taxes $ 29% § 3,086

The accompanying notes are an integral part of these financial statements.
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KENTUCKY-AMERICAN WATER COMPANY
Statement of Capitalization
{Dollars in thousands)
Call Price December 31,
Per Share 1993 1998
Common Stockholder's Equity
Common stock = no par value, authorized 2,000,000 shares, issued
and outstanding 1,567,391 shares in 1999 and 1998, $ 35560 $ 36569
respectively
Paid-in capital 21 21
Retained earnings 21,686 © 20,252
58,278 56,842
Preferred Stocks - $100 par vatue, authorized 25,000 shares
Without mandatory redemption requirements
Cumulative preferred stock
5.75% series, 4.700 shares $ 101.00 470 470
5.5% series, 5,000 shares $ 100.50 500 500
5% series, 6.000 shares $ 100.00 600 500
1.570 1,670
With mandatory redemption requirements
Cumulative preferred stock 80 and 160 shares issued and outstanding
4.5% series, 80 and 160 shares outstanding in 1999 and 1998
respectively $ 101.00 8 16
7.9% series, 9,600 and 10,000 shares issued and outstanding
in 1999 and 1998, respectively $ 100.00 860 1,000
8.47% series. 45.000 shares issued and outstanding $ 100.00 4,500 4,500
5468 5,516
Long-Term Debt
General mortgage bonds.
9.83% series due 2000 4,000 4,000
8.36% series due 2001 13,000 13,000
7.21% series due 2002 13,000 13,000
6.79% series due 2005 5,500 | 5,500
9.37% series due 2019 8,000 8,000
6.96% series due 2023 7,000 7,000
7.15% series due 2027 7,500 7,500
6.99% series due 2028 9,000 9,000
67,000 67,000
Less: Current portion of long-term debt 4,000 '
Long-termdebt net of current maturities 63,000 67,000
Total capitalization $ 128.314 §$ 130,928

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



Balance at December 31,1997

Net income
Sale of common stock
Dividends
Preferred stock
Common stock, $2.99 per share

Balance at December 31,1998

Net income
Dividends
Preferred stock
Common stock, $3.29 per share

Exhibit 28
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KENTUCKY-AMERICAN WATER COMPANY
Statement of Common Stockholder's Equity
(Dollarsin thousands, except per share amounts)
Common
Common Stock Paid-in Retained Stockholder's
Shares parvalue  Capjtal Earnings Equity
1,397,082 $30568  $ 21  $18626  §49,216
- - - 6,858 6,858
170,309 6,000 - - 6,000
- - - (547) (547)
- - - (4,685) (4,685)
1,567,391 38,568 21 20,252 56,842
- - - 7,134 7,134
- - - (543) {543)
. - - (5,157 (5,157)
1,567,391  $ 36,569 321 $ 21,686 $ 58,276

Balance at December 31,1999

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

Notes to Financial Statements
(Ddllarsin thousands, except per share amounts)

Note 1.- Organization and Operation

Kentucky-American Water Company (the Company) provideswater service to
approximately 96,000 customersand wastewater serviceto approximately 80 customers. These
servicesare providedin 7 communitieslocated in 7 countiesin the state of Kentucky. Asa public
utility operating in Kentucky, the Company operates under rules and regul ations prescribed by
the Kentucky Public Service Commission (the Commission). The Company is a wholly-owned
subsidiary of American Water Works Company, Inc. (American).

Note 2- Significant Accounting Policies
Use d Estimates

The preparation of financial statementsin conformity with generally accepted accounting
principles requires management to make estimatesand assumptionsthat affect the reported
amountsof assets and liabilitiesand the disclosureof contingent assetsand liabilities at the date
of the financial statements, and the reported amounts of revenues and expensesduring the period.
Actua resultscould differ from these estimates.

Regulation

The Company hasincurred various costs and received various creditswhich have been
reflected as regulatory assetsand liabilitieson its balance sheet. Accountingfor such costs and
creditsasregulatory assetsand liabilitiesis in accordancewith Statement of Financial
Accounting StandardsNo. 71, " Accountingfor the Effects of Certain Types of Regulation”
(SFAS No. 71). This statement setsforth the application of generally accepted accounting
principlesfor companieswhose ratesare established by or are subject to approval by an
independent third-party regulator. Under SFAS No. 71, regulated companiesdefer costs and
creditson the balance sheet as regulatory assetsand liabilitieswhen it i s probable that those costs
and creditswill be recognized in the rate setting processin a period different from the period in
which they would have been reflected in income by an unregulated Company. These deferred
regulatory assets and liabilitiesare then reflected in theincomestatement in the period in which
the same amounts are reflected in the rates charged for service.

Properfy, Plant and EQuipment

. Additionsto utility plant and replacementsof retirement units of property are capitalized.
Costsinclude material, directlabor and such indirect items as engineering and supervision,
payroll taxes and benefits, transportationand an allowance for funds used during construction.
Repairs, maintenanceand minor replacementsof property are charged to current operations. The
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KENTUCKY-AMERICAN WATER COMPANY

Notes to Financial Statements (continued)
(Ddllarsin thousands, except per share amounts)

cost of property unitsretired in the ordinary course of businessplusremoval cost (net of salvage)
Is charged to accumulated depreciation. The cost of property, plant and equipment is depreciated
using the straight line method. The depreciationrates, based on the average balance of
depreciableproperty, were 2.54% in 1999 and 2.50% in 1998.

In accordance with the Commission's regulations, depreciation on contributed facilitiesis
charged to contributionsin aid of construction. Such depreciation amounted to $542 in 1999 and

$488in 1998.

Utility plant acquisition adjustmentsincludethe difference between the purchase price of
utility plant and its original cost (Iessaccumulated depreciation) when first devoted to public
service. Commission approved utility plant acquisition adjustments have been amortized to
income over 10 years.

Cash and Cash Equivalents

Substantially al of the Company's cash isinvested in interest bearing accounts. The
Company considersdl highly liquid investmentswith amaturity of three months or less when
purchased to be cash equival ents. Cash equivalents held at December 31, 1999 were $0 and 1998

were $996.
Materialsand Supplies

Materials and suppliesare stated at average cost.
Regulatory and Other Long-Term Assets

The Company has recorded a regulatory asset for the additional revenues expected to be
realized as the tax effectsof temporary differences previousy flowed through to customers
reverse. These temporary differences areprimarily related to the difference between book and tax
depreciation on property placed in service beforethe adoption by the Commission of full
normalizationfor rate making purposes. Theregulatory assetsfor incometaxes recoverable
throughratesis net of the reduction expected in futurerevenues as deferredtaxes previously
provided, attributableto the difference between the state and federa incomet ax rates under prior
law and the current statutory rates, teverse over the average remaining service lives of therelated

assets.

Programmed maintenance costs are deferred and amortized to current operations on a
straight-linebasis over a period ranging between Sand 15 years, as authorized by the
Commission in their determination of rates charged for service.

Expense of rate proceedingsis deferred and amortized on astraight-linebasis over two
years as authorized.by the Commissionin their determination of rates charged for service.
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KENTUCKY-AMERICANWATER COMPANY

Notes to Financial Statements (continued)
(Ddllarsin thousands, except per share amounts)

Preliminary survey and investigation charges generally relateto future construction
projects. Management believesthat these costs will ultimately be recovered through rates.

Debt expenseisamortized on astraight-line basis over the lives of the respectiveissues.
Cal 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.
Expensesof preferred stock issueswithout sinking fund provisions areamortized over 30 years
from the date of issue; expensesof issueswith sinking fund provisionsare charged to operations
assharesareretired.

Other Current Liabilities

Other current liabilitiesat December 31, 1999 and 1998 include payablesto banks of $634
and $146, respectively which represent checksissued but not presented to the banksfor payment,
net of the related bank balance.

Advances and Contributions in Aid of Construction

The Company may receive advancesand contributionsto fund construction necessary to
extend serviceto new areas. As determined by the Commission, advancesfor construction are
refundablefor limited periods of time as new customers begin to receive service. Amounts which
are no longer refundable are reclassified to contributionsin aid of construction.

Utility plant funded by contributionsis excluded from rate base and i s not depreciated for
rate-making purposes. Generally, advances and contributionsreceived during the period of
January 1,1987 through June 12,1996 have beenincluded in taxableincome and the related
property is depreciablefor tax purposes. Asaresult of atax law change, advances and
contributionsreceived subsequent to June 12, 1996 are excluded from taxableincome.

Recognition of Revenues

Water service revenuesfor financial reporting purposesinclude amounts billed to
customerson a cycle basis and unbilled amountsbased on estimated usage from the date of the
latest meter reading to the end of the accounting period.

Income Taxes

The Company, Americanand &filites participatein a consolidatedfederal incometax return.
Federa incometax expensefor financial reporting purposesis provided on a separate return basis,
except that the federal incometax rate applicabl eto the consolidated group is applied to separate
company taxable income and the benefit of net operatinglosses, if any, is recognized currently.
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KENTUCKY-AMERICAN WATER COMPANY

Notes to Financial Statements (continued)
(Ddllarsin thousands, except per share amounts)

Certainincome and expenseitems are accounted for in different time periodsfor financia
reporting than for incometax reporting purposes. Deferred income taxes have been provided on the
differencebetween the tax basisof assetsand liabilitiesand the amountsat which they are carried in
the financial statements. These deferred incometaxes are based on the enacted tax rates anticipated
to bein effect when such temporary differencesare expected to reverse. Regulatory assets and
liabilitiesare recognized for the effect on revenues expected to be realized asthe tax effects of
temporary differencespreviously flowed through to customers reverse.

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

Allowancefor Funds Used During Construction (AFUDC)

AFUDC isa noncash adjustment to income with a corresponding chargeto utility plant
which representsthe cost of borrowed funds and areturn on equity funds devoted to plant under
construction. AFUDC isrecorded to the extent permitted by the Commission.

Environmental Costs

Environmental expendituresthat relateto current operations or provide a future benefit are
expensed or capitalized, as appropriate. Remediation coststhat relate to an existing condition
caused by past operations are accrued when it is probablethat these costs will beincurred and can
be reasonably estimated. There were no remediation costsaccrued at December 31, 1999 or 1998.

Asset Impairment

Long-lived assets and certain identifiableintangibleassets held and used by the Company
arereviewed for impairment Whenever eventsor changesin circumstancesindicate that the
carryingamount of the assets, on a separate entity basis, may not berecoverable. If the sum of
the future cash flows expected to result from the use of the assets and their eventual dispositionis
less than the carrying amount of the assets, an impairment |0ss is recognized. M easurement of an
impairmentlossis based onthefair value of the assets. A regulatory asset is charged to earnings
if and when futurerecovery inrates of that asset is no longer probable.

Reclassifications

Certain reclassificationshave been madeto conform previously reported datato the current
presentation.



Exhibit 28
Page 13 of 88

KENTUCKY-AMERICAN WATER COMPANY

Notes to Financial Statements (continued)
(Ddllarsin thousands, except par share amounts)

Note 3 - Utility Plant

The componentsof utility plant at December 31 are asfollows:

1999 1998
Water plant
Sources of supply $ 6777 $ 6,778
Treatment and pumping 43,738 41,747
Transmission and distribution 110,753 102,848
Services, meters, and fire hydrants 39,775 36,752
Generd structures and equipment 14,513 13,066
Construction work in progress 6,774 8,400
222,330 209,591
Less- accumul ated depreciation (38,598) (34,972)

$183,732 $174.619

Note 4 - Preferred Stocks

Preferred stock agreements have annual sinking fund payments of $48 in 2000 and $40in
2001 through 2004. The sinking fund paymentson the 4.5% seriesof $8 is mandatory. The 7.9%
seriessinking fund payment of $40 isat the option of the Company.

Preferred stock agreements contain provisionsfor redemption at variousprices on thirty
days noticeat the Company's discretion, except for the 8.47% serieswhichisnot callable prior to
December 1,2001.

In the event of voluntary liquidation of the Company, the 5.5% seriesisredeemable at
$100.50 per share; the other issues are redeemableat $100 per share.

Inthe event of involuntary liquidationof the Company, or government acquisition, all
classesof preferred stocks are redeemableat $100 per share. All of the outstanding shares of the
8.47% series shall be redeemed on December 1,2036 at $100 per share.

Note 5= Long-Term Debt

Maturities of long-term debt will amount to $4,000 in 2000, $13,000 in 2001, $13,000in
2002 and zero in 2003 and 2004.

The general mortgagebond indentures contain clauses restrictingthe declaration of
common stock dividends and other distributionson capital stock if common stockholder's equity
falls below a specified amount. Therewere no restrictions at December 31, 1999.
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KENTUCKY-AMERICAN WATER COMPANY

Notes to Financial Statements (continued)
(Ddllarsin thousands, except per share amounts)

The general mortgage bonds are issuable in series. No bonds senior to the genera
mortgage bonds may beissued so long as general mortgage bonds are outstanding. The amount
of bondsauthorized is unlimited as long as long-term debt does not exceed 65% of capitalization.
Long-term debt is secured by utility plant.

Note6 - Compensating Balancesand Bank Debt

At December 31, 1999 the Company maintained a bank line of credit of $13,840. Thetotal
of the unused line of credit at December 31, 1999 was $8,124. The Company has historically
financed short-term cash requirementsby borrowingsfrom banks which are repaid withthe
proceedsof long-termfinancings. Borrowings under thisline of credit are payable on demand
and bear interest at variablerates. The agreement with the bank has no compensating balance
requirement.

The maximum amount of short-term bank borrowingsoutstanding during 1999 was
$5,716, and the average amount outstanding during the year was $367. The weighted average

annual interest rate on these borrowings during 1999 was 6.7%, and the interest rate at
December 31, 1999 was 6.25%.

Note 7 - Financings
During 1998 the Company completed thefollowing financings:
Date Proceeds Issue
6/17/98 $3,000 General mortgage bonds, 6.99% series due 6/1/28
6/17/98 $6,000 General mortgage bonds, 6.99% seriesdue 6/1/28
6/17/98 $6,000 Common stock, 170,309 shares, no par value

The general mortgage bonds were sold to institutional investorsat a price equal to the
principal amount. The common stock wasissued to American.
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KENTUCKY-AMERICAN WATER COMPANY

Notes to Financial Statements (continued)
(Ddllarsin thousands, except par share amounts)

Note8 - General Taxes

Componentsof general tax expensefor the years presented in the statement of income are
asfollows:

1999 1998
Grossreceiptsand franchise $ 65 § 66
Property and capital stock 1,198 1,089
Payroll 448 422

$1.711 §1.577

Note9 -Income Taxes

Componentsof incometax expense for the years presented in the statement of income are
asfollows:

1999 1998
State income taxes: 7
Current $ 592 § 586
Deferred
Non-current 401 371

$ 993 § 957

Federal income taxes:

Current "$2,439 §$2,426
Deferred
Current 4 1
Non-current 1,369 1,227
Amortization of deferred investment tax credits (85) (85)

$3,727 $3,569
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KENTUCKY-AMERICAN WATER COMPANY

Notes to Financial Statements (continued)
(Ddllarsin thousands, except per share amounts)

A reconciliationof incometax expense at the statutory federal income tax rate to the actual
income tax expenseis asfollows:

1999 1998

Incometax at statutory rate $4,149 §3984
Increases (decreases) resulting from

Statetaxes, net of federal incometaxes 646 622

Flow through differences 44 31

Amortization of investment tax credits (85) (85)

Other, net (34) (26)
Actual income tax expense $4,720 $4,526

Thefollowing table providesthe components of the net deferred tax liability at
December 31:

1999 1998
Deferred tax assets.
Advances and contributions $12,883 §$11,517
Deferred investment credits 765 800
Other 875 . 822

$ 14,523 $ 13,139

Deferred tax liabilities:

Utility plant, principally dueto depreciationdifferences 34,686 31,697
Income taxes recoverablethrough rates 1,704 1,567
other 1,727 1,583

$ 38,117 § 34,847

Net deferred tax liabilities $23,594  $ 21,708

No valuation allowanceswere required on deferred tax assetsat December 31, 1999 and
1998.

