
Excerpt from the Supervisory Board minutes dated September 16. 2005

On item 3 of the agenda - Strategic alignment of the Group,

the Chairman made reference to the fact that the presentation on this item had
been slightly shortened in view of the in-depth preparations by the Presidium.

Mr. Roels stressed that his aim was an in-depth dialog with the Supervisory Board
on the strategy. He recalled that regular reports had been submitted on the
strateb'Y developments in the various RWE segments since the end of 2003. In
view of constantly changing markets, there is a need for adjustments in the water
strategy. The thinking on a possible strategy change in water business announced
today merely constituted an interim report. Before any decision on a strategy
change, a range of questions still had to be clarified. He pointed out that this
subject was extremely sensitive and secrecy regarding such thinking had to be
maintained at all costs.

Mr. Roels then explained the historical developments which, after the merger of
RWEIVEW in 1999, had led to the development of a multi-utility concept for the
RWE Group with water as a fourth pillar. After the acquisition of Thames Water
in 2001 and of American Water in 2002 and after the integration of these
companies, experience has now shown that the expectations that had attached to
these acquisitions at that time had not been fulfilled. The coming years were
likely to bring rising capital requirements in the Water division along with lower
outperformance chances. While at the turn of the millennium the capital market
had still believed in the theory that utilities would have to evolve into global
players, it now seemed that, in effect, there could no longer be any talk of
globalization of the water market. Instead, the development to be observed was
toward a regional focus of the water companies. Such developments, it was said,
had already been taken into account by major competitors of RWE, who had
either withdrawn from this business field or were concentrating on their various
home markets.

Viewed against this background, the Executive Board had to face a number of
questions. The chief issues were:

- Does an isolated presence in the US create value for RWE?
- In view of the risks and the resources required, is maintemmce of this presence

justified? .
- Is RWE the optimal owner of a business that brings no optimal synergies for

the core business, energy?
- Does the limited capital return, while accompanied by relative stability, justify

the maintenance of a position in water business?
- Does more financial flexibility improve RWE's starting position with regard to

the consolidation of Europe's energy sector?

In the Executive Board's opinion, the first four questions must be answered with a
'no', and the fifth with a definite 'yes'.

Mr. Roels then recalled the reasons that had originally tipped the scales in favor
of pursuing the multi-utility strategy. The aim of this strategy had been to reduce
the dependence on electricity business in Germany, in which losses were being

• I \~



- 2 -

posted at the end of the last century. At the time it was assumed that customers
would demand multiple-play, energy-related services and solutions on a one-stop
basis. The success factors assumed had been value creation from cross-selling
and the bundling of products, a broadening of the customer base and the
achievement of cost leadership in all segments thanks to scale effects. In those
days, focusing on the water market had seemed sensible owing to the poor future
perspectives for the core market Germany, substantial erosion of electricity prices
and plummeting market share. At that time, RWE had water know-how in
Germany only. The global water market appeared to be a utility segment with
max. growth potential. The multi-utility strategy was also suggested by the
possibility of risk spreading across different utilities and regions.

The acquisitions in the water sector pursued a number of goals. By purchasing
Thames Water and American Water, RWE had risen to slot 3 on the global water
market. Water was set to become "the most profitable and fastest growing
corporate division" and make a contribution of about one third to the 2003
EBlTDA. Acquisition of Thames Water was to achieve a significant position in
the UK water market and to gain control of the "best positioned" company in
global water business. The object of the acquisition of American Water was, in
addition, to obtain market leadership in the US. Another consideration behind
these acquisitions was the idea that the customer base in the water business field
could be used for multi-utility services. The expansion and integration of Thames
Water, in particular, was expected to help internationalize the Group.

The acquisitions were to be an investment in a global growth market. In fact, it
had been assumed that sales revenue from global water business would quintuple
from USD 80 billion in 2000 to USD 400 billion in 2010. For Thames Water,
revenue from non-regulated UK water business was expected to at least double by
2005, viz. from 15% to 30 or 40% revenue share. Similar growth assumptions
had also been made in respect of the US water market, the world's largest regional
market.

In view of these growth assumptions, high premiums had been paid for the
purchase of Thames Water and American Water. For instance, relative to the 3­
month average for the Thames Water share before the acquisition, the premium
stood at 47%. The corresponding value for the American Water common stock
had been 46%.

