Changes in laws and regulations over wilich we have no control and changes in certain agreements can
significanty affect our business and results of operations.

New legislation, regulations, government policies or court deeisions can malerially affect our operations.
The individuals who serve as regulators are elected or are political appointees. Therelore, elections which result
in a change of political administration or new appointments may also result in changes in the individuals who
serve as regulators and the policies of the regulatory agencies that they serve. New laws or regulations, new
imerpretations of existing laws or regulations, changes in agency policy, including those made in response to
shifts in public opinion, or conditions imposed during the regulatory hearing process could have the following
consequences, among others:

= making it more difficult for us to raise our rates and, as a consequence, 10 recover our cosks or ¢arn our
expected rates of retumn;

= changing the determination of the costs, or the amount of costs, that would be considered recoverable
in rile cases;

+ restricting our ability to terminate our services to customers who owe us money for services previously
provided or limiting our bill collection efforts;

* requiring us to provide water services at reduced rates to certain customers;

= restricting our ability to buy or sell assets or issue securities;

» changing regulations that alTect the benelits we expecied o receive when we began offering services in
4 particular ares;

+ changing or placing additional limitations on change in control requirements relating to any
concentration of ownership of our common stock:

» making it easier for governmental entilies to convert our assels 1o public ownership via eminent
domain;

+ placing limitations, prohibitions or other requirements with respect to the sharing of information and
participation in transactions by or between o regulated subsidiary and us or our other affiliates,
including our service company and any of our other subsidiaries;

= restricting or prohibiting our extraction of water from rivers, streams, reservoirs or aguifers; and

» revoking or altering the terms of the certificates of public convenience and necessity (or similar
authorizations) issued (o us by state PUCs,

Any of the foregoing consequences could have an adverse effect on our business, financial condition, results
of operations, cash ffows and liquidity.

An important part of our growth strategy is the acquisition of water and wastewater systems. Any further
acquisitions we undertake may involve risks. Further, competifion for acquisition opportunities from other
regulated wtilities, governmental entities, and strategic and financial buyers may hinder our ability to grow
our business,

An imtportant element ol our growth stralegy is the acquisition of water and wastewaler systems in order (o
broaden our current, and move into new, service areas. We will not be able to acquire other businesses if we
cannot identify suitable ucquisition opportunities or reach mutually agrecable terms with acquisition candidates,
Further, competition for acquisition opportunitics from other regulated wtilitics, governmentdal entities, and
strategic and financial buyers may hinder our ability to expand our business.

The negotiation of potential acquisitions as well as the integration of acquired businesses with our existing
operations could require us to incur significant costs and canse diversion of our management’s time and
resources. Future acquisitions by us could result in

* issmances of our equity securities;



+ incwrence of debt, contingent liabilities, environmental Habilities and assumption of liabilities of an
acquired business, including liabilities that were unknown at the time of acquisition;

= seeking recovery of acquisition premiums
+ unanticipated capital expenditures;
= failure to maintain effective intemal control over financial reporting;

+ recording goodwill and other intangible assets at values that ultimately may be subject to impairment
charges if we do not realize the initially recorded value;

« fluctuations in quarterly results;
« other acquisition-related expenses;
= Tlailure to realize anticipated benefits, such as cost savings and revenue enhancements; and

+ difficulties assimilating personnel, services and systems.

Some or all of these items could have a material adverse effect on our business and our ability to finance our
business, pay dividends and to comply with regulatory requirements, The businesses we acquire in the future
may not achieve anticipated sales and profitability, and any difficolties we encounter in the integration process
could interfere with our operations, reduce our operating marging and adversely affect our internal control aver
financial reporting.

We compete with governmental entitics, other regulated utilitics, and strategic and financial buyers, for
acquisition opportunitics. If consolidation becomes more prevalent in the water and wastewater industries and
competition Tor acquisitions increases, the prices for suitable sequisition candidates may increase to unacceplable
levels and limit our ability to expand through acquisitions. In addition, our competitors may impede our growtl
by purchasing water utilities adjacent to or near our existing service areis, thereby impairing our ability to
geographically expand the affected service arcas. Competing governmental entities, utilities, environmental or
social activist groups, and stralegic and financial buyers have challenged, and may in the luture challenge, our
etforts to acquire new companies and/or service areas. Our growth could be hindered if we are not able Lo
compele effectively for new companies and/or service areas with other companies or strategic and financial
buyers that have lower costs of operations. Any of these risks may adversely affect our business, linancial
condition, and resalts of operations.

We have recorded o significant amount of goodwill, and we may never realize the full value of our infangible
assets, causing us to record impairments that may negatively affect our results of operafions,

Our total assels include 31.2 billion of goodwill at December 31, 2014, The goodwill is primarily associated
with the acquisition of American Water by an affiliate of our previous owner in 2003 and the acquisition of
E"Town Corporation by a predecessor to our previous owner in 2001, Goodwill represents the excess of the
purchase price the purchaser paid over the fair value of the net tangible and other intangible assets acquired.
Goodwill is recorded at fair value on the date of an acquisition and is reviewed annually or more frequently if
changes in circumstances indicate the carrying value may not be recoverable. As required by the applicable
accounting rules, we have taken significant non-cash charges to operating results for goodwill impairments in the
past,

We may be required to recognize an impairment of goodwill in the future due to market conditions or other
factors related to our performance. These market events could include a decline over a period of time of our stock
price, a decline over a period of time in valuation multiples of comparahle water utilities, market price
performance of our common stock that composes unfavorably to our peer companies, or decreases in control
premiums, A decline in the results forecasted in our business plan duc to events such as changes in rate case
results, capital Investment budgets or our interest rates, could also result in an impairment charge. Recognition of
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impairments of a significant portion of goodwill would negatively affect our reported results of operations and
total capitalization, the effect of which could be materiul and could make it more difficult to maintain our credit
ratings, secure finuncing on attractive terms. maintain compliance with debt covenanls and meel expectations of
our regulators.

The assets of our Regulated Businesses are subject fo condemnation through eminent domain.

Municipalities and other government subdivisions have historically been involved in the provision of waler
and wastewater services in the United States, and organized efforts may arise from time to time in one or more of
the service arcas in which our Regulated Businesses operate (o convert our assets (o public ownership and
operalion through exercise of the governmental power of eminent domain. Should a municipality or other
government subdivision or a citizen group seek to acquire our assets through eminent domain, either directly or
indirectly as u result of a citizen petition we may resist the acquisition. For example, condemnation threats have
been made in the Chicago, Tllinois area where the municipalities of Homer Glen (approximately 6,000 customer
cornections) and Bolingbrook (approximately 23,000 customer connections) have commissioned studies to
determine the cost and feasibility of condemning Ilinois-American’s retail distribution systems serving those
communities and have formally requested certain financial and other information from lHinois-American. In
addition, five municipalitics (approximately 29,200 customer connections) formed a water agency (o pursuc
eminent domain with respect to our water pipeline that serves those five communities and mude an offer of
$37.6 million for the pipeline. The water ageney filed an cminent domain lawsuit in January 2013 thae is still
pending.

Contesting an exercise of condemnation througl eminent domain, or responding to a citizen petition, may
result in costly legal proceedings and may divert the attention of the affected Regulated Businesses’ management
from the operation of its business. Moreover, our efforts to resist the condemnation may not be successful,

If a municipality or other government subdivision succeeds in acquiring the assets of one or more of our
Regulated Businesses through eminent domain, there is a risk that we will not receive adequale compensation {or
the business, that we will not be uble to keep the compensation, or thut we will not be able (o divest the business
withoul incurring significant onc-time charges.

For information regarding specific condemnation threats made against us thal were recently concluded see
Item |1, “Business-—Condemnation.”

We rely on technology to facilitate the management of our business and customer and supplier relationships,
and a disruption of these systems could adversely affect our business.

Qur technology systems, particularly our information technology (“TT") systems, are an integral part of our
business, and a serious disruption of cur IT systems could significantly limit our ability to manage and operate
our business efficiently, which. in turn, could canse our business and competitive position to suffer and adversely
aflect our results of operations. For example, we depend on our IT systems o bill customers, process orders,
provide customer service, manage construction projects, manage our financial records, track assets, remotely
monitor certain of our plants and facilities and manage human resources, inventory and accounts receivable
collections. Qur IT systems also enable us to purchase products from our suppliers and bill customers on a tmely
basis, maimain cost-efTective operations and provide service to our customers, While we recently completed the
business ransformation implementation for our Enterprise Resource Planning (“ERP”), Enterprise Assct
Management (“EAM™) and Customer Information (“CIS”) systems, a number of our mission and business
critical IT systems are older. such as our SCADA (supervisory control and daty acquisition) system. Although we
do not belicve that our IT systems are ar a materially greater risk of cybersecurity incidents than other similar
organizations, our IT systems remain vulnerable to dumage or interruption {rom:

*  power loss, computer systems {ailures, and internet, telecommunications or data network failures;

» operator negligence or improper operation by, or supervision of, employces;
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+ physical and electronic loss of customer data due 1o security breaches, cyber attacks, misappropriation
and similar events:

« compuler viruses;

« intentional security breaches, hacking, denial of services actions, misappropriation of data and similar
events; and

+ hurricanes, fires, floods, earthquakes and other natural disasters.

These events may result in physicul and electronic loss of customer or {inancial duty, security breaches,
misappropriztion and other adverse consequences. In addition, the kack of redundancy for certain of our IT
systems, including billing systems, could exacerbate the impact of any of these events on us.

In addition, we may not be successful in developing or acquiring technology that is compelitive and
responsive (o the needs of our business, and we might fack sufficient resources Lo make the necessary upgrades or
replacements of cutdated existing technology to enable us to continue to operate at our current level of
efficiency.

We may be subject to physical and/or cyber attacks.

As operators of critical infrastructure, we may (ace a heightened risk of physical and/or cyber attacks. Our
water and wastewater systems may be valnerable to disability or failures as a resulbt of physical or cyber acts of
war or terrorism, vandalism or other causes. Our corporate and information techaology systems may be
vulnerable to unauthorized access due to hacking, viruses, acts of war or (errorism, and other causes.

If, despite our sccurity measures, a significant physical attack or cyber breach occurred, we could have our
operations disrupted, property damaged, and customer information stolen; expericnce substantial loss of
revenues, response costs, and other financial loss; and be subject to increased regulation, itigation, and damage
1o our reputation, any of which could have a negative impact on our business and results of operations.

We may not be able to fully utilize our U.S. and state net operating loss carryforwards.

As of December 31, 2014, we had U.S. federal and state net operating loss (“NOL™) carryforwards of
approximately $1.0 billion and $542 million, respectively, Qur federal NOL carryforwards begin 10 expire in
2028, and our state NOL carryforwards will expire between 2013 and 2033, Our ability to utilize our NOL
carryforwards is primarily dependent upon our ability to generate sufficient taxable income. Moreover, because
our previous owner’s divestiture of its stock was considered an “ownership change” under Section 382 of the
Internul Revenue Code, the amount of NOL carrvlorwards that may be utilized in any year is limited. Qur
management believes the federal NOL carryforwards are more likely than not to be recovered and therefore
currently require no valuation allowance. At December 31, 2014, $63.1 miliion of the state NOL carryforwards
have been offset by a valuation allowance because we do not helieve these NOLs will more likely than not be
realized in the future, and we have, in the past, been unable to utilize certain of our NOLs. The establishment or
increase of a valuation allowance in the [uture would reduce our deferred income tax assets and our net income.

Our uctual results may differ from those estimated by management in making its assessment s o our ability
to use the NOL carryforwards. Morcover, changes in income tax laws, the cconomy and the general business
environmeat could affect the futare utilization of the NOL carryforwards. If we are unable to fully utilize our
NOL carryforwards to offset taxable income generated in the [uture, our {inancial position, results of operations
and cash flows could be materially adversely affected.



We (excluding our regulated subsidiaries) provide performance guarantees with respect to certain obligations
of our Market-Based Operations, including financial guarantees or deposits, o our public-sector and public
clients, which may seek to enforce the guarantees if our Market-Based Operations do not satisfy these
ehligations,

Under the terms of some of our agreements for the provision of services to water and wastewater facilities
with municipalitics, other governmental entities and other customers, American Water (excluding our regulated
subsidiarics) provides guarantees of specified performance obligations of our Market-Based Operations,
including financial guarantees or deposits. In the event our Market-Based Operations fail to perform these
obligations, the eatity holding the guarantees may scek to enforee the performance commitments against us or
proceed against the deposit. Tn that event, our financial condition, results of operations, cash flows, and liquidity
could be adversely affected.

At December 31, 2014, we had remaining performance commitments as measured by remaining conlracl
revenue totaling approximately $865.8 million and this amount is likely to increase if our Market-Based
Operations expand. The presence of these commitments may adversely affect our financial condition and make it
miore difficult for us (o secure financing on attractive terms.

Our Market-Based Operations’ long-term contracts with the Department of Defense may be terminated for the
convenience of the U.S. Government and are subject to periedic contract price redetermination.

All of our contracts with the Deparunent of Defense for the operation and maintenance of water and
wastewaler systems may be terminated, in whole or in part, prior to the end of the 30-year term for convenicence
of the 1.5, Govermment or as a result of defaull or non-performance by the subsidiary performing the contract. In
addition, the contract price for each of these military contracts is typically subject to redetermination two years
after commencement of operations and every three years thereafter. Price redetermination is a condract
mechanism to periodically adjust the service fee in the next period 1o reflect changes in contract obligations and
anticipated market conditions. Any early contract termination or unfavorable price redetermination could
adversely affect our results of operations,

We operate a number of water and wastewater systems under O&M contracts and face the risk that the owners
af those sysiems may fail to provide capital to properly maintain those systems, which inay negatively affect us
as the operators of the systems.

We operate a number of water and wastewater systems under O&M contracts, Pursuant 1o these contracls,
we operate the system according 1o the standards set forth in the applicable contract, and it is generally the
responsibility of the owner of the sysiem to undertake capital improvements. In some cases, we may not be able
to convince the owner to make needed improvemnents in order to maintain compliance with applicable
regulations. Although violations and lines incurred by waler and wastewater syslems may be the responsibility of
the owner of the system under these contracts, those non-compliance events may reflect poorly on us as the
operator of the system and damage our reputation, and in some cases, may result in lability to the same extent as
if we were the owner.

Our Market-Based Operations are party to long-term contracts to operate and maintain water and wastewater
systems under which we may incur costs in excess of payments received.

Some of our Market-Based Operations enter into long-term contracts under which they agree o operate and
maintain a municipality’s, federal government’s or other party’s water or wastewalter treatment and delivery
facilities, which includes specified major maintenance for some of those facilities, in exchange for an annual fee,
Qur Market-Based Operations are generally subject to the risk that costs associated with operating and
maintaining the facilities, including production costs such as purchased water, electricity, fuel and chemicals
used in water treatment, may exceed the fees received from the municipality or other contracting party, Losses
under these contracts or guarantees may adversely affect our financiad condition, results of operations, cash flows
and hquidity.
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Cur inability to efficiently optimize and stabilize our recently implemented business transformation project,
could result in higher than expected costs or otherwise adversely impact our internal controls environment,
operations and profitability.

Over the past several years, we have implemented a “business ransformation” project, which is intended to
improve our business processes and upgrade our legacy core information technology systems. This multi-year,
enterprise-wide initiative supports our broader strategic initiatives. The project is intended 1o optimize work{low
throughout our field operations, improve our back-office operations and enhance our customer service
capabilities. The scale and costs assoctated with the business transformation project were significant. Any
technical or other diificultics in optimizing and stabilizing this initiative may increase the costs of the project and
have an adverse effect on our operations and reporting processes, including our internal control over financial
reporting. In August 2012, our new business sysiems associated with Phase T of our business transformation
project became operational. Phase T consisted of the roll-out of the ERP, which encompassed applications that
handle human resources, {inance, and supply chain/procurement management activities. In the second quarter of
2013, we implemented Phase T1 of our business transformation project in a number of our regulated subsidiaries.
In the fourth quarter of 2013, Phasc 11 of our business transformation project was implemented in our remaining
regulited subsidiaries. Phase IT consisted of the roll-out of a new Enterprise Asset Management system, which
manages an asset’s lifecycle, and a Costomer Information systemn, which contains all billing and collections data
pertaining to American Water’s customers for our Regulated segment. Although efforts have been made to
minimize any adverse impact on our controls, we cannot assure that all such impacts have been mitigated.

