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American
. Water

Report Status: Final +3
Year & Month: 2002 - August
Operating Unit: Kentucky

BusinessSegment:  Regulated Subsidiaries

L FINANCIAL. PERFORMANCESUMMARY INPUT

Financial Results

Water revenues were over budget $382,532 for August, due to moderateto severe
drought conditionsin Central Kentucky. Heavy rainfall earlierin the year providing
adequate water levelsin the Kentucky River coupled with improvementsin permitted
treatment plant output, allowed KAWC to manage demand needs and avoid water
restrictions. The positive variance bringsthe actual revenueswithin 1.76% of the YTD
budget. Other expenses negatively impacting the increased revenuesfor the month, were
labor costs exceeding plan by $34,000, fleet maintenance of $20,000, sludge removal of
$89,000, and purchased bottled water for area hospitals during city wide boil advisory, of
$16,000.

Operations
Water Supply and Production Facilitiesto meeting demands:

Levelsof the Kentucky River have remained below average flow for several weeks,
approaching 20% of the norm. Demands havefallen off slightly dueto recent rainsand
cooler Fall westher.

During the month of August, Kentucky American saw record pumpage totals. On
Monday, August 5,2002, Kentucky American had a new al-time maximum day
pumpage of 71.82 million gallons per day. Operation of the facilities was normal, and
water quality was excellent. Meeting this demand without incident confirmed the
temporary re-rating of the Kentucky River Stationto 45.0 million gallons per day during
summer months and the operational capacity of the Kentucky River Station at 48.0 mgd.
There were no unusual circumstancesthat contributed to the max day such as main
breaksor alargefire event. The previous max day was June 13,2000 at 66.37 mgd.
Kentucky American followed up this demand with a 70.23 mgd demand on August 9™,
For thefirst 11 days of August, demands exceeded 60 mgd. Demands haveremainedin
the upper 50s and low 60s even into early September.

Construction

Total capital expendituresas of theend of August are $8.7 million below the plan amount
of $11.7 million. Thisisdue primarily to Item-A expenditures, which are $1,500,000
below plan, and the delay of the Richmond Road Station Hydraulic Improvements due to
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adelay in permit receipt from the Division of Water, equating to $1 million below the
planned amount to date. Kentucky American received Certificate of Convenience and
Necessity from the PSC and started construction August 13 on the RRS Hydraulic
Improvements but the project will now carryover into 2003. Pipeline relocations due to
Highway projects will exceed the originally planned amount by year-end due to the
accelerated completion of the Paris Pike widening project.

High profile projects

Asdiscussed in previous correspondence, the Kentucky Public Service Commission
established a proceeding in May 2001 to investigate the source of supply situation of
Kentucky-American. The PSC has delayed the proceedings and has not issued a new
schedule while the RWE merger case is ongoing although a procedural scheduleis
expected to be issued in September. The Bluegrass FLOW group has moved to intervene
in the water supply case KAWC has petitioned the Commission to deny this intervention
based on the belief that FI.OW’s concerns were being adequately represented by the
Attorney General and the Lexington-Fayette Urban County Government.

The Bluegrass Water Supply Consortium is continuing to move forward with its study
after grant money, released in late May, was delayed by the EPA and KY DOW. The
Consortium now hopesto have its selected consultant, O’Brien and Gere Engineers,
under contract by the end of September. This study will recommend aregional solution
to the water treatment capacity deficits of the region, and identify an implementation plan
that will include a probable resolution of the source of supply deficit. There have been
some minor protests that the Consortium has not been open to the public, and the
Consortium has responded with a series of public workshops as part of the study process.

Health and safety compliance
During the month of August there were no accidents or claims reported to the insurance

carrier.

Current Year Prior Year
Month YTD Month YTD
Chargeable Vehicle 0 3 0 6
Total Lost Time 0 4 1 1
Public Liability Claims 0 18 1 11

KRS Power Outage, Distribution Pressure Loss and System Boil Advisory

Dueto a power outageto KRS on July 31%, pressure was lost in asignificant portion of
our distribution system including the University of Kentucky and the heavily developed
South end of the city/county. Power was restored within an hour and total pressure soon
thereafter. A system wide boil advisory wasissued by KAWC until results of samples
collected throughout the system were clear (3:40pm August 1¥). Water Quality worked
closely with other KAWC associates and various state and local drinking water and
health agencies, and local businesses and institutions, throughout to address concerns
during the boil advisory. Telephone service was also interrupted during the first 5 hours
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following of the water outage and boil advisory making cell phones a critical means of
communication. Customer service addressed around 600 inquiries from customers
specifically regarding the boil advisory. KAWC met with staff members of the PSC and
submitted a report on this occurrence to the PSC on August 7™ KAWC hasalso met
with Kentucky Utilities to review this specific incident.

Economic Regulation
The Kentucky Public Service Commission issued an Order on August 15,2002 in

Administrative Case 386, which clearly indicates that the Commission islooking to
eliminate the requirement for developer refunds on main extensions. The Commission
indicated in the Order that it istheir belief that the developers actually recover the cost of
the mainstwice, first in the price of the home or lot, then in the refund. A number of the
smaller utilitiesin the case expressed concern over this polity. Kentucky American had
responded to the questions posed in the Case, and will participate in the hearing on
September 23 to discuss changesin the regulation. The PSC regulation now requiresa
refund in the amount up to the equivalent cost of fifty feet of pipe.