In the sequel, a number of adverse exogenous developments emerged. Due to a
slower course taken by liberalization and to what was in places considerable
political resistance to privatization of the water sector, the achievable overall
market footprint was much smaller than expected. At the same time, risks in
water business had been underestimated. This was true in particular of
international water business. Here, unreliable regulatory authorities, in China or
Indonesia, say, had not kept promises given. Highly political decision-taking
processes and frequent resistance to foreign ownership had done the rest. But
there had also been technical risks, like substantial distribution losses. It could be
said today that the risk spread in this business field was definitely asymmetrical.
High risks in the non-achievement of output targets had to be juxtaposed with
only slight outperformance chances. Specifically in international water business,
the obtainable rc~turnin many cases had not justified the higher risks .
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Finally, it should also be noted that there had been a significant increase in the
efficiency pressure on saturated markets. Although short-term improvements
could quite easily be achieved, outperforming the set targets on a time axis had
become more difficult.

Mr. Roels then dealt with endogenous developments that had led to performance
problems and weak growth at American Water. At the time of the acquisition, for
examole. an accumulated value-add between 2003 and 2009 of USD

While growth in regulated basic business was largely on track (growth from
investment), growth in non-regulated business was well below expectations due to
the weak distribution team .
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Mr. Roe1s then explained in detail the underlying regulatory framework for the
activities of Thames Water in the UK and American Water in the US. On the one

hand, Thames Water had a ring-fencing duty to maintain its substance and to
adhere to agreed output and all environmental standards. On the other hand, the
associated costs could not always be passed on to customers in full. The extra
investment alone that Thames Water would incur under the planned EU Water
Directive was put at some _ On the one hand, Thames Water was
subject to stringent liability rules for services performed while, on the other, even
those customers must be supplied who do not pay. The level of bad debts for all
water companies in Britain was estimated to be GSP 800 million; it might not be
possible to pass on these costs to customers in full. Owing to the asymmetric risk
profile that had emerged, however, an offset between poor performance in
drinking water and better performance in wastewater was not possible.

The situation in the US was also difficult. There, public resistance to
privatization schemes of companies was growing. Some of the infrastructure of
the water companies in the United States was outdated. Nevertheless, the
regulatory requirements as regards reduction in contamination from the pipe
network with the heavy metals arsenic and lead were steadily growing in severity.
Here, too, the extra costs incurred could not always be passed on to customers.
Specifically, it had been shown that customers responded to big rate hikes by
substantially lowering their demand (rate shocks). To this must be added the fact
that the regulatory environment, e.g. in Kentucky, Arizona and Virginia, was
extremely difficult. What the two markets had in common was the fact that the
guaranteed return is limited to approx. 6% in all after taxes, and that the leeway
for outperformance is restricted. Tougher environmental standards, it was said,
would require ever higher capital spending.

Mr. Roels then explained in depth the risks that arise for Thames Water and
American Water from distribution losses. In Thames Water's case, for example,
the distribution losses, due to London's obsolete pipe system, currently amounted
to some 30% of production. This was equivalent to 915 million liters a day. The
corresponding value at American Water was about 19%. London's pipe network
has a total length of about 30,000 km, 50% of which is older than 100 years.
Based on the 1,200 km of approved replacement in the current regulation period
AMP4, replacing the entire pipe system would take more than 100 years. The
regulator's aim in the current regulation periods was to obtain a significant
reduction in such distribution losses. However, this would only be possible at the
price of a considerable rise in investment in new networks .
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The chief challenges in the US concerned an increase in efficiency and growth.
Management complexity was very high. This became clear when it was realized
that the company operates in 28 states, with a breakdown by 4 regions.

Mr. Roels then went on to explain the corresponding situation in the United
States. There, it had become clear that the highest growth in demand was
expected in the West region. However, a negative value-add was reckoned with
for the years 2005 to 2009.

In addition, it had to be noted that both American Water and Thames Water in
their relations with each other and with other companies in the RWE Group had
only limited synergy potential. Hence, American Water - other than originally
planned - had no synergies with the energy area because the scheduled entry into
the US electricity market had not happened. Only at Thames Water were there
limited synergies with RWE npower, most of which are likely to benefit RWE
npower, however. Procurement and IT benefits, too, as part of the RWE Group,
were negligible.

