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Re:  Tennessee American Water Company’s Request for Proposal for a
Management Audit -- Docket No. 09-00086

Dear Chairman Freeman:

Attached please find an original and five (5) copies of a Notice of Filing of Schumaker &
Company’s Affiliate Audit Report of Tennessee American Water Company for the Tennessee
Regulatory Authority, the accompanying Audit Report, and related workpapers. Due to volume,
the workpapers are being provided to you in electronic format on CD as per my previous
discussion with Mr. David Foster. The Notice of Filing and Audit Report are also being filed
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BEFORE THE TENNESSEE REGULATORY AUTHORITY

NASHVILLE, TENNESSEE
IN RE: )

)
TENNESSEE AMERICAN WATER ) :
COMPANY’S REQUEST FOR ) Docket No. 09-00086
PROPOSAL FOR A MANAGEMENT )
AUDIT )

NOTICE OF FILING OF SCHUMAKER & COMPANY’S
AFFILIATE AUDIT REPORT OF TENNESSEE AMERICAN
WATER COMPANY FOR THE
TENNESSEE REGULATORY AUTHORITY

Tennessee American Water Company (“TAWC”) hereby provides notice of the filing of

Schumaker & Company’s Affiliate Audit Report of Tennessee American Water Company for the

Tennessee Regulatory Authority, dated August 2010, and a disc containing related workpapers.

Certain items in the workpapers that TAWC considers confidential and proprietary are not being

filed at this time pending entry of a protective order.

Respectfully submitted this 10™ day of September, 2010.

Respectfully submitted,

R. Dale Grimes (#6223)
Ross 1. Booher (#019304)

BASS, BERRY & SiMS PLC

150 Third Avenue South, Suite 2800
Nashville, TN 37201

(615) 742-6200

email: dgrimes@bassberry.com

Attorneys for Tennessee American
Water Company
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I hereby certify that a true and correct copy of the foregoing has been served via U.S.
Mail, overnight delivery and/or electronic mail, on this the 10™ day of September, 2010, upon the
following:

Ryan L. McGehee, Esq.

OFFICE OF THE ATTORNEY GENERAL

CONSUMER ADVOCATE AND PROTECTION DIVISION
425 5th Avenue North, 2™ Floor

Nashville, TN 37243

email: Ryan.McGehee@ag.tn.gov

J. Richard Collier, Esq.

Kelly Cashman-Grams, Esq.

TENNESSEE REGULATORY AUTHORITY

460 James Robertson Parkway

Nashville, TN 37243

email: Richard.Collier@state.tn.us; Lynda-Lu.Perrin@tn.gov
email: Kelly.Grams@state.tn.us
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Schumaker & Company

August 31, 2010

Mz. David Foster ' ‘ Mz. Michael Miller

Utility Division Chief Ditector of Rates and Regulation
Tennessee Regulatory Authority Tennessee-American Water Company
460 James Robertson Parkway 1101 Broad Street

Nashville, TN 37243-0505 Chattanooga, TN 37401

Regarding: Docket No. 08-00039 TAWC Affiliate Management Audit Report

Schumaker & Company, Inc. (Schumaker & Company) and its subcontractor Work & Greer, PC
(Wortk & Greer), a certified public accounting firm, are pleased to submit our final affiliate audit
report of Tennessee-American Water Company (TAWC). This report responds to the Tennessee
Regulatory Authotity (TRA) otdet in Docket No. 08-00039 and teflects the findings/conclusions
and recommendations of Schumaker & Company and Work & Greer consultants.

Schumaker & Company subscribes to the audit standards set forth by the National Association of
Regulatory Utility Commissioners’ “Consultant Standards and Ethics for Performance of
Management Analysis,” dated November 15, 1989, the US Government Accountability Office’s
“Standards for Audit of Government Organizations, Programs, Activities, and Functions,”
(commonly referred to as the “Yellow Book™), as applicable to performance audits, and US
generally accepted auditing standards (GAAS) to the extent they apply to performance audits.
This audit conducted by Schumaker & Company and Wotk & Greer consultants, including the
_audit report, complies with: (i) US generally accepted auditing standards (GAAS) related to issues
of management economy, efficiency, and effectiveness as applicable to performance audits
and/ot, (ii) as set forth in generally accepting accounting ptinciples (GAAP). Out wotk on this
project has been in compliance with these standards and our management audit repott conforins
to performance audit principles (in content and format) and includes an introduction and
summary, a background and perspective section, a findings and conclusions section, and a
recommendations section. Itis based on our work plan and our professional judgment in

application of that plan.