As we make adjustments to our operations, we may incur incremental expenses prior to realizing the
benefits of a more efficient workloree and operating structure. Further, we may not realize anticipated cost
improvements and greater effliciencies from the project.

We operate numerous information technology systems that are in various stages of integration, somctimes
leading to inefficiencics. Therefore, delays in stabilization and optimization of the business transformation
project will also delay cost savings and efficiencies expected to resuit from the project. We may also experience
difficulties consolidating our current systems, moving to a common set of operwtional processes and
implementing a successful change management process. These difficultics may impact our ability 10 meet
customer needs efficiently. Any such delays or difficultics may have a material and adverse impact on our
business, client relationships and financial results.

Our business Ias inherently dangerous workplaces. If we fail fo maintain safe work sites, we can be exposed
to financial losses as well as penalties and other liahilities.

Our safety record is eritical to our reputation. We maintain health and safety standards to protect our
employees, customers, vendors and the public. Although we intend to adhere to such health and safety stundards
it is unlikely that we will be able 10 avoid accidents at all times,

Our business sites, including constraction and maintenance sites, often put our employees and others in
close proximity with large pieces of equipment, moving vehicles, pressurized water, chemicals and other
regulated materials. On many siles we are responsible for safely and, accordingly, must implement safety
procedures. If we {ail 1o implement such procedures or if the procedures we implement are inelfective or are not
followed by our employees or others, our employees und others may be injured or die. Unsafe work sites also
have the potential to increase employee turnover and raise our operating costs. Any of the foregoing could result
in {inancial losses, which could have a material adverse impact on our business, financial condition, and resulis
of operations.

In addition, our operations can involve the handling and storage of hazardous chemicals, which, if
improperly handled, stored or disposed of, could subject us to penalties or other liabilities, We are also subject 1o
regulations dealing with occupational health and safety. Although we maintain functional employee groups
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whose primary purpase Is to ensure we implement effective health, safety, and environmental work procedures
throughout our organization, including construction sites and mainienance sites, the failure to comply with such
regulations could subject us Lo liability.

Our continted success is dependent upon eur ability to hire, retain, and utilize qualified personnel,

The success of our business is dependent upon our ability to hire, retzin, and utilize qualified personnel,
including engincers, craft personnel, and corporate management professionals who have the required experience
and expertise. From lime (o time, il may be difficult 10 attract and retain qualified individuals with the experiise
and in the timeframe demanded for our business needs. In certain geographic areas, for example, we may not be
able to satisty the demand for our services because of our inability to successfully hire and retain qualifted
personnel.

In addition, as some of our key personnel approach retirement age, we need to have appropridte suceession
plans in place and to successfully implement such plans. I we cannot attract and retain gualified personnel or
effectively implement appropriate succession plans, it could have a material adverse impact on our business,
financial condition, and results of operations.

ITEM 1B. UNRESOLVED STAI'F COMMENTS

None,

ITEM 2. PROPERTIES

Qur properties consist of transmission, distribution and collection pipes, water and wastewater treatment
plants, pumping wells, tanks, melers, supply lines, dams, reservoirs, buildings, vehicles, land, easements,
software rights and other facilities and equipment used for the operation of our systems, including the collection,
treatment, storage and distribution of water, and the collection and treatment of wastewater. Substantially all of
our properties are owned by our subsidiaries, and a substantial pontion of our property is subjeci (o liens of our
mortgage bonds, We lease our corporate offices, equipment and furniture, located in Voorhees, New Jersey from
certain of our wholly-owned subsidiaries. These properties are utilized by our directors, officers and staff in the
conduct ol the business.

Qur regulated subsidiaries own, in the states in which they operate, transmission, distribution and collection
pipes, pump stations, trearment plants, storage tanks, reservoirs and related facilities. A substantial acreage of
land is owned by our Regulated Businesses, the greater part of which is located in watershed areas. with the
balance being principally sites of pumping and treatment plants, storage reservoirs, tanks and standpipes.
Additionally, properties and facilities including such items as well fields, tanks, offices and operation centers are
also leased by our regulated subsidiaries, Our Market-Based Operations” properties consist mainly of office
furniture and IT equipment and are primarily located in New Jersey. Approximately 51% of our properties are
located in New Jersey and Pennsylvania.

We maintain property insurance against loss or damage to our propertics by fire or other perils, subject to
certain exceptions. For insured losses, we are self-insured to the extent that any losses are within the policy
deductible or exceed the amount of insurance maintained. Any such losses could have a material adverse effect
on our consolidated results of operations, financial position or cash flows,

We believe thit our properties are generully maintained in good operating condition and in uccordunce with
current standards of good water and wastewater works industry practice, and units of property are replaced as and
when necessary.
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ITEM 3. LEGAL PROCEEDINGS
Alternative Water Supply in Lieu af Carmel River Diversions

In 1995, the California Water Resources Control Board (the “Water Resources Control Board™) issued an
administrative order (the “1993 Order™) to Cal Am requiring Cal Am 1o implement an aliernative water supply in
lieu of diversions from the Carmel River. In response 1o claims that Cal Am had not diligently pursued
establishing an alternative water supply as required by the 1995 Order, the Water Resources Control Board
adopted the 2009 Order, finding that Cal Am has not sufficiently implemented actions to terminate its
unpermitted diversions from the Carmel River as required by the 1995 Order. The 2009 Order requires, among
other things, that Cal Am significantly decrease its yearly diversions from the Carmel River according (o a set
reduction schedule running from the date the 2009 Order was adopted until December 31, 2016, at which point
all unpermitted diversions must end. Failure to effect the decrease in diversions mandated by the 2009 Order
could result in substantial penalties. We cun provide no assurances that Cal Am will be able to comply with the
diversion reduction requirements and other remaining requirements under the 2009 Order or that any such
compliance will not resule in material additional costs or obligations to us. As noted below, Cal Am does not
expect to have sufficient alternative sources of water available by the December 31, 2016 deadline, and is
engaged in discussions with the Water Resources Control Board to extend the deadline.

On December 2, 2010, the California Public Utilities Commisston (“CPUC™) approved the Regional
Desalinstion Project (the “RDP™), involving the construction of a desalination facility in the City of Marina,
north of Monterey. The RDP was to be implemented through a Water Purchase Agreement and ancillary
agreements (collectively, the “Agreements”) among the Marina Coast Water District (*MCWD”), the Monterey
County Water Resources Agency ("MCWRA™) and Cal Am. The desalination facility was to be constructed and
owned by MCWD, and MCWRA was to construct the wells that were to supply water to the desalination facility.
The RDP was intended, among other things, to fulfill Cal Am’s obligations under the 1993 Order and the 2009
Order, in addition 1o other obligations.

The RDP was subject to delay due to, among other things, funding delays and investigations and inquiries
initiated by public authorities relating 1o an alleged conflict of interest conceming a former member of the
MCWRA Board of Directors (the “Former Director™). Or July 7, 2011, MCWRA advised MCWD and Cal Am
that the Agreements were void as a result of the conduct of the Former Director. Subsequently, on August 12,
2011, Cal Am advised MCWD and MCWRA that they had delaulted in performance of certain {inancing
obligations under the Water Purchase Agreement. By letter delivered to MCWD and MCWRA on September 28,
2011, Cal Am terminated the Agreements as a result of MCWRA’s anticipatory repudiation of the Agreements
by stating they were void. On January 17, 2012, following unsuccessful mediation efforts among the parties,

Cal Am publicly announced that it had withdrawn support of the RDP. Disputes among the patties with respect to
the RDP continued thereafter. On July 12, 2012, the CPUC closed the proceedings relating to the RDP and stated
that it would examine the recoverability of costs related to the RDP in other proceedings. Cal Am plans to file a

new apphcation secking recovery of legal costs relating to the RDP after any pending legal disputes are resolved,

In December 2012, Cal Am, MCWRA and the County of Monterey entered into a settlement agreement
under which Cal Am will forgive approximately $1.9 million previously loaned by Cal Am to MCWRA in
connection with the RDP, and Cai Am will make additional payments of up to approximately $1.5 million to
MCWRA. The settlement agreement, the debt forgiveness and the additional payments are conditioned on CPUC
approval, including approval of Cal Am rate recovery of the debt forgiveness and the additional payments. Cal
Am and MCWD also entered into a tolling agreement, which, as extended by subsequent agreements, toll
applicable statutes of limitations and the deadline for commencement of litigation regarding Cal Am’'s claims
until June 30, 2015, The MCWRA settlement agreement and the tofling and standstill agreement do not affect
litigation initiated by Cal Am seeking a determination regarding the validity of the Agreements, which is
described below. On May 24, 2013, Cal Am filed an application with the CPUC for approval of the settlement
agreement and rate recovery on Cal Anr’s debt forgiveness and additional payments to MCWRA under the
settlement agreement. The application is pending.



On Ociober 4, 2012, Cal Am filed a Complaint for Declaratory Relief in the Monterey County Superior
Court (subsequently transferred to the San Francisco Superior Court) against MCWRA and MCWD, secking a
determination by the Court as to whether the Agreements are void as a result of the Former Director’s alleged
conflict of interest, or remained valid. A triad on the matter was held on December 2-5, 2014, The Court has
established deadlines for post-trial closing and reply briefs, but has not yet scheduled a date for oral argument
following the February 10, 2015 deadline for submission of reply briefs.

On April 23, 2012, Cal Am filed an application with the CPUC for approval of the Monterey Peninsula
Water Supply Project (the “Water Supply Project”). The Water Supply Project involves construction of a
desalination plant and related facilities, all to be owned by Cat Am. In addition, the Water Supply Project may
encompass Cal Am’s purchase of water from the proposed Mounterey Peninsula Groundwater Replenishment
Project (the “GWR Project™}, o juint project between the Monterey Regional Water Pollution Control Agency
and the Monterey Peninsula Water Management District (“MPWMD™). The Water Supply Project also would
involve aguifer storage and recovery through an already established aguifer storage and recovery program
between Cal Am and the MPWMD.

On July 31, 2013, Cal Am entered into a settlement agreement with 15 other parties that have intervened in
the CPUC proceedings with respect to the Water Supply Project, including several Monterey County government
entities, the Office of Ratepayer Advocates of the CPUC and several interest groups (the “WSP Sctidement™).
Under the settlement agreement, the parties have agreed on several matters relating to the Water Supply Project.
In a separate settlement agreement among most of the same parties, the participating parties agreed on sizing of
the desalination plant at 9.6 million gallons per day, il the GWR Project does not supply water to Cal Am, and, if
the GWR Project supplies water 1o Cal Am, either 6.4 million gallons per day or 6.9 million gatlons per day
depending on discrele capacities of GWR Project water. This settlement agreement is subject to the approval of
the CPUC and will not take elfect unless the CPUC determines that it is reasonable within the law and the public
interest, and until the CPUC certilies an environmental impact report {or the proposed Water Supply Project,
which currently is expected to be issued in the first quarter of 2016.

A preliminary step to building the desalination plant is the test slant well project, involving the construction
and operation of a test slant well, as well as monitoring well clusters and other related infrastructure, to confirm
the suitability of the property on which permanent intake wells will be located 10 draw water {rom under
Monterey Bay. As proposed by Cal Am, the site of the test slant well is on a property owned by one or more
afftliates of Cemex, Inc, (collectively, “Cemex”), und in the WSP Setttement, the parties agreed that the preferred
location to build a test slant well project is the Cemex property. Cal Am and Cemex have entered into an
agreement under which Cal Am acquired o lemporary investigative easement to construct and operate the lest
slant well {ogether with monitoring wells and other related infrastructure on Cemex property and a four year
option 1o purchase a permanent casement that will enable Cal Am’s access to and operation of slant wells and
related pipelines and utilities for the Water Supply Project on portions of the Cemex property to be determined if
and when the final configuration of new water supply wells are approved by the Califormia Coastal Commission
{“Coastal Commission™).

On November 12, 2014, the Coastal Commission approved the coastal development permit for the test slant
well on the Cemex property. In addition, the Coastal Commission approved a second coastal development
peamit, enabling Cal Am to construct the portion of the test stant well that will be under state lands (beneath the
ocean {loor), provided that Cal Am acquires # lease from the California State Lands Commission {the “State
Luands Commisston™), which owns the state lands, The State Lands Commission executed the required lease on
January 22, 2015, and the Coastal Commission issucd the second coastal development permit on January 28,
2045,

On December 11, 2014, MCWD filed a Petition for Writ of Mandate and Complaint for Declaratory and
Injunctive Relief in the Monterey County Superior Court against the Coastal Commission and Cal Am. With the
consent of all parties involved, the matter was transferred to the San Jose County Superior Court. MCWD secks,
among other things, a peremptory writ of mandate commanding the Coastal Commission to vacae its decision to
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approve the coastal development permit relating to the Cemex property, and a permanent infunction restraining
Cal Am and the Coastal Commission from taking any action to implement the test slant well project, pending full
compliance with the Californiz Environmental Quality Act (“CEQA") and the California Coastal Act (the
“Coastal Act™).

On December 23, 2014, Ag Land Trust, an agriculiural land conservancy. filed its First Amended Petition
for Writ of Mandamus with the San Jose County Superior Court against the Coastal Commission and Cal Am
{the “Ag Land Trust Petition™). The Ag Land Trust Petition seeks writs of mandute ordering the Coustal
Commission to set aside its approval of the test slant well project and follow California regulations and statules
in complyving with CEQA and the Coastal Act, and enjoining Cal Am from engaging in any activity pursuant to
the test slant well project untif the project and the Coastal Commission comply with California regulations and
statutes.

On January 15, 2015, MCWD f{iled & Petition for Writ of Mandate and Complaint for Declaratory und
Injunctive Relief in the Santa Cruz County against the California State f.ands Commission and Cal Am (the
“January 2015 Petition”™). The January 2015 Petition secks injunctive relief restraining the State Lands
Cormumnission and Cal Am from taking any action 10 further implement the test slant well project pending full
compliance with CEQA and other applicable laws; a peremptory writ of mandate commanding the State Lands
Commission {o vacate and set aside the decision o approve the lease allowing Cal Am to construct and operate a
test slant well and associated monitoring wells on sovereign lands; and a peremptory writ of mandate directing
the State Lands Commission and Cal Am to comply with the requirements of CEQA and other applicable laws.

The Coastal Commission and the State Lands Commission have not yet responded to the action or actions in
whiclt they respectively are a respondent. Cal Am has not yet responded o the actions, although it intends to
contest these actions vigorously.

In addition to the foregoing matters, Cal Am’s ability to move forward on the Water Supply Project is
subject to extensive administrative review by the CPUC, review by other government agencies of necessary
permit applications, and intervention from other parties, including some that are not participants in the settlement
agreements refating to the Water Supply Project. In addition, there have been delays in the initial imetable for
preparation of the environmental impact report due to, among other things, uncertainties regarding timing of
government approval of various required permits. As a result, Cal Am estimates that the earliest date by which
the Water Supply Project could be completed is carly 2019, We cannot assure that Cal Amv's application {or the
Water Supply Project will be approved or that the Water Supply Project will be completed on a timely basis, if
over.

Because the projected completion date of the Water Supply Project is beyond the December 31, 2016
deadline for Cal Am to termminate unpermitted diversions from the Carmel River, Cal Am has commenced
discussions with the Water Resources Control Board to extend the December 2016 deadline. While Cal Am
believes the discussions have been constructive, we cannot assure that the deadline will be extended.