Using a comparison of the strategies of many utilities in the European area, Mr.
Roels explained that important competitors of RWE who had likewise pursued a
multi-utility approach until 2002 had been concentrating on their core business
fields. Thus, Scottish Power, Centrica, Enel, E.on, Endesa, Nuon and Scottish &
Southern had now withdrawn from water business. Merely Suez and Veolia were
still systematically pursuing their multi-utility strategy.

If the questions asked at the beginning were asked once more against this
background, it would have to be said that RWE's isolated presence in the US
creates no value. In view of the risks and the required resources, maintenance of
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this presence could not be justified. Also to be answered in the negative was the
question as to whether RWE is the optimal owner of a business that offers no
significant synergies to its core business, energy. Much the same is true of the
question of whether the limited capital return justifies maintaining a position in
water business. Yet this still did not answer the issue of whether the financial

flexibility gained from an abandonment of the water business would improve
RWE's basic position in the consolidation of the European energy sector. This
would require further thinking on consolidation in energy business.

A look at the capital-market assessment of water business shows that most
analysts view RWE as a pure-play energy company. Specifically, the US water
activities were being undervalued as part of the RWE portfolio. Among
companies that operate water as a separate business, it can be noted that pure­
play, regionally focused water suppliers are currently highly rated.

Against this backdrop, a number of options for action by American Water could
be identified. If a decision were taken in favor of retaining the holding in
American Water, it would be essential to install a new management in the US.
The restructuring of the American Water group would then have to be pursued
with special urgency. It might also be necessary to have stronger links between
American Water and the Group Center.

Also conceivable might be an IPO with a placement of American Water at an
American stock exchange in one or more steps. One alternative would be a
private placement of 100% of the shares with at least II institutional investors
each receiving fewer than 10% of the stocks. The background for such a scatter
involved regulatory obstacles. Mixed forms of IPO and private placement could
also be considered in principle. In addition, the regulated water business is also
very attractive for individual financial investors, like infrastructure funds,
insurance companies and pension funds. By contrast, there were, it is true, only
few strategic investors on the market. Looking at the risks of the various options,
it can be noted that the hold option is associated with the exposure of a further
worsening in the performance. There was then also the risk that the currently
favorable market environment would cease to exist. But a disposal option would
entail risks as well. Here, the risk of rising interest rates in the US must be cited
first with correspondingly adverse implications for the achievable disposal
proceeds. To this must be added the general price risk in any IPO, although this
could be reduced in any private placement by fixing the purchase price in
advance. There were also performance risks as regards the level and the
sustainability of the company's US-GAAP result. On top of this came an
implementation risk, which was marked by the high complexity of the transaction
and the limited management resources in the US.
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Mr. Roe1s then explained the possible bandwidths for a valuation of American
Water in a sale of the company. In the US, company valuation is mainly in terms
of a multiple of the net result. The seven listed water companies in the US are
currently traded at roughly 20-35 times their result. The average is around 26
times. Mr. Roels made it clear that it would be necessary here to resist the
temotation of reckoninl! vourself rich .
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Finally, Mr. Roels explained that, regarding American Water, the internal
preparations for a possible transaction were to be completed by the end of October
2005. Extraordinary meetings ofthe Executive Board and the Supervisory Board
were envisaged for early November 2005. A possible kick-off for a selling
process could then take place after the Supervisory Board meeting. Should the
Company decide in favor of the hold option, a restructuring process might then
have to be implemented.

Debate:

Mr. XXX pointed out that it was not intended at today's meeting to adopt any
resolution on a possible strategy change. Instead, the Executive Board was to be
given a mandate to press ahead with thinking on a strategy change and, possibly,
to arrange for measures needed to implement the strategy. What mattered most
was to make an ACTUAL-BUDGET comparison for water business. It might
then be necessary to consider the shape that could be given to the exit from water
business. In future, the Company would increasingly be competing for the ever·
scarcer resource "capital". [t was also important, in his view, that the capital tie­
up at Thames Water in the UK was growing faster than expected.

Mr. XXX welcomed the Executive Board's thinking. For him, the impact on the
free cash flow was crucial. If the Executive Board opted for a continuation of
activities in the water business field, this would have far-reaching consequences
for the Group's other business.