We are also providing two CDs of ourt working papers with out report. If you have any
questions please feel free to contact me at 734-998-5550.

Qe FeRirr A

Patricia H. Schumaker, President & Project Engagement Manager, Schumaker & Company, Inc.

faa £ G

Wayne L. Fossett, Director of Accounting & Auditing Services, Work & Greer, PC

3101 Walnnt Ridge Drive, Ann Arbor, MI 48103 office 734-998-5550 fax 734-998-5590 email solutions@schrco.com web site wivw.schuco.com
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Institute of Management Consultants USA Code of Ethics

All IMC USA members pledge in writing to abide by the Institute’s Code of Ethics. Their adherence to the Code
signifies voluntary assumption of self-discipline. As the professional association and certifying body for management
consultants in the United States, IMC USA requires adherence to this Code of Ethics as a condition of membership and
certification. The standards of conduct set forth in this Code provide basic principles in the ethical practice of
management consulting. The purpose of this Code is to help IMC USA members maintain their professionalism and
adhere to high ethical standards in the conduct of providing services to clients and in their dealings with their colleagues
and the public. The individual judgment of Members is requited to apply these principles. Members are liable to
disciplinary action under the IMC USA Rules of Procedure for Enforcement of this Code if their conduct is found by
the IMC USA Ethics Committee to be in violation of the Code or to bting discredit to the profession or to IMC USA.

The Code specifies:

¢ Members will serve their clients with integrity, competence, independence, objectivity, and professionalism.

¢ Members will mutually establish realistic expectations of the benefits and results of their services.

¢ Members will only accept assignments for which they possess the requisite experience and competence to perform
and will only assign staff or engage colleagues with the knowledge and expertise needed to serve clients effectively.

¢ Members will ensure that before accepting any engagement a mutual understanding of the objectives, scope, work
plan, and fee atrangements has been established.

¢ Members will treat appropriately all confidential client information that is not public knowledge, take reasonable
steps to prevent it from access by unauthorized people, and will not take advantage of proptietary or privileged
information, either for use by them, the client’s firm, or another client, without the client’s permission.

¢ Members will avoid conflicts of interest or the appearance of such and will immediately disclose to a client any
citcumstances of intetests that might influence their judgment and objectivity.

¢ Members will offer to withdraw from a consulting engagement when their objectivity or integrity may be impaired.

¢ Members will refrain from inviting an employee of an active or inactive client to consider alternative employment

without prior discussion with the client.

TY. L i i ;
Members will agree in advance with a client on the basis for fees and expenses, and will charge fees that are
reasonable and commensurate with the services delivered and the responsibility accepted.

Members will not accept commissions, remuneration, ot other benefits from a third party in connection with the
recommendations to a client without that client’s prior knowledge and consent, and will disclose in advance any
financial interests in goods ot services that form part of such recommendations.

PUBLIC AND THE PROFESSIO!

¢

Members will, if within the scope of an engagement, repott to approptiate authorities within or external to the client
organization any occurrences of malfeasance, dangerous behavior, or illegal activities.

Members will respect the rights of consulting colleagues and consulting firms and will not use their proprietary
information or methodologies without permission.

Members will represent the profession with integrity and professionalism in their relations with their clients,
colleagues, and the general public.

Members will not advertise their services in a deceptive manner nor misrepresent or denigrate individual consulting
practitioners, consulting firms, or the consulting profession.

Members will report violations of this Code to the Institute of Management Consultants USA and will promote
adherence to the Code by other member consultants working on their behalf.