NotelO - RateMatters

Asnecessary, the Company appliesto the Commissionfor changesinthe rates charged for
service. Therateincreaserequest is based on the level of operating expenses and capital coststhat
areexpected to be in effect when the rates become effective. The revenues requested are based on
forcasted sales, operating expensesand investmentsfor thetest year selected by the Company.
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KENTUCKY-AMERICAN WATER COMPANY

Notes to Financial Statements (continued)
(Ddllarsin thousands, except per share amounts)

Note 11 - Employee Benefit Plans

Employees Sock Ownership Plan

The Company participatesin an Employees Stock Ownership Plan which providesfor
beneficial ownership of American common stock by all employeesof American and its
subsidiarieswho are not represented by a bargaining unit. Each participating employee can elect
to contributean amount that does not exceed 2% of hisor her wagesfor the preceding year. In
additionto the employee's participation, the Company makes a contribution equivalent to 112 of
1% of each participant'squalified compensationfor the preceding year and matches 100% of the
contribution by each participant. The Company expensed contributionsof $54 in 1999 and $56
for 1998 that it madeto the plan. Thetrusteeof the plan may purchase shares of American
common stock from American at the prevailing market price, on the open market, or from a
qualified stockholder.

Savings Plan for Employees

The Company participatesin a401(k) Savings Plan for Employeessponsored by American.
All Associatescan make contributionsthat are invested at the direction of the employee in one or
morefundsincluding afund consisting entirely of American common stock. During 1999 and
1998, the Company matched 50% of thefirst 4% of each employee's wages contributed to the
plan. The Company expensed matching contributionsto the plan totaling $82 for 1999 and $84
for 1998. All of the Company's matching contributionsare invested in thefund of American
commonstock. Thetrustee of the plan may purchase shares of American common stock from
American at the prevailing market price from American, on the open market, or in aprivate

transaction.

Note 12 - Postretirement and Postemployment Benefits

Pension Benefits

The Company participatesin a noncontributory defined benefit pension plan covering
substantially all employeesof Americanand itssubsidiaries. Benefits under the plan are based on
the employee's years of service and average annual compensation for those 60 consecutive
monthsof employment which yield the highest average. Pension cost of the Company is based
on an allocationfrom American of thetotal cost related to the plan. Information regarding
accumulated and projected benefit obligationsisnot prepared at the subsidiary level. The
Company's policy isto contribute a |east the minimum amount required under the Employee
Retirement Income Security Act of 1974. The Company made no contributionsto theplanin
1999 or 1998. The Company accrued pension costsof $217 in 1999 and $199 in 1998.
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KENTUCKY-AMERICAN WATER COMPANY

Notes to Financial Statements (continued)
(Ddllarsin thousands, except per share amounts)

Postretirement Benefits Other Than Pensions

The Company participatesin an American planthat providescertain life insurance benefits
for retired employeesand certain health care benefitsfor retired employees and their dependents.
Substantially all employees may become eligible for these benefitsif they reach retirement age
whilestill working for the Company. Retirees and their dependents under age 65 can elect either
acomprehensive medical plan under which covered expensesare paid at 80% after an annual
deductible has been satisfied or, amanaged care plan that requires copayments. Employeeswho
elect to retire prior to attaining age 65 are required to make contributionstoward their medical
coverage until attaining age 65. Retirees and their dependentsage 65 and over are covered by a
M edicare supplement plan. Coststo the Company for postretirement benefits other than pensions
are based on an allocation from American of thetotal cost related to the plan. Information
regarding accumulated and projected benefit obligationsis not prepared at the subsidiary level.
The Company made contributionsto trust funds established for these postretirement benefits of
$578in 1999 and $478 in 1998. The Company's policy isto fund postretirement benefits costs
accrued.

Note 13- Related Party Transactions

American Water Works Service Company, Inc. (Service Company), an affiliate, provides
certain management servicesto the Company (administration, accounting, data processing,
engineering, etc.) and other operating water companiesin the American Water Works System on
an at-codt, not-for-profitbasisin accordance with a management and service agreement.
Purchasesof such servicesby the Company were accounted for asfollows:

1999 1998
Included in operation and maintenanceexpenseasa
charge against income $ 931 § 963
Capitalizedin various balance sheet accounts 236 212

$1,167 $1,175

The Company has three operating agreementswith American Anglian Environmental
Technologies, Inc. (AAET), an affiliate, for the lease of granular activated carbon at one of the
Company's water treatment plants. The agreements providefor AAET to regenerate the spent
carbon and return it to the water treatment plant whereit originated. Under the terms of the
agreement, AAET will providecarbon for a period of thirty-six monthsbeginning in March
1997, 1998 and 1999. The carbonis scheduledfor replacement at thirty-six month intervalsand
iswarranted to performto specific standardsduring that period. The Company paid $74 in 1999
and $69 in 1998 under these agreements.
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KENTUCKY-AMERICAN WATER COMPANY

Notes to Financial Statements (continued)
(Ddllarsin thousands, except per share amounts)

Note 14 - Fair Valuesof Financial | nstruments

The following methods and assumptionswere used by the Company in estimating itsfair
value disclosuresfor financial instruments:

Current assetsand current liabilities: The carrying amount reported in the balance sheet
for current assetsand current liabilities approximatestheir fair value.

Preferred stocks with mandatory redemption requirementsand long-term debt: Thefair
values of the Company's preferred stocks with mandatory redemption requirements and
long-term debt are estimated using discounted cash flow analyses based on the Company's
current incremental financingratesfor similar types of securities.

The carrying amountsand fair values of the Company'sfinancial instruments at
December 31 are asfollows:

1999 1998

Carrying Carrying
Amount Fair Value Amount  Fair Value

Preferred stock with mandatory

redemption requirements $ 5468 $ 5118 $ 5516 $ 6,237
Long-term debt, including
current maturities 67,000 62,701 67,000 70,902

Note 15- OperatingL eases

The Company has entered into operatingleasesinvolving certain equipment. Rental
expensesunder operating leaseswere $85 for 1999 and $93 for 1998. The operating leases for
the equipment expire over the next 5 years. Certain leases have renewal optionsfrom one year to

the useful life of the equipment.

At December 31, 1999, the minimum annual futurerental commitmentsunder operating
leasesthat haveinitia or remaining noncancellablelease termsin excessof oneyear are $84in
2000, $68 in 2001 and $47 in 2002, $3 in 2003 and $2 in 2004.

Note 16 - Commitmentsand Contingencies

The Company's construction program for 2000 is estimated to cost approximately $13,250.
Commitmentshave been madein connection with certain projectsincluded in this program.

The Company isroutinely involvedin legal actions. In the opinion of management, none of
these matterswill have amaterial adverseeffect, if any, on thefinancial position, results of
operationsor cash flows of the Company.
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Kentucky-American Water Company

Other Information
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Report of Independent Accountants

Tothe Board of Directors and Stockholder of
Kentucky-American Water Company

Our audit was conducted for the purposeof forming an opinion on the basic financial
statements taken as awhole. The accompanying Historical Review ispresented for purposes of
additional analysisand is not arequired part of the basic financial statements. Such
information, except for that portion marked "unaudited,” on which we expressno opinion, has
been subjected to auditing procedures applied in the audit of the basic financial statements;
and, in our opinion, the information isfairly stated in all material respectsin relation to the

basic financial statementstaken asawhole.

January 28,2000
Philadel phia, Pennsylvania



Kenfucky-American Water Company

Historical Review

(Dollars in thousands, except per customer amounts)

For the Years Ended December 31,1999
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Utility plant (excluding CWIF)
Accurmulated depraciation

Net utifity plant

Net plant per customer*
Construction expenditures
Total assets
Capitalization at year end
Common equi ty
Preferred stock
Long-term debt -
includes eurrent portion

Customers served
Residential *
Commetcial *
Industrial *

Fire service *

Water sales (gallons)
Residential n
Commercial *
industrial *

Public and other*

Annual tales per customer
(gallons)'
Operating revenues
Water service
Residential
Commercial
Industrial
Fire service
Public and other
Wastewater service
Other water revenues

Annual revenue per customer*

Netf income
Coverage ratios

Qn long-term debt interest

before income taxes *
On total interest before
income taxes*
On totalRed charges

including preferred dividends
Before income taxes *

After income taxes "

*  Unaudited

1959 1998 1997 1856 1585 19 1989
$ 215,556 . § 201,191 § 191534 § 1786392 § 164,133 § 158,001 $ 116922
{38,597) (34,972) {30,855) {27,669) (24,808) {22,071) (13,343)
$ 176959 $ 166219 $ 160639 § 151,023 $ 139,225 § 135930 § 103579
$ 1806 § 1,787 ¢ 1,785 §& 173¢ § 1657 § 1638 $ 1,387
$ 18,386 $ 14,137 $ 12721 $ 12949 $ 12,532 $ 8249 $ 8,757
$ 203,600 § 189954 5 178472 § 170509 § 161,861 $ 154,788 § 112,559
$ 58276 § B§B42 0§ 495216 § 45394 0§ 44,112 $ 38316 § 26984
7,038 7,086 7,134 7,182 7,230 T.278 3,518
67,000 67,000 64,000 62,500 2,500 60,000 45280 |
$ 132,314 $ 1300928 $ 120350 § 115,076 $ 113,842 $ 105,594 $ 75782
87 B4 81 78 76 75 87
8 B 7 7 7 7 7
. - 1 1 - - -
1 1 1 1 1 1 1
96 93 £ 1] 87 B84 83 75
5,958 5,720 5,357 5,584 5,339 5,285 4,601
4,336 4,251 4,075 4181 4120 4,189 3,640
1,067 1,144 1,081 281 281 805 783
1,998 1,860 1,759 1,772 1,780 1,801 1651
13,360 12,975 12,272 12,518 12,220 12,200 10.675
138 140 136 144 145 147 143
$ 19534 $ 18886 § 17437 3 16083 § 15709 $ 15014 3 10,344
10,302 10,063 9,451 9,126 9,128 8,599 ‘5,189
1,728 1,848 1,704 1,586 1,591 1,425 828
2,446 2,368 2,281 2,171 2,115 1,880 1,602
4,050 3,057 2,845 3,244 3,235 3,116 1,801
28 29 - - - - -
. 1,018 1,513 1431 444 312 199 151
3 38,104 $ 37744 $ 35243 § 32664 $ 32,087 $ 30,643 g 20,015
% 407 3 406 % 392 ¢ 375 % 382 % 363 % 268
$ 7,134 $ 6,858 $ 6,047 $ 5437 % 5357 $ 4,607 g 2130
3.2 a2 30 2.7 2.7 25 2.0
3.1 3.1 2.9 28 2.6 2.4 17
2.8 2.8 2.6 2.5 2.4 2.2 1.6
2.0 2.0 1.9 19 1.8 1.7 1.3
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REPORT OF INDEPENDENT ACCOUNTANTS

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

In our opinion, the accompanying balance sheet and the related
statements of income and retained earnings, of cash flows, of
capitalization and of common stockholder's equity, present
fairly, in all material respects, the financial position of
Kentucky-American Water Company (a wholly-owned
subsidiary of American Water Works Company, Inc.) at
December 31, 2000 and 1999, and the results of its operations
and its cash flowsfor the years then ended in conformity with
accounting principles generally accepted in the United States
of America. These financial statements are the responsibility of
the Company's management; our responsibility is to expressan
opinion on these financial statements based on our audits. We
conducted our audits of these statements in accordance with
auditing standards generally accepted in the United States of
America which require that we plan and perform the audit to
obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes
examining, on atest basis, evidence supporting the amounts
and disclosuresin the financial statements, assessing the
accounting principles used and significant estimates made by
management, and evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable
basis for our opinion.

W cLp

January 29, 2001
Philadelphia, Pennsylvania

:1 ; W I ¥’aung, .lr
B W_ T__‘fuu_n:g, [nc
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'FINANCIAL STATEMENTS

KENTUCKY-AMERICAN WATER COMPANY - BALANCE SHEET wottags in Tousanps)

December 31,

2000 1999

Property, plant and equipment

Utility plant - at original cost less accumulated depreciation $ 189,424 $183,732
Utility plant acquisition adjustments, net 138 185
189,562 183,917

Nonutility property 250 250

Current assets

Cash and cash equivalents 803 508
Customer accounts receivable 1,768 1,415
Allowance for uncollectible accounts [56]) {50}
Prepaid Tax 641 165
Unbilled revenues 2,085 1,902
Miscellaneous receivables 356 828
Materials and supplies 431 524
Other 321 328

46£.349 oot

Regulatory and other long-term assets

Regulatory asset - income taxes recoverable through rotes 4,405 4,222
Deferred programmed maintenance 3,340 3,133
Preliminary survey and investigation 343 4,154
Debt and preferred stock expense 835 414
Other 5,856 2,055
14,779 13,978

$ 210,940 $ 203,765

KENTUCKY-AMERICANWATER COMPANY 2000 FINANCIAL REPORT
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KENTUCKY-AMERICAN WATER COMPANY - BALANCE SHEET oviars in tHousanps)

CAPITALIZATION AND LIABILITIES

December 31,

2000 1999

Capitalization

Common stock $ 36,569 $ 36,569
Paid-incapital 21 21
Retained earnings 22,730 21,686
Tetal common stockholder's equity 59,320 58,276
Preferred stock without mandatory redemption requirements 1,570 1,570
Preferred stock with mandatory redemption requirements 5,420 5,448
Long-term debt 42,000 63,000
Total capitalization 108,310 128,314

Current liabilities

Notes Payable to Affiliated Company 20,830 5,716
Current portion of long-term debt 13,000 4,000
Accounts payable 1,762 1,240
Taxes accrued 242 340
Interest accrued 688 832
Wages and benefits accrued 473 352
Tax collection payeable 256 236
Other 421 2,633

37.472 15.349

Regulatory and other long-term liabilities

Customer advances for construction 9,795 2,679
Deferred income taxes 27,271 23,594
Deferred investment tax credits 1,811 1,894
Accrued pension expense Q77 1,472
Accrued posfretirement benefits expense 299 299
Other 595 A57

40 748 37 207

Contributions in aid of construction 24,210 22,705
$ 210,040 $ 203,765

The accompanying notes ore on integral port of these financial stafements.
KENTUCKY-AMERICAN WATER COMPANY 2000 FINANCIAL REPORT
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" FINANCIAL STATEMENTS
KENTUCKY-AMERICAN WATER COMPANY - STATEMENT OF INCOME wovuars in tHousanDs)

For the Years Ended

' 2000 1999

Operating revenues $ 38,720 $ 39,104

Operating expenses

Operation and maintenonce 15,467 16,262
Depreciation and amortization 5,184 4,817
Taxes On operating income
General 1,762 1711
State income 042 1,007
Federal income 3,520 3,819
26,875 27,626
Uiility operating income 11,845 ’ 11,478

Otherincome

Allowance for other funds used during construction 397 720
Miscellaneous other income 12 __ 62
12,254 12,260

Other deductions

Miscellunecus other deductions 1,786 358
Taxes on other income cnd deductions
Staie income [ 1461 {24}
Federal income (568 ] (92}
1,072 242
Income before interest charges 11,182 12,018

Interest charges

interest on long-term debt 5,123 5,192

Amortization of debt expense 42 42

Interest on bank debt 538 25

Other interest 30 6
Allowance for borrowed funds used during construction {21C]) {381}

5,523 4,884

Net income S5 B50m $ 7,134

STATEMENT OF RETAINED EARNINGS -

Retained earnings at beginning of year § 21,686 $ 20,252

Net income 5,659 7,134

27,345 27,386

Dividends

Preferred stock 540 543

Common stock 4,075 5,157

4615 5,700

Retained earnings at end of year $ 22,730 $ 21,686

The accompanying notes are an :’nfegrcn' part of these financial statements.