Regional I ssues

Condemnation

To date, Kentucky American has received approximately 9,778 responsesin the form of
phonecalls, reply cards, letters, petitions, and emails. Of these responses, 9,374, or
95.9% oppose a government takeover of Kentucky American. We continue to hear from
consumers as aresult of the media campaigns currently underway, aswell as through
mailingsthat are conducted by the Coalition Against a Government Takeover.
Individuals and organizations continue to join the Coalition.

Conservation Education

To comply with aKentucky Public Service Commission Order regarding conservation-
related expenditures, Kentucky American will conduct a media campaign this Fall, to
begin later this month, promoting water conservation and leak detection and repair.
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American
Water
Report Status: Final +3
Year & Month: 2002 - September
Operating Unit: Kentucky

Business Segment:  Regulated Subsidiaries

Financial Results

Water revenues were over budget $295,286 in September, due to moderate to severe drought
conditionsin Central Kentucky during August. Heavy rainfall earlier in the year providing
adequate water levelsin the Kentucky River coupled with improvementsin permitted treatment
plant output, allowed KAWC to manage demand needs and avoid water restrictions. The
positive variance brings actual revenuesin line with the YTD budget.

Operations
Water Supply and Production Facilitiesto meet demands:

Current levels of the Kentucky River are above average flow after heavy rains following two
hurricanesin the Gulf of Mexico. Cooler fall water combined with the rain has caused demands
to drop to normal levels.

Construction

Total capital expenditures as of the end of September are $9.7 million and below the original
plan amount of $13.2 million. Thisisdue primarily to Item A expenditures which are
$1,600,000 below plan, and the delay of the Richmond Road Station Hydraulic Improvements by
the Division of Water. Kentucky-American received Certificate of Convenience and Necessity
from the PSC and started construction August 13 on the RRS Hydraulic Improvements but the
project will now carryover into 2003. New services are at 1,861 and are on target for 2,350 by
year-end. Additionaly, pipe relocations due to Highway projects will exceed the originally
planned amount by year-end due to the Paris Pike widening project being completed ahead of
our schedule by the Highway Department. A revised IP has been submitted to System
Engineering to accommodate increased relocations, which will be offset by the reduced RRS
Hydraulic Improvements expenditures, reduced New Columbus expenditures, and an increasein
contributions. Kentucky-American continues to operate at the internally generated funds level.

High profileprojects

Asdiscussed in previous correspondence, the Kentucky Public Service Commission established
aproceeding in May 2001 to investigate the source of supply situation of Kentucky-American.
The PSC has delayed the proceedings and has not issued a new schedule while the RWE merger
case is ongoing although a procedural schedule was expected to be issued in September. The
Bluegrass FLOW group has moved to intervene in the case. KAWC has petitioned the
Commission to deny based on the belief that their concerns were adequately represented by the
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Attorney General and the Lexington-Fayette Urban County Government. A revised procedural
schedule has not been issued yet.

The Bluegrass Water Supply Consortium is continuing to move forward with its study. Grant
money wasfinaly released in late May, but there seemsto be some minor bureaucratic
paperwork that continues to delay the start of the study. The DOW, asthe grant administrator
for the EPA hasjust this week given the Consortium approval to sign the contract with O’ Brien
and Gere. The study is expected to take up to nine months to complete, pushed back well into
2003. The public forum was held in Lexington on August 6™ by the Consortium to begin the
public input process for the study. About 200 people attended, though most were interested in
the LFUCG Condemnation issue or were local consulting engineers.

The Richmond Road Station hydraulic improvements were under construction in early August
after Kentucky-American received a Certificate of Convenience and Necessity application from
the Public Service Commission. The regulatory approval delays have caused construction to
carry over into thefirst quarter of 2003, but will be completed well before summer. These
improvements will allow Kentucky-American to actually produce up to 30 mgd water during
high demand periods, while maintaining EPA Partnership water quality goals.

Health and safety compliance

During the month of September there was one lost-time accident and two public liability claims
that were submitted to the insurance carrier. A meter reader stepped over arock and twisted her
foot. In the process she broke two bonesin her foot. Both general liability claims were related
to individualsthat alleged they sustained an injury as aresult of an unsecured meter box.

Current Y ear Prior Y ear
Month YTD Month YTD

Chargeable 0 3 0 6
Vehicle

Total Lost Time 1 5 0 1

Public Liability Claims 2 18 5 10
Business Growth
Owenton

We continue to work closely with Mayor Wotier, water and sewer board Chairman Chuck Gill,
and County Judge Executive O’Banion toward acquisition of the Owenton water and wastewater
systems. Only July 1,2002, the utility board passed a resolution recommending that the City
enter into direct negotiations with KAWC for acquisition of the water and wastewater systems.
Negotiations are ongoing.



Exhibit 31
Page 7 of 22

Martin County
An operations and maintenance agreement with AWS with possible support from KAWC and/or

WVAWC viainter-company agreement was reached and will be signed on October 2,2002.
KAWC will continue to provide support to Martin County by (1) supplying a water treatment
plant operator and by (2) providing certain advisory services, both of which we are being
reimbursed for by Martin County until this date. The utility board has entered into an agreement
with AWS. AWS isinthe process of transitioning the O&M contract effective October 1,2002.
Representatives of AWS have been on site and are working closely with KAWC in this effort.