West Virginia Elk River Freedom Industries’ Chentical Spill

On January 9, 2014, a chemical storage tank owned by Freedom Industries, Inc, leaked rwo substances used
for processing coal, 4-methyleyclohexane methanol, or MCHM, and PPH/DIPPH, a mix of polyglycol ethers,
into the Elk River near the West Virginia-American Water Company (“WVAWC”) treatment plant intake in
Charleston, West Virginta. After having been alerted to the leak of MCHM by the West Virginia Department of
Environmental Protection (“DEP™), WVAWC ok immediate steps to gather more information about MCHM,
augment its treatment process as a precaution, and begin consaltations with federal, state and local public health
officials. As soon as possible after it was determined that the augmented treatment process would not fully
remove the MCHM, a joint decision was reached in consultation with the West Virginia Bureuu for Public Health
to issue a “Do Not Use” order for all of its approximately 93,000 customer accounts in parts of nine West
Virginia counties served by the Charleston treatment plant. The order addressed the use of water for drinking,
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cooking, washing and bathing, but did not affect continued use of water for sanitation and fire protection. Over
the next several days, WVAWC and an interagency team of state and federal officials engaged in extensive
sampling and testing to determine if fevels of MCHM were below one part per million {1 ppm), a level that the
U.S. Centers {or Discase Control and Prevention ("CPC”) and EPA indicated would be protective of public
health. Beginning on January 13, 2014, based on the results of the continued testing, the Do Not Use order was
lifted in stages to help ensure the water system was not overwhelmed by excessive demand, which could have
caused additional water quality and service issues. By January 18, 2014, none of WVAWC’s customers were
subject to the Do Not Use order, although CDC guidance suggesting that pregnant women avoid consuming the
waler until the chemicals were at non-detectable levels remained in place. In addition, based on saved samples
taken on or before January 18, 2014, PPH/DIPPH was no longer detected in the water supply as of January 18,
2014, On February 21, 2014, WVAWC announced that all points of testing throughout its water distribution
system indicated that fevels of MCHM were below 10 parts per billion (10 ppb). The inreragency team
established 10 ppb as the “non-detect” level of MCHM in the water distribution system bused on the
measurement capabilitics of the multiple laboratories used. WYAWC continued to work with laboratories to test
down to below 2 ppb of MCHM and announced on March 3, 2014, that it had cleared the system to below thig
level,

To date, 58 lawsuits have been filed against WVAWC with respect to this matter in the United States
District Court for the Southiern District of West Virginia or West Virginia Circuit Courts in Kanawha, Boone and
Putnam counties. Fifty-two of the state court cases naming WVAWC, and one case naming both WVAWC and
American Water Works Service Company, Inc. CAWWSC,” and together with WVAWC and the Company, the
“American Water Defendants”) were removed to the United States District Court for the Southern District of
West Virginia, but are subjcct to motions to remand the cases back to the state courts and have been consolidated
for the sole purpose of resolving venue issues, Four of the cases pending before the federal district court were
consolidated for purposes of discovery, and an amended consolidated complaint Tor those cases was filed on
December 9, 2014 by several plaintiffs who allegedly suffered economic losses, loss of use of property and tap
water or other specified adverse consequences as a result of the Freedom Industries spill, on behalf of a purported
class of all persons and businesses supplied with, using, or exposed to water contaminated with Crude MCHM
and provided by WVAWC in Logan, Clay, Lincoln, Roane, Jackson, Boone, Patnam, and Kanawha Counties and
the Culloden area of Cabell County, West Virginia as of Tanuary 9, 2014, The consolidated complaint names
several individuals and corporate entities as defendants, including the American Water Defendants. The plaintiffs
seek unspecified damages for alleged business or economic losses; unspecified damages or a mechanism lor
recovery to address a varicly or alleged costs, toss of use of property, personal injury and other consequences
allegedly suffered by purported class members: punitive damages and certain additional relief, including the
establishment of a miedical monitoring program to protect the purported class members from an alleged increased
risk of contracting serious latent disease. The American Water Delendants have each filed an answer to the
consolidated complaint. The Company individually, and AWWSC and WVAWC together, filed motions to
dismiss the consolidated complaint. Brieling on these motions was completed on January 28, 2015,

Additionally, investigations with respect to the matter have been initiated by the Chemical Safety Board, the
U.S. Attorney's Office for the Southern District of West Virginia, the West Virginia Allomey General, and the
Public Service Commission of West Virginia (the "PSC”). As a result of the U.S. Attorney’s Office investigation,
on December {7, 2014, four former Freedom Industries officers (three of whom also were former owners of
Freedom Industries), were indicted for, among other things, negligent discharge of a pollutant in violation of the
federal Clean Waler Act. These executives are also facing additional federal charges resulting from a 13-count
superseding indictment issued by a grand jury on January 21, 2015, In addirion, information charges were filed
against Freedom Industries for, among other things, negligent discharge of a pollutant in violation of the Clean
Waler Act, and against the former plant munager of Freedom Industries’ Elk River facility und one of the
individuals responsible for environmental compliance at Freedom Industries for violating the Clean Water Act,

On May 21, 2014, the PSC issued an Order initiating a General Tnvestigation into certain matters relating to
WVAWC's response to the Freedom industries spill. Theee parties have intervened in the proceeding, including
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the Conswiner Advocate Division of the PSC and two attorney-sponsored groups, including one sponsored by
same of the plaintiffs’ counsel involved in the civil litigation described above. WVAWC has filed testimony
regarding its response Lo the spill and is subject to discovery from PSC staff and the intervenors as pari of the
Genceral Investigation. Several disputes have arisen between the WVAWC and the intervenors regarding, among
other things, the scope of the discovery and the maintenance of confidentiality with regard to certain WVAWC
emergency planning documents. In addition, the intervenors and PSC staff filed expert testimony in support of
their assertions that WYV AWC did not act reasonably with respect to the Freedom Industries spill, and WVAWC
has asserted that some of (he testimony is outside the scope of the PSC proceeding. The PSC has deferred setting
4 revised procedural schedule and has not set a final hearing date on the mater,

The Company, WVAWC and the other Company-affiliated entities named in any of the lawsuits believe that
WVAWC has responded appropriately to, and has no responsibility for, the Freedom Industries spill and the
Company, WVAWC und other Company-affilinted entities named in any of the fawsuits have valid, meritorious
defenses to the lawsnits. The Company, WVAWC and the other Company affiliated entitics intend to vigorously
contest the lawsuits. Nevertheless, an adverse outcome in one or more of the lawsuits could have a material
adverse effect on the Company’s financial condition. results of operations, cash flows, liquidity and reputation.
Moreover, WVAWC and the Company are unable to predict the owtcome of the ongoing govermment
investigations or any legislative initiatives that might affect water utility operations.

General

Periodically, the Company is involved int other proceedings or litigation arising in the ordinary course of
business. We do not believe that the ultimate resolution of these matters will materiatly affect the Company’s
financial position or results of operations. Howcever, litigation and other proceedings are subject 1o many
uncertainties, and the outcome of individual matters is not predictable with assurance. It is possible that some
litigation and other proceedings could be decided unfavorably to us, and that any such unfavorable decisions
could have a materiad adverse effect on the Company’s business, financial condition, results of operations, and
cash flows.

ITEM 4, Mine Safety Disclosures
Not applicable



PART 11

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Since April 23, 2008, our common stock has fraded on the NYSE under the symbol “AWK.” As of
February 19, 20135, there were 179,787,780 shares of common stock owtstanding and approximately 2,150 record
holders of common stock. Holders of the Company’s common stock are entitled to receive dividends when they
are declared by the Board of Directors. When dividends on common stock are declared, they are usually paid in
March, June, September and December. Future dividends are not guaranieed by the Company and will be
dependent on {uture earnings. financial requirements, contractual provisions of debt agreements and other
relevant factors.

The following tuble sets forth the per-share range of the high and low closing sales prices of our common
stock as reporied on the NYSE and the cash dividends paid and declared per share for the years ended
December 31, 2014 and 2013,

2014 2013

First Second  Third Fourth First Second  Third Fourth
CGuarter  Qoarter Quarter Quarter  Year  Quarter* Quorter Quarier Quarter  Year

Dividends paid per

commonshare ... $ 028 $ 031 $ 031 §$031 %121 $0.00 $028 $028 §028 §084
Dividend declared per
common share .... $ 0.00 § 0631 %062 $ 031 $ 124 $000 $028 %056 $ 028 % .12

Price range of
common stock

—High ........ $45.56 $49.45 $50.61 $55.80 $55.86 54144 $42.74 $43.50 $43.49 $43.50
—Low......... 34116 54516 34641 §$47.92 S41.16 537.33 §$39.40 $39.00 $39.13 $37.33

* The dividend that would hiave normally been paid in the first gquarter of 2013 was paid on December 28, 2012
1o allow shareholders o take advantuge of the existing 2012 tax rates.

In February 20135, our Board of Directors authorized a common stock repurchase program for the specific
purpose of providing & vehicle to minimize share dilution that occurs through its dividend retnvestment,
employee stock purchase and executive compensation programs. The program will allow the Company o
purchase up 1o 10 million shares of its outstanding common stock over an uarestricted period of time w manage
dilution.

For information on securities authorized for issuance under our equiry compensation see “Ttem 12—S8ecurity
Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters.”

ITEM 6. SELECTED FINANCIAL DATA

For the Yeurs Ended December 31,
2014 2013 2012 1 2010
{In thousands, except per share dota)

Statement of operations data:

Operting revenues .........ovuevvnno $3,011,328 §$2,878,936 $2.853,926 $2,641,5392 $2,535,131
Operating income . .................... $1.002,576 % 948316 $ 924104 § 801,639 % 728951
Income from continuing operations .. ..., $ 429841 $ 370,844 § 373,602 3 303472 § 255451
Income from continuing operations per basic

commonshare .......... ... oL b 240 % 208 % 212 % 173§ 1.46
Income from continuing operations per

diluted common share ... ....... ..., $ 239§ 207 $ 210 % 172 % 1.46



As of Becember 31,
2014 2013 012 2011 2010
(I thousands)

Balance sheet data:

Cash and cash equivalents . ........ .. $ 23080 5 26964 $ 24433 & 14207 § 13,112
Utility plant and property, net of

depreciation ... ... ... ... $12,899,704 $12,244.350 $11.584.944 $10.872,042 $10,241,342
Totalassets ......... ... ... ....... 516,130,956 $13,088,142 $14.718,976 $14,776,391 514,086,246
Short-term and long-term debt .. ... .. $ 5942186 § 5,855,712 § 5374763 § 5,882.U56 § 5,658473
Redeemable preferred stock ......... $ 17,151 §F 18827 & 20511 § 0 22036 $ 0 22794
Total debt and redeemable preferred

stock oL % 5,959,336 8 5,874,539 § 5,505,274 $ 5,904,992 % 5,081.267
Common stockholders® equity ....... $ 4915591 § 4.727.804 § 44432068 $ 4.235,837 § 4,127,725
Preferred stock without mandatory

redemption requirements .. ......., $ - $ — % 1.720  § 4,547 % 4,547
Total stockholders’ equity ........ ... £ 4915590 § 4727804 § 4444988 % 4,240,384 $ 4,132,272

For the Years Ended December 31,
2014 2013 212 201t 20£0
(In thousands, except per share data)

Other data:
Cash flows provided by (used in):
Operating activities ................ $ 1,097,287 896,162 § 955598 § BOR357 5 774,933
Investing activities ® ... ........ FOL0I3.989)  (1.053,294) § (382.356) § (912,397) § (746,743)
Financing activities & ... ... ... ... $ (87.182) 139,663 § (563016) $ 105,135 § (37.334)
Construction expenditures, included in

mvesting activities , ... ... ...... . $ (936,119) (980,252) § (928.574) § (924858) $ (765,6306)
Dividends paid per common share & .. § 1.21 % 084 § 121 % 0.90 $ 0.86
Dividends declared per common

share ™ o o 5 1.24 8 112§ 098 & .13 % 0.86

(1) This information has been restated to reflect the impact of discontinued operations, as applicable. See Note
3 of the Consoliduted Finuncial Staterments for additional details on our discontinued operations.

(2} The amount for the year ended December 31, 2012 includes net proceeds from the sale of our Arizona, New
Mexico and Ohio subsidiaries of approximately $561 million, with the majority of ir nsed to pay down
short-term debt. For further information, see “Item 7---Management Discussion and Analysis—
Consolidated Results of Operations.”

{3) 2012 includes one additional dividend payment of $0.25 per commaon share paid on December 28. 2012 to
sharcholders of record as of December 20, 2012 to allow them to take advantage of the existing 2012 1ax
rates.

(4) Included in 2011 was a change in the timing of dividend declarations. As a result, five dividend dectarations
were made during 2011,

ITEM 7. MANAGEMENT’S DISCUSSTON AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The following discussion shondd be read together with the financial statements and the notes thereto
included elsewhere in this Fornt 10-K. This discussion contains forward-looking statements that are based on
management's current expectations, estimates and projections abour our business, operations and financial
performance. The cautionary statements made in this Form 10-K should be read as applyving to all related
Jorward-looking statements whenever they appear in this Form 10-K. Our actual vesults may differ materially
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Jrom those currently anticipated and expressed in such forward-looking statements as a result of a nuanber of
Juctors, including those we diycuss under “Risk Factors" and elsewhere in this Form 10-K. You slonld read
“Risk Factors” and “Forward-Looking Statements.”

Executive Overview
General

American Water Works Company, Inc. (herein referred to as “American Water” or the “"Company”) is the
largest investor-owned United States water and wastewater utility company, as measured both by operating
revenues and population served. Our approximately 6,400 employees provide drinking water, wastewater and
other water related services to an estimated 15 million people in 47 states and in one Canadian province. Our
primary business involves the ownership of water and wastewater utilities thil provide water and wastewater
services (o residential, commereial, indus(rial and other customers. Our Regulated Businesses that provide these
services are generally subject to economic regulation by state regulatory agencies in the states in which they
operale. The federal government and the states also regulate environmental, health and safety and water guality
matters. Qur Regulated Businesses provide services in 16 states and serve approximately 3.2 million customers
buased on the number of active service connections to our water and wastewaier networks, We report the results of
these businesses in our Regulated Businesses segment, We also provide services that are not subject (o economic
regulation by state regulatory agencies. We report the results of these businesses in our Market-Based Operations
segment,

In 2014, we continued the execution of our strategic goals. Qur commitment to growth through investment
in our regulated infrastructure and expansion of our regulated customer base and our Markel-Based Operations,
combined with operational excellence led to continued improvement in regulated operating efficiency, improved
performance of our Market-Based Operations, and enabled us to provide increased value to our customers and
investors, During the year, we focused on growth, addressed regulatory lag, made more efficient use of capital
and improved our regulated operation and maintenance (“O&M”) efficiency ratio,

2014 Financial Results

For the year ended December 31, 2014, we continued to increase net income, while making significant
capital investment in our infrastructure and implementing operational efficiency improvements to keep customer
rates affordable. Highlights of our 2014 operating results compared to 2013 and 2012 include:

2014 2013 2012
Income from continuing operations ............. ... . ... 5239 $2067 3210
Income (loss) from discontinued operations, netof tax .. ... .. M) $(0.01) $(0.09)
Diluted carmings pershare . ...t anan.n, $235  $206 320!

Continuing Operations

{ncome from continuing operations included 4 cents per diluted share of costs resulting from the Freedom
Industries chemical spill in West Virginia in 2014 and included 14 cents per diluted share in 2013 refated to a
tender offer. Earnings from continuing operations, adjusted for these two items, increased 10%, or 22 cents per
share, mainly due to favorable operating results from our Regulated Businesses segment due to higher revenues
and lower operating expenses, partially offset by higher depreciation expenses. Also contributing to the overall
increase in income from continuing operations was lower interest expense in 2014 compared to the same period
in 2013.
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Discontinued operations

In the fourth quarter of 2014, we sold our Terratec line of business, which was part of our Market-Based
Operations segment. The Joss from discontinued operations, net of tax reflected in the 2014 financial results
includes the loss on the sule, an income tax viluation allowance and the 2014 operating results of the entity prior
to the sale.

Also, as part of our portfolio optimization initiative, the sales of our regulated subsidiaries in Arizona, New
Mexico and Ohio were completed during 2012, Discontinued operations include the gainfioss on sale, as well as
the operating results of these subsidiaries.

See “Consolidated Results of Operations and Variances” and “Segment Results™ below for further detailed
discussion of the consolidated results of operations, as well as our business segments, All financial information in
this Management’s Discussion and Analysis of Financial Condition and Results of Operations (“MD&A™)
reflects continuing operations, unless otherwise noted. See Note 3 to Consolidated Financial Stalements for
further details on our discontinued operations.