KENTUCKY-AMERICAN WATER COMPANY 2000 FINANCIAL REPORT
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KENTUCKY-AMERICAN WATER COMPANY - STATEMENT OF CASH FLOWS (potiars v tHousanos)

For the Years Ended '

2000 1999
Cash flows from operating activities
Net income $ 5,659 $ 7,134
Adjustments
Depreciation and omortizotion 5,184 4817
Amortizotion. other 594 568
Provision for deferred income taxes 3,610 1,774
Amortization of deferred investment tax credits (85) (85)
Provision for losses on accounts receivable 201 151
Deferred programmed maintenance [539]) {338
Allowance far other funds used during construction (397]) (720)
Pansion aceruaf in excess of (ess than] funding [ 495 217
Other, net [ 439} {1,090)
Changes in current assets and liabilities
Accounts receivable (548} [ 167)
Unbilled revenuer {183) {107
Other current assets 572 [ 409}
Accaunts payable 522 {682)
Taxes accrued (98] 100
Other current liabilities (2,216) 1,883
Net cash provided by operating activities 11,342 13,046
Cash flows from investing activities
Construction expenditures {11,829) { 18,386 }
Allowance for other funds used during construction 397 __ 720
Cost of removal, net af salvage 313 [158)
Net cash used in inverting activities (11,119) (17,824
Cash flows frem financing activities
Repayment of long-term debt [ 12,000)
Net borrowing under line-okredit agreement 15,114 5,716
Dividends paid (4,615 {5700)
Customer advancer and confributions, net of r ef unds 1,621 3,926
Redemption of preferred stock (48] {48 )
Net cash provided by financing activities _ 12 _ 3894
Net increase in cash and cash equivalents 295 (884)
Cash and cash equivalents at beginning of yea! 508 _ 130z
Corh and cash equivalents at end of year $ 803 $ 508
Cash paid during the year for:
Interest, net of capitalized amount $ 5,835 $ 4,818
Income taxes $ 704 $ 2,996

The accompanying notes ore on integrolport of these finonciol stoternents.

HENTUCKY-AMERICAN WATER COMPANY 2000 FINANCIAL REPORT
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'FINANCIAL STATEMENTS |
KENTUCKY-AMERICAN WATER COMPANY - STATEMENT OF CAPITALIZATION wovvars in THousans)

. Call Price December 31,

Per Share 2000 1999

Common Stockholder's Equity

Common stock - no par value, authorized 2,000,000 shares,

issued and outstanding 1,567,391 shares in 2000 and 1999, respectively $ 36,569 $ 36,569
Paid-in capital 21 21
Retained earnings 22,730 21,686

59,320 58,276

Preferred Stocks - $100 par value, authorized 25,000 shares

Without mandatory redemption requirements
Cumulative preferred stock

5.75% series, 4,700 shares $101.00 470 470

5.5% series, 5,000 shares $100.50 500 500

5% series, 6,000 shares $100.00 600 600
1,570 1,570

With mandatory redemption requirements
Cumulative preferred stock
4.5% series, © and 80 shares outstanding in 2000 and

1999 respectively $101.00 8

7.9% series, 9,200 and 9,600 shares issued and
outstanding in 2000 and 1999, respectively $100.00 %20 260
8.47% series, 45,000 shares issued and outstanding $100.00 4,500 4,500
5,420 5,468

Long-Term Debt

General mortgage bonds,

9.83% series due 2000 4,000
8.36% series due 2001 13,000 13,000

7.2 1% series due 2002 13,000 13,000
6.79% series due 2005 5,500 5,500
9.37% series due 2019 - 8,000
6.96% series due 2023 7,000 7,000
7.15% series due 2027 7,500 7,500
6.99% series due 2028 2,000 2,000
55,000 67,000

Less: Current portion of long-term debt HCEARN 4.000
Long-term debt net of current maturities 42,000 43,000
Total capitalization $108,310 $ 128,314

The accompanying notes are on integral par# of these financial statements.
KENTUCKY-AMERICAN WATER COMPANY 2000 FINANCIAL REPORT
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KENTUCKY-AMERICAN WATER COMPANY - STATEMENT OF COMMON STGCKHOLDER'S EQUITY

(DOLLARS IN THOUSANDS, EXCEPI IN SHARE AMOUNTS)

COMMON STOCK COMMON
Retained Stockholder's
Shares  Par Value earnings Equity
Balance at December 31, 1998 $1,567,391 $36,569 $ 21 $20,252 $56,842
Net income - - . 7,134 7,134
Sale of common stock - -
Dividends
Preferred stock (543} [543}
Common stock, $3.29 per share {5,157} [ 5,157}
Balance at December 31, 1999 1,567,391 36,569 21 21,686 58,276
Net income 5,659 5,659
Dividends
Preferred stock [ 540) { 540}
Common stock, $2.60 per share {4,075) {4,675)
Balance at December 31, 2000 $1,567,391 $36,569 $ 21 $22,730 $59,320

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

Notes To Finauncial Statements (poliors in thovsands, except per share amounts)
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NL-',NOIES To Financial Statements (Dollurs in thousunds excepi per shme umaunis)
iGN!Fl_ ANT QCCOQNWNG PGHCEES (CUNTINUEDJ |

d'dlffercnt from the penod in which they would have been reﬂected m mcome by an. unreguiated
ed regulatory assets and liabilities are then reflected in the income statement in the penod i
' .s_ are reﬂected ini the rates charged for service. : B

Jant and Eqmpment

ions to utility pI ant and replacements of retirement units of property are capitalized. Costs include material,

dlrt:u. tabot “and 3 such indirect itemsas engineering and supervision, payroll taxes and benefits, transportation and
an allowance tor hmds used during construction. Repairs, maintenance and minor replacements of property are
charged to Gurrent operations. The cost of property units retired in the ardinary course of business plus removal
cost (net of saivage) is charged to accumulated depreciation. The cost of property, plant and equipment is
deprec1ated using the straight line method. The depreciation rates, based on the average balance of depreciable
property, were 2.61% in 2000 and 2.54% in 1999.

i In accordance with the Commission's regulations, depreciation on contributed facilities is charged to
contnbutlons in ald of construction. Such depreciation amounted to $580 in 2000 and $542 in 1999.

Uuhty plant acqu151t10n ad;ustments include the difference between the purchase price o utility plant and its
original cost (less accumulated depreclatlon) when first devoted to public service. Commission approved utility
plant acquisitton adjustments have been amortized to income over 10 years.

S Cash and Cash Equlvalents
e '.'Substannally all of the Company's cash isinvested in interest bearing accounts. The Company considersall highly
11qu1d investments with a maturity of three months or less when purchased to be cash equivaents. There were no
& ;--cash equxvalents he}d at December 31,2000 or 1999.

Matenals and Supplles
ds 'pphes are. stated at average cost.

ory and O.ther Long-Ter m Assets
I any has r’ecorded a regulatory asset for the additional revenues expected toberedizedas the tax effects

ogrammed mamtenance co' ts are deferred and amortized to current operations on astraight-line basis over a
d tan mg o enween 5 and 15 years, as authorized by the Commission in their determination of rates charged

clitnin ry Sﬁt{réyi-'_aﬁd__'inveStigation charges generdly relate to future construction projects. Management
velieves that 'tﬁese costs-W‘iII ultimately be recovered through rates.

Deb xpense is amortized on 4 straight-line basis over the lives of the respective issues. Call premiums on the
emption of lonig-termi debt, as well as unamortized debt expense, are deferred and amortized to the extent they
w111 be ecoveted rhrough furu e service rates. Expenses of preferred stock issues without sinking fund provisions
ied over 30 years from the date of issue; expenses of issueswith sinking fund provisions are charged to

_perations cl.a a}‘m]_ca arc Lc:r.ucd

Other Current L:abllltles '
; Other current liabilities at December 31, 2000 and 1999 include payables to banks of $0 and $634, respectively,
“which represent checks issued but not presented to the banks for payment, net of the related bank balance.

" KENTHCRY-AMERICAN WATER COMPANY 2000 FINANCIAL REPORT
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Notes To Financial Stuiements (Doltars in thousunds, except per share amounis)

St ameios e

e Company may. receive. advanc,es and contributionsto fund constru tion necessary to extend service o e

“areas. As determined by the Commission, advancesfor :onstruction are refundablefor limited periods of time as
7 new ¢ustomers begin to receive service. Amountswhich are no longer refundableare reclassified to contributions
o inaid of construction.

L _?:-U‘Ei._l.ir':y p}ént funded by contributions is excluded from rate base and is not depreciatedfor rate-making purposes.
" Generdly, advancesand contributionsreceived during the period df January 1,1987 through June 12,1996 have
*"been included i n taxable income and the related property is depreciable for tax purposes. Asaresult of atax lav

change, advances and contributions received subsequent to June 12, 1996 are excluded from taxable income.

On January 11, 2001, the Internal Revenue Service issued regulations that excluded Laterd service linesfrom its
definition of contributions in aid d construction that are not included in taxable income. These customer
connection fees are defined as the cost of installing a connection or service line from the Company's main lines
to thelinesowned by the customer. The regulationswere effective immediately, and the Company is now paying
tax on money or property received for these connections.

Recognition of Revenues

Water service revenuesfor financia reporting purposes include amounts billed to customers on acycle bass and
unbilled amounts based on estimated usage from the date o the latest meter readingto the end of the accounting
period.

Income Taxes

The Company, American and affiliates participate in a consolidated federal income tax return. Federal income
tax expensefor financial reporting purposes is provided on aseparatereturn bass, except that the federa income
tax rate applicable to the consolidated group is applied to separate company taxable income and the benefit of
net operating losses, if any, is recognized currently.

Certain income and expense items are accounted for in different time periods for financial reporting than for
incometax reportingpurposes.Deferred income taxes have been provided on the difference between the tax basis
of assets and liahilitiesand the amounts at which they are carried in the financial statements. These deferred
income taxes are based on the enacted tax rates anticipated to be in effect when such temporary differencesare
expected to reverse. Regulatory assets and liabilities are recognized for the effect on revenues expected to be
redized as the tax effects of temporary differences previoudy flowed through to customers reverse.

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

Allowance for Funds Used During Construction (AFUDC)

AFUDC is anoncash adjustment to income with a corresponding charge to utility plant which representsthe cost
of borrowed funds and a return on equity fundsdevoted to plant under construction. A N D C is recorded to the
extent permitted by the Commission.

Environmental 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 will be incurred and can be reasonably estimated. There were no
remediation costs accrued at December 31, 2000 or 1999.

Asset Impairment

Long-lived assets and certain identifiable intangible assets held and used by the Company are reviewed for
impairment whenever events or changes in circumstancesindicate that the carrying amount of the assets, on a
separate entity basis, may not be recoverable. If thesum of the future cash flows expected to result from the use

HENTUCKY-AMERICAN WATER COMPPNY 2040 FINANCIAL REPORT
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_ _ual d1sp _
tof an impairment: loss IS based on the fa1r value of the assets. A regulatory asset s o

3 P
ve [nstruments’ anxd Hedgmg Act1 ties” (SFAS 133) as amended “This statement estabhshes accountmg
dards for denvatwe instruments and hedging activities. 'SFAS 133 was issued by the Financial
' of 1998 and reqtnres that an ent1ty recogmze all denvatwes as either -

accountmg standard is not expected to have a 51gn1f1cant effect on the Companys
results or operattons ‘The Company’s coniracts that meet the definition of a derivative aré
xpected to result in a phiysical delivery, and are of quantities expected
dim the normal course of busmess The Company has no. hedgmg _

$ 6914;?’--‘ $ 8777

44316 00 43 738
17374 110,753
CA2843 - 39775

' 15430 S 14,513
S 53090 6774
-_'_2_32,-1_86 L 222,330
(42762)  (38,598)
$189,424° . $183,732

PRE RRED_ §?’0€§{S

ed stock : greements'have annual smkmg fund payments of $4O in 2001 through 2005 The 7. 9% series
 fund payment of $4O is at the optlon of the Company G N

agreements contam prov151ons for redemptlon at various: pr1ces on. th1rty days notice at the
on, except for the 8 47% series whtch is not callable pnor to Decem‘oer 1, 2001

) "nvoluntary hquldatlon of the Company, or govemment acqms1t10n, ‘all classes of preferred stocks
able at-$100 per share. All of the. outstandlng shares of the 8. 47% series shall be redeemed on
at $IOO per share : . . . .

CONPAKY 2000 FIHANCIAL REPORT-
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ortgage bond lndentures contam clauses restnctmg the declaratlon of common stock dwrde d:.
1is on capital stock i common stockholder s equri:y faﬂs below a. specrfred amount There Were n

g .T_he general . tgage bonds are 1ssuable in seties. No bonds semor 1o the general mortgage bonds may be 1ssued':; ::j-_'.:
50 long as general mortgage bonds are outstanding. The amount of bonds authorized is, unhmrted as. long as 1ong— S
- ;term debt doe,s” ot exceed 65% of caprtahzatron Long rerm debt is secured by utrhty pIant ' : R

i_{_lraerr b - erﬁue’rr eeeeowaees AND BANK ersr

-'-"Bet:ween ]anuary and June of ZOOO the Company ma1nta1ned an. uncommﬂ:ted hne of credlt W1th a frnancral o
- institution and also maintained a line of credit with one bank. On’ June 29,:2000, the Company eliminated these =
" lines of credit and obtained a line of credit through American Water. Caprtal Corp. (AWCC), an affiliate (see -
" Note 13:'Related Party Transaction). -AWCC is a special putpose ‘corporation that will setve as the pnmary'.-'-'
- funding vehicle for the Company. ‘AWCC has a 364-day $600 million revolving credit agreement with a group. * -
- of 12 domesticand international banks: :No compensating’ ‘balanices are required under the agreement AWCC -
: rnay also issue commermal paper and the revoivrng credrt agreement also supports these bon’owmgs Lo

At Decernber 31 2000 and 1999, there were; $20 830 and $5 716 of short term. borrowrngs outstanchng, s
*. respectively.  The werghted average annual interest rate on these borrowmgs was 6 9?% and 6 70% respectwely
The unused hne of credlt at Deeember 31 2000 was $1 010 ' R L - ¥

---‘}_@se'fr ? eeezeer mreg

'Cornponents of general tax expense for the years presented in r_he staternent of mcome are as follows .

T 2000 1999

B "'.'Gross recespts ond Fronciuse e : S L R $ 80 $ C 65
R Properfy ond capital stock . N Lo 1,239 L ' ],'1:98 e
5 .s,-.PayroH SR L e e M3 A48
b T R T B C81762 8171
. NOTES- meerer TAXES :
Components of income tax expense for the years presented in the statement of income are as follows _
SRR Stuie mcome taxes - : : n— -
‘ E:':-"Currenf PRI EE _ : _ . : $ '7_ % 592
o Deferred o - 3 - - 789 401
 Nomeurrent L : - $ 796 993
" Federal income taxes: -
. Curent - $ 216 $ 2,439
Deferred o
. - Current. ' - 4
_ Non-current 2,821 1,369
* Amortization of deferred investment fax credits {851 {85)
2,952 3,727

KENTUCKY-AMERICAN WATER COMPANY 2800 FINANCIAL REPORT
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| Notes To Flll(ll‘ltiﬂl Stutements (Dollars in thousunds exwpt per shure umnunts)

A reconmhatmn of mcome tax expense at the statutory federal income tax rate to the actuai income. tax expense is. -

2000 1999 _
5 2 ~$ 3,293 $ 4,149 ',;.' o
-.:j. f'increoses (decrecses) resulhng from : o _ _ _ BRI . T
: - Sigte taxes, nef of federal mcome mxes B T 517 L _—646'
*Flow through dlﬁerences AR S AR ... 58 SV O
_::Amorhzutlon of mvesfment tax credﬂs ' Con L B L [85) .- { 85) U

"-'”__:';"'_Actucl income iux expense R ) S 5 SR L $3,748 | $4,720

The followmg table prov1des rhe components of the net deferred tax hab111ty at December 31 L .' s E
. ) _ o : N e 2000 1999 B
Deferred tax assets ' ' SR

 Advances anid contribifions PO PE AR '_$_13,533' 412,883

.:Dei:arred Jnvestment credlis S S LR L e T 731 765
LI R AU S I SUTIRE U SIS . 648 . 875

$14,912 - "$14,523

H'Deferred !'ux l:ublhtles. 3 ;' _ S
36,791 . - 34,686

1,778 1,704
C 36140 1,727

©$42,183 - $38,117
$27271- 7 $23,594

ATy, :
equest is based on’ the 1eve1 of ¢ operatmg expenses and capltal costs that are expected 0 be in effect when the rates:
'ecome‘_ effective_ ‘The revenues requested ate based on forecasted sales, o peratmg expenses and mvestments for the = -

Requested Annual Estnnated Annual _ Estnnated Reévenue.
Effect on Revenues e Effect ‘on Revenues Granted : Reahzed in 2000

$2 171 $2 171 $208

‘Bo the Company and Attomey GeneraIs Qfﬂce have ﬁied petltlons and recelved Commlsswn approval for'_.' :
“reh. anng o 'Speaflc 1ssues addtessed in the1r respectlve petltlons The Commmsmn has Lssued a procedural schedule Fo

ENTUCKY: AMERICAN WATER COMPANY 2000 FINAHCML REPORT :
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Note To Fiﬂﬂl‘ltiﬂl Siute lS(Do!Iurs in thousand: pt per share amounts)

The Company partlelpates in an .Employees Stock Ownershlp Plan 'wht_ch pr0v1des for benefxmai ownershtp of: -
Anmerican: common_stock by all employees. of American and its: subsuitanes who. are ‘not represented-bya .