The Institute of Management Consultants USA, Inc. (IMC USA) adopted its first Code of Ethics in 1968. Since that
time IMC USA has modified the wording of the Code for additional clarity and relevance to clients. The current Code
was approved February 3, 2005. It is consistent with the International Code of Professional Conduct published by the
International Council of Management Consulting Institute (ICMCI) of which IMC USA is a founding member.
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Table of Recommendations, continued
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approved by the appropriate regulatory commissions, as
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Recommendation IV-1 Place greater emphasis on measuting internal business processes

that could foretell customer satisfaction issues. (Refet to
Finding IV-2, Finding IV-4, Finding IV-7, and Finding IV-8) ....... 126
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I. Introduction and Report Summary

This chapter represents a summary introduction and results of the affiliate audit of Tennessee-Ametican
Water Company (TAWC) completed by Schumaker & Company in 2010 on behalf of the Tennessee
Regulatory Authority (TRA). Itincludes a synopsis of the objectives and scope of out work, a
functional evaluation summary, and several exhibits, for amplification purposes, that encapsulate the
recommendations and estimated benefits associated with these improvement opportunities. The
remaining report chapters contain a discussion of our findings, conclusions, and recommendations for
each discrete area of review within the scope of the audit. They include:

¢ Chapter II — Affiliate Relationships Review
¢ Chapter III — Intetnal Conttols Review
¢ Chapter IV — Organizational & Operations Assessment Review

These chapters provide the detailed facts and analyses that support, and provide context for, the
recommendations we have made. The findings and recommendations contained in this audit report are

the findings and recommendations of the consultant only and are not necessatily agreed to by TAWC ot
the TRA.

A. Company Background

Tennessee-Ametican Water Company (TAWC) is headquatteted in Chattanooga, Tennessee and is patt
of the Eastern Division organization of American Water Works
Company, Inc. (American Water). TAWC is the latgest investor-owned
water utility in the state, serving water and/or wastewatet setvices to
approximately 76,000 residential and commercial customers in nine
communities in the Chattanooga and Notthetn Geotgia area. TAWC
holds responsibility for the delivery of safe, reliable, and economic
water distribution, as well as customer service to residential and

business customers in Tennessee. Tennessee-Ametican Water
Company is a wholly-owned subsidiary of American Water, which is R , S
headquartered in Voothees, New Jetsey, the largest and most geographically diverse provider of watet
services in North America. American Water was founded in 1886 as the American Water Works &
Guarantee Company and reorganized in 1947 as American Water Works Company, Inc. With a history
of over 100 years, American Watet provides watet and wastewater setvices to approximately 16 million
people in 35 states and two Canadian provinces. It has partnered with many municipalities within their
non-regulated products and services group to maintain and operate municipality systems. American
Water employs mote than 7,000 employees nationwide and had approximately $2.44 billion in total
operating revenue and $173.6 million in operating income for 2009.
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Prior to being acquired in 2003 by RWE Aktiengesellschaft (RWE), which was a stock corporation
incorporated in the Federal Republic of Germany, American Water was the largest publicly-traded water
utility company as measuted by both operating revenue and population served in the United States.
After acquisition in 2003, American Water was no longer a publicly traded company. In 2005, RWE
decided to divest American Watet and, in Matrch 2006, decided to affect the divestiture through the sale
of shares in one ot mote public offetings. On Aptil 28, 2008, RWE Aqua Holdings GmbH, a German
limited liability company and a direct wholly-owned subsidiary of RWE, which then was the sole owner
of the American Watet’s common stock, completed a partial divestiture of its investment through an
initial public offering with the sale of 63.2 million shates of American Water common stock. Upon the
completion of this initial public offeting, American Water again became listed on the New York Stock
Exchange (NYSE) under the symbol “AWK?” and resumed its position as the largest publicly-traded
water utility company in the United States. As of December 31, 2008, RWE owned approximately 60%
of the American Water’s shates of common stock. On June 10, 2009 and August 18, 2009, RWE
continued to divest of its investment in Ametican Water’s common stock through public offerings of an
additional 15.4 million shares and 40.3 million shares, respectively. On November 24, 2009, RWE
completed the sale in a public offeting of the remaining 41.1 million shares of American Water’s
common stock, including 3.7 million shares sold upon underwriters’ exercise of their over-allotment
opton. As a result of the full exercise of the underwtiter’s option, RWE fully divested of American
Watet’s common stock.'