Bluegrass Station

The Commonwealth of Kentucky accepted bids for the O&M of Bluegrass Station Division
water, wastewater and storm water systemsin September. Per the RFP, they have 30 daysin
which to make a decision. PDR/CO2 was |low bidder at $145,000 followed by KAWC at
$172,000 and Earth Tech at $273,000. BSD has not requested additional information or
presentations. We should hear something definitive on October 30.

City of Jackson. KY

Mayor Mike Miller, City of Jackson, sent KAWC some financial and other information some
timk ago. Hestipulated that he did not want to discussthe issues until after the November
election. Heisinterested in any proposalsthat KAWC can provide that would be of benefit to
the city of Jackson. Heismost interested in O&M and other service, although he did not shut
the door completely to acquisition. The information provided needs to be analyzed and
additional research done on the needs of Jackson before proposals can be drafted.

Economic Regulation

Regulatory I ssues

The Kentucky Public Service Commission issued an Order on August 15,2002 in Administrative
Case 386, which clearly indicates that the Commission is|ooking to eliminate the requirement
for developer refunds on main extensions. The Commission indicated in the Order that it istheir
belief that the developers actually recover the cost of the mains twice, first in the price of the
home or lot, then in the refund. A number of the smaller utilities in the case expressed concern
over thispolicy. Kentucky-American had responded to the questions posed in the Case, and
participated in the hearing on September 23 to discuss changesin the regulation. Kentucky-
American has maintained a position that the current system of refunds has not been an
administrative burden, reflects the benefit to existing customers through growth, and each utility
should develop a policy appropriate for the demographicsand economics of its service areato be
approved initstariff. The Kentucky Rural Water Association expressed its position to eliminate
al refunds. Representatives of developers, including the Kentucky Homebuilders Association,
also presented statements. The PSC regulation now requires arefund in the amount up to the
equivalent cost of fifty feet of pipe. Thereisno indication asto when anew regulation, if any,
will beformally proposed.

A motion for modified Order wasfiled with the PSC to recognize the creation of TWUS asan
intermediary holding in order to file consolidated US tax returns. A separate case has been
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established for thisfiling. FLOW has been granted intervenor's status with cautionary language
from the PSC that thisissue of public ownership is not before the Commission. A Washington-
based group, Public Citizen, moved to intervene, but was subsequently denied intervenor status.
Public Citizen held anews conferencein Lexington on September 17 to denouncethe RWE
acquisition and offer support for LFUCG ownership.

Regional | ssues

Condemnation

To date, Kentucky-Americanhas received approximately 10,037 responsesin the form of phone
cals, reply cards, letters, petitions, and e-mails. Of those responses, 9,626, or 95.9%, oppose a
government takeover of Kentucky-American.

Conservation Education

In compliancewith a PSC Order, Kentucky-American enhanced consumer awarenessof
conservation with the launching of a media scheduleto raise awarenessof the importance of
wisewater use. The conservationinitiativesinclude: airing of a30-minuteleak detection
program on local affiliatestations; 30-second conservation spots featuring home repair expert
LyndaLyday; and radio spotsfeaturing 10-second conservation tipsairing during local traffic
reports. To increase message frequency, Kentucky-American continuesto promote conservation
through the positing of outdoor boardsand transit signs. Dedication to youth education remains
an emphasis of the conservation awareness efforts, and in September, included activitiesat a
local children's museum event.
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Therewas no
Operating Unit Managing Directors Report
generated for

October 2002

Dueto preparation for Board of Directors Meeting
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American
Water

Report Status: Final +3'
Year & Month: 2002 - November
Operating Unit: KAWC
Business Segment: Regulated Subsidiaries
1. FINANCIAL PERFORMANCE SUMMARY REPORT

The following table indicates the results for November compared to the Plan and the Forecast provided at the October Board
Meeting, and the results for year-to-date through November again compared to the Plan and the Forecast supplied in October.
Earnings for the month are under Plan $226,000 and under the Forecast by $161,000. For the eleven months ended
November, the earnings are $1,343 million under Plan and $271,000 under the previous Forecast. For the year 2002, the
Company is forecasting earnings of $5,531,000, which is under Plan $1,342,000, and a reduction of $185,000 from the
forecasted earnings provided to the Board in October. The commentary following the financial table will provide details of
significant variances from Plan and efforts by the Company to offsetitems that have negatively impacted earnings in 2002.

Month of November

Variance vs.

tem Actual Plan Most Recent
_ _ Results Plan Forecast .
Revenues $40,422 $40,461 $-39 $40,612 $-390
Operating Result (EBITA) $13,926 $15.706 $-1,780 $14,403 $-477
PBT (Pre-Tax Income) $9,467 $11,194 $-1,727 $9,923 $-456
Distributable Profit (Net to Common) $5,176 $6,519 $-1,343 $5,447 $-271
Capital Expenditures $12,755 $15,720 $-2,965 $12,841 $-86
Z | ) — —
| Yearto Date . .. e
Actual - —— variance \ Variance v
i Item Plan ] :
o Results =orecast - . _Forecast
Revenues $40,422 $40,461 $-39 $40.812 $-390
Operating Result (EBITA) $13,926 $15.706 $-1,780 $14,403 $-477
PBT (Pre-Tax Income) $9,467 $11,194 $-1,727 $9,923 $-456
Distributable Profit (Net to Common) $5,176 $6,519 $-1.343 $5,447 $-271
Capital Expenditures $12.755 $15,720 $-2,965 $12,841 $-86

Comments:

Revenues are $142,000 under Plan, and $178,000 under the Forecast previously supplied for the month of November. Above
normal rainfall in October and November have caused pumpage and water sales in all classes to decline from both the Plan

and previous Forecast.