: bargammg unit. Fach participating employee can elect.to contribute an amount that does not exceed 2% of his -
< or her wages for the preceding year. In’ ‘addition ‘to the: employee s participatiorn;. the Company makes g
f;;_-_'conmbution equ1valent ta 1/2 of 1% of each part1c1pants qualified compensation for the preceding. year. and L
- ‘matches 100% of the: contribution by each { part1c1pant The Company expensed contributions of $69.in 2000 and e
:$54 for 1999 that it made to the plan. The’ trisstee of the plan may purchase shares of Ametican’ common stock w
- 'from Amertcan at rhe prevathng market prlce, on the open market or from a quahfted stockholder : o

".'-:‘_Savmgs Plan for Employees I S L SR T : -
- The Company participates in a 401(1() Savmgs Plan for Employees sponsored by Amencan All Assocmtes can
- make ‘contributions that are invested at the direction of the employee in on¢ or more funds inchuding a fund
- consisting entirely of Amencan common stock. Diring 2000 and 1999, the Comipany matched 50% of the first ="
" 4% of each employee's wages contributed to the plan. The Company expensed matching contributions to the plan
L totaling $83 for 2000 and $82 for 1999, All of the Company s matching’ contributions are 1nvested in the fund'of -
_:'-'--_._Amerlcan common stock. The trustee of the plan may. purchase shares of ‘American common stock from -
e Amencan at. the prevalhng market price from American, on’ the ‘open. market, orina prlvate transaetlon : g

o Tjﬁett n . Pesmn%tmm mae ?@Stt@ﬁ?t@ww %EN%?ETS

Pensxon Benefits _ _ S : : :
" The Company participates in a noncontnbutory defmed beneﬁt pensmn plan covermg substanually all employees

. of American and its subsidiaries. Benefits undet the plan are based on the employee's years of service and avérage -

. annual compensation for those 60 consecutive months of employment which vield the highest average. Pension -

' cost of the. Company is based on an allocation from American of the total cost related to the plan. Information
F regardmg accumulated and pro]ected benefit obligations is not prepared at the subsidiary level. The Company's
© .+ policy is to-contribute at least the minimum amotnt required under the Employee Retirement Incomie Security

o7 Act of 1974 The Company made no contributions to the plan in 2000 or 1999. The Company accrued | pen51on '

costs of$119 in 2000 and $217 in 1999, L _

AL Durl ng 2000 the Company reoognlzed a net settlement gain of $523 relating to the transfer o annuitiesfrom the
-Plan to a separate third-party life insurance company.

"+ Postretirement BenefitsOther Than Pensions
+ - - The Company participatesin an American plan that provides certain life insurance benefitsfor retired employees
- :and certain health care benefits for retired employees and their dependents. Substantially all employees may
- become eligible for these benefitsif they reach retirement age while still working for the Company. Retirees and
- their dependents under age 65 can elect either a comprehensive medical plan under which covered expenses are
. paid at 80% after an annual deductible has been satisfied or, a managed care plan that requires copayments.
- Employees who elect to retire prior to attaining age 65 are required to make contributions toward their medical
- coverage until attaining age 65. Retirees and their dependents age 65 and over are covered by a Medicare
> -supplement plan. Costs to the Company for postretirement benefits other than pensions are based on an
~ alleeation from Americand the total cost related to the plan. Information regarding accumulated and projected
.+ .. benefit obligations is not prepared at the subsidiary level. The Company made contributions to trust funds
=" established for these postretirement benefits of $499 in 2000 and $578 in 1999. The Company's palicy is to fund
.. postretirement benefits costs accrued.
het KENTUCKY-AMERICAN WATER COMPANY 2000 FINANCIAL REPORT
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Notes TO FIIIGI‘ICICII Siuiemenis (Do”urs i Thousunds extepi per share umounis) R
NOTE 52 RELM’EB PARTY TRANSACT%@NS | o | P

Cor pa.ny provrdes certain brllmg, iriserting, and information setvices at cost to AW WS whlch amount_ed to: N
'DOO At December 31 ZOOO no amounts were recelvable from thrs affthate for these servrces S

‘The Company began provrdmg Workspace and rnformatron support system support for associates for the Southeast 2
Region of AWWS in 2000." Charges for direct costs and indirect overhead costs associated with: these associates -
are billed 10’ AWWS on an at-cost, not-for-profit basis, which amounted 1o $9 in 2000 At December 31, 2000 T
net. amounts recervable from th15 affrhate for these servrces were $1 : o

‘Some of the companys assoc1ates have performed services dt cost to AW WS relatmg to the estabhshment by e
'mencan ‘of consolidated customer and shared administrative service centers. The total amount of these services
115 in. ZOOO At December 31 2000 net amounts recewable from thlS affrhate for these ser\nces were $14

‘The Company has three operatrng agreements w1th Amerlcan Water Servrces (AWS), an afﬁhate for the Iease

of granular activated carbon at one of the Company's water treatment plants. The agreements prov1de for AWS .

- toregencrate the spent carbon and retuin it to the warer treatment plant whete it or1gmated Under the termsof .. . .
the agreement,’ AWS will provide carbon for a period of thirty-six months beginning in March 1998,199% and .

2000 The carhon' is scheduled for replacement at: thirty-six month intervals and is warranted to perform o

specific: standards durmg that period The Company pa1d $75 in2000 and $74 n 1999 under these agreements. .

]une 29 C the Company obtarned a line of credrt through Amerlcan Water Cap1ta1 Corporatron {AWCC),
an affiliate. | “The company paid AWCC $39 for fees $23 for prehmtnary costs of Iong—term frnancmgs and $443,
terest on shorr—term borrowmgs . _ L R

urren assets and- current hablhtres The carrymg amount reported m rhe balance sheet for current assets o
bilities approx1mates the1r farr value : - : TR

stocks. w1th rnandatory redemptron requlrements and Iong-term debt' ' The falr values of the
preferred stocks with mandatory. redemption requirements and long-term debt are estimated using -
1y based on the Company s current mcremental fmancmg rdtes for srrmlar types of :

oob_CARmNG i
Amount Fulr Value
.demp__on'reqmremenrs s 5,42 ¥ $ 5504““::." :' D46
rm_ “debt, mc]ud[ng curreni moiurmes ; 55 OOO e _52_,]35".' W 67’000 e ! 62 701

.;a@rr m "jeerar‘rme trrsrs

"The Company has entered into operating leases 1nvolvmg Certain’ equipment Rental expenses under operatlng
- Teases were $81 for 2000 and $85 for 1999. The operating leases for the equipment expire over the next 3 years.
i Certam leases have: renewal optrons from one year to the useful hfe of the equ1pment

"iAt December 31, ZOOO ‘thie minimuth annual futtire rental commitments under operatlng leases that have initial
or reénammg noncancelable lease terms in excess of one year are $66 in 2001 $43 in 2002, $3 in 2003, $2 in 2004
and Q.in 2005 =

E‘@@?E 35 i@é@é‘% ?E@EN?S AE@@ raar N@EN@ ES

o The Company s construction program for 2001 is estlmated to cost approxunately $14, 331 Commrtments have
' --been made in connection with certain pr0] ects included in this program.

R The Company is routmely mvolved in legal actions: In the opinion of management, none of these matters will
o have a matenal adverse effect, if any, on the financial position, results of operations or cash flows of the Company.

"Km’ru’_’ckv—ﬁ_maitm WATER comm_v 2000 FINANCIAL REPORT
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FINANCIAL STATEMENTS
KENTUCKY-AMERICAN WATER COMPANY - HISTORICAL REVIEW

[DOLLARS IN THOUSANDS EXCEPT PER CUSTOMER AMOUNTS)
FOR THE YEARS ENDED DECEMBER 31, 2000

Ukility plant (excluding CWIP) $ 226,877 $ 215556 $ 201,191 $ 191,534 $ 178,692 $ 164,133 $121,781
Accumulated depreciation (42,762)  [38,597]  (34,972) (30,895}  (27,669)  (24908] (14,459
Net utility plant 184,115 $ 176,959 $ 166,219 $ 160,639 $ 151,023 $ 139,225 $ 107,322
Net plant per customer $ 1,80 $ 1,806 % 1,787 $ 1785 % 1,736 $ 1,657
Construction expenditures $ 11,829 $ 18,386 $ 14137 $ 12721 $ 12,949 $ 12,532 $ 6504
Total asseis $ 210,299 $ 203,600 $ 199,954 $ 178,479 $ 170,509 $ 161,861 $119.541
Capitalization ot year end
Common equity $ 59,320 $ 58,276 $ 56,842 $ 49,216 $ 45394 $ 44,112 $ 31,113
Preferred st ock 4,990 7,038 7,086 7,134 7,182 7,230 3,470

Long-term debt -
includes current portion 55,000 67,000 47,000 64,000 62,500 62,500 50,160
$ 121,310 $132,314 $ 130,928 $ 120,350 $ 115,076 $ 113,842 $ 84,743

Customerssewed (000)

Residential * 89 87 84 81 78 76 68

Commercia * 8 8 8 7 7 7 7

Industrial * 1 1

Fire service & other * 2 1 1 1 ; i 1
99 96 93 90 87 84 76

Water sales (million gallons)

Residential * 5,825 5,959 5,720 5,357 5,584 5,339 4,743
Commercial ® 4,234 4,336 4,251 4,075 /;i,l 81 4,120 3,807

Industricl * 973 1,067 1,144 1,081 981 981 852

Public and other* 1,822 1,998 1,860 1,759 1,772 1,780 1,687

12,854 13,360 12,975 12,272 12,518 12,220 11,089

Annual sales per customer (million gallenss]* 130 139 140 136 144 145 146

KENTUCKY-AMERICAN WATER COMPANY 2000 ANNUAL REPORT
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KENTUCKY-AMERICAN WATER COMPANY - HISTORICAL REVIEW (conTinuep)

(DOLLARS IN THOUSANDS EXCEPT PER CUSTOMER AMOUNTS)
FOR THE YEARS ENDED DECEMBER 31, 2000

Operating revenues

Water service

Residential $ 19,577 $ 19,534 $ 18,866 $ 17,437 $ 16,083 $ 15709 $ 11,628
Commercial 10,155 10,302 10,063 9451 2,124 2,125 4,463
Industrial 1,583 1,728 1,848 1,704 1,596 1,591 1,068
Fire service 2,519 2,446 2,368 2,281 2,171 2,115 1,694
Public and other 3,739 4,050 3,057 2,945 3,244 3,235 2,364
Wastewater service 31 28 29 - -
Other water revenues 1,116 1,014 1,513 1,431 444 “312 153

$ 38,720 $ 39,104 $ 37744 $ 35249 $ 32,664 $ 32,087 $ 23,370

Annual revenue per customer* $ 391 $ 407 3% 408 $ 392 % 375 $ 382 $ 308
Net income $ 5,659 $ 7134 $ 6,858 § 6,047 $ 5,437 $ 5357 $ 3,312

Coverage ratios

On long-term debt interest
before income taxer * 2.9 3.2 3.2 3.0 2.7 2.7 2.1

On total interesf
before income taxer* 2.6 3.1 3.1 2.9 2.8 2.6 2.1

On total fixed charges including preferred dividends

Before income taxes * 2.3 2.8 2.8 2.6 2.5 2.4 2.0
After income taxes * 17 2.0 2.0 1.9 1.9 1.8 1.6
*  Unaudited

HENTUCKY-AMERICAN WATER COMPANY 2000 FINANCIAL REPORT
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ENTUCKY-AMERICAN WATER COMPANY

Kentuclky-American Water
Company Service Area

Bk Sales Customers

Jessamine Seuth-E¥harn
City of Versailles

Spears

Midway

Nerih Middletown

Northern Georgetown

QOOOOO

Treatment Plants

Richmond Road Treatment Plani

SERVICE AREA

Kentucky River Treatment Plant
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KENTUCKY-AMERICAN WATER COMPANY

An American Water System Company
2300 Richmond Road
Lexington, Kentucky 40502

Board of Directors

J. James Barr, President & Chief Executive Officer
American Water Works Company, Inc.

G. C. Smith, Director
American Water Works Company, Inc.

Ellen C. Wolf, Vice President & Chief Financial Officer
American Water Works Company, Inc.

Daniel L. Kelleher, Senior Vice President
American Water Works Service Company, Inc.

ChrisE. Jarrett, Chairman of the Board
Kentucky-AmericanWater Company

R. W. Mundy, II, President
Kentucky-AmericanWater Company

W. L. Rouse, Jr.
Rouse Companies

W.T.Young, J.
W.T. Young, Inc.

Elizabeth H. Gemmill, Esg., Managing Trustee
Warwick Foundation

Lindsey W. Ingram, Jr., Esq.
Stoll, Keenon and Park LLP
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PRICEAATERHOUSE( QOPERS

PricewaterhouseCoopers LLP

Two Commerce Square, Suite 1700
2001 Market Street

Philadelphia PA 19103-7042
Telephone {267} 330 3000
Facsimile (267) 330 3300

Report of Independent Accountants

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

In our opinion, the accompanying bal ance sheet and therelated statement of income, of
retained earnings, of cash flows, of capitalization and of common stockholder's equity present
fairly, in all material respects, the financial position of Kentucky-AmericanWater Company (a
wholly-owned subsidiary of American Water Works Company, Inc.) at December 31,2001
and 2000, and the results of its operations and its cash flowsfor the years then ended in
conformity with accounting principles generally accepted in the United States of America
Thesefinancial statementsare the responsibilityof the Company's management; our
responsibilityisto express an opinion on these financial statementsbased on our audits. We
conducted our auditsof these statementsin accordance with auditing standards generally
acceptedin the United States of America, which requirethat we plan and perform the audit to
obtain reasonabl eassuranceabout whether thefinancial statementsare free of material
misstatement. An audit includes examining, on atest basis, evidence supporting the amounts
and disclosuresin the financia statements, assessing the accounting principlesused and
significant estimates made by management, and evaluating the overall financial statement

presentation. Webelievethat our audits provide areasonable basisfor our opinion.