Muking Efficient Use of Capital

We invested approximately $1 billion and $950 million in Company-funded capital improvements in 2014
and 201 3, respectively. These capital investmenis are needed on an ongoing basis to comply with existing and
new regulations, renew aging treatment and network assets, provide capacity for new growth and ensure system
reliability, security and quality of service. The need for continnous investment presents a challenge as we work to
balance investment needs with customer affordability. In addition, the potential for regulatory lag, or the delay in
recovering operaling expenses may impact the level of our capital investments,

Expanding Markets and Developing New Offerings

During 2014, our Regulated Businesses completed the purchase of five regulated waler systems, five
regulated waslewaler systems and three reguluted wider and wastewater systems. These acquisitions added
approximately 2,100 waler customers and 2,400 wastewater customers to our regulated operations. During 2014,
our Military Services Group within our Market-Based Operations segment was awarded two U.S. military
contracts. In Janwary 2014, it was awarded a cortract for operation and maintenance of the waler and wastewaler
systems at Hill Air Force Base in Utah. In August 2014, the Military Services Group was awarded a contract for
operation and maintenance of the water and wastewater systems at Picatinny Arsenal in New Jersey. During
2014, our Homeowners Services Group ("HOS") began offering its water and sewer line protection programs in
cizht new states. Additionally, Orlando Utilities Commission (*OUC™) awarded HOS a contract to be OUC's
exclusive provider of service line protection programs. This contract enables HOS to market s water line, sewer
Hne, in-home plumbing, interior electric, surge, commercial water line and commercial sewer line protection
programs (o QUC’s 234,000 customers. In 2014, HOS also launched its interior efectric program and continued
to develop new products and services to better meet customer needs.

On November 4, 2014 voters in Haddonfield, New Jersey, Arnold, Missour? and Russiaville, Indiana
approved referendums for us to purchase their water and/or wastewater assets. Following reguiutory approval and
financial close, these Uwree acquisitions will add approximately [9,000 customers to the company’s regulated
footprint. Additionally, in February, 2015 our lllinois subsidiary entered into an agreement o purchase the City
of Mt. Vernon’s water and wastewater systems, which serves about 6,600 customer connections.

Continning Improvement in Q&M Efficiency Ratio for our Reguluted Businesses

We continued (o improve on our Q&M efficiency ratio during 2014, Our O&M elficiency ratio was 36.7%
for the year ended December 31, 2014 compared to 38.5% and 40.7% for the years ended December 31, 2013
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and 2012, respectively. The improvement in our 2014 O&M efficiency ratio in 2014 was principally atiributable
to the increase in our Regulated Businesses’ revenues as well as a decrease in adjusted O&M expenses compared
{o the same period in 2013,

Qur O&M efficiency ratio (2 non-GAAP measure} is defined as our regulated operation and maintenance
expense divided by regulated operating revenues, where both O&M expense and operating revenues are adjusted
{0 climinate purchascd water expense. We also excluded from operating revenues and O&M expenses the impact
from weather and the West Virginia Freedom Industries chemical spill. Additionally, from the O&M expenscs,
we exclude the allocable portion of non-O&M support services cost, mainly depreciation and general taxes that
are reflected in the Regulated Businesses segment as O&M costs but for consolidated financial reporting
purposes are categorized within other lines in the Statement of Operations.

Management believes that this caleulation better reflects the Regulated Businesses segment’s O&M
efficiency ratio. We evaluate our operating performance using this measure, as it is the primary measuse of the
efficiency of our regulated operations. This information is intended to enhance an investor’s overall
understanding of our operating performance. O&M efficiency ratio is not a measure defined under GAAP and
may not be comparable to other companics’ operating measures or deemed more useful than the GAAP
information provided elsewhere in this report. The following table provides a reconciliation between operation
and maintenance expense and operating revenucs, as determined in accordance with GAAP, and to those
amounts utilized in the calculation of our O&M cfficiency ratio for the years ended December 31, 2014, 2013
and 2012:



Regulated O&M Efficiency Ratio {a Non-GAAP Measure)

For the Years Ended December 31,

2014 2013 2012
{In thousands)
Total O&Mexpense ...................... $1,349.864 51289081  $1,328,500
Less:
O&M expense—Market-Based
Operalions ... ..., 289,395 240,610 256,269
O&M expense—Other ... ... ... .. .. (51,038} (56,973) (56,755}
Total Regulated O&M expense .. ..., ... .. 1,111,507 1,105,444 1,129,986
Less:
Regulated purchased waler expense .. .. .. 121,301 9 110,173
Alocation of internal Q&M costs ...... .. 38,985 34,635 35067
Tmpact of Wesl Virginia Freedom
Industries chemical spill ... ... .. 10,438 — —
Estimated impact of weather (mid-point of
TARLE) et e e e (1,762} (1,687) 4,704
Adjusted Regulated O&M expense (2) ... .. .. § 942545 $ 961377 5 980,046
Total Operating Revenues ... ... ... $3.001,328  $2,878,936  $2,853.926
Less:
Operating revenues—Market-Based
Operations . ... ... i e 354,679 302,541 307,366
Operating revenues—Other ... ... L. (17,680} (17,523) (17,874)
Total Regulated operating revenues . ......... 2,674,329 2,593,918 2,504,434
Less:
Regulated purchased water expense® ... .. 121,301 111,119 110,173
Plus:
Tmpact of West Virginia Freedom
Industries chemical spill ..., .. .. .. 1.012 - e
Estimated impact of weather (mid-point of
FAMEE) oo e 16,785 15,625 (47,400)
Adjusted Regulated operating revenues (b) ..., $2,570,825  52,498424 52 406,861
Regulated O&M cfficiency ratio (a)(b) .. ... .. 36.7% 38.5% 40.7%

* Note calculation assumes purchased water revenues approximate purchased waler expenses.

Addressing Regulators Lag

In 2014, additional annualized revenues from general rate cases amounting to $43.7 million, including step
increases totaling $5.7 million, became effective, Also, in 2014, we were granted $34.6 million in additional
annualized revenucs, assuming constant sales volume, from infrastructure charges in several of our states.

On November 21, 2014, we reached a stipulation and settlement agreement related to our rate case with the
Indiana Office of the Utility Consumers Counsclor. This agreement was submitied to the Indiana Utility
Regulatory Commission for consideration, On Tanuary 28, 2015, the PUC issued their order which provides
additional annualized revenues totaling $3.1 million effective as of January 29, 2015,

On February 19, 2014, the Company, the Office o Ralepayer Advocate and other intervenors submitied an
amended settlement of $24.0 million that includes a test year 2015 revenue requirement increase of $12.7 million
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from the July 2013 filing date. The setilement also provides for escalation and attrition adjustments in 2016 and
2017 of $5.0 million and $6.3 million, respectively. The agreement is pending regulatory approval and is subject
1o change.

On October 29, 2014, our Tennessee subsidiary filed for additional anmualized revenues from infrastructure
charges in the amount of $2.4 million, as adjusted.

in the fourth quarter of 2014, we filed two general rate cases. On November 14, 2014, our Kentucky
subsidiary filed a peneral wastewater rate case requesting an additional $0.1 million in annualized revenues. On
December 19, 2014, our Maryvland subsidiary filed a general rate case requesting an additional $0.8 million in
annualized revenues.

On Junuary 9, 2015, our New Jersey subsidiary filed a general rate case requesting additional unnualized
revenues of $66.2 million. Additionally, annualized revenues of $9.4 million and $6.4 million resulting in
infrastructure charges in our New Jersey and Ilinois subsidiaries, respectively, became effective in 2015,

In total, as of February 20, 20135, we are awaiting final orders in four states requesting additional annualized
revenues of approximately 591.1 million, for general rate cases, and the $2.4 million in additional annualized
revenues in Tennessee for infrastructure charges.

Other matters
West Virginia Event

On January 9, 2014, a chemical storage tank owned by Freedom Industries, Inc. leaked 4-
methyleyclohexane methanol, or MCHM, and PPH/DIPHH, a mix of polyglycol ethers, into the Elk River near
the WVAWC treatmient plant in Charleston, West Virginia, As a result of this event, income after income taxes
for the twelve months ended December 31, 2014 was reduced by $7.0 million or $0.04 per share. See Part 1,
Item 3, “Legal Proceedings™ in this report for information regarding litigation and an investigation by the Public
Service Commission of West Virginia releting to the Freedom Industries chemical spill. The Company and
WVAWC believe that WVAWC has responded appropriately to, and has no responsibility for, the Freedom
Industries chemical spill, and the Company, WVAWC and other Company affiliates have valid, meritorious
defenses to the lawsuits. Nevertheless, an adverse outcome in one or more of the Jawsuiis could have a material
adverse effect on our financial condition, results of operations, cash flows, liquidity and reputation. Maorcover,
WVAWC and the Company are unable to predict the outcome of the ongoing government investigations or any
{egislative initistives that might affect water wility operations.

2815 and Beyond

Our future results are anchored on five central thentes with customers at the center ol all we do. These five
central themes are;

Customers

*  Our focus continues (o cancentrate on our cusiomers by achieving customer satisfaction and service
quatity turgets. In addition, we will continue to balunce our infrastrocture investrment needs with the
affordability impact on customer bills.

Scfety

«  Qur focus contirucs on driving safcty in everything that we do. Our safety focus includes safety of
employees, customers and the public. We have made safety a core value of our company.
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People
*  Our focus on employees and our culture is paramount to our stceess going forward, We intend to focus
on ensuring we have strong relationships with our union represented employees, effective Lraining and
development and diversity of our workforee,

Growth
«  We expect o invest $6 billion over the next five years, with $1.2 billion in 2015, as follows:

+  Cupital investment to improve infrastructure in our Regulated Businesses of $5.2 billion, with
$1.1 billion expected in 2015,

«  Growth from acquisitions in our Regulated Businesses to expand our water and wastewater
customer base of $540 million,

*  Growth in our Market-Based businesses from new core growth, expanded markets and new
offerings, and evaluate potential opportunities to assist the shale industry in the delivery of water
to support their processes. We have estimated strategic capital of $230 million.

Technology & Operational Efficiency

+  Continued commitment to operational efficiency, technology innovation and environmental
stewirdship. We intend to continue to modernize our infrastructure and focus on operational
efficiencies, while bolstering a culture of continuous improvement. We have set a goal 1o achicve an
O&M elficiency ratio equal to or below 34% by 2020, In regards to environmental sustainability, we
are committed to maximizing our protection of the environment, reducing our carbon and waste
footprints and water lost through leakage.

We are commilied 10 operating our business responsibly and managing our operating and capital costs in a

manner that benefits our customers and produces value for our sharcholders. We are committed to an ongoing
strategy that leverages processes and technology innovation to make oursebves more effective and efficient,
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Consolidated Results of Operations

The following table sets forth our consolidated statement of operations data for the years ended December 31.

2014, 2013 and 2012
Years Ended Decotther 31,
2014 2013 2012
(In thousands, excepl per share data)
Operating feVERUES . ... i e e $3.011,328 $2.878,936 $2.853,926
Operating expenses
Operation and maintenance ... ... ... . . i 1,349,864 1,289,081 1,329,500
Depreciation and amortization . ... .. .. ... o L 424 084 406,717 380,402
Generit] faXES L e e 236,732 234,198 220,758
(Gain) loss on asset dispositions and purchases ... ... ... (1,928} 624 (838)
Total operating expenses, Bet .. ... ... 2,008,752 1,930,620 1,929,822
Operating INCOIME . ... ., e i ie e 1,002,576 948,316 024,104
Other income {expenses)
TIeresl, Nel L . e e (297.818)  (308,164)  (310,794)
Loss on extinguishment of debt .. ... ... .. ... . L, — (40,583) e
Allowance Tor other funds used during conswruction ... ......... 9,440 12,639 15,592
Allowance for borrowed funds used during constraction . ... ... .. 5,838 6,377 7,771
Amortization of debrexpense .. ... i i (7,026) (6,603) (5,358)
OLher, nel L e (3,196) (4,045} {926)
Total other income (Xpenses) ... r i ieie e (292.762)  (340,379)  (293.715)
Income from continuing operations belore income laxes ............. 709.814 607,937 630,389
Provision for INCome Xes ..o n i e cn i in e 279,973 237,093 256,787
Income Trom continuing Operations ... ... .. .. ... ..., 479,841 370,844 373,602
Loss from discontinued operations, netof tax ... .................. £6,733) {1,580 (15,5332
N IO e i i e e $ 423,108 § 369264 § 358.070
Other comprehensive income (loss), net of tax:
Change in employee benefit plan funded status, net of tax of
$(29,487). $46,974 and $(16,894), respectively ..... ..., § (o 11 § 73472 % (26425
Pension amaortized to perjodic benefit cost:
Prior service cost, net of tax of $106, $111 and S113,
respectively ... o 166 174 176
Actuarial {gain) loss, net of tax of $(19), 55,697 and $4.668,
respectively Lo 3n 8911 7,301
Foreign currency translation adjustment ... ... . oo oL (458) (1,001} 434
Unrealized loss on cash flow hedge, net of tax of $(428) . ..... ... (791} — —
Other comprehensive income (loss) ... .. . o i i i (47,233) 81,556 (18,514
Comprehenstve INCOMIE ... ..o et ie i i $ 375875 % 450820 $ 339.556
Basic carnings per share: (a)
Income from continuing operations . ........................ 3 240 % 208 % 2.12
Loss from discontinued operations, netof tax ... ... 5 0.04) § (0.0 % (0.09)
NeliCOME e e e e e e e e e by 236 % 208 § 2.03
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Years Ended December 31,
2014 2013 2012
(Enx thousands, excepl per share data)

Diluted carnings per share: (a)

Income from continuing operations . ...... ... $ 239 % 207 % 210

Laoss from discontinued operations, netof tax ... ... ... ... .. ... $ 0o § o 35 (0.0%

Nelineome .« e e § 235 % 206 5 2.0
Average common shares outstanding during the period

BasIC . ot e e i 178.888 177.814 176445

Diluted ... e 179,806  179.056  177.671
Dividends declared per commonshare . ..., ... .. ... ... ... § 124 % 112 § 098

(4} Amounts may not sum due to rounding.

Comparisan of consolidated Results of Operations for the Years Ended December 31, 2014 and 2013

Operating revenues. Consolidated operating vevenues for the vear ended December 31, 2014 increased
$132.4 million, or 4.6%, compared to the same period in 2013. This increase is the result of higher revenues in
our Regulated Businesses of $80.4 million, which was mainly atiributable te rate increases, incremental revenues
{rom surcharges and balancing accounts and acquisitions partially offset by reduced consumption in 2014, Also
contributing to the higher revenue was a $32.1 million increase in our Market-Based Operations segment. The
primary drivers were incremental revenue from contract growth in HOS, and for our military contracts, price
redeterminations and increased construction project activity with the largest increase due to the Fort Polk
wastewater treatment plant project awarded in late 2013, For further information see the respective “Operating
Revenues™ discussions within the “Segment Results.”

Operation and mainfenance. Consolidated operation and maintenance expense for the year ended
December 31, 2014 increased $60.8 mitlion, or 4.7%, compared to 2013, The increase is primarily due to an
increase in our Market-Based Operations segment of $48.8 million principally as a result of incremental costs
related to the increased activity under our military contracts, corresponding with the increased revenue. Also, our
Regulated Businesses™ costs increased by $6.1 million principally due to increased production costs,
uncollectible expense. maintenance expenses and costs associated with the Freedom Industries chemical spill in
West Virginia partially offset by lower employee-related costs. For further information sce the respective
“Operation and Maintenance™ discussions within thie “Segment Results.”

Depreciation and amortization. Depreciation and amortization expense increased by $17.4 million, or
4.3%, for the year ended December 31, 2014 compared to the same period in the prior year as a result of
additional utility plant placed in service, including our Customer Information and Enterprise Assct Management
systems that were placed into service during the second and fourth quarters of 2013,

Other income (expenses), Other expenses decreased by $47.6 million, or 14.0%, for the year ended
December 31, 2014 compared to the same period in the privr year. This decrease is principally attributable to the
recognition of a pre-tax loss on debt extinguishment in 2013 of $40.6 million in connection with the cash tender
offer for our 6.085% Sentor Notes due 2017, Also contributing to the decrease was a reduction in interest
expense resubting {rom interest savings as a result of our 2014 and 2013 refinancings, offset by a reduction in
allowance for [unds used during construction ("AFUDC™) which is mainly attributable 1o our Customer
Information and Enterprise Asset Management systems being placed into service in the second and fourths
guarters of 2013,
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Provision for income taxes. Our consolidated provision for income taxes increased $42.9 million, or 18.19%,
to $280.0 million for the year ended December 31, 2014, The effective tax rates for the years ended
December 31, 2014 and 2013 were 39.4% and 39.0%, respectively. The rate for the year ended December 31,
2013 inchudes a $3.0 million tax benefil associated with a egal structure reorganization within our Market-Based
Operations segment. This strategic restructuring allowed us to utilize state net operating loss carvyforwards,
which without the restructuring most likely would not have been utilized prior to their expiration.