Exhibit 31
Page 12 of 22

Year to date revenues are $39.000 under Plan, and $390,000 below the previous Forecast. The decrease from Forecast
occurred in both October and November due to reduced sales related to weather that were not expected at the time the
Forecast was prepared. The Company has thoroughly reviewed its system delively levels and unbilled revenue calculations for
December, and is currently forecasting a positive impact on revenues of $86,000 in December.

Operating Result is $353,000 below Plan and $280,000 below Forecast for November due to the previously mentioned
reduction in revenues. In addition, the Company experienced increased chemical cost due to the wet weather's impact on
turbidity, increased general taxes related to an increased property tax assessment, and paid a bonus related to its "world class"
designation in the most recent customer satisfaction survey.

November year-to date operating result is $1.781 million under Plan and $477,000 under the previous Forecast. The variance
from the previous forecast relates to weather related revenue reductions in October and November, and the bonus paymentin
November. The variance from Plan results from labor costs associated with overtime to cover extended illness, a manager for
the Pineville contract (reimbursed), the Martin County interim contract and the customer service bonus ($291,000); production
costs for chemicals and waste disposal associated with turbidity levels much higher than historical levels in the first half due to
excessive rainfall, higher power cost in the third quarter due to increased water sales during the very hot, dry period, and in
October and November due to high rain related turbidities ($332,000); insurance costs related to current liability market
conditions ($103,000); correcting the amortization of the Source of Supply cost from the previous year ($144,000); and charging
to income deferred expenses from prior years where future rate recovery now appears unlikely ($223,000).

The Company has been able to offset only a portion of these factors negatively impacting earnings through cutting measures
for travel, maintenance, and capital spending ($145,000).

2. OPERATIONAL ISSUES

KAWC remained in compliance with all applicable drinking water and environmental regulations through November and expects
to continue through year-end. KAWC water sources were ample in quantity in November and are expected to remain that way
through next spring based on recent rainfall levels.

KAWC received an overall utility value rating of 79.03% in third quarter customer survey results, which was below the 2002 goal
of 82.4%, but was the highest ranking among American Water subsidiaries. KAWC does not expect these results to change in

the fourth quarter.

Security efforts are at a heightened state of alert. Access to facilities continues to be minimized while appropriate intrusion and
security devices have been installed. No significant capital expenditures are expected during the remainder of the year or in
2003 for security efforts. Ongoing O&M cost for security is approximately $1.0 million per year. The Company will seek rate
coverage for both its ongoing and deferred security cost in the rate case expected to be filed in March 2004 as ordered in the

RWE case.

The current 12-month sales to delively ratio is 86.0 %. More effort is being directed toward our Central Kentucky operation by
our leak detection crew(s) to elevate this percentage.

KAWC continues to be an active participantin the Bluegrass Water Supply Consortiumin its efforts to resolve the water supply
deficit. On October 15, the Consortium executedits agreement to begin a 10-month study of alternatives for a regional water
supply. The Kentucky River Authority hosted a public meeting on November 21 to present preliminary environmental findings
by the US Army Corps of Engineers to stabilize and raise Dam 10, which is directly upstream of KAWC's intake. The Public
Service Commission had established an investigative proceeding to review KAWC’s efforts in resolving the deficitin March
2001, but the case has been delayed by the PSC pending the proceedings ongoing in the RWE case. A schedule for continued
investigation including a hearing has not been set by the PSC.

Hydraulic improvements to the Richmond Road Station treatment plant were initially delayed by the Division of Water review
process, but are currently underway and should be completed by March 2003, increasing production capability at the Richmond
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Road Station during a peak day event. While these improvements do not expand the reliable rated capacity of the treatment
facilities, they do provide the operational ability to exceed the rated capacity, if needed to meet peak day demands. This project
will reduce the risk of the vulnerability identified with the treatment capacity deficit in the short term.

KAWC's capital expenditures through the end of November are projected to be $2,965,000 below planned amounts due to a
decrease in developer main extensions of $1.8 million below Plan. Additionally, the delay in the Richmond Road Station
Hydraulic Improvements has caused a decrease of $700,000. These decreases are not expected to be made up by year-end.
The 2002 capital expenditures are projected to be below internally generated fund levels.

LEGAL
Condemnation of KAWC continues to be an issue. The LFUCG has hired Raftelis Financial to conduct a valuation of KAWC as

the first step to condemnation. The local newspaper has supported condemnation and has provided extensive coverage on the
issue. The Public Service Commission excluded this issue from its consideration of the RWE/Thames/TWUS merger case.

The citizens group, For Local Ownership of Water ("FLOW), challenged the validity of KAWC’s franchise from the LFUCG, but
lost at the trial court level. The case is on appeal to the Kentucky Court of Appeals, but no hearing date has been set.