B. Audit Objectives and Scope

The objectives of the affiliate audit were established by the TRA in its request for proposal (RFP).
Although the primary focus of our audit would be AWWSC, our review of affiliate relationships would
also identify what services other American Water subsidiaties provide to TAWC. Therefore, the specific
requitements of the management audit included the following:

1. Assessed the status and sufficiency of AWWSC’s management performance and decisions
relating to internal processes and internal controls.

2. Assessed the efficiency of operating procedutes and communication between TAWC and
AWWSC.

3. Assessed the AWWSC petformance with industty standards and best management practices.

4. Assessed the appropriateness of organizational structure of AWWSC/TAWC and reporting
alignment.

5. Assessed the development of AWWSC’s long-range and short-range operational plans to
assure the effective and efficient performance of the functions.

6. Assessed the appropriateness of AWWSC’s staffing and skill sets.

7. Assessed TAWC’s controls and systems to analyze and control costs from AWWSC.
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8. Evaluated the accuracy and reasonableness of total AWWSC charges (including expenses)
allocated to TAWC.

9. Ewvaluated the necessity, reasonableness/prudency, and efficiency of processes and/ot
functions performed by AWWSC on behalf of TAWC.

10. Evaluated the accuracy and reasonableness of the allocation factors utilized to allocate
AWWSC chatges to tegulated and non-regulated subsidiaries, and allocated regulated
AWWSC chazges to TAWC, including a review of work previously performed regarding
allocation methods.

Additionally we also addressed the following processes:

1. Petformed the necessary audit steps, including random, statistically valid sampling, to
determine whether the time and expenses charged or allocated to TAWC are accurate,
reasonable, and necessaty and are accurately allocated to TAWC through the AWWSC
accounting system.

2. Made specific recommendations and the estimated remediation costs regarding the findings
of the management audit.

3. Avoided duplicating the work, analysis, findings, and/or certifications of PwC and E&Y to
the extent deemed possible to keep the cost of the management audit and the cost to TAWC
customers as low as possible while formulating an opinion in conformance with the
management audit requirements.

4. Provided a draft management audit report for review by TAWC prior to providing the final
management audit report to both TAWC and TRA.

5. Upon completion of the management audit, we delivered to TAWC two electronic sets of
working papers, indexed, and in ordetly form, supporting the development of all calculations
and recommendations by the Auditor and summarizing the procedures used in analyzing and
evaluating all data, including proper treatment of any confidential information so designated
during the development of the report.

In essence, the TRA sought to detetmine what improvements, if any, could be accomplished in the
management and opetations of TAWC. Restated, the purpose was to explore and identify practical
oppottunities for TAWC to achieve improvements for efficient and effective operations, quality services,
and cost savings, thus providing TAWC ratepayets the lowest possible rates consistent with above-average
service delivety. Out assessment included TAWC’s human, physical, and capital resources, its management
decisions, compliance with regulatory requirements, and ability to effectively manage outside constraints
and events. Given such breadth of scope, the audit encompassed vittually all of TAWC’s management and
opetating functions as well as those American Water Wotks Company, Inc. (American Water) affiliates
supporting TAWC management and operations. Each review was in sufficient detail to facilitate identifying
defensible recommendations for cost savings and setvice quality improvements that wete supported by

8/31/20109/2/2010 Schumaker & Company




benefit analyses to the extent they wete quantifiable. This repott provides details of our findings,
conclusions, and recommendations for each specified area within the scope of the audit.

During conduct of the teview, out consultants allocated considerable time to interviewing TAWC and
American Water Works Setvice Company (AWWSC) petsonnel, reviewing reports and documentation,
analyzing wotk flow processes, and assessing any changes being planned by AWWSC or TAWC
management. The consultant team focused on identifying areas for improvement, rather than areas where
operations performed well.