Loss from discontinued operations, net af tax. As previously noted, the financial results of our Terratec line
of business within our Market-Based Operations segment was classified as discontinued operations for all
periods presented. The sale of Terratec was completed in the fourth quarter of 2014, The increase in the loss from
discontinued operations, net of tax is primarily related o the afler-tax loss recorded on the sale of §2.3 million
and lower operating results in 2014 compared 1o 2013.

Comparison of consolidated Results of Operations for the Years Ended December 31, 2013 and 2012

Operating revennes. Consolidated operating revenues for the year ended December 31, 2013 increased
$25.0 million, or 0.9%, compared 1o the same peried in 2012, This increase is the result of higher revenues in our
Regulated Businesses of $29.5 million, which was mainly attributable to rate increases partially offset by
decreased consumption, primarily related to weather. For further information see the respective “Operating
Revenues™ discussions within the “Segment Results.”

Operation and mainfenance. Consolidated operation and maintenance expense for the year ended
December 31, 2013 decreased $40.4 million, or 3.0%. compared to 2012, This change was mainly attributable to
4 $24.5 million decrease in our Regulsled Businesses” costs primarily related to a decrease in employee-related
costs, primarily pension and group insurance expense as well as lower preventive maintenance expenses. For
further information see the respective “Operation and Maintenance” discussions within the “Segment Results.”

Depreciation and amortization. Depreciation and amortization expense increased by $26.3 million, or
6.9%, for the year ended December 31, 2013 compared to the same period in the prior year as a result of
additional urility plamt placed in service including our business transfermation project, which accounted for
$10.8 million of the incremental expensc in 2013,

General taxes. General taxes expense, which includes taxes for property, payroll, gross receipts and other
miscellaneous items, increased by $13.4 mitlion, or 6.1, for the year ended December 31, 2013 compared to the
year ended December 31, 2012, This increase was principally due to incremental taxes in the first haif of 2013
associated with the properties acquired in our New York acquisition in the second quarter of 2012, Also, 2012
property taxes were fower due to the recognition of credit adjustments in Indiana and Missouri which reduced
property tax expense in the third quarter of 2012, Lastly, gross receipts taxes were higher in our New Jersey
subsidiary by $3.5 million.

Other income (expenses). Other expenses increased $46.7 million, or 15.9%, for the year ended
December 31, 2013 compared to the same periad in the prior year, This increase is principally attributable to the
recognition of a pre-tax loss on debt extinguishment of $40.6 million in connection with the cash tender offer for
our 6.085% Senior Notes duc 2017. The loss consisted of a repurchase premium of $3%.4 million, transaction
{ees of $0.7 million and a write-off of $0.5 million for unamaortized debt issuance costs, Also contribiting to the
increase was a reduction in allowance for funds used during construction (“AFUDC”) of $4.3 million resulting
from decreased construction activitics, compared to the same period in 2012, including the winding down of our
business trunsformation project.

Provision for income taxes, Qur consolidated provision for income taxes decreased $19.7 million, or 7.7%,
10 $237.1 million for the year ended December 31. 2013. The effective tax rates for the years ended
December 31, 2013 and 2012 were 39.0% and 40.7%, respectively. The rate for the year ended December 31,
2013 includes 2 $3.0 million tax benefit associated with a legal structure reorganization within our Market-Based
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Operations segment, This strategic restructuring allowed us to utilize state net operating loss carryforwards,
which without the restructaring most likely would not have been utilized prior to their expiration.

Loss from discontinued aperations, net of tax. As noted above, the financial results of our regulated water
and wastewater systems in Arizona, New Mexico, Texas and Ohio and our Applicd Water Management, Inc.
subsidiary within the Market-Based Operations segment liave been classified as discontinued operations for all
periods presented. The loss in 2012 is primarily comprised of net losses recorded in connection with the
disposition of our Arizona, New Mexico and Ohio subsidiaries.

Segment Resulis of Operations

We have two operating segments, which are also our reportable segments: the Regulated Businesses and the
Murket-Based Operations. These segments are determined based on how we assess performance und allocate
resources. We evaluate the performance of our segments and allecated resources based on several factors, with
the primary measure being income from continuing operations before income taxes.

Regulated Businesses Segment

The following table summarizes certain financial information for our Regulated Businesses for the periods

indicated:
For the Years Ended December 31,
2014 2013 2012
(In thousands)

Operating revenues . .................c..... $2.674.329 $2.593.918  $2,564.434
Operation and maintenance expense ... ... ... 1,111,507 1,105,444 1,129,986
Operating expenses, net .. ... 1,725,651 1,700,052 1,685,734
Income from continuing operations before

IICOMIC LAXES © v v e e e 707,449 454,834 649,117

in
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Operating Revenues. Our primary business involves the ownership of water and wastewater utilities that
P

provide services (o residential, commercial, industrial and other customers. This business is subject to state
regulation and our results of aperations can be impacted significantly by rates authorized by the state regulatory
commissions in the states in which we operate. The table below details additional annualized revenues awarded,
including step increases and assuming a constant volume, resulting from rate authorizations granted in 2014,
2013 and 2012:

(6)

(7)

Years Ended Drecember 31,
2014 W13 2012
{In millions)

State
Generul Rute Cases:
Penmsylvania ) .o e S 5260 &5 —
New Jersey ... — — 30.0
Kentucky B L e e 6.9 e
B0 T 1o S OO — — 24.0
In0IS .o e e o 17.9
Indie L s — 1.9
Califormia ) e e e 19 3. 32.9
West Virginia 4 ... . o o e 8.5 e
VIEZImIat) e e — e 26
B T Tt — — 5.2
)1 UL P 38 - 2.8
New Yorki o e e e e — 5.6
L0 4T Rt — 0.1 0.2
Total—General Rate Cases .. ... .................... $57 5450 81231

On December 19, 2013, a rate case settlement was upproved with an effective date of January 1, 2014, This
rate increase combined, in part, wastewster and water rates.

Finat order was received on October 25, 2013, The increase approximated the interim rates, net of the
reserve that had been recorded since July 27, 2013,

Second and final step increases from the 2012 rate case became effective on April 1, 2013 and April 1,
2014, respectively.

Final order issued on September 20, 2013 by the West Virginia Public Service Commission. New rates were
put into effect October 11, 2013,

The new rates provided additional annualized revenues of $2.3 million in 2012 and $4.3 million in 2011 for
jurisdictional customers, and $0.3 million in 2013 and $0.3 million in 2011 for non-jurisdictional cusiomers,
which are not subject to commission approval.

Effective date of new sates was April 18, 2014, The increase included approximastely $2.7 million of interim
rates that were effective May 10, 2013,

Amount includes a $3.0 million increase effective April 1, 2012, with the remainder of $1.4 miliion and
$1.2 million becoming effective April 1, 2013 and April 1, 2014, respectively.

The effective dates for the more significant increases granted in 2012 were January 1, 2012, April 1, 2012,

May 1, 2012 and October 1, 2012 for our California, Missouri, New Jersey, and llinois subsidiaries,
respectively.

As previously noted, an increasing number of states are permilling rates o be adjusted outside of a general

rate case for certain costs, such as mechanisms that permit a return on capital investments to replace aging
infrastructure. The following table details additional annualized revenues authorized through infrastructure
surcharge mechanisms which were granted in 2004, 2013 and 2012. As these surcharges are typically rolled into
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the new base rates and therefore are reset to zero when new base rates are effective, certain of these charges may
also be reflected in the lotal general rate case amounts awarded in the Lable above if the order date was following
the infrastructure surcharge filing date:

(N

)
3
{4

(5)
(6)

Yeurs Ended Decomber 31,
2014 2013 212

(I emillions)
Infrastructire Charges:
Pennsylvamia ) . oo e B $198  $105
New Jersey 0 i e 17.5 4.0 —
Missouri OF L e e 12.7 7.9 4.2
Indiana B L e e . 39 3.7
inois 5 e e s 2.1 0.5
New York B e e 1.8 —_— s
Oer . e e 0.5 e e
Total—Infrastructure Chavges .. .. . i $34.6 8361 5184

Quarterly filings made with PUC. $6.7 million, $3.7 million, $2.9 million and $6.5 million effective
October 1, 2013, July 1, 2013, April 1, 2013 and January 1, 2013, respectively. No infrastructure charges in
2014 as a result of general rale case eflective January 1, 2014 wtilized forecasted test year and therefore
qualifying infrastructure improvements already reflecied in rates.

Semi-annual filings made with the PUC. $7.4 million, $10.1 million and 54,0 million elfective July 1,
2014, January 1, 2014 and July 1, 2013, respectively.

For 2014, 9.0 million and $3.7 million effective Dacember 31, 2014 and May 30, 2014, respectively. For
2013, $5.4 million effective June 21, 2013 and $2.5 million effective December 14, 2013,

Effective December 18, 2013,

$2.1 million effective January 1, 2014 and $0.5 million effective October 1, 2013,

$0.9 million effective January 1. 2014, 50.7 million effective March 3. 2014 and 50.2 million eifective
April 1, 2014,

Comparison of Results of Operations for the Years Ended December 31, 2014 and 2013

Operating revenues increased by $80.4 million, or 3.1%, for the year ended December 31, 2084 compared to

the same period in 2013, The increase in revenues is principally due to incremental revenues of approximately
$80.0 million auributable o rate increases, including infrastructure mechanisms, obtained through rate
authorizations for a number of our operating companies. Additionally, revenues increased by $10.9 million due
to an increase in surcharges and balancing accounts and by approximately $12.6 million attributable to
acquisitions. The most significant contributor to the increase in revenues from acquisitions was Dale Service
Corporation (“Dale™), which was acquired by our Virginia Subsidiary in the fourth quarter of 2013, Partially
offsetting these increases was a decrease in revenues of approximately $27.0 million as a result of lower demand.



The following table sets forth the amounts and percentages of Regulated Businesses' revenues and billed
water sales volume by castomer class:

For the Years Ended December 31,

Increase Increase
2014 2013 iDecrease) Percentapge 2004 2013 (Decrease) Percentage
Operating Revenves Billed Water Sates Volumne
(Dollars in thousands) (Gailons in millions)
Customer Class
Walter service
Residential .. ... $1,515,049 $1.465,174 § 49,875 3.4% 176,975 180,976 (4,001) (2.2%:)
Commercial . ... 550,124 520,875 29249 5.6% 81,564 80,392 1,172 1.5%
Industriad ... ... 131,834 F1893% 12,895 10.8% 39,833 37,107 2,726 7.3%
Public and
other . ....... 333,048 312,369 20,679 6.6% 52,710 51009 1,701 3.3%
Other water
revenues .. ... 26377 17,546 8.831 50.3% - - — -
Billed water
Services L ...... .. 2,556,432 2,434,903 121,529 5.0% 351,082 349484 1,598 0.5%
Unbilled water
Services ..., ...... {25,419) 30,142 (55,561) {184.3%)
Total water revenues .. ... 2,531,013 2465045 65,968 27%
Wastewater revenues .. ... 93,067 82,851 10.236 12.4%
Otherrevenues .. ........ 50,250 46,043 4.207 9.1%

52,674,330 $2,593919 § 80,411 31%

Wuier Services—Consistent with the above discussion, waler service operating revenues for the year ended
December 31, 2014 1otaled $2.531.0 million, a $66.0 mitlion increase. or 2.7%, over the same period of 2013, As
described above, the increases are primarily duc to rate increases, infrastructure surcharges, amortization of
balancing accounts and recent acquisitions. Also, it should be noted that the mix between billed revenues and
unbilled revenues has changed. This is principally the result of the implementation of our Customer Informition
System (“CIS”) as part of Phase 1T of our business transformation project. At December 31, 2013, unbilled
revenues were significantly higher than historical levels due to billing delays in certain accounts, During the first
quarter of 2014, we addressed a mujority of these delayed billings. Thereflore, as a result, the unbilled water
revenues decreased by $55.6 million with corresponding increases in billed revenues,

Wastewater services—Our subsidiaries provide wastewater services in 11 states. Revenues from these
services increased $10.2 million, or 12.4%, compared to the year ended December 31, 2013, The increase was
primarily atributable to incremental revenues resulting from acquisitions, most notably the Dale acquisition in
the fourth quarter of 2013,

Other revenies—-QOther reventies, which includes such items as reconnection charges, mitial application
service fees, certain rental revenues, revenue collection services for others and sitmilar items, increased
54.2 million, or 9.1%, compared to the year ended December 31. 2013, The increase in revenues for the year
ended December 31, 2014, as compared to the same period in the prior year, was mainty due fo $2.4 million in
insurance proceeds for business interruption as a resuli of Hurricane Sandy in uddition 1o an increase in lale
payment fees.
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Operation and maintenance expense. Operation and maintenance expense increased $6.1 million, or 0.5%,
for the year ended December 31, 2014, compared to the year ended December 31, 2013. Operation and
mainlenance expense for 2014 and 2013, by major expense category, was as follows:

For the Years Ended December 31,

Increase
24 2013 (Deerease)  Percentage
(Dollars in thousands)y
Productionecosts ... ... .. .. S 289,168 § 271.181 $17,987 6.6%
Employee-refated costs ... ... ... ... 429,878 455,690 (25,812) {5.77%)
Operating supplies and services .. ........ ... 216,154 215,702 452 0.2%
Maintenance malerials and supplies ......... 68,027 63,833 2,174 3.3%
Customer billing and accounting . ........... 61,459 52,625 8.834 16.8%
Oher e 46,821 44,393 2,428 5.5%
Total ... e $1,111,307 $1,105444 % 6,063 0.5%

Production costs including fucl and power, purchased water, chemicals and waste disposal costs increased
by $18.0 million, or 6.6%, for 2014 compared to 2013, Production costs by major expense type were as follows:

For the Years Ended Decembor 31,

Increase
2014 w13 {Decrease) Pergentage

(Doflars in thousisnds)
Purchased water ... ... . .. ... ... .. ..., $121,301  $111.119  $10,182 9.2%
Fuoelandpower .. ........ . ... .. .. e 92011 86.337 5,674 6.6%
Chemicals . ..o e 45,930 47.901 {1,971 (4.1%)
Wastedisposal ... ... ... .. oo 29.926 25.824 4,102 15.9%
Total ..o $289,168  $271,181 $17,987 6.6%

Overall production cosis increased for the year ended December 31, 2014 compared to the prior year as a
result of increases in purchased water, fuel and power costs and waste disposal. Partially offsetting these
increases was a decrease in chemicals due to a $1.8 million reversal of chemical expense resulting from a
favorable litigation setilement. The purchased water increases principally reflect increased prices in our
California subsidiary and. to a lesser extent, price increases in our [inois subsidiary. Fuel and power costs
increased due to higher supplier prices in several of our operating fucilities as well as incremental costs as a
resule of the Dale acquisition in the fourth quarter of 2013, The increase in waste disposal costs was principally
due to an increase in the amount allowed by a cost recovery mechanism in one of our operating companies and
the Dale acquisition. Also contributing to the increase was incremental costs associated with the Freedom
Industries chemical spill in West Virginia,

Employee-related costs including salaries and wages, group insurance, and pension expense decreased
$25.8 million. or 5.7%, for 2014 compared 1o 2013. These employee-relaied costs represented 38,7% and 41.2%

of operation and maintenance expense Tor 2014 and 2013, respectively, and inchude the categories shown in the
following table:

For the Years Ended Decainber 31,

Increase
X4 2013 (Decrease)  Percenfuge
{Dollars in thousands)

Salariesandwages .. ... ... i $328.329  $323.022 5 5307 1.6%

Pensions ... e e 26,805 48,374 {21,569) {44.6%
Group InSUEance ... ...t 55,196 65,872 (10,676} (16.24%)

Otherbenelits . ... .o i it 19,548 18,422 1126 G.1%
Total . e $420.878  $455690  $(25,812) (5.7%)




The overall decrease in employee-related costs for the year ended December 31, 2014, compared to 2013,
was primarily due fo a reduction in pension costs and postretirement benefit costs (which is included in group
insurance expenses). These decreases are principally due to the chunge in assumptions used for the discount rate,
which in ttro resulted in decreased contributions. The decrease in contributions occurred at those regulated
operating companies whose costs are recovered based on our funding policy, which is to fund at least the
minimum amount required by the Employee Retlirement Income Security Act of 1974. Partially offsetting these
decreases was an increase in salaries and wages expense as a result of annual wage increases and increased
avertime expense attributable to an increased number of main breaks as a result of the harsh winter weather
conditions and increases in severance expense as & result of the restructuring of certain functions, offset by a
reduction in incentive compensation due Lo a lower than expected payout for the 2013 incentive period as well as
higher capitalization rates as a result of increased capital projects.