REGULATORY

KAWC is under an Agreed Order to decommission its Boonesboro package sewer plant and connect the small sewer
distribution system to the Winchester municipal system. All parties, including the Commonwealth of Kentucky, have agreed to
an extension of time to implement a revised plan. The plant has stayed in compliance with discharge requirements while
operating during the process.

On October 31, the PSC issued an order denying the motions of the Attorney General and the LFUCG to have the PSC
reconsider its ruling on the limitation of the scope of the TWUS application. However, the PSC amended its previous ruling to
clarify that the Commission may consider any change in circumstances since the May 30 order. The TWUS hearing is
scheduled for November 21. FLOW filed testimony from two witnesses against the purchase by RWE.

The PSC hearing was held on November 21st. The scope of the hearing included why the change in control to TWUS is in the
public interest as well as examine any material changes that have occurred since the May 30th approval order that might affect
the transaction.

The Commonwealth of Kentucky awarded KAWC the operating contract for a governmental/commercial development called

Bluegrass Station. Under the two-year arrangement, KAWC will operate the water, sewer and storm water systems and will
receive $86,000 per year. An O&M contract will have to be negotiated.

3. MANAGEMENTFOCUS

KAWC is a member of the Bluegrass Water Supply Consortium, which is pursuing a regional solution to the water supply
deficits in Central Kentucky. KAWC is the largest water utility in the region and will have an opportunity to distribute water to
other Consortium members once the preferred operational solution is identified, designed and implemented. Additionally,
KAWC will have the opportunity to serve as a financing partner to the Consortium. This project provides the opportunity to
solve the source of supply deficit projected for KAWC in a manner that creates consensus with the surrounding public water
providers and political entities.

KAWC exceeded its rated treatment capacity of 70 mgd on August 5, 2002 with system delivery of 718 2 mgd during a
moderately hot, dry period. Because resolution of the treatment capacity deficit is integrally fixed in the resolution of the source
of supply deficit, the preferred solution for resolving the treatment capacity deficit will be delayed until a long-term water supply
solution is identified. KAWC is completing a project that will increase the operational capability during a peak day event, but will
not expand reliable treatment capacity. Until long-term solutions for source of supply and treatment capacity are identified and
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implemented, KAWC is at risk of going to mandatory restrictions during periods of extreme hot, dry weather or periods of
prolonged drought conditions.

The Kentucky PSC ordered KAWC on November 27. 2000 that it should formally apply to the Commission for approval to defer
expenses as a regulatory asset. KAWC has requested PSC approval to defer expenses associated with security
improvements, and the allocated costs of the transition to the call center and the shared services operation. To date, there has
been no response from the PSC. These costs are projected to exceed $3.16 million by the end of 2002. Since the PSC
ordered on May 30, 2002 that KAWC address the security costs in the next rate case, KAWC believes that deferral of $17
million will be approved. The Company is currently amortizing the transition costs of the shared services operations based on
the savings experienced in on-going expenses and expects to do the same for the call center costs once the Company makes
the move to the call center next year. The Company will then seek rate recognition of the unamortized portion of the transition
cost as part of its 2004 rate filing. The Company believes that rate recovery of these three items will occur.

4, NEW BUSINESS

Acquisition Activity
\ Status Project Name: Date Cust. # Empl. # Price
| Completed Elk Lake Property Owners Assoc. 07/19/02 310 0 $89
| Written offers made City of Owenton 02/01/02 1700 10 $3.200
‘ Written offers made South Shore Water Company 09/01/00 2315 6 1,450

1. Elk Lake Water Company — KAWC completed the acquisition of this system and has successfully transitioned it into the
operations of the Tri-Village District in Owen County without any operational issues.

2. Martin County Water District - KAWC assisted in the operations of this troubled water system through an interim contract for
several months this year. Effective October 1, AWS began operating under a 5-year agreement for an initial contract price that
produces $850,000 of revenue per year. The Kentucky Division of Water and the Public Service Commission have both
commended KAWC for its efforts in Martin County.

3. City of Pineville - KAWC is completing the first year of a 5-year O & M contract to operate the water and waste water
systems. The contract generates $12 million of revenue annually. Because of the success of this contract, two other area
systems have approached KAWC about possible contracts for operations or purchase agreements.

4. Kentucky River Authority Leak Detection Services — KAWC was successfully awarded the contract to provide leak detection
services for the second consecutive year. The contract can produce up to $80.000 of revenue per year. This contract allows
the Authority to pay KAWC to provide services to water utilities within the Kentucky River basin. This contract has provided an
opportunity to demonstrate KAWC's professionalism and to open doors for new potential business opportunities. KAWC
expects to pursue bidding the contractin 2003.

5. City of Owenton — Proposals have been made to the City for consideration of purchase of the water and waste water
systems. The water system has experienced some source of supply and water quality problems. The City has recently been
awarded a grant to partially fund improvements for water supply problems. The City is the supplier for the majority of water for
the Tri-Village operations owned by the Company, and would be a strategic expansion for KAWC. The Mayor and County
Judge Executive strongly support the proposal. KAWC will meet again with the city council on December 3, 2002.