This review was performed in accordance with generally accepted auditing standards (GAAS), as
contained in the United States Genetal Accounting Office’s “Standards for Audit of Government
Organizations, Programs, Activities, and Functions,” related to issues of management economy,
efficiency, and effectiveness as applicable to public utilities (“Yellow Book™), and in accordance with the
standards as defined in the RFP and set forth in the National Association of Regulatory Utility
Commissioners’ “Consultant Standards and Ethics for Performance of Management Analysis.”

C. Summary of Tasks Undertaken -

With regatd to affiliated relationships and transactions, Schumaker & Company conducted an in-depth
review of TAWC’s affiliate interests that impacted the company’s regulated utility operations in
Tennessee. In this case, an affiliate interest is defined as a business entity that directly or indirectly,
through one or mote intermediaries, controls, is controlled by, ot is under common control with the
regulated utility. Control is defined as the power to dictate or influence the policy of an entity, whether
through the ownership of voting securities, by contract, or otherwise. This chapter provides a /
discussion of TAWC?s affiliate relationships and associated transactions. In particular, this review
determines the extent to which, if at all, ratepayers are compromised by TAWC’s plans or activities in
relation to affiliate interests. Our review of affiliate interests identified and assessed all relationships
between TAWC and its affiliated entities. That review included the following activities:

¢ An identification and summarization of supporting documentation, billings, and charges to and
from TAWC and its affiliates for the last five years.

¢  An evaluation of the faitness and equity of the cost-allocation methodologies used by or
impacting TAWC, including the reasonableness of overhead factors utilized.

¢ A review and assessment of 2009 affiliate transactions from the American Water Works Service
Company (AWWSC) to TAWC based on a sampling plan.

¢ A determination as to whether each centralized function is provided most effectively and
efficiently on a centralized rather than decentralized basis, and an assessment of whether the
function could be provided at a lower cost by an outside party

¢ A determination of the extent to which TAWC’s financial strength is impacted by or insulated
from its affiliated (regulated or unregulated) companies, including any determination as to
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whether any American Water financial instruments contain credit-rating tfiggérs ot provisions
leading to collateral calls that carry the potential to unduly affect the regulated utility’s liquidity.

¢ A determination of the existence of formal dividend and/ ot royalty policies impacting TAWC, a
summary of such policies including internally and externally imposed restrictions, and an
analysis of TAWC’s adherence to the policies.

D. Summary of Estimated Benefits

The audit produced 12 recommendations, which are contained in this report. A summary of the
number of priority items, and estimated benefits, is grouped by phase. Following is a brief explanation
of these categorties of information.

Priotity

To assist TAWC management in developing implementation plans, each recommendation has been

assigned a priority of “high,” “medium,” ot “low” according to the following critetia:

¢  High— Designated recommendations are high priotity because of their importance and urgency.
These represent significant benefit potential, major improvements to setvice, ot substantial
improvements to methods or procedures.

¢  Medium — Designated recommendations are of medium priority. In some instances, the
implementation of these recommendations is expected to provide moderate improvements in
profitability of operations, ot management methods and petformance. In other instances,
implementation may provide significant longer-term benefits which are less predictable.

¢  Low—Designated recommendations reflect a lower priority. In many instances, they should be
studied further ot implemented sometime during the next few years. Potential benefits are
perceived to be either modest or difficult to measure.

Exhibit I-1 summarizes the priority totals for the audit.

Exhibit I-1
Summary of Priority Totals
| High Medium Low
Priority | s 4 0
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Benefits and Costs
Benefits

The audit identified quantifiable cost savings of approximately $400,000-§500,000 in annual savings to
American Water, specifically Recommendation I1I-1, along with other non-quantifiable benefits. (The
annual savings applicable to TAWC for activities identified in Recommendation I1I-1 is approximately
$8,800 to $11,000 ot 2.2%, which is TAWC’s average pottion of AWWSC costs in 2009.) Some of these
benefits could be considered an actual reduction in costs (even though they cannot be quantified at this
time), wheteas the majority of those savings would occur through better deployment and/ot use of
existing resoutrces. Nonetheless, all of these opportunities should be pursued by the Ametican Water
organization. Exbibit I-2 summatizes the benefits totals for the audit.