Operating supplies and services include expenses for office operation, legal and other professional services,
including transportation expenses, information systems rental charges and other office cquipment rental charges.
Overall, these costs remained relatively unchanged with an increase of $0.5 million, or 0.2%, for the year ended
December 31, 2014 compared to the same period in 2013,

For the Years Ended December 3,

Increase
2014 2013 {Decrease) Percentage
(Dollars in thousands)

Contracted SCEVICES . oot ii i e 5 BR466 5 93744 5(5,278) (5.6%)
Office supplies and services .. ... ... ... ... ... 45,224 45,272 (48) (0.1%)
Transportation ... ..... ... oo, 18,749 20,620 {871) (4.2%)
RentS .o e 15,339 15,830 (491} (3.1%)
LT 47,376 40,236 7,140 17.7%

Total ... $216,154 5215702  § 452 0.2%

The increase in other operating supplies and services was primarily offset by a decreuse in contracted
services. Other operating supplics and services increased as a result of a $2.2 million increase in customer
education and communication in California related to community relations and Measure “0” and an $0.8 million
increase in conservition expense as well as the inclusion in 2013 of $1.6 million of insurance proceeds for the
recovery of expenses related to Hurricanes Irene and Sandy and an increase in legal expenses. The decrease in
contracted services is primarily the resubt of the completion of our business transformation project, consisting of
the roll-out of our Enterprise Asset Management system and CIS, which required the use of additional contracted
services in 2013, These decreases were partially offset by increases resulting from the Freedom Industries
chemical spill in West Virginia.

Maintenance materials and supplies, which include preventive maintenance and emergency repair costs,
increased $2.2 million, or 3.3%, for 2014 compared to 2013,

Tor the Years Ended Decemher 31,

Increase
2014 2013 {Decrease) Percentage
{Dothars in thousands)
Maintenance materials and supplies ..., ... .. 568,027 565,833 $2,174 3.3%

The increase for the year ended December 31, 2014, compared 1o the same period in 2013, is primarily due
to increases in paving, backiilling and other repair costs, most of which are {rom the higher than normal main
breaks in the first quarter of 2014 due (o the abnormally harsh winter weather conditions experienced throughout
our operating areas.
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Customer billing and accounting expenses increased by $8.8 million, or 16.8%, for 2014 compared to 2013,

For the Years Ended December 31,

Increase
2014 2013 (Decrease) Percentage
{Dollars in theusands)
Uncollectible accounts expense ... ... ..o v, $35,027 526,443 $8,584 325%
POSHAEE « e e 13,793 12,757 1.036 8.1%
O o 12,639 13,425 (786) €5.9%)
Total ... e $61,459 552,625 58,834 16.8%

The increase for 2014 is primarily due to incremental uncollectible expense associated with an increase in
customer accounts receivable altributable 1o the overall aging of receivabiles as well as rate increases. We believe
the change In our nging of receivables in 2014 is the result of temporary changes we made in our collection
process in connection with the implementation of our new CIS in 2013, including Phase 1T which occurred in the
fourth quarter of 2013,

Other operation and maintenance expense includes casualty and liability insurance premivms and regulatory
costs. These costs increased by $2.4 million, or 5.5%, for 2014 compared to 2013.

Cor the Years Ended December 31,

Increase
2014 2013 (Deerease) Percentage
{Dollars in thousands)
ISUIANce ..o e $41,067 $35406  § 5,661 16.0%
Regulalory exXpenses .. o.ooven i, 5,754 8,987 {3,233) (36.0%)
Total . . $46,821 544,393 $ 2,428 5.5%

The increase for the year ended December 31, 2014, compared to the year ended December 31, 2013, is
primarily due 1o an increase in our expected premiums, principally due to incremental claims associated with the
Freedom Industries chemical spill in West Virginia, net of favorable forecasted experience for existing claims.
These premiums are based upon current facts and circumstances with respect {o outstanding claims and are
subject to change as the claims mature. FThe increase in insurance costs is partially offset by lower regulatory
expenses in one of our operating subsidiaries compared to the same period in the prior year,

Operating expenses. The increase in operating expenses for the year ended December 31, 2014 is
principally due to the higher operation and maintenance expenses explained above and higher depreciation and
amortization expense of $18.2 million. The increase in depreciation and amortization is primarily due to
additional wility plant placed in service, including CIS and our Enterprise Asset Managenient system.

Comparison af Results of Operations for the Years Ended December 31, 2013 and 2012

Operating revenues increased by $29.5 million, or 1.1%, for the year ended December 31, 2013 compared to
the same period in 2012, The increase in revenues was primarily due to rate increases obtained through rate
authorizations for a number of our operating companies of which the impact was approximately $72.4 million.
Additionally revenues increased by $16.4 million due to increased surcharge and amortization of balancing
accounds, Lastly, revenues were higher by $9.9 million as a result of acquisitions, with the most significant being
the result of our New York acquisition in the second quarter of 2012 (additional four moaths of revenue in 2013
compared o 2012) and the acquisition of Dale by our Virginia subsidiary in the fourth quarter of 2013, These
increases were partially offset by decreased revenues of approximalely $64.5 million as a result of lower demand,
principally driven by the hot and dry weather conditions in the central and northeast portions of the country in
2012 versus cooler and wetter weather conditions in 2013.
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The following table sets forth the amounts and percentages of Regulated Businesses™ revenues and billed
water sales volume by cusiomer class:

For the Years Ended December 31,

Tncrease Increase
2013 2012 (Decrease} Percentage 2013 2012 (Becrease) Percentage
Operating Revenues Billed Water Sales Volume
(Dollars In thousands) (Gatlons in millions)
Customer Class
Water service
Residential . .. .. 51,465,174 $1,465,803 § (629 {0.09%) 180,976 188927 (7.951) {(4.29)
Commercial .. .. 520,875 518,253 2,622 0.5% 80,392 84,226 (3,834) (4.6%)
Industrial ...... 118,939 121,902 (2,963) (2.4%) 37,107 39429 (2322} (5.9%)
Public and
other........ 312,369 321,593 (9,224 (2.9%) 51,009 34,202 (3,193  (5.9%)
Other water
revenues .. ... 17,546 16,992 554 3.3% — e s -
Billed water
services ......... 2434903 2444543 (9,640 {0.4%) 349,484 366,784 (17,3000 (4.7%)
Unbilled water
SCIVICES .. .. ... .. 30,142 4,484 25658 5722%
Total water revenues ... .. 2465045 2,449,027 16,018 0.7%
Wastewaler revenues ... .. 82.831 78,168  4.663 6.0%
Other revenues ......... 46,043 42 547 3.496 8.2%
$2.593.919 $2.569,742 $24,177 0.9%
Warier Services—Consistent with the above discussion, water service operating revenues for the yvear ended

December 31, 2013 totaled $2.465.0 million, a $21.3 million increase, or 0.9%, over the same period of 2012,
However, the mix between billed revenues/billed volumes to unbilled revenues/unbilled volumes changed
significantly principally as a result of our CIS implementation. Unbilled revenue increased $25.7 million
compared to the same period in the prior year mainly as a result of delayed invoicing to customers. With the
implementation, we made a decision to inerease the level of scrutiny and verification around bills being
generated by the new system, in particular larger and/or mare complex bills. As such bills that exceed certain
tolerance levels are being held until verification can be performed, As such, the timing of issuance of bills has
caused a decrease in billed volumes in 2013 when compared to 2012, with a corresponding increase in unbilled
usage, For our residential and conunercial customers, we believe that the majority of the decline in billed
volumes was atiributable to the weather abnormalities between 2012 and 2013 as well as the implementation of
our new CIS system by our regulated subsidiaries. For the remaining customer classes, we believe the decline in
bilted volumes was mainly due to the delay in invoicing the customer as a result of our CIS implementation.

Wastewater services—Qur subsidiaries provide wastewater services in ten states. Revenues [rom these
services increased by $4.7 million, or 6.0%, 1o $82.8 million for the year ended December 31, 2013, {rom the
same period of 2012, The increase was primarily attributable to rate increases in our Pennsylvania subsidiary as
well as the Dale acquisition in November, 2013,

Other revenues—Other revenues, which includes such items as reconnection charges, initial application
service fees, certain rental revenues, revenue collection services for others and similur items, increased $3.5
million, or 8.2%, compared to the year ended December 31, 2012, The increase in revenues for the yvear ended
December 31, 2013, as compared to the same period in the prior vear, was mainly due to the additional surcharge
revenues oflset by decreases in revenues related to billings for others, reconnection and late fees.

-
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Operation and maintenance. Operation and maintenance expense decreased $24.5 million, or 2,2%, for the
vear ended December 31, 2013, compared to the year ended December 31. 2012, Operation and maintenance
expense for 2013 and 2012, by major expense category, was as follows:

Fur the Years Ended Desember 31,

Increase
2013 2012 (Decreasce) Percentaye
{Dollars in thousands)

Production COSIS ..ot e et $ 271,181  § 274,775 % (3.594) {1.3%)
Employee-related cosls ... ... .. oo, 455,690 472,075 (16,385) {3.5%)
Operating supplics and services ......... .. .. 215,702 210,947 4,755 2.3%
Maintenance materials and supplies ......... 65,853 81.062 (15,209 (18.8%)
Customer billing and accounting ... ........ 52,625 49,257 3,368 6.8%
Other .o 44,393 41.870 2,523 6.0%
Total ... 51,105,444 §1,129986  §(24,542) (2.2%)

Production costs including fuel and power, purchased water. chemicals and waste disposal costs decreased
by $3.6 million, or 1.3%, for 2013 compared to 2012, Production costs by major expense type were as follows:

For the Years Ended December 31,

Inerease
2013 2012 (Decrease} Percentage

(Dattars in theusands)
Purchasedwater .. ... ... ... ... . .ot $NLH9  $110173 5 946 0.9%
Fuelondpower. ... o i 86,337 89,282 (2.945) {3.3%)
Chemicals .. ... . . 47,901 49,334 (1,433) (2.9%)
Waste disposal .. ... o i 25,824 25,986 (162) (0.6%)
Total ... $271,181 3274775 $(3,594) {1.3%)

Overafl, production costs decreased for the year ended December 31, 2013 compared to the prior year as a
result of reductions in chemical and fuel and power costs resulting from decreased usage mainly attributable to
lower consumption in most of our states.

Employee-related costs including salaries and wages, group insurance, and pension expense decreased $16.4
mitlion, or 3.5%, for 2013 compared to 2012, These employee-related costs represented 41.2% and 41.8% of
operation and maintenance expense [or 2013 and 2012, respectively, and include the categories shown in the
following table:

Faor the Years Ended Becember 31,

Increase
2013 2012 (Decrease) Percentage

(Dolars in thousands)
Salares and wages .. ... .. o i $323,022  $326,370  § (3,348) (1.0%)
Pensions . ... . e 48,374 56,299 (7,925) (14.19%)
Group iNSUMARCE .. ..ot e et a e nae e 635,872 71,103 (5.231) (7.4%)

Otherbenefits .. ... .. i 18,422 18,303 119 0.7%

Total ..o 5455690  $472,075 $(16,385) (3.5%)

The overall decrease in employee-related costs was primarily attributable to decreased sularies and wages,
group insurance and pension expense. The decrease in salaries and wages was mainly the result of Tower
employee incentive and stock compensation expense of approximately $3.9 million in addition to higher
capitalization rates, due 1o increased capital investment, and a reduction in headcount partially offset by
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increased overtime and annual wage increases. The decrease in pension expense was primarily due to decreased
contributions in certain of our regulated operating companies whose costs arc recovered based on our funding
policy, which is to fund at least the greater of the minimuwm amount recuired by the Employee Retirement
Income Security Act of 1974 or the normal cost. The reduction in group insurance expense is mainly attributable
1o higher capitalization rates and reduced headcount.

Operating supplies and services include expenses for office operation, legal and other professional services,
inchuding transportation expenses, information systems rental charges and other office equipment rental charges.
Overall, these costs increased $4.8 million, or 2.3%, for the year ended December 31, 2013 compared to the same
period in 2012,

For the Years Ended Decerber 31,

Increase
013 2012 {Decrease) Percentage

(Dollars in thousands)
Contructed services . ...t $ 093744 5 874675 $ 6,069 6.9%
Office supplics and services .. ... ... ... ...... 45,272 49354 (4,082 (8.3%)
Transportation .. ... ..ot e 20,620 22,917 (2,297 (10.0%)
Rents .o e 15,830 16,943 (1,113) (6.6%)
Other e e 43236 34.058 6,178 18.1%
Total . e e $215.702  $210,947 54,755 2.3%

The overall increase in operating supplics and services was primarily due to increased contracted services
and higher other operating supplies and services. These increases were mainly due to incremental costs
attribuiable to the continued maturity of our Enterprise Resource Planning system in conjunction with the
implementation of Phase T and Phase IT of our business transformation project. Additionally, contracted services
increased due (o the use of contractors for other specific projects. Other increases in the other operating supplies
and services cosls are related to a $1.3 million increase in condemnation costs and a $1.2 million increase in
conservation expense as well as the inclusion in 2012 of a $1.0 million reduction in anticipated insurance
recovery of expenses incurred as a result of Hurricane Sandy and a $2.1 million credit adjustment resulting from
the finalization of rate decisions in California and are offset by $1.6 million of insurance proceeds related to
recovery of expenses related to Hurricanes Irene and Sundy received in 2013. The decrease in office supplies and
services 15 due 1o cost containment efforts primarily related to employee travel. Transportalion costs decreased
due ta the reduction of leased vehicles.

Maintenance materials and services, which includes emergency repair as well as costs for preventive
maintenance, decreased $15.2 million, or 18.8%, for 2013 compared to 2012.

For the Years Ended December 31,

Tncrease
2013 b11) b (Decrease) Percentage
(Drollars in thousands)
Maintenance materials and supplies . ............. S65,853  $81,062  $(15,209) (18.8%)

The decrease of $15.2 million in 2013 is mainly autributable to 2012 including increased preventive
maintenance expenses throughout our regulated subsidiaries, including hydrant and tank painting, meter testing,
pump, tank and well maintenance, and paving costs.
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Customer billing and accounting expenses increased by $3.4 million, or 6.8%, for 2013 compared to 2012.

Far the Years Ended December 31,

Increase
2m3 2012 (Decrease) Percentage
(Dollars in thousands)
Uncollectible accounts expense . ... oveevon. .. $26,443 322 541 $3,902 17.3%
POStAgE . e 12,757 12,694 o3 0.5%
Other 13,425 14,022 {597) (4.3%)
Total oo e $52,625  $49,257 $3,368 6.8%

The increase in the uncollectible accounts expense was primarily due to an increase in our Regulated
Businesses’ customer accounts receivable attribulable to rate increases and an increase in the overall aging of
receivables due to our CIS implementation.

Other operation and maintenance expenses include casualty and liability insurance premiums and regulatory
costs, These costs increased by $2.5 million, or 6.0%, for 2013 compared to 2012,

For the Years Ended December 31,

Increase
2013 2012 {[}ecrease) Percentage

(Dollars in thousands)
ISUIANCE . .. i e $35.406  $31.883 $ 3,523 11.0%
Regulatory expenses .......... ..., 8,987 9,987 (1,000} (10.0%)
Total .. e 44,393 541,870 $ 2,523 6.0%

Insurance costs in 2013 were higher, compared to 2012, primarily due to higher casualty insurance costs as a
result of historical claims cxperience and retroactive adjustments.

Operating expenses. The increase in operating expenses for the year ended December 31, 2013 15 primarily
due to the higher O&M expenses as explained above, as well as kigher depreciation and amortization expense of
$26.3 million and higher general tax expense of $12.4 million. The increase in depreciation and amortization is
primarily due to additional utility plant placed in service, including $10.8 million of incremental cxpense
resulting from the assets placed in service for our business transformation project. The increase in general tax
expense is primarily due (o higher property taxes in our New York subsidiary due to a full year of expense in
2013 on propertics ucquired in the second quarter of 2012 of $5.2 million, the inclusion of property tax
adjustments that reduced expense for our Indiana and Missouri subsidiaries by $4.0 million in 2012, and higher
2013 gross receipts taxes in our New Jersey subsidiary of $3.5 million.