6. South Shore Water Company — KAWC negotiated a preliminary contract, but further due diligence indicated more capital
improvements than originally anticipated were necessary. The Company is currently renegotiating the preliminary purchase
price.
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7. Bluegrass Station — On October 31, KAWC was notified that it was the successful bidder on an © & M contract for water,
storm water and waste water services to the former Army Depot located within Lexington-Fayette County. The Lexington-
Fayette Urban County Government formerly held the contract. The contract is expected to be executed on February 1, 2003
and will produce $86.000 of revenue annually.

8. City of Jackson — The Mayor of the City of Jackson has approached KAWC about presenting a proposal for a potential
purchase of the water system or long-term O & M contract, but asked that efforts be delayed until after the November 2002
election. The contact was a direct result of the KRA leak detection contract.

9. City of Stamping Ground in western Scott County - KAWC has been approached about a possible purchase of its water
system. A preliminary financial review has indicated that an agreement may not be possible with the City's current rate

structure.

5. HUMAN RESOURCES

The labor contract with the customer service employees expires June 16, 2003. This covers 16 emptoyees in the Lexington
office. Negotiations are expected to begin in early Spring 2003.

There are currently seven vacancies at KAWC. Several of these positions have been posted on the System Network. Several
good candidates have applied and it is expected that the Company will be able to fill the positionsin a timely manner.

The NLRB ruled in favor of KAWC concerning the unit clarification issue filed by the Fireman and Oilers Union. The hearing
officer ruled that the time had lapsed for the issue to be filed. The union may pursue the unit clarification issue during the next
negotiations, which are scheduled for September 2004.

The Company has contacted Prime Directive Consulting to review the preliminary work of the SE Region regarding its Diversity
Plan. The Company is currently developing the guidelines for a SE Region Diversity Council, and a diversity training program
for the work force to be rolled out in 2003.
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American

Report Status: Final '+3'
Year & Month: 2002 - December
Operating Unit: Kentucky
Business Segment: Regulated Subsidiaries
1. FINANCIAL PERFORMANCE SUMMARY REPORT

ater

The following table indicates the results for December compared to the Plan and the Forecast provided at the October Board
Meeting, and the results for year-to-date through December again compared to the Plan and the Forecast suppliedin October.
Earnings for the month are $42.000 under Plan and $44,000 over Forecast. For the year 2002, the Company is forecasting
earnings of $5,488,000, which is under Plan $1,385,000, and $227,000 under forecasted earnings provided to the Board in
October. The commentary following the financial table will provide details of significant variances from Plan and efforts by the
Company to offset items that have negatively impacted earnings in 2002.

‘Month of December

item
..... Forecast
Revenues $3,205 $3,158 $47 $3,164 $41
Operating Result {(EBITA) $974 $1,021 $-47 $915 $59
PBT (Pre-Tax Income) $599 $613 $-14 $523 $76
Distributable Profit (Net to Common) $312 $354 $-42 $268 $44
Capital Expenditures $1,239 $613 $626 $1.162 $77
E.gr to Date s m.“..m:im_ -
lterm Actiral Plan Variancevs. , Most &
- o o Results Plan Forecast
Revenues $43,627 $43.619 $8 $43,976 $-349
Operating Result (EBITA) $14,900 $16,727 $-1,827 $15,318 $-418
PBT (Pre-Tax Income) $10,066 $11,807 $-1,741 $10,446 $-380
Distributable Profit (Net to Common) $5,488 $6,873 $-1,385 $5,715 $-227
Capital Expenditures $13,994 $16,333 $-2,339 $14,003 $-9

Comments:

Revenues are $47,000 over Plan, and $41,000 over the Forecast previously supplied for the month of December

Year to date revenues are $8,000 over Plan. and $349,000 under the previous Forecast. Heavy rain fall in October and

November led to the decrease from Forecast.
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Operating Result is $47,000 under Plan and $59,000 over the previous Forecast for December. The variance from Plan is
primarily driven increased chemical cost due to the wet weather's impact on turbidity and the increased general taxes related to

an increased property tax assessment.

December year-to date operating result is $1.827 million under Plan and $418,000 under the previous Forecast. The variance
from Plan results from labor costs associated with overtime to cover extended illness, a manager for the Pineville contract
(reimbursed), and the Martin County interim contract and the customer service bonus ($291,000); production costs for
chemicals and waste disposal associated with turbidity levels much higher than historical levels in the first half due to excessive
rainfall, higher power cost in the third quarter due to increased water sales during the very hot, dry period, and in October and
November due to high rain related turbidities ($336,000); insurance costs related to current liability market conditions
($103,000); correcting the amortization of the Source of Supply cost from the previous year ($150,000); and charging to income
deferred expenses from prior years where future rate recovery now appears unlikely ($223,000).

The Company has been able to offset only a portion of these factors negatively impacting earnings through cost cutting
measures for travel, maintenance, and capital spending ($183,000).

2. OPERATIONAL ISSUES

KAWC remained in compliance with all applicable drinking water and environmental regulations through December. KAWC
water sources were ample in quantity in December and are expected to remain that way through next spring based on recent
rainfall levels.

KAWC received an overall satisfaction with American Water System rating of 86.20% for the fourth quarter customer survey
results, which attained "world class" levels. KAWC received a 2002 total of 86.85% which was above the 2002 goal of 85.24%
and was the highest ranking among American Water subsidiaries.