Exhibit I-2
Summmary of Benefit Totals
| High Medium Low
Benefits | 3 7 2

In many recommendations, it is not possible ot practical at this time to measure “quantitative” benefits.
¥ P p q

11

The benefits associated with these recommendations, which have been designated “high,” “medium,” ot

low,” fall primarily into four categories:

¢ Reduction in actual costs of operations within a TAWC, AWWSC, or other American Water
area

¢ Increase in a revenue source within 2a TAWC area

¢  Change in work flow processes used in the provision of services to TAWC customers on a
more effective or efficient basis

¢  Change in other processes resulting in good business practices being implemented

Particularly in instances where a new management practice or procedure is recommended (where one
either did not exist ot was not fully implemented), it may be difficult to estimate the actual benefit to be
detived. It is believed, however, that the overall benefit will be improved effectiveness and efficiency of-
the specified TAWC, AWWSC, or other American Water area. Additionally, qualitative benefits may
occur that cannot be easily quantified. They could include improved effectiveness and efficiency in
operations, increased customer satisfaction, additional cost savings, increased revenues, etc. It should
also be noted that, because it is not possible in all instances to estimate expected benefits prior to
implementation, any implementation plan should include a reliable measurement tool to track benefits
after implementation.
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Quantifiable benefits (increased revenues or additional cost savings) have been provided where they
could be estimated. This quantification is subject to some judgment and would require additional effort
beyond the scope of this review to refine the estimates. The actual benefits from these
recommendations are, therefore, subject to a degree of uncertainty. For other recommendations the
benefits to be detived are of a more qualitative nature or, simply stated, the expectations of prudent
management. Those areas where major quantifiable benefits have been identified in the report are
desctibed on the following pages.

Costs

As TAWC may have varying ways to implement recommendations, Schumaker & Company did not

quantify the remediation costs of implementing audit recommendations on TAWC’s expense. However,
the impact of these recommendations was estimated as “high,” “medium,” or “low.” Quantifiable costs
could be available once Ametican Water/TAWC has identified the specific implementation steps to

follow in addressing our recommendations.

Exhibit I-3
Summary of Estimated Remediation Cost Totals
| High Medium Low
| o 6 6

Additionally, sotne benefits may be achieved as soon as the remediation costs have been incurred, while
implementation of other tecommendations may tequite a phase-in petiod befote benefits can be
achieved.

E. Sﬁmmary of Recommendations

The actual recommendation statements contained in the audit tepott are shown by work plan area on
the following pages. We have also indicated the recommendation number, page number in the report,
priority, estimated time-frame to initiate implementation efforts, and estimated benefits following
implementation. These benefits would be offset by the cost of implementation. The details of each
recommendation can be found in the individual chapters where the subject matter is evaluated.
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Chapter II — Affiliate Relationships Review

Implementation
Initiation Estimated
Time Remediation
Description Page Priority Frame Benefits Costs

II-1 | Review and approve the AWWSC 51 High 0-6 Months Low Low
Accounting and Service Fee Billing
Manual annually.

1I-2 | Petform a detailed analysis to verify 51 High 0-6 Months | Medium Medium
that the use of the number of (if only detailed
customers for allocating AWWSC analysis is
costs among regulated utilities performed and
reasonably approximates the use of no
cost-causative factors; subsequently modifications
make modifications, as appropriate. are made)

High
@f
modifications
are required)

II-3 | Continue to regularly evaluate the 52 Medium 12+ Medium Medium
cost of services provided to TAWC Months
by its affiliates so as to verify that
TAWC ratepayets are not being
harmed by chatging these services at
cost rather than market.

II-4 | Provide the TRA with an 52 High 0-6 Months | Medium Medium
informational update regarding the
content of the AWWSC/TAWC
affiliate agreement.

II-5 | Develop full-fledged service level 52 High 12+ Medium Medium
agreements for all major AWWSC Months
groups providing service to TAWC,
except those primarily performing
policy, strategy, and/or governance
functions.