Market-Based Operations Segment

The following table provides certain {inancial information for our Market-Based Operations segment [or the
periods indicated:

For the Years Ended December 31,

2014 2013 2082
{In thousamnes)
Operaling TEVEMUES .. 0ot e e ire e $334.679  $302,541  8307,366
Operation and Mainlenance exXpense ... . ..o.veneaaaa, ., 289395 240,610 256,268
Operating expenses, NeL ... it i 299,549 252,302 266,005
Income from continuing operations before income taxes ..., .. 57,539 53,104 44948
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Comparison of Results of Operations for the Years Ended December 31, 2014 and 2013

Operating revenues. The increase in revenues for the year ended December 31, 2014, compared to the same
period in 2013, is primarily attributable to incremental Military Service Group revenues of $39.4 million mainly
from an increase in construction project activities for our military contracts and an increase in our Homeowners
Services Group (“HOS”) revenues of approximately $16.2 million principally the result of contract growth,
mainly though our New York City contracts, as well as expansion into other geographic areas and price increases
for certain existing eustomers. Partially offsctting these increases was a reduction of our Contract Operations
Group (ConOp) revenues attributable to the termination of certain municipal und industrial operations and
maintenance contracts. Additionally, included in the 2013 Military Service Group revenues was $5.4 million in
retroactive price redeterminations for several of our military contracts.

Operation and Maintenance. Operation and maintznance expense increased $48.8 mitlion, or 20.3%, for
the year ended December 31, 2014, compared to the year ended December 31, 2013.

The following table provides information regarding catcgories of operation and maintenance cxpensce for the
periods indicated:

For the Years Ended December 31,

Increase
2014 2013 (Deerease) Percentage

{Dollars in thousands)
Production cosis . ..o e e e $ 34,091 5 36,753 $(2,062) (5.6%)
Employee-related costs ... ... oo 62,201 60,392 1,809 3.0%
Operating supplies and services ............ ..., 138,531 97,887 40,644 41.5%
Maintenance materials and supplies ............ 47324 41,107 6,217 1514
Other . 6,648 4,471 2,177 48.7%
Total o e $289.395 5240610  $48,785 20.3%

As noted in the table above, the primary [actor contributing 10 the overall increase was an increase in
operating supplics and services. This increase is mainty attributable to the increase in construction project
activities under our military contructs and corresponds with the incremental revennes. Another factor
contributing to this increase was the inclusion in 2013 of the release of $3.8 million in loss contract reserves due
i the resofution of certain outstanding issues and uncertainties. Maintenance materials and supplies increased
primarily due to higher HOS repair costs, which is atiributable to the increase in the number of contracts.

Operating expense. The increase in operating expenses for the year ended December 31, 2014 is primarily
driven by the increase in operation and maintenance expense explained above.

Comparison of Results of Operations for the Years Ended December 31, 2013 and 2012

Operating revennes. Revenues decreased $4.8 million [or the year ended December 31, 2013, compared 10
the same period in 201 2, primarily due lo Jower revenues of $14.4 million resulting from the termination of
certain municipal and industrial operations and maintenance contracts, most of which occurred in 2012,
Additionally, revenues [rom construction project activities associated with military construction contracts
decreased $8.4 million, due to lower levels of work as compared (o the prior year. These decreases were offset by
a net increase of $4.0 mitlion from price redeterminations for several of our military contracts as well as an
increase of $16.6 million in ouwr HOS revenues assoctated with contract growth, most notably in New York City.

Operation and maintenance. Operation and maintenance expense decreased $15.7 million, or 6.19%, for the
year ended December 31, 2013, compared to the year ended December 31, 2012,
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The following table provides information regarding categories of operation and maintenance expense for the
periods indicated:

For the Years Ended December 31,

Inerease
2013 012 (Decerease) Percentage

(Doliars in thousands)
Production costs .. .ot e e e $ 36,753 % 42,153 § (5,400) (12.8%)
Employee-related costs .. ... .. ..o ... 60,392 64,711 {4,319) (6.7%)
Operating supplies and services ... ..... ... .... 97,887 105,082 (7,195) (6.8%)
Maintenance materials and supplies ... ... ... .. 41,107 36,135 4,972 13.8%
Other ... . 4,471 8.188 (3,717 (45.4%)
Tolal .o $240,610 5156269  $(15,659) (6.19%)

As noted in the table above, decreases in operating supplies and services, production costs and employee-
related costs were partially offset by an increase in maintenance materials and supplies. The decrease in
production costs and employce-related costs is mostly due to the rermination of certain municipal and industrial
operations and maintenance contracts. The decrease in operating supplies and services is attributable to the
release of $3.8 million in loss contract reserves due to the resolution of certain outstanding issues and
uncertainties. Additionally, 2013 was impacted by decreased construction project activity for our military
contracts and is partially offsct by increased HOS contracted services expense as well as higher printing and
postage costs associated with expanding into new markets, incloding New York City. The increase in
maintenance materials and supplies is primarily due to higher HOS repair costs, which is attributable 1o new
contracts, an increase in the number of claims, as well as the average cost per claim and is partially offset by the
terminated municipal and industrial operations and maintenance contracts. The decrease in the other category is
mainly due to decreases in uncollectible accounts expense of $3.5 million, which is due to 2012 including
incremental amounts related to terminated contracts in addition to improved collection experience in 2013 for
certain other municipal and industrial operations and maintenance contracts.

Operating expense. The decrease in operating expenscs for the year ended December 31, 2013 is primarily
driven by the decrease in operation and maintenance expense, which is explatned above,

Liquidity and Capital Resources

We regularly evaluate cash requirements for current operations, commitments, development activities and
capital expenditures. Our business is very capital intensive and requires significant capital resources. A majority
ol these capital resources are provided by internally generated cash {lows from operations. When necessary, we
obtain additional funds from external sources in the debt and equity capital markets and through bank
borrowings. Our access (o exlernal [inancing on reasonable terms depends on our credit ratings and current
business conditions, including that of the water utility indusiry in general, as well as conditions in the debl or
equity capital markets. It these business and market conditions deteriorate to the extent that we no longer have
access to the capital markets at reasonable terms, we have access to an unsecured revolving credit facility with
aggregate bank commitments of $1.25 bitlion. We rely on this revolving credit facility and the capital markets o
fulfill our short-term liguidity needs, to issue letters of credit and to support our commercial paper program.
Disruptions in the credit markets may discourage lenders from extending the terms of such commitments or
agreeing to new commitments, Market disruptions may also limit oar ability 1o issue debt and equity securitics in
the capital markets. See “—Credit Facility and Short-Term Debt.” Tn order to meet our shori-term liquidity
needs, we, through AWCC, our financing subsidiary, issue commercial paper, which is supported by the
revolving credit faetlity, AWCC had no outstunding borrowings and $38.0 million of owtstanding letters of credit
under its credit facility as of December 31, 2014, As of December 31, 2014, AWCC had 51.25 hillion available
under the credit facility that we could use to fulfiil our short-term lguidity needs, to issue letters of credit and

62



support our $450.0 million outstanding commercial paper. We can provide no assurances that our lenders will
meet their existing commitments or that we will be able 1o access the commercial paper or loan markets in the
future on terms acceptable (o us or at all.

In addition, our regulated operating companies receive advances and contributions from customers, home
builders and real estate developers to fund construction necessary Lo extend service to new areas. Advances for
construction arc refundable for limited periods, which vary according to state regulations, as new customers
begin to receive service or othier contractual obligations are fulfilled. Amounts which are no fonger refundable
are reclassified to contributions in aid of construction. Utility plant funded by advances and contributions is
excluded from the rate base. Generally, we depreciate contributed property and amortize contributions in aid of
construction at the composite rate of the related property. Some of our subsidiaries do not depreciate contributed
property, based on regulatory guidelines.

We use our capital resources. including cash, to (1) fund operating and capital requirements, including
construction expenditures, (i) pay off maturing debt, (iii) pay dividends, (iv) fund pension and postretirement
welfare obligations and (v) invest in new and existing ventures. We spend a significant amount of cash on
construction projects that we expect to have a long-term return on investment. Additionally, we operate in rate-
regulated environments in which the amount of new investment recovery may be limited, and where such
recovery takes place over an extended period of time, as our recovery is subject to regulatory lag. See
“Business—Regulation—Econonic Regulation.” We expect to fund future maturities of tong-term debt through
a combination of external debt and 1o the extent available cash flows from operations. Since we continue to make
investments equal to or greater than our cash flows from operating activities, we have no plans to reduce delt
significamly.

We believe that our ability 1o access the capital markets, our revolving credit facility and our cash flows
from operations will generate sufficient cash to fund our short-term requirements, We fund liquidity needs for
capital invesiment, working capital and other financial commitments through cash flows from operations, public
and private debt offerings, commercial paper markets and to the extent necessary, our revolving credit facility.
We believe we have sufficient liquidity and ability to manage our expenditures should there be a disruption of the
capital and credit markets.

In addition, the Company can delay major capital investments or other funding requirements or pursue
ftnancing from other sources to preserve liquidity, if necessary. The Company believes il can rely upon cash
flows from operations to meet its obligations and fund its minimum required capital investments for an extended
period of time.

Cush Flows from Operating Activities

Cash flows from operating activities primarily result from the sale of water and wastewater services and,
due to the seasonalily of demand, are generally greater during the third guarter of each fiscal year, Our {uture
cash flows from operating activities will be aflected by, among other things, economic utility regulation;
infrastructure investment; inflation; compliance with environmental, health and safety standards; production
costs; customer growth; declining per customer usage of water; weather and scasonality; and overall economic
conditions.

Cash flows from operating activities have been a reliable, steady source of funding, sufficient to meet
operating requirements. make our dividend payments and fund a portion of our capital expenditure requirements.
We will seek access to debt and equity capital markets to meet the balance of our cupital expenditure
reguirements as needed. There can be no assurance that we will be able to access such markets successfully on
favorable terms or at all. Operating cash flows can be negatively affected by changes in our rate regulated
environmemns or changes in our customers” economic outlook and ability to pay for service in a timely manner,
We can provide no assurance that our customers” historical payment pattern will continue in the futare,

63



The following table provides a summary of the major items affecting our cash flows from operating
activities for the periods indicated:

Years Ended December 3,

M4 2013 2012
(In thousands)

Netincome .. ... i, $ 423,108 % 369204  § 358070
Add (sublract):
Non-cash activities ® ., .. ... ... ... ..., 722,871 761,772 088,120
Chunges in working capital @ ... ... ..., 3,503 (137,374) 38,812
Pension and posiretirement healthcare

contributions ......... ... (52,195) (97,500)  (129410)
Net cash flows provided by operations ... ... .. $1,097,287  § 896,162  § 955,598

(13 Includes depreciation and amortizalion, provision for deferred income faxes, amortization of deferred
investment tax credits, provision for losses on accounts receivable, allowance for other funds used during
construction, (gain) loss on asset dispositions and purchases, pension and non-pension postretirement
benefits expense, stock-based compensation expense and other non-cash items. Details of each component
can be found in the Consolidated Statements ol Cash Flows.

(2) Changes in working capital include changes to receivables and unbilled revenues, tuxes receivable
{including income taxes), other current assets, accounts payable, taxes accrued (including income faxes),
interest accrued, change in book overdraft and other current liabilities.

Our working capital needs are primarily limited to funding the increase in our customer accounts receivahle
und unbilled revenues which is mainly associated with the revenue increase as a result of rate increases in our
Regulsted Businesses. We address the timing issue through the aforementioned liquidity funding mechanisms.

The increase in cash flows from operations for the year ended December 31, 2014 compared to the same
period in 2013 is principally due to the improvement in the cash collections of our Regulmted Businesses’
accounts receivable, some of which were unbilled at December 31, 2013, Cash collections in 2013 for our
Regulated Businesses’ accounts receivable were slower than historical payment patterns, mainly due 1o the
implementation of our CIS system in May 2013, We believe the slowdown in collections 1s the resuli of the
system implementation and therefore is temporary in nature. We implemented the CIS system in our remaining
Regulated Businesses in October 2013 and we have experienced a similar slowdown in cash collections for these
operating companies in 2014,

The decrease in cash flows from operations for the year ended December 31, 2013 compared 1o the same
period in 2012 is principally due to changes in working capital, which is related to the aferementioned delays in
billing and slower collections in our accounts receivable in our Regulaled Businesses and the change in payables
in 2013, as we were delayed in 2012 in executing payables at normal volumes due to the implementation of
Phase T of our business transformation project. Partially offsetting these working capital decreases was a
reduction in the pension and postretirement healthcare contributions in 2013,

The Company expects 1o make pension and postretirement benefit contributions to the plan trusts of
$54.5 miltion in 2015, of which $6.1 million was already made in 2015, Tn addition, we estimate that
contributions will amount 1o $55.6 million in 2016, $32.7 million in 2017, $56.7 million in 2018 and $66.3
million in 2019, Actual amounts contributed could change materially from these estimates as a result of changes
in assumptions and actual investment returns.
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Cash Flows from Investing Activities
Cash flows used in investing activities were as follows {or the periods indicated:

Years Ended December 31,

2004 M3 2012
{In thousands)
Net capital expenditures ... ................ $ (956,119 $ (980,252)  $(928,574)
Proceeds from sale of assets and securities .. .. 13,841 918 561,739
Acquisitions - ... ... .. i {8,935 (23,658) (44,560}
Other investing activities, nett .., ... . ... (62,776) (50.302) 20,039
Net cash flows used in investing activities . ...  $(1,013,989) $(1,053.294) 5(382,356)

(1) Includes removal costs from property, plant and equipment retirements, net and net funds released.

Caush flows used in investing activities increased in 2014 compared to 2013 primarily due o an increase in
our capital expenditures for the year ended December 31, 2014 principally as a result of incremental spending
associated with the replacement of our ransmission and distribution infrastructure,

Qur infrastructure investment plan consists of both infrastructure renewal programs, where we replace
infrastructure as needed, and major capital investment projects, where we construct new water and waslewater
treatment and delivery facilities to meet new customer growth and water quality regulations. Qur projected
capital expenditures and other investrnents are subject to periodic review and revision to reflect changes in
economic conditions and other factors,

While capital expenditures were $956.1 million, total capital investment amounted to $1.0 billion. The
following table provides a summary of our historical capital expenditures related (o upgrading our infrastructure
and systems;

For the Years Ended December 31,

2014 2013 12
o thousands)
Transmission and distribution ... ... . o L. 5462706 $435,449  $343,640
Treatmentand pumping ........................ 96,535 89,278 138,072
Services, meter and fire hydrants ... ... .. L. 170,470 178,412 171,855
General structures and equipment .. .............. 142,193 131,446 104,854
Business trunsformation project ... ... .. . ... 8,379 59,746 167,049
Sourcesof supply . ... .. L, 30916 50.013 44,602
T (A N 44,920 35,508 18,502
Total capital expenditures . ......... . ... .. ..., £956,119  $980,252  5928,574

Capital expenditures for the year ended December 31, 2014, decreased by $24.1 million or 2.5% compured
to 2013, principaily due 10 the compiction of Phase T and Phase 11 of our business transformation project.

Capital expenditures for the year ended December 31, 2013, increased by $51.7 million or 5.6% compared
to 2012, principally due to our continued replacement of transmission and distribution infrastructure,
rehabilitation to storage facilities and dam rehabilitation and increased expenditures related 1o information
systems, and vehicles. Partially offsetting this increase was reduction in treatmient and pumping expenditures due
to the completion of certain water treatment plant projects in 2012 as well as a reduction in our business
transformation expenses also due to completion of Phase 1 of the project in 2012 and (he implementation of a
portion of Phase 1T in May 2013,
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One avenue to seck growth is through tuck-ins, by helping commissions with troubled water systems as well
as other acquisitions that are complementary to our existing business and support the continued geographical
diversification and growth of our operations. Generally, acquisitions are funded initially with short-lerm debl and
tater refinanced with the procecds from long-term debt or equity offerings.

The following provides a summary of the acquisitions and dispositions affecting our cash flows from
investing activities in the years indicated:

2014

We paid approximately $8.9 million for 13 water and wastewater systems.
We received approximately $1.9 million for the sale of assets and securitics.

2013

We paid approximately $23.7 million for ten water and five wastewater system. These acquisitions added
approximately 30,000 customers (o our existing regulated footprint. The largest of these acquisitions was the
acquisition of the stock of a wastewater system in Virginia with approximately 20,000 customers in November
2013 for a purchase price of 5.1 million {net of cash acquired of $6.9 million) plus assumed Habilities.

We received approximately $0.9 million for the sale of assets and securities.