/44'“,‘,,,1;4,, W4 ;?4440/ eepf

February 1,2002



KENTUCKY-AMERICANWATER COMPANY

Balance Sheet
(Dollars in thousands)

Assets
Property, plant and equlpment
Utility ptant - at original cost less accumulated depreciation
Utility plant acquisition adjustments, net

Nen utility property

Current assets
Cash
Customer accounts receivable
Allowance for unecilestible accounts
Unbilled revenues
Prepaid tax
Materials and supplies
Deferred vacation pay
Other

Regulatory and other long-term assets
Deferred business service project expense
Regulalory asset-income iaxes recoverable through rates
Debt and preferred stock expense
Deferred programmed maintenance
Pretiminary survey and investigation
Other

Capitalization and Liabilities
Capitalization
Common stock
Paid-in capital
Retained earnings

Total common stockhoider's equity

Preferred stock
With mandatory redemption requirements
Without mandatary redemplion requirements
Long-term debt

Totat capitalization

Current liabilities
Affiliate borrowings
Current portion of long-term debt
Accounts payable
Taxes accrued
Interest accrued
Tax collections payable
Accrued vacaiion pay
Other

Regulatory and other long-term liabilities
Customer advances for construction
Deferred income taxes
Deferred investment tax credits
Accrued pension expense
Accrued postretirement benefits expense
Other

Contributions in aid of construction
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December 31,

2001 2000
$ 200,792 § 189424
359 138
201,151 189,562
250 250
1,453 803
4,568 1,768
(38) (56)
2,137 2,085
- 641
361 431
252 219
258 458
RAO74 A 49
1,360 164
4,523 4,405
871 835
3,193 3,340
430 179
5,802 5,856
16,179 14,779
§ 223581  $ 210,940
$ 36568 $ 36,589
29 21
24,407 22730
60,997 53,320
5,380 5,420
1,570 1,570
44,500 432.000
112.447 108.310
24,668 20,830
13,000 13,060
967 1,762
261 242
853 688
215 256
252 219
2,035 675
42,254 37,672
9,365 8,795
28,192 27,271
1,726 1,811
1,362 977
299 299
392 595
41,338 40,748
27,517 24,210
$ 223551  $ 210,940

The accompanying notes are an integral part of these financial statements.
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KENTUCKY-AMERICANWATER COMPANY

Statement of Income
(Dollars in thousands)

Years Ended December 31,

2001 2000
Operating revenues $ 41,478 $ 38,720
Operating expenses
Operation and maintenance 17,800 15,467
Depreciation and amortization ' 5,981 5,184
General Taxes 1,831 1,762
25,612 22,413
Utility operating income 15.866 16.307
Other income (deductions)
Allowance for other funds used during construction 300 397
Miscellaneous other income 785 12
Miscellaneous other deductions - (1,786)
Income before interest charges and income taxes 16,951 14,930
Interest charges
Interest on long-term debt 4,767 5,123
Interest on bank debt 486 538
Amortization of debt expense 79 42
Other interest 55 30
Allowance for borrowed funds used during construction (149) {210}
Income before income taxes 11.713 9.407
Provision for income taxes
Federal income taxes 3,711 3,374
State income taxes 992 374
Net income $ 7.010 $ 5,659
Consolidated Statement of Retained Earnings
(Dollars in thousands)
Retained earnings at beginning of year $ 22730 % 21,686
Net income 7,010 5,659

29,740 27,345

Dividends
Preferred stock 537 540
Common stock 4,796 4,075
5,333 4,615
Retained earnings at end of year $ 24407 5 22,730

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



KENTUCKY-AMERICANWATER COMPANY

Statement of Cash Flows
(Dollars in thousands)

Cash flows from operating activities
Net income
Adjustments
Depreciation and amortization
Amortization, other
Provision for deferred income taxes
Amortization of deferred investment tax credits
Provision for losses on accounts receivable
Allowance for other funds used during construction
Pension expense in excess of funding
Deferred regulatory assets
Other, net
Changes in current assets and liabilities
Accounts receivable
Unbilled revenues
Materials and supplies
Other current assets
Accounts payable
Taxes accrued
Interest accrued
Other current liabilities

Net cash provided by operating activities

Cash flows from investing activities
Construction expenditures
Allowance for other funds used during construction
Cost of removal, net of salvage
Payment for acquisition of public service district assets

Net cash used in investing activities

Cash flows from financing activities
Proceeds from long-term debt issuance
Net borrowings (repayments) under line-of-credit agreenteri
Repayment of long-term debt
Customer advances and contributions, net of refunds
Redemption of preferred stock
Dividends paid
Debt issuance cost

Net cash provided by financing activities
Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

Cash paid during the year for:
Interest, net of capitalized amount

Income taxes

Years Ended December 31,

2001 2000
$ 7010 $ 5659
5,981 5,184
1,031 594
899 3,610
(85) (85)
200 201
(300} (397)
385 (495)
{(1,212) (375)
{3,071) (603)
2 (548)

(52) (183)

70 03

167 479
(795} 522
69 (98)

165 (144}
1,352 (2,072)
11,816 11,342
(13,794)  (11,829)
300 397
289 313
(1,686) -
(14,891)  (11,119)
15,500 -
3,837 15,114
(13,000} (12,000}
2,878 1,621
(40) (48)
(5,333) {4,615)
(117} -
3,725 72
650 295

803 508

$ 1453 § 803
$ 5144 § 5,835
$ 3240 $ 704

The accompanying notes are an integral part of these financial statements.
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KENTUCKY-AMERICAN WATER COMPANY
Statement of Capitalization
(Dollars in thousands)
Call Price December 31,
Per Share 2001 2000
Common stockholder's equity
Common stock - no par value, authorized
2,000,000 shares, issued and outstanding 1,567,391 shares
in 2001 and 2000 $ 36,569 36,569
Paid in capital 21 21
Retained earnings 24,407 22,730
50.997 59,320
Preferred stocks - $100 par value, authorized 25,000 shares
Without mandatory redemption requirements
Cumulative preferred stock
5.75% series, 4,700 shares issued and outstanding $ 101.00 470 470
5.5% series, 5,000 shares issued and outstanding $ 100.50 500 500
5.% series, 6,000 shares issued and outstanding $ 101.00 600 600
1,570 1,670
With mandatery redemption requirements
Cumulative preferred stock
7.9% series, 8,800 and 9,200 shares issued and outstanding
in 2001 and 2000, respectively $ 100.00 880 920
8.47% series, 45,000 shares issued and outstanding $ 100.00 4,500 4,500
5,380 5,420
Long-term debt
General mortgage bonds
8.36% series due 2001 - 13,000
7.21% series due 2002 13,000 13,000
6.79% series due 2005 5,500 5,500
6.96% series due 2023 7,000 7,000
7.15% series due 2027 7,500 7,500
6.99% series due 2028 8,000 9,000
Senior notes
6.87% series due 2011 15,500 -
57,500 55,000
Less: Current portion of long-term debt and capital [ease obligation 13,000 13,000
Long-term debt net of current maturities 44,500 42,000
Total capitalization $ 112447 § 108.310

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



KENTUCKY-AMERICAN WATER COMPANY

Statement of Common Stockholder's Equity

Balance at December 31, 1999

Net income
Sale of common stock
Dividends
Preferred stock
Common stock, $2.60 per share

Balance at December 31,2000

Net income
Sale of common stock
Dividends
Preferred stock
Common stock, $3.06 per share

Balance at December 31,2001

(Dollars in thousands)
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Common Stock Paid-in Retained  Stockholder's
Shares Par Value Capital Earnings Equity
1,567,391 $ 36,569 $21 $ 21,686 $ 58,276

5,659 5,659

(540} (540}

(4,075) (4,075)

1,567,391 36,569 21 22,730 59,320
7.010 7,010

(837) (537)

{4,796) (4,796)

1,567,391 $ 36,569 $ 21 $ 24.407 $ 60.997

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

Notes to Financial Statements
(Dollars in thousands)

Note 1 - Organization and Operation

Kentucky-American Water Company (the Company) provides water service to
approximately 103,000 customers and wastewater service to approximately 88 customers. These
servicesare provided in 10 communitieslocated in 10 countiesin the state of Kentucky. Asa
public utility operatingin Kentucky, the Company functions under rules and regulations
prescribed by the Kentucky Public Service Commission (the Commission). The Company is a
wholly-owned subsidiary of American Water Works Company, Inc. (American).

Note 2 - Significant Accounting Policies

Used Estimates

The preparationof financial statementsin conformity with generally accepted accounting
principles requiresmanagement to make estimates and assumptionsthat affect thereported
amountsof assets and liabilitiesand the disclosureof contingent assetsand liabilities a the date
of the financia statements, and the reported amounts of revenues and expensesduring the period.
Actual results could differ from these estimates.

Regulation

The Company hasincurred various costs and received various credits, which have been
reflected as regulatory assets and liabilitieson its balance sheet. Accountingfor such costs and
credits as regulatory assets and liabilitiesisin accordancewith Statement of Financial
AccountingStandards No. 71, " Accountingfor the Effects of Certain Types of Regulation™
{SFAS No. 71). This statement setsforth the applicationof generally accepted accounting
principlesfor those companies whose rates are established by or are subject to approval by an
independent third-party regulator. Under SFAS No. 71, regulated companies defer costs and
credits on the balance sheet asregulatory assets and liabilitieswhen it is probable that those costs
and creditswill be recognizedin therate-making processin a period different from the period in
which they would have been reflected in income by an unregulated company. These deferred
regulatory assets and liabilitiesare then reflected in theincome statement in the period in which
the same amounts are reflected in the rates charged for service.
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Property, Plant and Equipment

Additionsto utility plant and replacementsof retirement units of property are capitalized.
Costsinclude material, direct labor and such indirect items as engineeringand supervision,
payroll taxes and benefits, transportationand an allowancefor funds used during construction.
The costsincurred to acquire and internally devel op computer softwarefor internal use are
capitalized as a unit of property. Repairs, maintenanceand minor replacementsof property are
charged to current operations. The cost of property unitsretired in the ordinary course of business
plusremoval cost (net of salvage) is charged to accumulated depreciation. The cost of property,
plant and equipment is depreciated using the straight-linemethod. The depreciation rates, based
on the average balance of depreciable property, were 2.69% in 2001 and 2.61% in 2000.

In accordancewith the Commission's regulations, depreciation on contributed facilitiesis
charged to contributionsin aid of construction. Such depreciation amounted to $642 in 2001 and

$580 in 2000.
Cash and Cash Equivalents

Substantially al of the Company'scashisinvested ininterest bearing accounts. The
Company considersall highly liquid investmentswith amaturity of three months or lesswhen
purchased to be cash equivalents. There were no cash equivalentsheld at December 31,2001 or
2000.

Materials and Supplies
Materials and supplies are stated at average cost.
Regulatory andlong-Term 4ssets

Deferred business services project expenses consist of reengineering and start-up
activities for consolidated customer and shared administrativeservice centersthat arebeing
established by American. These costs are being deferred asit is expected that these costs will be
recovered in the rates charged for utility servicein the future.

The Company has deferred the cost of increased security measuresthat were implemented
to securefacilities after the terrorist attacks on September 11, 2001. These costs arebeing
deferred asit is expected that these costs will be recoveredin therates charged for utility service
in thefuture.
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The Company has recorded aregulatory asset for the additional revenuesexpected to be
realized as the tax effectsof temporary differences previously flowed through to customers
reverse. Thesetemporary differences are primarily related to the differencebetween book and
tax depreciationon property placed in service before the adoption by the Commission of full
normalizationfor rate-making purposes.

The regulatory asset for income taxes recoverablethroughratesis net of the reduction
expected in future revenues as deferred taxes previously provided, attributableto the difference
between the state and federal income tax rates under prior law and the current statutory rates,
reverseover the averageremaining servicelives of the related assets.

Debt,expenseis amortized over thelives of therespectiveissues. Call premiumson the
redemption of long-term debt, as well as unamortized debt expense, are deferred and amortized
to the extent they will be recovered through futureservicerates. Expensesof preferred stock
issues without sinking fund provisionsare amortized over 30 yearsfrom the date of issue;
expensesof issues with sinking fund provisions are charged to operations as shares areretired.

Preliminary survey and investigation charges generally relate to future construction
projects. Management believesthese costs will ultimately be recovered through rates.

Programmed maintenance costs are deferred and amortized to current operationson a
straight-linebasis over a period ranging between fiveand fifteen years, as authorized by the
Commission in their determination of rates charged for service.

Other Current Liabilities

Other current liabilities at December 31,2001 and 2000 include payables of $929 and $0,
respectively, which represent checksissued but not presented to the bank for payment.

Advances and Contributions in Aid of Construction

The Company may receive advances and contributionsto fund construction necessary to
extend serviceto new areas. As determined by the Commission, advancesfor constructionare
refundablefor limited periods of time as new customers begin to receive service. Amounts
which are no longer refundablearereclassified to contributionsin aid of construction.

Utility plant funded by advances and contributionsis excluded from rate base and is not
depreciated for rate-making purposes. Generally, advances and contributionsreceived during the
period of January 1, 1987 through June 12, 1996 have been included in taxable income and the
related property is depreciablefor tax purposes. Asaresult of atax law change, advances and
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contributions received subsequent to June 12, 1996 are excluded from taxableincome and the
related property is not depreciablefor tax purposes.

On January 11,2001 the Internal Revenue Serviceissued regulations that excluded lateral
servicelines from its definition of contributionsin aid of construction that are not included in
taxableincome. These customer connection fees are defined as the cost of installinga
connection or serviceline from the Company's main lines to the lines owned by the customer.
Theregulationswere effectiveimmediately, but the Company does not have customer connection

fees.
Recognition of Revenues

Water service revenues for financia reporting purposes include amountsbilled to
customerson a cyclebasis and unbilled amounts based on estimated usage from the date of the

latest meter reading to the end of the accounting period.

Income Taxes

The Company, its parent and affiliates participate in a consolidated federal income tax
return. Federal income tax expensefor financial reporting purposesis provided on a separate
return basis, except that thefederal incometax rate applicableto the consolidated group is
applied to separate company taxableincome and the benefit of net operating losses, if any, is
recognized currently.

Certainincome and expenseitems are accounted for in different time periodsfor financial
reporting than for income tax reporting purposes. Deferred income taxes have been provided on
the difference between the tax bases of assets and liabilitiesand the amountsat which they are
carried in thefinancial statements. These deferred income taxes are based on the enacted tax
rates anticipated to bein effect when such temporary differences are expected to reverse.
Regulatory assets and liabilities are recognized for the effect on revenues expected to be realized
as the tax effectsof temporary differencesprevioudy flowed through to customersreverse.

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

Allowancefor Funds Used During Construction (AFUDC)
AFUDC is a non-cash adjustment to income with a corresponding charge to utility plant,

which represents the cost of borrowed funds and areturn on equity funds devoted to plant under
construction. AFUDC is recorded to the extent permitted by the Commission.
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Environmental Costs

Environmental expendituresthat relateto current operationsor provideafuture benefit
are expensed or capitalized as appropriate. Remediation costs that relateto an existing condition
caused by past operations are accrued when it is probable that these costs will be incurred and
can bereasonably estimated. There were no remediation costsaccrued a December 31,2001

and 2000.
Asset Impairment

Long-lived assets and certain identifiableintangibleassetsheld and used by the Company
arereviewed for impai rment whenever events or changesin circumstancesindicate that the
carrying amount of the assets, on a separate entity basis, may not be recoverable. If the sum of
thefuture cash flows expected to result from the use of the assets and their eventual dispositionis
less than the carrying amount of the assets, an impairment lossis recognized. Measurement of an
impairment loss would be based on thefair value of the assets. A regulatory asset is charged to
earningsif and when futurerecovery in ratesof that asset is no longer probable.

New Accounting Standards

On January 1,2001, the Company adopted Statement of Financial Accounting Standards
No. 133, " Accounting for Derivative Instruments and Hedging Activities” (SFAS 133), as
amended. This statement establishes accounting and reporting standards for derivative
instrumentsand hedging activities. SFAS 133 was issued by the Financial Accounting Standards
Board (FASB) in Juneof 1998 and requiresthat an entity recognizeall derivatives as either
assets or liahilitiesin the statement of financial position and measurethoseinstrumentsat fair
value. Thisnew accounting standard did not have any effect on the Company'sfinancial position
or results of operations. The Company's contracts that meet the definitionof aderivativearefor
normal purchasesand normal sales, are expected to resultin a physical delivery, and are of
guantitiesexpected to be used or sold over areasonableperiod in the normal courseof business.
The Company has no hedging activities.

In June of 2001, the FASB issued Statementsof Financial Accounting Standards No. 141,
""Business Combinations” (SFAS 141) and No. 142, " Goodwill and Other Intangible Assets"
(SFAS 142). SFAS 141 requiresall business combinationsinitiated after June 30,2001 to be
accounted for using the purchase method. Under SFAS 142, goodwill and intangibleassetswith
indefinitelives are no longer amortized but are reviewed annually (or more frequently if
impairment indicators arise) for impairment. Separableintangibleassets that are not deemed to
haveindefinitelives will continue to be amortized over their useful lives. The amortization
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provisionsof SFAS 142 apply to goodwill and intangibleassets acquired after June 30, 2001.
With respect to goodwill and intangibleassets acquired prior to July 1,2001, the Companyis
required to adopt SFAS 142 effective January 1,2002. The Company is currently evaluating the
effect that adoption of the provisionsof SFAS 142 that are effective January 1,2002 will have on
itsresults of operations and financial position.