Mr. XXX remarked that a quarter of the Group's result came from the water
business field. Against this background, the Executive Board must consider what
implications the planned strategy change would have for result planning and the
Company's balance sheet. In the event that the Executive Board opted to sell the
water business field, thought would have to go into how the associated
developments in the result would be communicated to the market. It must also be
anticipated that the focus on the power and gas business fields then expected by
the capital market and the re-investment risk resulting from this would lead to
unrest there, all the more so since new acquisitions would probably not be
possible at favorable prices. This might give rise to future goodwill problems. In
his view, Thames Water would probably be easier to sell than American Water.
This was due to the fact that, in the US, any sale is subject to the consent of a
number of regulators. In addition, the company's management was not yet
complete either. For an acquisition of American Water there were not many
strategic partners. In the case of financial investors, it must be asked whether the
regulators would be willing to accept such a buyer. Experience had shown that it
is easier to resolve a change of strategy than to actually implement it.
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Mr. Roels pointed out that the market was quite interested in acquiring holdings in
water companies. The investors concerned were pension funds and infrastructure
funds with an investment horizon of at least 30 years. He shared the view that
financial investors in the form of private-equity companies would, as viewed from
the regulators' angle, be less suitable as buyers. American Water currently
operates in 28 US states. In about half of the states, regulator approval would
have to be obtained. The regulators were expected to welcome any acquisition by
American buyers.

The fact was that the Executive Board was aware of the problems associated with
implementing the strategy change, so that special care was being applied to
planning the implementation process. He again pointed out that today's
Supervisory Board meeting would not adopt any resolution on the strategy
change. For the rest, this would also trigger immediate ad-hoc duties under
Germany's Securities Trading Act (WpHG).

Mr. XXX was of the opinion that the strategy change indicated here was wrong.
He believed that water was in fact part of the Company's core business. Although
he was able to replicate the Executive Board's thinking on the intensive capital
tie-up in the water business field, it must also be considered that substantial
premium losses had to be expected in any sale. Also, the opportunities from
water business were not being sufficiently considered. Confining the discussion
to a mere look at the segment itself was wrong-headed, he felt. Not enough heed
was being paid to the risk spreading argument, in particular. He felt that it was
crucial that the certainty associated with regulated business had a favorable effect
on the Group in the medium to long term. It was also important to retain
competence in water business. Abandoning the water business was destroying
value, he said.

Mr. Roels replied that he respected Mr. XXX's doubts as regards the correctness
of the strategy change. He stressed that planning did not provide for an exit from
water business in Germany. Here, there were synergies to be had with other
business fields. Such synergies did not exist in the case of American Water. The
planned entry into the US electricity market after 200 I had failed to materialize.
Before a final discussion of any strategy change by the Supervisory Board, the
advantages and disadvantages as well as the financial consequences of such a
strategy change would be investigated and described.

Mr. XXX emphasized that, for him, an in-depth discussion of the long-term
perspectives for water business and the associated risk and return expectations, on
the one hand, and early involvement of the Supervisory Board, on the other, were
very positive. He wished to ask the Executive Board to clarify the following 6
points before a final debate in the Supervisory Board on a possible strategy
change:

a) a clear, figures-backed statement on the future of the water market;
b) stand-alone perspectives for American Water and Thames Water;
c) the financial implications of the planned transactions, taking special account of

any write-downs, and submission of pro-forma balance sheets;
d) the implications for key ratios, specifically the free cash flow, in planning, and

an account of the capital flows;
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e) specific statements on the exit strategy, including the requirements to be met in
communicating any changes;

f) expectations on growth and risk diversification in the future.

Here too, it was important to realize that nobody has ever grown by adopting a
shrinking processes.

In the preparations for a final discussion of a possible strategy change, Mr. XXX
requested that adequate heed be taken of Mr. XXX's misgivings. In this
connection, he expected submission of facts on the opportunities and perspectives
for the water business field.

The XXX pointed out that the conduct of the competition could not in itself be an
argument. After all, there were too many examples in various industries of
collective wrong decision-making. Answering a question from the XXX as to
whether the Executive Board would receive a mandate for further exploration of a
possible strategy change, the Supervisory Board members gave their assent.
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