II-6 | Update corporate tax allocation 53 Medium 6-12 Low Low
documentation to reflect the current Months
American Water organization
structure.
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Chapter III — Internal Controls Review

Implementation
Initiation Estimated
Time Remediation
Description Page Priority Frame Benefits Costs
I11-1 | Continue to reduce the use of outside 77 Medium 6-12 High Low
contractors for SOX compliance tasks Months $400,000
to
$500,000
(American
Water as a
whole)
$8,800 to
$11,000
(TAWC
portion)
II1-2 | Conduct an annual independent 77 High 0-6 Medium Low
review of allocation factors and Months
chatges to affiliates.
II-3 | Increase the number of internal audits 78 High 6-12 Medium Medium
concerned with affiliate transactions Months
and expand their scope.
II1-4 | Improve documentation for purchase 82 Medium 0-6 Medium Low
card transactions in order for a third Months
patty to determine the business
purpose of the transaction and to
evaluate if the appropriate formula was
used to allocate the cost.
HI-5 | Prepare written agreements for - 83 High 0-6 High Low
chatges from affiliated companies to Months
AWWSC for rent (including interest
on capital leases) and indirect charges,
update them as changes occut, and
have them approved by the
appropeiate regulatory commissions, as
appropuiate.
Chapter IV — Organizational & Operations Assessment Review
Implementation
Initiation Estimated
Time Remediation
Description Page Priority Frame Benefits Costs
IV-1 | Place greater emphasis on measuring 125 High 0-6 High Medium
internal business processes that could Months
foretell of customer satisfaction issues.
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F. Overall Summary Evaluation by Scope Item Issue

Because the bulk of a2 management audit is focused on opportunities for improvement, it may give the
readet the imptession that the utility is setiously deficient. This is not so at TAWC with regard to its
affiliate relationships, transactions, and associated internal controls, because many of the findings are of
relatively minor or moderate in nature. Therefore, it is necessaty to put each scope item issue in
petspective to provide the TRA, TAWC, and the public with an objective evaluation. The rating is an
evaluation of each issue’s operating or performance level relative to its optimum as of the time of the audit.
The evaluation takes into account American Watet’s resoutces, requitements, constraints, and operating
environment. In some areas comparative data is useful and can be used. For the most part, however, each
rating is utility specific; i.e., the rating of TAWC cannot be directly compared with that of another utility.
Schumaker & Company’s overall assessment of each scope item issue is presented below, with the specific
ctiteria used as follows:

o Acceptable industry practice — The atea is functioning more than adequately and no recommendations
were made.

& Minor improvement recommended — The area is generally functioning adequately, but minor
improvements are recommended.

¢ Moderate improvement recommended — The area is generally functioning adequately, but some
substantial opportunities for improvement were recommended.

o Significant improvement recommended — The areas is not functioning adequately and many
tecommendations, requiting considerable effort, need to be implemented to achieve adequate
performance.

¢ Major improvement recommended — The area is not functioning effectively or efficiently and many
recommendations need to be implemented to achieve adequate performance. Implementation
of these recommendations will have a major effect on cost levels and performance for TAWC.

The results of this report found no recommendations that should be in the significant improvement ot
major improvement category. ‘

RFP , Overall Applicable Applicable
Scope Item Evaluation Findings Recommendations
1. Assessed the status and Moderate 1I1-1, T11-2, 111-3, 1114, III-1, I11-2, I11-3, T11-4
sufficiency of AWWSC’s improvements I11-5, I11-6, 111-7 I11-5
management petformance and | recommended

decisions relating to internal
processes and internal controls.

2. Assessed the efficiency of Acceptable 11-7 ' N/A
opetating procedures and industry
communication between TAWC practice
and AWWSC.
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RFP Overall Applicable Applicable
Scope Item Evaluation Findings Recommendations

3. Assessed the AWWSC Modetrate 11-1, I1-3, T1-4, T1-5, TI-6, I1-1, 11-3, 1I-4, I1-5, I1-6
performance with industry improvements V-2, IV-3, IV-4, IV-5, v-1
standards and best management | recommended V-6, 1V-7, IV-8, IV-9,
practices. Iv-10, IV-11, IV-12, IV-13

4.  Assessed the appropriateness of Acceptable V-1 N/A
organizational structure of industry
AWWSC/TAWC and reporting practice
alignment.