Also in June of 2001, the FASB issued Statement of Financial Accounting Standard No.
143, " Accounting for Asset Retirement Obligations,” (SFAS 143) on the accountingfor
obligations associated with the retirement of long-lived assets. SFAS 143 requiresaliability to be
recognizedin the financial statementsfor retirement obligations meeting specific criteria.
M easurement of theinitial obligationisto approximatefair value with an equivalent amount
recorded as an increasein the value of the capitalized asset.

The asset will be depreciablein accordancewith normal depreciation policy and the
liability will be increased, with a chargeto theincome statement, until the obligationis settled.
SFAS 143 s effectivefor fiscal years beginningafter June 15,2002. The Company is currently
evaluating the effect that adoption of the provisionsof SFAS 143 will have on its results of
operations and financial position.

In August of 2001, the FASB issued Statement of Financial Accounting Standards No.
144, " Accounting for the Impairment or Disposal of Long-Lived Assets,” (SFAS 144) that
replaces Statement of Financial Accounting StandardsNo. 121, ** Accountingfor the Impairment
of Long-Lived Assets and for Long-Lived Assetsto be Disposed of.”" SFAS 144 requires that
one accountingmodel be used for long-lived assets to be disposed of by sale and broadens
discontinued operationsto include more disposal transactions. Under SFAS 144, operating
losses of discontinued operationsare recognized in the period in which they occur, instead of
accruing future operating losses before they occur. SFAS 144 is effectivefor fiscal years
beginning after December 15,2001. The Company is currently evaluating the effect that
adoption of the provisions of SFAS 144 will have on itsresultsof operationsand financial
position.

Reclassifications

Certain reclassificationshave been made to conform previously reported datato the
current presentation.
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Note 3 - Utility Plant
The componentsof utility plant at December 31 are as follows:
2001 000
Water plant
Sources of supply $ 6926 $ 6914
Treatment and pumping 45,017 44,316
Transmission and distribution 125,485 117,374
Services, meters, and fire hydrants 47,024 42,843
General structures and equipment 16,167 15,430
Constructionwork in progress 8,954 5,309
249,573 232,186
Less - accumulated depreciation 48,781 42,762

$ 200,792 % 1RQ 474

Note4 - Preferred Stocks

Preferred stock agreementshave annua minimum sinking fund paymentsof $40 in 2002
through 2006. The 7.9% series sinking fund payment of $40 is at the option of the Company.

Note5 - Long-Term Debt

Maturitiesof long-term debt will amount to $13,000 in 2002, $0in 2003 and 2004,
$5,500in 2005, and $0 in 2006.

The genera mortgagebond indentures, as supplemented, contain clauses restrictingthe
declarationof common stock dividendsand other distributions on capital stock if common
stockholder's equity falls below a specified amount. Therewere no restrictionsat December 31,

2001.

The general mortgagebonds are issuable in series. No bonds senior to the genera
mortgagebondsmay beissued so long as the general mortgage bonds are outstanding. The
amount of bonds authorized is unlimited as long as long-term debt does not exceed 65% of
capitalization. Long-term debt is secured by utility plant.
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Note 6 - Affiliate Borrowings

During 2001, the Company maintained aline of credit through American Water Capital
Corp. (AWCC), an ffiliate(see Note 13: Related Party Transaction). AWCC is a specia
purpose corporation that serves as the primary funding vehiclefor the Company. AWCC has a
364-day $500 million revolving credit agreement with agroup of 10 domestic and international
banks. No compensating balances are required under the agreement. AWCC also issues
commercial paper, and the revolving credit agreement also supports these borrowings.

At December 31,2001 and 2000, there were $24,668 and $20,830 of short-term
borrowings outstanding, respectively. The weighted average annual interest rate on these
borrowingswas 5.60% and 6.97% respectively. The unused line of credit at December 31,2001

was $0.
Note 7 - Financings
During 2001 and 2000 the Company completed the following financings:
Date Proceeds Issue

03/29/01 $15,500 Senior Note, 6.87% due 2011

The senior noteis unsecured and wasissued to AWCC for the principal amount. AWCC
provided the funding for this note by itself issuing $140 million of senior notesto institutional
investorsat a price equal to the principal amount.
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Note 8- General Taxes

Components of general tax expensefor the years presented in the statement of income areas
follows:

2001 2000
Grossreceiptsand franchise § 74 § 80
Property and capital stock 1,313 1,239
Payroll 444 443

$ 1,831 $ 1,762

Note9 - Income T axes

Components of income tax expensefor the years presented in the statement of income are
asfollows:

2001 2000
State incometaxes:
Current $ 782 $ 7
Deferred
Non-current 210 789

$ 992 § 796

Federal income taxes:

Current $ 3,107 $ 216
Deferred
Non-current 689 2,821
Amortization of deferredinvestment tax credits (85) (85)

$3.711 $2,952
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A reconciliationof income tax expense at the statutory federal incometax rate to the
actual incometax expenseis asfollows:
2001 2000
Incometax a statutory rate of 35% § 4,100 $3,293
Increases (decreases) resultingfrom -
State taxes, net of federal income taxes 645 517
Flow though differences 72 58
Amortizationof investment tax credits (85) (85)
Other, net (29) (35)
Actual incometax expense $4,703 $3,748
Thefollowing table providesthe components of the net deferred tax liability at
December 31:
2001 2000
Deferred tax assets:
Advances and contributions $14,697 §$13,533
Deferred investment credits 697 731
Other 806 648

$ 16,200 514,912

Deferred tax liabilities:

Utility plant, principally due to depreciation differences $39,052 $ 36,791
Income taxes recoverable through rates 1,826 1,778
Other 3,514 3,614
44,392 42,183

Net deferred tax liability $28,192 § 27,271

No valuation allowanceswere required on deferred tax assetsat December 31,2001 and
2000.
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Note 10 - Rate M atters

As necessary, the Company appliesto the Commission for changesin therates charged
for service. Therateincreaserequest isbased on thelevel of operating expensesand capital
costs that are expected to bein effect when the rates become effective. The revenues requested
are based on forecasted sales, operating expenses and investments for the test year selected by the

Company.

The Company has received approval from the Commission to increaseits ratesfor service
asfollows:

Effective Requested Annual Estimated Annual Estimated Revenue
Dates Effect on Revenues  Effect on Revenues Granted Realized in 2001
05/09/01 $4,685 $2,568 $2,368

On April 28,2000, the Company filed arate applicationwith the Public Service
Commission of the commonwealth of Kentucky (" Commission™), requesting$5.034 millionin
additional annual revenues that was subsequently revised to $4.685 millionor 11.69%.

On December 12,2000, the Commissionissued an Order adjustingits original Order
dated November 27,2000. The adjusted order corrected errorsin theinitial ruling and reduced
the allowed revenueincrease from $2.518 million to $2.171 million to be effectivefor service
rendered on and after November 27,2000. Revenuesrealized in 2000 from thisincrease are

estimated & $.208 million.

On May 9,2001, afina decision wasissued which addressed appealsfrom
reconsideration made by the Company and the State Attorney General. Thefinal decision
adjusted the authorized revenueincreasefrom $2.171 to $2.568 million or 6.42% of total
operating revenues.

Proposed Asset Protection Charge Tariff’

On November 28,2001, the Company filed an application with the Commission seeking
an asset protectioncharge tariff. The chargeis comprised of two elements: (1) the projected
annual increasein operating expensessince the last general rate casefor the protectionof assets,
and (2) the revenuerecovery of the capital expendituresmade for the protection of assetssince
thelast genera rate case.
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Note 11 - Employee Benefit Plans
Employees Stock Ownership Plan

The Company participatesin an Employees Stock Ownership Plan sponsored by
American, which providesfor beneficia ownership of American common stock by all associates
who arenot included in abargainingunit. Each participating associate can elect to contributean
amount that does not exceed 2% of their wages. In addition to the associate's participation,the
Company makes a contribution equivalent to 2% of each participant's qualified compensation,
and matches 100% of the contribution by each participant. The Company expensed contributions
of $62 for 2001 and $69 for 2000 that it madeto the plan.

SavingsPlanfor Employees

The Company participatesin a401(k) Savings Plan for Employees sponsored by
American. All Associates can make contributionsthat areinvested & their directionin oneor
morefundsincluding afund consisting entirely of American common stock. The Company
matches 50% of the first 4% of each associate's wages contributed to the plan. The company
expensed matching contributionsto the plan totaling $85 for 2001 and $83 for 2000. All of the
Company's matching contributions areinvested in the fund of American common stock.

Note 12 - Postr etir ement Benefits

Pension Benefits

The Company participatesin anoncontributory defined benefit pension plan sponsored by
American covering substantially all associates. Benefits under the plan are based on the
associate'syears of serviceand average annual compensation for those 60 consecutive months of
employment, which yield the highest average. Pension cost of the Company isbased on an
allocation from American of the total cost related to the plan. Informationregarding accumulated
and projected benefit obligationsis not prepared at the subsidiary level. The Company's funding
policy isto contribute at | east the minimum amount required under the Employee Retirement
Income Security Act of 1974. The Company made no contributionto the plan in 2001 or 2000.

In addition, during 2000, the Company recognized a settlement gain of $523 relating to
the transfer of annuities from the plan to a separatethird-party lifeinsurance company. This
settlement gain has been recognized as adecreasein deferred pension costs and accrued pension

costs.
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Postretirement Benefits Other Than Pensions

The Company participatesin an American plan that provides certainlifeinsurance
benefitsfor retired associatesand certain health care benefitsfor retired associates and their
dependents. Substantially all associates may become eligiblefor these benefitsif they reach
retirement age while still workingfor the Company. Retireesand their dependentsunder age 65
are covered by a point-of-service managed care plan that requires co-paymentsor an HMO.
Associateswho elect to retireprior to attaining age 65 are generally required to make
contributionstowards their medical coverageuntil attaining age 65. Retireesand their
dependentsage 65 and over are covered by aMedicare supplement plan. Costs of the Company
are based on an allocation from American of thetotal cost related to the plan. Information
regarding accumulated and projected benefit obligationsis not prepared at the subsidiarylevel.
The Company made contributionsto trust funds established for these postretirement benefits of
$561in 2001 and $499 in 2000. The Company's policy isto fund postretirement benefits costs
accrued.

Note 13 -Related Party Transactions

American Water Works Service Company, Inc. (AWWS), an &ffiliate, providescertain
management services to the Company (administration, accounting, data processing, engineering,
etc.) and other operating water companiesin the American Water Works System on an at-cost,
not-for-profit basis in accordancewith amanagement and service agreement. Purchasesof such
services by the Company were accounted for as follows:

2001 2000
Included in operation and maintenance expense
as acharge against income $ 1,535 $ 1,185
Capitalized in various balance sheet accounts 765 244

$ 2,300 $ 1,429

The Company provided workspace and information support system support for associates
of the Southeast Region of AWWS. Chargesfor direct costs and indirect overhead costs
associated with these associatesare billed to AWWS on an at-cost, not for profit basis, which
amounted to $43 in 2001 and $9 in 2000. At December 31,2001, net amounts receivablefrom

this affiliate for these services were $4.



Exhibit 28
Page 64 of 88

KENTUCKY-AMERICAN WATER COMPANY

Notes to Financial Statements (continued)
(Dollars in thousands)

Some of the Company's associates have performed services at cost to AWWS relating to
the establishment by American of consolidated customer and shared administrativeservice
centers. Thetotal amount of theseserviceswas $217in 2001 and $115 in 2000. At
December 31,2001, net amountsreceivablefrom this affiliatefor these services were $11.

The Company has three operating agreements with American Water Services, (AWS)
Inc., an affiliate, for the lease of granular activated carbon (GAC) at one of the Company's water
treatment plants. The agreementsprovidefor AWS to regenerate the spent material and return it
to the water treatment plant whereit originated. Under the terms of the agreements, AWS will
provide carbon for aperiod of thirty-six months beginningin March 1999,2000, and 2001. The
carbon is scheduled for replacement at thirty-six monthintervalsand is warranted to performto
specific standardsduring that period. The Company paid $82in 2001 and $75 in 2000 to AWS
under these agreements.

The Company maintainsaline of credit through American Water Capital Corp. (AWCC),
an affiliate. The company paid AWCC fees of $47 in 2001 and $39 in 2000, preliminary costs of
long-term financings of $117 in 2001 and $23 in 2000 and interest on borrowings of $486in

2001 and $443in 2000.
Note 14 - Fair Values of Financial Instruments

Thefollowing methods and assumptions were used by the Company in estimatingits fair
value disclosuresfor financid instruments:

Current assets and current liabilities: The carryingamount reported in the balance sheet
for current assets and current liabilitiesapproximates their fair value.

Preferred stocks with mandatory redemption requirements and long-term debt: Thefair
values of the Company's preferred stocks with mandatory redemption requirementsand long-
term debt are estimated using discounted cash flow analyses based on the Company's current
incremental financing ratesfor similar types of securities
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The carrying amounts and fair values of the Company's financial instrumentsat
December 31 are asfollows:
2001 2000
Carrying Fair Carrying Fair
Amount Value Amount Value
Preferred stock with mandatory
redemption requirements $ 5380 $ 5805 $ 5420 $ 5,504
Long-term debt, including current
maturitiesother than obligationsunder
capital leases 57,500 55,961 55,000 52,135

Note 15 - Operating L eases

The Company has entered into operating leasesinvolving certain facilities and
equipment. Rental expensesunder operatingleaseswere $134 in 2001 and $81 for 2000. The
operatingleasesfor their equipment expire over the next six years.

At December 31,2001, the minimum annual futurerental commitments under operating
leasesthat haveinitia or remaining non-cancellablelease termsin excess of oneyear are$61in

2003, $51 in 2004, $50 in 2005, and $34,000 in 2006.
Note 16 - Commitmentsand Contingencies

The Company's construction program for 2002 is estimated to cost approximately
$16,633. Commitmentshave been madein connection with certain projectsincluded in this

program.

The Company is routinelyinvolved in legal actions. In the opinion of management, none
of thesematterswill have amaterial adverseeffect, if any, on thefinancial position or results of

operations of the Company.
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PricewaterhouseCoopers LLP
Two Commerce Square, Suite 1700
2001 Market Street

Philadelphia PA 19103-7042
Telephone {267} 330 3000
Facsimile (267) 330 3300

Report of Independent Accountants

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

In our opinion, the accompanying Historical Review, except for that portion marked

= =audited", on whichwe expressno opinion, isfairly stated in all material respectsin relation
to thefinancial statements, taken asawhole, of Kentucky-AmericanWater Company (a
wholly-owned subsidiary of American Water Works Company, Inc.) for the years ended
December 31,2001 and 2000, which are covered by our reported dated February 1,2002
presented in the first section of thisdocument. Our audit was conducted for the purpose of
forming an opinion on the basic financial statementstaken as awhole. The Historical Review
is presented for purposesof additional analysisand isnot arequired part of the financial
statements. Such information, except for that portion marked™ = audited” has been subjected
to the auditing procedures applied in the audit of the basic financia statements.