2012:

We paid approximately $44.6 mithion for numerous regulated water and wastewater systems in New York,
Pennsylvania, Indiana, Missouri and West Virginia, with the largest associated with the acquisition of seven
regulated water systems in New York in May 2012 for a purchase price of $36.7 million plus assumed liabilities.

We received approxinttely $561.7 million (rom the sale of our assets and securities, including
$458.9 million associated with the sale of our Arizona, New Mexico and Olio regulated subsidiaries.

As previously noted, in 2015, we estimate that our total capital plan is $1.2 billion with approximately
$1.1 billion allocated to upgrading our infrastruciure and systems, including infrastructure renewal programs and
construction of facilities to meet environmental requirements and new customer growth, and $0.1 billion for
acquisitions and sirategic investment purposes. For yvears in the foreseeuble future beyond 2015, we estimate
such investment will be between $1.1 and $1.2 billion per year,

We intend to invest capital prudently 1o provide essential services to our regulated customer base, while
working with regulators in the various states in which we operate 1o have the opportunity to earn an appropriate
rate of return on our investment and a retarn of our investment.

Our investing activities could require considerable capital resources which we have generated through
operations and altained through financing activitics. We can provide no assurances that these resources will be
sufficient 10 meet our expected investment needs and may be required to delay or reevaluate our investment
plans.

Cash Filows from Financing Activities

Our financing activities, primarily focused on funding construction expenditures, include the issuance of
long-term and short-term debt, primarily through AWCC, We intend 1o access capital markets on a regular basis,
subject to markel conditions. In addition, new infrastructure may be funded with customer advances and
contributions for construction (net of refunds). This amounted to $26.3 million, $19.3 million and $31.9 million
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for the years ended December 31, 2014, 2013 and 2012, respectively. As previously noted AWCC is a wholly-
owned finance subsidiary of the Company. Based on the needs of our regulated subsidiaries and the Company,
AWCC borrows in the capital markets and then, through intercompany loans, provides those borrowings to the
regulated subsidiarics and the Company. The regulated subsidiaries and the Company are obligated to pay their
portion of the respective principal and interest 10 AWCC in the amount necessary (o enable AWCC to meet its
debt service obligations. Because the Company’s borrowings are not a source of capital for the regulated
subsidiaries, the Company is not able to recover the interest charges on the Company’s debt through regulated
water and wastewiter rates. As of December 31, 20014, AWCC has made long-term fixed rate loans and
commercial paper loans 1o our Regulited Businesses amounting to $3.0 billion and $319.2 million, respectively.
Additionally, as of December 31, 2014, AWCC has made long-tenm fixed rate loans and commercial paper loans
to the Company totaling $979.9 million and $130.8 million to the Company, respectively.

On May 4, 2012, we and AWCC filed a universal shelf registration statement that enabled us to offer and
sell from time fo time various types of securities, including common stock, preferred stock and debt securities, all
subject 1o market demand and ratings status, During 2014, 2013 and 2012, $500 million, $400 million and $300
million, respectively, of debt sceurities were issued pursuant 1o this registration statement.

The following long-tenm debt was issued in 2014:

Company Fype Rate Muaturity Amount
AWCCH L Senior notes——{ixed rate 3.40%-4.30% 2025.2042  5500,000
Giher subsidiaries % ... Private activity bonds and government

{unded debtefixed rate 0.00%-5.00% 2031-2033 10,474
Total issuances ....... 8510,474

{1y On August 14, 2014, AWCC closed on senior fixed rute notes. Proceeds from this issuance were used 1o
refinance commercial paper borrowings and (o finance redemptions of long-term debt.

(2} Proceeds from the ahove issuance were received in 2014 and have been utilized to fund certain specific
projects. $10.0 million of these proceeds are held in trust pending our certification that we have incurred
qualifving capital expenditures. These issuances have been presented as non-cash on the Consolidated
Statements of Cash Flows, Subsequent releases of all or a lesser portion of the funds by the trust are
reflected as the release of restricted funds and are included in the investing activities in the Consolidated
Statements of Cash Flows.

In addition 1o the above issuances, we alse assumed $1.7 million of debt as a result of acquisitions in 2014,

The following long-term debt was retired through optional redemption or payment at matarity during 2014:

Company Type Rate Maturity Amount
AWCC . ... ... ... Private activity bonds and government

funded debt-—fixed rate 6.00%-6,75% 2018-2032 $101,085
AWCC, . ........... Senior notes—fixed rate 6.00% 2039 39,561
Other subsidiaries ¢ ... Private activity bonds and government

funded debt—-fixed rate 0.00%-5.25% 2014-2041 78,718
Other subsidiaries ... .. Mandatorily redeemable preferred stock 8.49%-9.18% 2031-2030 1,650
Other subsidiaries ... .. Capital lease payments 28

Total retirements and
redemptions ... .. .., 5241042

(1Y Includes $1.0 million of non-cash redemptions vesulting from the use of restricted funds,
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The following long-term debt was issued in 201 3:

Amnoynt

Company Type Interest Rate Malturity {In thausands)
AWCCYr L. .. Senior notes—Tixed rale 3.83% 2024 $400,000
AWCC® .. ..., Privale activity bonds and

government funded debt—{fixed rate 2.30%-2.90% 2021-2030 §,122
Other subsidiaries ¥ ... Private activity bonds and

governmend funded debt-—fixed rale 1.39%-2.41% 2031-2033 2,137
Total issuances ....... $410,859

0y

(2}

(3

On November 20, 2013, AWCC closed on 3.85%: senior fixed rate notes offering. Proceeds from the
offering were used 1o refinance commercial paper borrowings.

Proceeds from the above issuance were received in the fourth quarter of 2013 and have been utihized (o fund
certain specific projects. $6.7 million of these proceeds are held in wast pending our certification that we
have incuried gualifying capital expenditures. These issuances have been presented as non-cash on the
Consolidated Statements of Cash Flows. Subsequent releases of all or a lesser portion of the funds by the
trust are reflected as the release of restricted funds and are included in the investing activities in the
Consolidated Statements of Cash Flows.

Proceeds from the above issuances were received from Pennsylvania Infrastructure Investment Authority
{“PennVest”} and have been used to fund certain projects.

In addition to the above issnances, we also assumed $12.7 million of debt as a result of acquisitions in 2013,

of which $12.5 million is the result of our Dale Service Comoration stock acquisition in the fourth quarter of
2H3.

(H

The following long-term debt was retired through optional redemption or payinent at maturity during 2013:

Ameount
Company TFype Tnterest Rate Maturity {Inn thousands)
AWCCw L Senior notes—Tixed rate 5.39%-10.00% 2013-2017  $476,638
Other subsidiaries 9 ... Private activity bonds and government
funded debt—{ixed rate 0.00% -3.50%  2013-2041 17.663

Other subsidiaries ... .. Mortgage bonds—{ixed rate 6.59% 2013 2,000
Other subsidiaries ... .. Mandatory redecmable preferred stock  8.49%-9.18%  2031-2036 1,630
Other ............... Capital leases & other 359
Total retirenients &

redemptions .. ...... $498,310

On October 8, 2013, we announced the purchase and retirement througlh a tender offer of $225.8 million in
aggregale outstanding principal amount of our 6.08% Senior Notes due 2017, On October 8, 2013, we paid
$271.8 million Lo effect the tender, which, in addition to the principal, included a repurchase premium of
$39.4 million and accrued interest of $6.6 million, Also, in October 2013 and related to the tender, we
recorded transaction fees of $0.7 million and a write-off of $0.5 million for unamortized debt issuance costs.
The redemption was originally financed through commercial paper borrowing.

Includes a $3.6 million of non-cash redemptions resulting (rom the use of restricted funds.

On November [, 2013, we issued notices of redemption for $74.8 miliion and $75.0 million of outstanding

Senior Notes with an original maturity date of 2038 and interest rates of 8.25% and 10.0%%, respectively. These
notes were retired on December |, 2013,
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Also on December 21, 2013, an additional $1071.0 mitlion with an interest rate of 5.39% in Senior Notes
matured.

The following long-term debt was igsucd in 2012;

Amount

Company Type Interest Rate Maturity {In thousands)
AWCC & o L. Senior notes—Tixed rage 4.30% 2042 $3060,000
Other subsidiaries . .. Private activity bonds and

govemment funded debt—fixed rate 0.00%-5.00% 2025-20:41 68,746
Other subsidiaries ¥ . .. Private activity bonds and

government funded debt—{ixed rate 1.00%-2.76% 2025-2041 14,730
Other subsidiaries . ... . Mortpage boads—{ixed rate 4.29% 2022 00
Total issuances . ...... $384,176

(1) The net proceeds from this Issuance were used to finance certain redemptions of long-term debt and to fund
the repayment of short-term debt.

{2) Proceeds from these issuances were received from New Jersey Environmental Infrastructure Trust and will
be used to fund certain specific projects. The proceeds are held in trust pending vur certification that we
have incurred qualifying expenditures. These issuances have been presented as non-cash on the
Consolidated Statements of Cash Flows, Subsequent releases of all or a lesser portion of the funds by the
Trust are reflected as the release of restricted funds and are included in investing activities in the
Consolidated Stitements of Cash Flows.

{3) Proceeds from these issuances were reccived from the Peansylvania Infrastructure Investment Authority and
have been used to fund specified projects.

Also, in the second guarter of 2012, and in connection with the acquisition of our additional subsidiaries in
New York, we ussumed debt of $25.2 million with coupon rates of 5.00% 1o 6.00% and maturity dates ranging
from 2015 to 2035. In September 2012, we redecmed $10.9 million of these outstanding bonds with original
maturity dates of 2031 to 2035 and interest rates ranging fron 5.00% to 6.00%.

The following long-tcrm debt was retired through optional redemption or payment at maturity during 2012:

Amount
Company Type Interest Rate Maturity (In thousands)
AWCC.............. Senior notes—iixed rate 8.25% 2038 3 10
Other subsidiaries .. ... Private activity bonds and government
funded debt—{ixed rate 0.00%-9.60% 2012-2041 447,325

Other subsidiaries . .. .. Morigage bonds—Iixed rate 6.85%-7.95% 2012 24,200
Other subsidiaries . .. .. Mandalory redeemable preferred stock 4.60%-9.18% 2013-2036 1,549
Other ........ ... ..., Capital leases & other 419
Total retirements &

redemptions .. ..., .. $473,503

Included in the jong-term debt redemptionsfretirements is 4.2 million related to our previously held Ohio
subsidiary, which was classified in discontinued operations prior to its divestiture.

From time to time and as market conditions warnant, we may engage in long-term debt retirements via
tender offers, open market repurchases or other viable alternatives to strengthen our balance sheets.

In February 2013, our Board of Directors authorized a common stock repurchase program for the specific
purpose of providing a vehicle to minimize share dilution that occurs through its dividend reinvestment,
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employee stock purchase and executive compensation programs, This program will allow the Company to
purchase up to 10 million shares of its outsianding common stock over an unrestricted period of time to manage
dilution. Under the program, the Company may repurchase its common stock in the open markel or through
privately negotiated transactions. The program will be conducted in accordance with Rule 10b-18 of the
Exchange Act, as amended, and to facilitate the purchases, the Company has also entered into with a broker a
Rule 10b3-1 share repurchase plan, By having the Program administered through a Rule 10b5-1 plan, the
Company will be able to repurchase its shares at imes when it otherwise might be prevented from doing so under
insider trading laws or because of self-imposed wading blackout periods. Subject to applicable regulations, the
Compuany may elect to amend or cancel the Program or the Rule 10b5-1 purameters at its diseretion.

Credit Facility and Short-Term Debt

The short-term debt balunce, consisting of commerciul paper, net of discount, amounted to $450.0 million
and $630.3 million at December 31, 2014 and 2013, respectively.

AWCC has entered into an unsecured revolving credit Tacility with $1.25 billion in aggregate total
cormmitmends from a diversified group of 14 banks with $70.0 million maturing on October 2017 and the
remainder, $1.18 billion, maturing on October 2018. Interest rates on advances under the facility are based on a
credit spread to the Eurodollar rate or base rate with the credit spread of 1.00% through June 2012 and then based
on the higher of AWCC s Moody's Investors Service, which we refer to us Moody’s, or Standard & Poor's
Ratings Scrvices ratings, which we refer to as $&P, credit rating. At current ratings that spread would be 1.00%.
The facility will be principally used to support AWCC's commercial paper program and to provide up to $150.0
million in letters of credit.

We closely monilor events in the financial markets and the finaneial institutions associated with this credit
facility. In accordance with the credit agreement, no financial instifution can have more than $250.0 million of
the aggregate commitment through the fucility expiration date. If any lender defaults in its obligation 1o fund
advances, the Company may request the other lenders to assume the defaulting lender’s commitment or replace
such defaulting lender by designating an assignee willing to assume the commitment. However, the remaining
lenders have no obligation 1o assume a defaulting lender’s commitment and we can provide no assurances that
we will be able to replace a defaulting lender.

The following table provides information as of December 31, 2014 and 2013, regarding the respective credit
facility in effect at the time, letters of credit sub-limits and available funds under those revolving credit facilities,
as well as outstanding amounts of commercial paper and outstanding borrowings under the respeciive facilities:

Outstanding
Avaitable Availuble Commercinl
Credit Facility  Credit Facility  Letter of Credit  Letter of Credit Paper Cruedit Eine
Commitment Capacity Sublimit Capacity (Net of Discount}  Borrowings
{In thousands)
December 31, 2014 .. ... 51,250,000 51,212,104 $150,000 §112,104 449,959 Soro
December 31,2013 .., .. 51,250,000  $1,208.215 $150,000 108,213 $630,307 Hoe

AWCC had no owtstanding borrowings under the credit facility and $36.5 million of outstanding letters of
credit under this credit facility as of February 19, 2015, Also, as of February 19, 2015, AWCC had
$3062.9 million of comumercial paper outstanding.

The weighted-average interest rate on short-term borrowings for the years ended December 31, 2014 and
2013 was approximately 0.31% and 0.43%, respectively.
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Capital Structure

The following tahle indicates the percentage of our capitalization represented by the components of our
capital structure as of December 31, 2014, 2013 and 2012:

At At At
Decesmber 31, December 31, December 31,
2014 2013 2012
Total corimon stockholders” eguity .............. 45% 45% 445
Long-term debt and redecmable preferred stock at
redemplion value ... o o ol 50%% 49% 52%
Short-term debt and current partion of long-term
debt oo 5% 6% 49
H00% 100% 100%

The changes in the cupital structure between periods were mainty attributable to changes in outstanding
commereial paper balances.

Debt Covenants

Qur debt agreements contain financial and non-financial covenants. To the extent that we are not in
compliance, we or our substdiaries may be restricted in our ability to pay dividends, issue new debt or access our
revolving credit facility. For two of our smaller operating companies, we have informed our counterparties that
we will provide only unaudited financial information at the subsidiary level, which resulted in technical non-
compliance with certain of their reporting requirements. We do not believe this change will materiaily impact us.
Our failure to comply with restrictive covenants under our credit facility could accelerate repayment obligations.
Our long-term debt indentures contain a number of covenants thal, among other things, limit the Company from
issuing debt secured by the Company’s assels, subject 1o certain exceptions.

Certain long-term notes and the revolving eredit factlity require us to maintain a ratio of consolidated debt
io consolidated capitalization (as defined in the relevant documents) of not more than 0.70 to 1.041. On
December 31, 2014, our ratio was 0.55 to 1.00 and therefore we were in compliance with the covenant.

Security Ratings

Our access 1o the capital markets, including the commercial paper market. and respective {inancing costs in
those markels, is directly affected by securities ratings of the entity that is accessing the capital markets. We
primarily access the capital markets. including the commercial paper market, through AWCC. However, we also
issue debr at our regulated subsidiaries, primarily in the form of tax exempt seeuritics or borrowings under stale
revolving funds, to lower our overall cost of debt.

On June 2, 2014, Standard & Poor’s Rating Service revised its rating outlook to positive from stable and
affirmed its corporate credit rating of A- on AWCC and Americun Water and of A2 on AWCC’s short term
rating. On May 29, 2013, Moody's vpgraded its rating outlook for both American Water and AWCC from Baa2
1o Baal and revised its rating outlook to stable.

The following tuble shows the Company’s securities ratings as of December 31, 2014:

Moody’s Investors Stundard & Poor’s

Securities Service Ratings Service
Semorunsccured debt ... ... Baal A-
Commercial puper ... ... . .. P2 A2