Security efforts are at a heightened state of alert. Access to facilities continues to be minimized while appropriate intrusion and
security devices have been installed. No significant capital expenditures are expected during the remainder of the year or in
2003 for security efforts. Ongoing O&M cost for security is approximately $1.0 million per year. The Company will seek rate
coverage for both its ongoing and deferred security cost in the rate case expected to be filed in March 2004 as ordered in the
RWE case.

The current 12-month sales to delivery ratio is 85.2%. More effortis being directed toward our Central Kentucky operation by
our leak detection crew(s) to elevate this percentage.

KAWC continues to be an active participant in the Bluegrass Water Supply Consortium in its efforts to resolve the water supply
deficit. On October 15, the Consortium executed its agreementto begin a 10-month study of alternatives for a regional water
supply. The Kentucky River Authority, following its public meeting on November 21, voted on December 11 to direct the U.S.
Army Corps of Engineers to raise Dam 10 permanently by six feet with an attached cellular dam and close the lock structure.
Dam 10 is directly upstream of KAWC's intake. The Public Service Commission had established an investigative proceedingto
review KAWC's efforts in resolving the deficit in March 2001, but the case has been delayed by the PSC pending the
proceedings ongoing in the RWE case. A schedule for continued investigationincluding a hearing has not been set by the
PSC.

Hydraulic improvements to the Richmond Road Station treatment plant were initially delayed by the Division of Water review
process, but are currently underway and should be completed by March 2003, increasing production capability at the Richmond
Road Station during a peak day event. While these improvements do not expand the reliable rated capacity of the treatment
facilities, they do provide the operational ability to exceed the rated capacity, if needed to meet peak day demands. This project
will reduce the risk of the vulnerability identified with the treatment capacity deficit in the short term.
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KAWC's capital expenditures through year-end are $2,339,000 below planned amounts due to a decrease in developer main
extensions of $1.5 million below Plan. Additionally, the delay in the Richmond Road Station Hydraulic Improvements has
caused a decrease of $530,000. The 2002 capital expenditures are below internally generated fund levels.

LEGAL

The Raflelis Report on valuation of KAWC is expected by the end of February 2003. At that time, the Urban County Council will
consider whether to make an offer to the Company, and, in the event of declination, vote on whether to file condemnation
proceedings. The Public Service Commission excluded this issue (local government ownership) from its consideration of the
RWE/Thames/TWUS ("TWUS) merger case. The Kentucky Public Service Commission is expected to rule on the TWUS case
by its deadline of December 20, 2002.

The citizens group, For Local Ownership of Water ("FLOW), challenged the validity of KAWC's franchise from the LFUCG, but
lost at the trial court level. The case is on appeal to the Kentucky Court of Appeals, but no hearing date has been set. KAWC
has a strong position in its case and there is only a small chance the original verdict would be overturned on appeal.

REGULATORY

KAWC is under an Agreed Order to decommission its Boonesboro package sewer plant and connect the small sewer
distribution system to the Winchester municipal system. All parties, including the Commonwealth of Kentucky, have agreed to
an extension of time to implement a revised plan. The plant has stayed in compliance with discharge requirements while
operating during the process.

On October 31, the PSC issued an order denying the motions of the Attorney General and the LFUCG to have the PSC
reconsider its ruling on the limitation of the scope of the TWUS application. However, the PSC amended its previous ruling to
clarify that the Commission may consider any change in circumstances since the May 30 order. The TWUS hearing was
November 21 and Order was issued late December.

The PSC hearing was held on November 21st. The scope of the hearing included why the change in control to TWUS is in the
public interest as well as examine any material changes that have occurred since the May 30th approval order that might affect
the transaction.

The Commonwealth of Kentucky awarded KAWC the operating contract for a governmental/commercial development called

Bluegrass Station. Under the two-year arrangement, KAWC will operate the water, sewer and storm water systems and will
receive $86,000 per year. An O&M contract will have to be negotiated.

3. MANAGEMENTFOCUS

KAWC is a member of the Bluegrass Water Supply Consortium, which is pursuing a regional solution to the water supply
deficits in Central Kentucky. KAWC is the largest water utility in the region and will have an opportunity to distribute water to
other Consortium members once the preferred operational solution is identified, designed and implemented. Additionally,
KAWC will have the opportunity to serve as a financing partner to the Consortium. This project provides the opportunity to
solve the source of supply deficit projected for KAWC in a manner that creates consensus with the surrounding public water
providers and political entities.

KAWC exceeded its rated treatment capacity of 70 mgd on August 5, 2002 with system delivery of 71.82 mgd during a
moderately hot, dry period. Because resolution of the treatment capacity deficit is integrally fixed in the resolution of the source
of supply deficit, the preferred solution for resolving the treatment capacity deficit will be delayed until a long-term water supply
solution is identified. KAWC is completing a project that will increase the operational capability during a peak day event, but will
not expand reliable treatment capacity. Until long-term solutions for source of supply and treatment capacity are identified and
implemented, KAWC is at risk of going to mandatory restrictions during periods of extreme hot, dry weather or periods of
prolonged drought conditions.
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The Kentucky PSC ordered KAWC on November 27, 2000 that it should formally apply to the Commission for approval to defer
expenses as a regulatory asset. At the time of the Order, KAWC was already deferring costs for the shared services operation
and the call center. KAWC has requested PSC approval to defer expenses associated with security improvements, and the
allocated costs of the transition to the call center and the shared services operation. To date, there has been no response from
the PSC. Since the PSC ordered on May 30, 2002 that KAWC address the security costs in the next rate case, KAWC believes
that deferral of $1.7 million will be approved. The Company is currently amortizing the transition costs of the shared services
operations based on the savings experienced in on-going expenses and expects to do the same for the call center costs once
the Company makes the move to the call center next year. The Company will then seek rate recognition of the unamortized
portion of the transition cost as part of its 2004 rate filing.