W N

February 1,2002



KENTUCKY-AMERICAN WATER COMPANY

Historical Review

{Doliars in thousands, except per customer amounts)

Exhibit 28
Page 68 of 88

For the years ended December 31, 2001 2000 1999 1998 1997 1991
Utility plant (excluding CWIP) $ 240619 § 226,877 § 21555 3 201,191 $ 191,534 § 125,976
Accumulated depreciation (48,781) {42,762) (38,597) (34,972) (30,895) {15,913)
Net utility plant § 191,838 $ 184,115 $ 176859 & 166,219 $ 160,639 § 110,063
Net plant per customer * $ 1,859 1,860 3 1,806 % 1,787 % 1,785 % 1,412
Construction expenditures 3 13,794 % 11,829 % 18,386 14,137  § 12721 8 12,6891
Total assets $ 223551 § 210299 5 203600 § 189954 § 178479 § 128,602
Capitalization at year end
Common equity 3 60,997 3 59,320 5 58,276 3 56842 % 49216 § 32,307
Preferred stack 6,950 6,930 7,038 7.086 7,134 3,422
Long-term debt - includes current portion 57,500 55,000 67,000 67,000 64,000 42,540
$ 125447 3 121,310 % 132314 % 130828 3 120,350 § 78,269
Customers served
Residential 93 89 87 a4 81 70
Commerciai * 8 ] 8 8 7 7
Industrial * - - - - 1 -
Fire service &Other’ 2 2 1 1 1 1
103 99 96 93 a6 78
Water sales (gallons)
Residential 5916 5,825 5,959 5,720 5,357 4,848
Commercial * 4,256 4,234 4,336 4,261 4,075 3,902
Industrial * 901 973 1,067 1,144 1,081 841
Public and other * 1,803 1,822 1,998 1,860 1,759 1,787
12,876 12,854 13,360 12,975 12,272 11,378
Annual sales per customer (gallons)? 125 130 138 140 134 146
Operating revenues
Water service
Residential 3 21512 % 18,577 % 19,534 % 18,866 & 17437 % 12,642
Commercial 10,789 10,155 10,302 10,063 9,451 7,671
Industrial 1,587 1,583 1,728 1,848 1,704 1,185
Fire service 2,567 2,519 2,446 2,368 2,281 1,724
Public and other 3,980 3,739 4,050 3,087 2,945 2,821
Wastewater service 31 3 28 29 - -
Other water revenues 1,012 1,116 1,016 1,513 1,431 163
5 41,478 5 38,720 $ 39,104 $ 37,744 5 35,249 5 28,216
Annual revenue per customer * $ 402 391 5 407 406 392 336
Netincome 5,659 $ 7134 8 6858 & 6.047 8 4411
Coverage ratios
On long-term debt interest before income taxes * 3.4 2.9 3.2 3.2 3.0 27
On total interest befese income taxes * 3.0 28 3.1 3.9 2.9 2.3
On total fixed charges including preferred dividends
Before income taxes * 2.7 23 2.8 28 2.6 2.2
After income taxes * 20 1.7 2.0 2.0 19 1.7

Unaudited
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PRICEAATERHOUSE( COPERS

PricewaterhouseCoopers LLP
Two Commerce Square, Suite 1700
2001 Market Street

Philadelphia PA 19103-7042
Telephone (267) 330 3000
Facsimiile (267) 330 3300

Report of Independent Accountants

To the Board of Directors and Stockholders
Kentucky-American Water Company

In our opinion, the accompanying balance sheets and the related statements of income, of
capitalization, of retained earningsand stockholders' equity and of cash flows present fairly, in
al material respects, the financial position of Kentucky-American Water Company (awholly-
owned subsidiary of American Water Works Company, Inc.) at December 31,2002 and 2001,
and the results of its operations and its cash flows for the yearsthen ended in conformity with
accounting principles generally accepted in the United States of America. These financial
statements are the responsibility of the Company's management; our responsibility is to express
an opinion on thesefinancia statements based on our audits. We conducted our audits of these
statementsin accordance with auditing standards generally accepted in the United States of
America, which requirethat we plan and perform the audit to obtain reasonable assurance about
whether thefinancial statements are free of material misstatement. An audit includes examining,
on atest basis, evidence supporting the amounts and disclosures in thefinancia statements,
assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

W&aﬁ

February 6,2003



KENTUCKY-AMERICAN WATER COMPANY

Preperty, plant and equipment

Balance Sheet
(Dollarsin thousands)

Assets

Utility plant - at original cost less accumulated depreciation

Uhility plant acquisition adjustments, net

MNon utility property

Current assets
Cash
Customer accounts receivable
Allowance for uncollectible accounts
Unbilled revenues
Accounts receivable - associated companies
M aterials and supplier
Deferred vacation pay
Other

Regulatory and other long-term assets
Deferred business service project expense

Remulatory asset-income 1axes recoverable through rates

Debt and preferred stock expense
Deferred programmed maintenance
Preliminary survey and investigation
Crher

Capitalization
Common stack
Paid-in capital
Retained earnings

Total commeon stockhelder's equity

Preferred stock
With mandatory redemption requirements
Without mandatory redemption requirements
Long-1erm debt

Total capitalization

Current liabilities
Notes payable - associated companies
Current p ottion of long-term debt
Accounts payable
Accounts payable - associated companies
Taxes accrued
Interest accrued
Tar coliections pay able
Accrued vacation pay
Other

Regulatory and other long-term liahbilities
Customer advances for construction
Deferred income taxes
Deferred investment tzx credits
Accrued pension expenss
Accrued postretirement benefits expense
Other

Contributions in aid of construction

Commitments and contingencies

Capitalization and Liabilities
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December 31,
2002 2001

k4 206,484  § 200,792
450 359
206,934 201,151
250 250
699 1,453
1,799 1,568
67) (58)
2,118 2,137
200 72
465 361
320 252
640 215
6,174 6,600
1,455 1,360
4,697 4,523
786 871
2,741 3,193
150 430
3,305 5,802
18,134 16,179
5 231492 5 223580
$ 16,569 5 36,569
21 21
25,178 24,407
61,768 60,997
5,340 5,380
1.570 1,570
68,500 44500
137,178 112,447
14,649 24 668
- 13,000
421 998
102 27

89 250
1,457 853
315 215
320 252
1,388 2,035
18,741 42,298
11,047 9,365
31,233 28,174
1,642 1,726
1,675 1,362
299 299
540 392
46,436 41318
$ 231492 § 223,580

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

Statement of Income
(Dollarsin thousands)

Operating revenues

Operating expenses
Operation and maintenance
Depreciation and amortization
General taxes

Utility operating income

Other income (deductions)
Allowancefor other funds used during construction
Miscellaneous other income
Miscellaneous other deductions

Income before interest charges and income taxes

Interest charges
Interest on long-term debt
Interest on bank debt
Amortization of debt expense
Other interest
Allowance for borrowed funds used during construction

Income before income taxes

Provision for income tares
Federal income taxes
State income taxes

Net income

Dividends on preferred stock

Net income to common stock
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Years Ended December 31,

$ 43,627 $ 41,478
20,046 17,800
6,373 5,981
2,201 1,831
28,620 25,612
15,007 15,866

441 300

9 785
(357) -
14,900 16.951
4,691 4,767
252 486
87 79

14 55
211) (149)
10,067 11.713
3,186 3,711
859 992
6,022 7,010
534 537
$ 5488 § 6.473

The accompanying notes are an integral part of these financial statements.
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KENTUCKY-AMERICANWATER COMPANY
Statement of Cash Flows
(Dollars in thousands)
Years Ended December 31,
2002 2001

Cash flawsfrom operating activities
£ 6,022 $ 7,010

Net income
Adjustments:
Depreciation and amortization 6,373 5,981
Amortization, other 1,840 1,031
3,038 899

Provision for deferred income taxes
Amortization of deferred investment tax credits (85) - (83)

Provision for |osses on accounts receivable 258 200
Allowance for other funds used during construction (441) {300)
Pension expense in excess of funding 313 383
Deferred regulatory assets (95) (1,212)
Other, net (2,165) (3,071)
Changes in current assets and liabilities:
Accounts receivable (608) 2
Unbilled revenues 19 {32)
Materials and supplies (104) 70
Other current assets (493) 167
Accounts payable (502} (795)
Taxes accrued (161 69
Interest accrued 604 165
Other current liabilities (479) 1,352
13,334 11,816

Net cash provided by operating activities

Cash flows from investing activities

Construction expenditures (13,904) (13,794)

Allowance for other funds used during construction 441 300
Cost of removal, net of salvage (400) 289
- (1.686)

Payment for acquisition of public service district assets

Net cash used in investing activities {13.863) (14.891)

Cash flows from financing activities

Proceeds from long-term debt issuance 24,000 15,500
Net borrowings (repayments) under iine-of-credit agreement (10,019 3,837
Repayment of long-term debt (13.000) (13,000)
Customer advances and contributions, net of refunds 4,088 2,878
Redemption ofpreferred stock (‘10) (40)
Dividends paid (3,251 (5,333
Debt issuance cost (3) (117
Net cash provided by financing activities (225) 3,723

Net increase (decrease) in cash and cash equivalents (754) 650
Cash and cash equivalents a beginning of year 1,433 803
S 99 % 1453

Cash and cash equivalents at end of y ear

Cash paid during theyear for:

Interest, net of capitalized amount § 4353 § 5144

$ 1,217 £ 3.240

Income taxes

The accompanying notes are an integral part of these financia statements.
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KENTUCKY-AMERICAN WATER COMPANY
Statement of Capitalization
(Dollars in thousands, except per share amounts)

Call Price December 31,
Per Share 2002 2001
Common stockholder's equity
Common stock - no par value, authorized
2,000,000 shares, issued and outstanding 1,567,391 shares
in 2002 and 2001 § 3656% § 36,569
Paid in capital 21 21
Retained earnings 25,178 24,407
61.768 60.997
Preferred stocks - $100 par value, authorized 25,000 shares
Without mandatory redemption requirements
Cumulative preferred stock
5.75% series, 4,700 shares issued and outstanding $ 101.00 470 470
5.5% series, 5,000 shares issued and outstanding $ 106.50 500 500
5.% series, 6,000 shares issued and outstanding $ 101.00 600 600
1.570 1.570
With mandatory redemption requirements
Cumulative preferred stock
’7.9% series, 8,400 and 8,800 shares issued and outstanding
in 2002 and 2001, respectively § 100.00 840 880
8.47% series, 45,000 shares issued and outstanding $ 100.00 4,500 4,500
5.340 5.380
Long-term debt
General mertgage bonds
7.21% series due 2002 - 13,000
6.79% series due 2005 5,500 5,500
6.96% series due 2023 7.000 7,000
7.15% series due 2027 7,500 7,500
6.99%% series due 2028 9,000 9,000
Notes payableto affiliate
5.65% series due 2007 24,000 -
6.87% series due2011! 15,500 15,500
68,500 57,500
Less: Current portion of long-term debt - 13,000
Long-term debt net of current maturities 68.500 44,500
Total capitalization $ 137,178 5 112,447

The accompanying notes are an integral part of these financial statements



KENTUCKY-AMERICAN WATER COMPANY

Statement of Retained Earnings and Stockholders Equity

(Dollars in thousands, except per share amounts)

Balance at December 31, 2000

Net income
Dividends
Preferred stock
Common stock, $2.60 per share

Balance at December 31, 2001

Net income
Dividends
Preferred stock
Common stock, $3.06 per share

Balance at December 31, 2002

The accompanying notes are an integral part of thesefinancial statements.
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Common Stock Paid-in Retained Stockholders'
Shares Par Value Capital Earnings Equity
1,567,391 % 36,569 $21 $ 22,730 $ 59,320

7,010 7.010

- - (537 (537)

. - (4,796) (4,796)
1,567,391 36,569 21 24,407 60,997
- 6,022 6,022

- (534) (534)

- (4.717) 4,717)

1,567,391 $ 36,369 3 21 $ 25,178 § 61,768

-6-
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KENTUCKY-AMERICAN WATER COMPANY
Notes to Financial Statements
December 31,2002 and 2001
(Dollarsin thousands)

Note 1 - Organization and Operation

Kentucky-American Water Company (the Company) provides water service to
approximately 105,000 customers and wastewater service to approximately 84 customers. These
services are provided in 10 communities located in 10 countiesin the state of Kentucky. Asa
public utility operating in Kentucky, the Company functions under rules and regulations
prescribed by the Public Service Commission of the Commonwealth of Kentucky (the
Commission). The Company is a wholly-owned subsidiary of American Water Works Company,

Inc. (American).
Note2 - Significant Accounting Policies

Use of Estimates

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

Regulation
The Company has incurred various costs and received various credits, which have been

reflected asregulatory assetsand liabilitieson its balance sheet. Accounting for such costs and
credits as regulatory assets and liabilitiesis in accordance with Statement of Financial
Accounting Standards No. 71, "' Accounting for the Effects of Certain Types of Regulation™
(SFAS No. 71). This statement setsforth the application of generally accepted accounting
principles for those companieswhose rates are established by or are subject to approval by an
independent third-party regulator. Under SFAS No. 71, regulated companies defer costs and
credits on the balance sheet as regulatory assets and liabilities when it i s probable that those costs
and creditswill be recognized in the rate-making processin a period different from the period in
which they would have been reflected in income by an unregulated company. These deferred
regulatory assetsand liabilitiesare then reflected in the income statement in the period in which
the same amounts are reflected in the rates charged for service.
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KENTUCKY-AMERICANWATERCOMPANY
Notes to Financial Statements
December 31,2002 and 2001
(Dollarsin thousands)

Note 2 (continued)

Property, Plant and Equipment
Additionsto utility plant and replacements of retirement units of property are capitalized.

Costsinclude material, direct labor and such indirect items as engineering and supervision,
payroll taxes and benefits, transportation and an alowance for funds used during construction.
The costsincurred to acquire and internally develop computer softwarefor internal use are
capitalized as a unit of property. Repairs, maintenance and minor replacements of property are
charged to current operations. The cost of property units retired in the ordinary course of business
plus removal cost (net of salvage) is charged to accumulated depreciation. The cost of property,
plant and equipment i sdepreciated using the straight-line method. The depreciation rates, based
on the average balance of depreciable property, were 2.63 % in 2002 and 2.69% in 2001.

In accordance with the Commission's regulations, depreciation on contributed facilitiesis
charged to contributions in aid of construction. Such depreciation amounted to $784 in 2002 and

$642 in 2001.

Cash and Cash Eguivalents
Substantially all of the Company's cash is invested in interest bearing accounts. The

Company considers all highly liquid investments with a maturity of three months or less when
purchased to be cash equivalents. There were no cash equivalents held at December 31,2002 or

2001.

Materials and Supplies
Materialsand supplies are stated at average cost.

Regulatory and Long-Term Assets
Deferred business services project expenses consist of reengineering and start-up

activities for consolidated customer and shared administrative service centers that are being
established by American. These costs are being deferred asit is expected that these costs will be
recovered in the rates charged for utility service in the future.

The Company has deferred $1,703 related to the cost of increased security measures that
were implemented to secure facilities after the terrorist attacks on September 11,2001. These
costs are being deferred asit is expected that these costs will be recovered in the rates charged for

utility servicein the future.

The Company has recorded aregulatory asset for the additional revenues expected to be
realized asthetax effects of temporary differences previously flowed through to customers
reverse. Thesetemporary differences are primarily related to the difference between book and



Exhibit 28
Page 78 of 88

KENTUCKY-AMERICAN WATER COMPANY
Notes to Financial Statements
December 31,2002 and 2001

(Dollars in thousands)

Note 2 (continued)

tax depreciation on property placed in service before the adoption by the Commission of full
normalization for rate-making purposes.

The regulatory asset for income taxes recoverable through ratesis 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 servicelives 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 berecovered through future servicerates. Expenses of prefened stock
issues without sinking fund provisions are amortized over 30 years from the date of issue;
expenses of issues with sinking fund provisions are charged to operations as shares are retired.

Preliminary survey and investigation charges generally relate to future construction
projects. Management believes these costs will ultimately be recovered through rates.

Programmed maintenance costs are deferred and amortized to current operationson a
straight-line basis over a period ranging between five and fifteen years, as authorized by the
Commission in their determination of rates charged for service.

Other Current Liabilities
Other current liabilities at December 31,2002 and 2001 include payables of $600 and

$929, respectively, which represent checks issued but not presented to the bank for payment.

Advancesand Contributions in Aid of Construction
The Company may receive advances and contributionsto fund construction necessary to

extend service to new areas. Asdetermined by the Commission, advances for construction are
refundablefor limited periods of time as new customers begin to receive service. Amounts
which are no longer refundable are reclassified to contributionsin aid of construction.