4, NEW BUSINESS

1. Elk Lake Water Company — KAWC completed the acquisition of this system and has successfully transitioned it into the
operations of the Tri-Village District in Owen County without any operational issues.

2. Martin County Water District - KAWC assisted in the operations of this troubled water system through an interim contract for
several months this year. Effective October 1, AWS began operating under a 5-year agreement for an initial contract price that
produces $850,000 of revenue per year. The Kentucky Division of Water and the Public Service Commission have both
commended KAWC for its efforts in Martin County.

3. City of Pineville - KAWC is completing the first year of a 5-year O & M contract to operate the water and waste water
systems. The contract generates $1.2 million of revenue annually. Because of the success of this contract, two other area
systems have approached KAWC about possible contracts for operations or purchase agreements.

4. Kentucky River Authority Leak Detection Services — KAWC was awarded the contract to provide leak detection services for
the second consecutive year. The contract can produce up to $80.000 of revenue per year. This contract allows the Authority
to reimburse KAWC for services to water utilities within the Kentucky River basin. This contract has provided an opportunity to
demonstrate KAWC’s professionalism and to open doors for new potential business opportunities. KAWC expects to pursue
bidding the contract in 2003.

5. City of Owenton — Proposals have been made to the City for consideration of purchase of the water and waste water
systems. The water system has experienced some source of supply and water quality problems. The City has recently been
awarded a grant to partially fund improvements for water supply problems. The City is the supplier for the majority of water for
the Tri-Village operations owned by the Company, and would be a strategic expansion for KAWC. The Mayor and County
Judge Executive strongly support the proposal. KAWC met again with the city council on December 3, 2002. KAWC will make
a formal proposal to the City Council in February 2003.

6. South Shore Water Company — KAWC negotiated a preliminary contract, but further due diligence indicated more capital
improvements than originally anticipated were necessary. The Company is currently renegotiating the preliminary purchase
price.

7. Bluegrass Station — On October 31, KAWC was notified that it was the successful bidder on an O & M contract for water,
storm water and waste water services to the former Army Depot located within Lexington-Fayette County. The Lexington-
Fayette Urban County Government formerly held the contract. The contract is expected to be executed on February 1, 2003
and will produce $86,000 of revenue annually.

8. City of Jackson — The Mayor of the City of Jackson has approached KAWC about presenting a proposal for a potential
purchase of the water system or long-term O & M contract, but asked that efforts be delayed until afler the November 2002
election, which was successful for the Mayor. The contact was a direct result of the KRA leak detection contract and detailed
discussions will begin in January 2003.
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9. City of Stamping Ground in western Scott County - KAWC has been approached about a possible purchase of its water
system. A preliminary financial review has indicated that an agreement may not be possible with the City's current rate
structure.

10. Green Hills Water District- The District approached KAWC to tour the facilities on November 18 and expressed interest in
selling the assets based on the contract with the City of Pineville, As of December 31, 2001, the District served 500 customers
and had $147,480 in water operating revenues which did not cover expenses. The District is currently preparing for a rate
increase. On evaluation, the best alternative appears to be for the Pineville Utilities Commission to purchase the assets and
extend the O&M contract to KAWC. On December 16, KAWC met again with the District manager and will begin detailed
discussions in January 2003.

11. Berea College Water Utility Department - The City of Berea is 40 miles south of Lexington adjacent to Interstate 75. Berea
College privately owns both the water and electric companies that serve the City and has recently expressed interest in selling
both utilities. KAWC has been in contact with the manager, who indicates a plan to issue an RFP in January 2003, and has
asked KAWC to assist in the design of the RFP. On December 9, KAWC sent an initial due diligence list to Berea. The District
serves 3,834 customers and had annual water operating revenues of $2,244,791, which provided an appropriate return on
investment. A significant portion of their revenues is derived from one wholesale customer, Southern Madison Water District.

Acquisition Activity

Status Project Name: Date Cust. # Empl. # Price
Completed Elk Lake Property Owners Assoc. 07/19/02 310 0 $89
Written offers made City of Owenton 02/01/02 1700 10 $3,200
Written offers made South Shore Water Cornpany 09/01/00 2315 6 1,450

5. HUMAN RESOURCES

The labor contract with the customer service employees expires June 16, 2003. This covers 16 employees in the Lexington
office. Negotiations are expected to begin in early Spring 2003.

There are currently four vacancies at KAWC. Several good candidates have applied and it is expected that the Company will
be able to fill the positions in a timely manner.

The World Class Customer Service Award criteria were achieved by KAWC. This accomplishment allowed 143 associates to

be recognized for achievement.

The Company has contacted Prime Directive Consulting to review the preliminary work regarding the Southeast Region's
Diversity Plan. The Company is currently developing guidelines for a Southeast Region Diversity Council, and a diversity
training program for the work force to be rolled out in 2003.
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