Utility plant funded by advances and contributionsisexcluded from rate base and is not
depreciated for rate-making purposes. Generally, advances and contributions received during the
period of January 1, 1987 through June 12, 1996 have been included in taxable income and the
related property is depreciable for tax purposes. Asaresult of atax law change, advances and
contributions received subsequent to June 12, 1996 are excluded from taxable income and the

related property is not depreciable for tax purposes.
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KENTUCKY-AMERICAN WATER COMPANY
Notesto Financial Statements
December 31,2002 and 2001

(Dollars in thousands)

Note 2 (continued)

On January 11,2001 the Internal Revenue Service issued regulations that excluded lateral
service lines from its definition of contributions in aid of construction that are not included in
taxable income. These customer connection fees are defined asthe cost of installing a
connection or service linefrom the Company's main linesto the lines owned by the customer.
The regulations were effective immediately, but the Company does not have customer connection

fees.

Recognition of Revenues
Water service revenuesfor financial reporting purposesinclude 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.

Income Taxes
The Company, its parent and affiliates participate in a consolidated federal income tax

retum. Federal income tax expense for financia reporting purposesis provided on a separate
retum basis, except that the federal income tax rate applicable to the consolidated group is
applied to separate company taxable income and the benefit of net operating losses, if any, is

recognized currently.

Certain income and expense items are accounted for in different time periodsfor financial
reporting than for income tax reporting purposes. Deferred income taxes have been provided on
the difference between the tax bases of assetsand liabilities and the amountsat which they are
carried in thefinancial statements. These deferred income taxes are based on the enacted tax
rates anticipated to be in effect when such temporary differences are expected to reverse.
Regulatory assets and liabilities are recognized for the effect on revenues expected to be realized
asthetax effects of temporary differences previously flowed through to customers reverse.

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

Allowancefor Funds Used During Construction (AFUDC)

AFUDC is anon-cash adjustment to income with a corresponding charge to utility plant,
which represents the cost of borrowed fundsand a retum on equity funds devoted to plant under
construction. AFUDC is recorded to the extent permitted by the Commission.

210
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KENTUCKY-AMERICAN WATER COMPANY
Notesto Financial Statements
December 31,2002 and 2001

(Doallarsin thousands)

Note 2 (continued)

Environmental Costs
Environmental expendituresthat relate to current operations or provide afuture benefit

are expensed or capitalized as appropriate. Remediation coststhat relate to an existing condition
caused by past operations are accrued when it is probable that these costs will beincurred and
can be reasonably estimated. There were no remediation costsaccrued at December 31,2002

and 2001.

Asset |mpairment
Long-lived assets and certain identifiable intangible assets held and used by the Company

arereviewed for impairment whenever events or changes in circumstances indicate that the
carrying amount of the assets, on a separate entity basis, may not be recoverable. If the sum of
the future cash flows expected to result from the use of the assets and their eventual disposition is
less than the carrying amount of the assets, an impairment lossisrecognized. Measurement of an
impairment |oss would be based on the fair value of the assets. A regulatory asset is charged to
earningsif and when future recovery in rates of that asset isno longer probable.

Reclassifications

Certain reclassifications have been made to conform previously reported datato the
current presentation.
Note 3 - Utility Plant

The components of utility plant at December 31 are asfollows:

2002 2001
Water plant
Sources of supply $ 7,344 § 6,926
Treatment and pumping 45,561 45,017
Transmission and distribution 133,231 125,485
Services, meters, and fire hydrants 50,763 47,024
General structures and equipment 16,605 16,167
Construction work in progress 7,223 8,954
260,727 249,573
Less - accumulated depreciation (54,243) (48,781)

TN/ 424 [ T a¥alaXala]

-11-



Exhibit 28
Page 81 of 88

KENTUCKY-AMERICAN WATER COMPANY
Notesto Financial Statements
December 31,2002 and 2001

(Dallarsin thousands)

Note 3 (continued)

Depreciation expense amounted to $5,620 in 2002 and $5,374 in 2001.

Note 4 -Preferred Stocks

Preferred stock agreements have annual minimum sinking fund payments of $40 in 2003
through 2007. The 7.9% series sinking fund payment of $40 is at the option of the Company.

Note5 - Long-Term Debt

Maturities of long-term debt will amount to $0 in 2003 and 2004, $5,500 in 2005, $0 in
2006 and $24,000 in 2007.

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

2002.

The general mortgage bonds are issuable in series. No bonds senior to the genera
mortgage bonds may be issued so long as the general mortgage bonds are outstanding. The
amount of bonds authorized is unlimited as long aslong-term debt does not exceed 65% of
capitalization. Long-term debt is secured by utility plant.

The senior notes are unsecured and were issued to American Water Capital Corp.
(AWCC) for the principal amount. AWCC provided the funding for thisnote by itself issuing
senior notes to institutional investors at a price equal to the principal amount.

Note 6 - Affiliate Borrowings

During 2002, the Company maintained aline of credit through AWCC, an affiliate (see
Note 12). AWCC has a 364-day $500 million revolving credit agreement with agroup of 11
domestic and international banks. No compensating balances are required under the agreement.
AWCC also issues commercia paper, and the revolving credit agreement also supports these

borrowings.

At December 31,2002 and 2001, there were $14,649 and $24,668 of short-term
borrowings outstanding, respectively. The weighted average annual interest rate on these
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KENTUCKY-AMERICANWATER COMPANY
Notesto Financial Statements
December 31,2002 and 2001
(Dollars inthousands)

Note 6 (continued)

borrowings was 2.27% and 5.60% respectively. The unused line of credit at December 31,2002
was $7,851.

Note7 - General Taxes

Components of general tax expensefor the years presented in the statement of income areas
follows:

2002 2001
Gross receipts and franchise $ 75 § 74
Property and capital stock 1,685 1,313
Payroll 441 444

$2,201 $1,831

Note 8- Income Taxes

Components of income tax expense for the years presented in the statement of income are
asfollows:

2002 2001

State income taxes:
Current

Deferred
Non-current

$ 407 $ 782

452 210
$ 859 § 992

Federal income taxes:
$ 6385 $3,107

Current

Deferred
Non-current 2,586 689
Amortization of deferred investment tax credits (85) (85)

$3,186 $3,711
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KENTUCKY-AMERICAN WATER COMPANY
Notesto Financial Statements
December 31,2002 and 2001

(Dollars in thousands)

Note 8 (continued)

A reconciliation of income tax expense at the statutory federal incometax rate to the
actual income tax expenseisasfollows:

2002 2001
Income tax at statutory rate of 35% $3,523 $4,100
Increases (decreases) resultingfrom -
State taxes, net of federal income taxes 558 645
Flow through differences 10 72
Amortization of investment tax credits (85) (85)
Other, net 39 (29)
Actual income tax expense $4,045 $4,703
The following table provides the components of the net deferred tax liability at December 31:
2002 2001
Deferred tax assets:
Advances and contributions $ 4,038 $ 3,927
Deferred investment credits 662 731
Deferred OPEB 121 121
Other - Pension 676 550
Other b,111 2,164
6.608 7.493
Deferred tax liabilities:
Utility plant, principally due to depreciation differences 31,571 29,342
Utility plant acquisition adustments 182 145
Income taxes recoverable through rates 1,031 1,013
Deferred security costs 687 120
Deferred financiaf and customer service costs 222 184
Other 4,148 4,863

37,841 35,667

e 174

Net deferred tax Liabikity $ 31,233

No valuation allowances were required on deferred tax assets at December 31,2002 and
2001, as management believesit is more likely than not that these assets will be realized.

.14.
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KENTUCKY-AMERICAN WATER COMPANY
Notesto Financial Statements
December 31,2002 and 2001

(Dollars in thousands)

Note 9 - Rate Matters

Ass necessary, the Company applies to the Commission for changes i n the rates charged
for service. Therateincrease request is based on the level of operating expenses and capital
costs that are expected to bein effect when the rates become effective. The revenuesrequested
are based on forecasted sales, operating expenses and investments for the test year selected by the

Company.

The Company has received approval from the Commission to increaseits rates for service
asfollows:

Effective Requested Annual Estimated Annual Estimated Revenue
Dates Effect on Revenues  Effect on Revenues Granted Realized in 2001
05/09/01 $4.,685 $2,568 $2,368

On April 28,2000, the Company filed a rate application with the Commission, requesting
$5.034 million in additional annual revenues that was subsequently revised to $4.685 million or

11.69%.

On December 12,2000, the Commission issued an Order adjusting itsoriginal Order
dated November 27,2000. The adjusted order corrected errorsin the initial ruling and reduced
the allowed revenue increase from $2.518 million to $2.171 million to be effectivefor service
rendered on and after November 27,2000.

On May 9,2001, afinal decision was issued which addressed appealsfrom
reconsideration made by the Company and the State Attorney General. The final decision
adjusted the authorized revenue increase from $2.171 to $2.568 million or 6.42% of total
operating revenues.

Note 10 - Employee Benefit Plans
Employees Stock Ownership Plan

The Company participates in an Employees Stock Ownership Plan sponsored by
American, which provides for beneficial ownership of American common stock by all associates
who are not included in a bargaining unit. Each participating associate can elect to contribute an
amount that does not exceed 2% of their wages. In addition to the associate's participation, the
Company makes a contribution equivalent to }:% of each participant's qualified compensation,
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KENTUCKY-AMERICAN WATER COMPANY
Notes to Financial Statements
December 31, 2002 and 2001

(Dallars in thousands)

Note 10 (continued)

and matches 100% of the contribution by each participant. The Company expensed contributions
of $59 for 2002 and $62 for 2001 that it made to the plan. See Note 16 regarding the sale of

American's common stock.

Savings Plan for Employees

The Company participatesin a401(k) Savings Plan for Employees sponsored by
American. All Associates can make contributions that areinvested at their direction in one or
more funds including afund consisting entirely of American common stock. The Company
matches 50% of the first 4% of each associate's wages contributed to the plan. The Company
expensed matching contributions to the plan totaling $93 for 2002 and $85 for 2001. All of the
Company's matching contributions are invested in the fund of American common stock. See

Note 16 regarding the sale of American's common stock.
Note 11 - Postretirement Benefits

Pension Benefits
The Company participates in a noncontributory defined benefit pension plan sponsored by

American covering substantially all associates. Benefits under the plan are based on the
associate's years of service and average annual compensation for those 60 consecutive months of
employment, which yield the highest average. Pension cost of the Company is based on an
allocation from American of the total cost related to the plan. Information regarding accumulated
and projected benefit obligationsis not prepared at the subsidiary level. The Company's funding
policy isto contribute at least the minimum amount required under the Employee Retirement
Income Security Act of 1974. The Company made contributions to theplan of $216 in 2002 and

no contributionsin 2001.

Postretirement Benefits Other Than Pensions

The Company participates in an American plan that provides certain lifeinsurance
benefits for retired associates and certain health care benefitsfor retired associates and their
dependents. Substantially all associates may become eligible for these benefits if they reach
retirement age while still working for the Company. Retirees and their dependents under age 65
are covered by a point-of-servicemanaged care plan that requires co-payments or an HMO.
Associates who elect to retire prior to attaining age 65 are generally required to make
contributionstowards their medical coverage until attaining age 65. Retirees and their
dependents age 65 and over are covered by a Medicare supplement plan. Costs of the Company
are based on an allocation from American of the total cost related to the plan.

16-
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December 31,2002 and 2461

(Dallars in thousands)

Note 11 (continued)

Information regarding accumulated and projected benefit obligationsis not prepared at
the subsidiary level. The Company made contributions to trust funds established for these
postretirement benefits of $560 in 2002 and $561 in 2001. The Company's policy isto fund
postretirement benefits costs accrued.

Note 12 - Related Party Transactions

American Water Works Service Company, Inc. (AWWS), an affiliate, provides certain
management services to the Company (administration, accounting, data processing, engineering,
etc.) and other operating water companiesin the American Water Works System on an at-cost,
not-for-profit basis in accordance with a management and service agreement. Purchases of such
services by the Company were accounted for as follows:

2002 2001
Included in operation and maintenance expense
as a charge against income $2,532 $1,535
Capitdized in various balance sheet accounts 654 765

$3,186 $2,300

The Company provided workspace and information system support for associates of the
Southeast Region of AWWS. Chargesfor direct costs and indirect overhead costs associated
with these associates are billed to AWWS on an at-cost, not for profit basis, which amounted to
$15in 2002 and $43 in 2001. At December 31,2002, there was no outstanding receivable from

this affiliate for these services.

Some of the Company's associates have performed services at cost to AWWS relating to
the establishment by American of consolidated customer and shared administrative service
centers. Thetotal amount of these services was $148 in 2002 and $217 in 2001. At
December 31,2002, net amounts receivable from this affiliate for these services were $47.

The Company has three operating agreements with American Water Services, Inc.
(AWS), an effiliate, for the lease of granular activated carbon at one of the Company's water
treatment plants. The agreements provide for AWS to regenerate the spent material and return it
to the water treatment plant where it originated. Under the terms of the agreements, AW S will
provide carbon for a period of thirty-six months beginning in each of March 1999,2000, and
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Note 12 (continued)

2001. The carbon is scheduled for replacement at thirty-six month intervals and iswarranted to
perform to specific standards during that period. The Company paid $87 in 2002 and $82 in
2001 to AWS under these agreements.

The Company maintains a line of credit through AWCC, an affiliate. The company paid
AWCC feesof $61 in 2002 and $47 in 2001, preliminary costs of long-term financings of $3 in
2002 and $117 in 2001 and interest on borrowings of $252 in 2002 and $486 in 2001.

Note 13 - Fair Values of Financial | nstruments

The following methods and assumptions were used by the Company in estimating itsfair
value disclosures for financial instruments:

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

Preferred stocks with mandatory redemption requirements and long-term debt: The fair
values of the Company's preferred stocks with mandatory redemption requirements and long-
term debt are estimated using discounted cash flow analyses based on the Company's current
incremental financing rates for similar types of securities.

The canying amounts axd fair values of the Company's financial instruments at
December 31 are asfollows:

2002 2001
Carrying Fair Carrying Fair
Amount Value Amount Value
Preferred stock with mandatory
redemption requirements $ 5,340 $ 5,287 § 5,380 $ 5,805
Long-term debt, including current
meaturities 68,500 69,256 57,500 55,961

Note 14 - Operating L eases

The Company has entered into operating leases involving certain facilities and
equipment. Rental expenses under operating leases were $176 in 2002 and $134 in 2001. The
operating leasesfor their equipment expire over the next six years.
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Note 14 (continued)

At December 31,2002, the minimum annual future rental commitments under operating
leases that haveinitial or remaining non-cancellable lease terms in excess of one year are $120 in
2004, $81in 2005, $38 in 2006 and $22 in 2007.

Note 15 - Commitments and Contingencies

The Company's construction program for 2003 is estimated to cost approximately
$13,123. Commitments have been made in connection with certain projectsincluded in this

program.

In connection with the merger of American with RWE Aktiengesellschaft (RWE, see
Note 16}, the Company issubject to an order from the Commission that requiresthat no rate
filings will be submitted until March 2004.

The Company isroutinely involved in legal actions. In the opinion of management, none
of these matters will have a material adverse effect, if any, onthe financial position or results of

operations of the Company.
Note 16 - Subsequent Event - Merger with RWE Aktiengesellschaft

On September 16, 2001, American entered into an Agreement and Plan of Merger (the
Agreement) with RWE and Thames Water Aqua Holdings GmbH (Thames), which is RWE’s
holding company for its global water business, to merge with a subsidiary of RWE and become a
wholly owned indirect subsidiary of RWE. The transaction was approved at a special meeting of
the stockholders of American on January 17, 2002. On January 10, 2003, Apollo Acquisition
Company, a Delaware corporation, merged (the Merger) with and into American, pursuant to the
Agreement, with American surviving the Merger. Pursuant to the Agreement, each issued and
outstanding share of common stock, par value $1.25 per share, of American has been canceled
and converted into the right to receive $46.00 in cash without interest, plus a stub period
dividend of $0.2153333 per share. Asaresult of the Merger, American became a wholly owned
subsidiary of Thames Water Aqua US Holdings, Inc., a wholly owned subsidiary of Thames.
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