5. 'Assessed the development of Minor 11-3, 11-7 II-3
AWWSC’s long-range and improvement
short-range operational plans to | recommended
assuce the effective and efficient
petformance of the functions

6. Assessed the appropriateness of |  Acceptable V-1 N/A
AWWSC’s staffing and skill sets. industry

‘ practice

7. Assessed TAWC’s controls and Moderate I11-1, T11-3, 111-4, T11-5, 111-2, 111-3, 111-4, III-5
systems to analyze and control | improvements II1-6, I11-7
costs from AWWSC. recommended

8. Evaluated the accuracy and Moderate I11-2, 111-6, I111-7, IV-1 111, I11-4, I11-5
reasonableness of total AWWSC | improvements
charges (including expenses) recommended
allocated to TAWC.

9. Evaluated the necessity, Acceptable V-1 N/A
reasonableness/prudency, and industry
efficiency of processes and/or practice
functions performed by
AWWSC on behalf of TAWC.

10. Evaluated the accuracy and Moderate 11-2 II-2
reasonableness of the allocation | improvement I11-3, 1114 I11-2, 111-3
factors utilized to allocate recommended
AWWSC charges to regulated
and non-regulated subsidiaries,
and allocated regulated )

AWWSC chatges to TAWC,
including a review of work
previously performed regarding
allocation methods.
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G. Affirmation

This report reflects the findings/conclusions and recommendations of Schumaker & Company and
Wotk & Greer consultants. Schumaker & Company subsctibes to the audit standards set forth by the
National Association of Regulatory Utility Commissioners’ “Consultant Standards and Ethics for
Petformance of Management Analysis,” dated November 15, 1989, the US Government Accountability
Office’s “Standards for Audit of Government Organizations, Programs, Activities; and Functions,”
(commonly referred to as the “Yellow Book™), as applicable to performance audits, and US generally
accepted auditing standards (GAAS) to the extent they apply to petformance audits. This audit
conducted by Schumaker & Company and Work & Greer consultants, including the audit report,
complies with: (i) US generally accepted auditing standards (GAAS) related to issues of management
economy, efficiency, and effectiveness as applicable to petformance audits and/or, (ii) as set forth in
generally accepting accounting principles (GAAP). Our work on this project has been in compliance
with these standards and our management audit report conforms to petformance audit principles (in
content and format) and includes an introduction and summaty, a background and petspective section, a
findings and conclusions section, and a recommendations section. It is based on our work plan and our
professional judgment in application of that plan.

At G s Sehirrr b

Patricia H. Schumaker, President & Project Engagement Manager, Schumaker & Company, Inc.

Mo £ Frse

Wayne L. Fossett, Ditector of Accounting & Auditing Setvices, Wotk & Greer, PC
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I1. Affiliate Relationships and Transactions Review

This chapter addresses the affiliate relationships and associated cost allocations of Tennessee-American
Water Company (TAWC) with American Water Works Service Company (AWWSC), the American
Water service company, and TAWC’s other affiliates. With regard to affiliated relationships and
transactions, Schumaker & Company conducted an in-depth review of TAWC’s affiliate interests that
impact the company’s regulated utility operations in Tennessee. In this case, an affiliate interest is
defined as a business entity that directly or indirectly, through one or more intermediaries, controls, is
controlled by, or is under common control with the regulated utility. Control is defined as the power to
dictate ot influence the policy of an entity, whether through the ownership of voting securities, by
contract, or otherwise. This chapter provides a discussion of TAWC’s affiliate relationships and
associated transactions. In particular, this review determines the extent to which, if at all, ratepayers are
compromised by TAWC’s plans or activities in relation to affiliate interests.

A. Background & Perspective

Affiliate Relationships

Cutrently, American Water has operations in 35 US states and two Canadian provinces,’ including regulated
operations that are subject to utility commission oversight in Arizona, California, Hawaii, Illinois, Indiana,
Iowa, Kentucky, Maryland, Missouti, New Jersey, New Mexico, New York, Ohio, Pennsylvania, Tennessee,
Texas, Virginia, and West Virginia.

Otrganizations

The American Water Works Company (AWWC) is the parent company. All costs within AWWC are
kept there and are not passed down to any subsidiary. Costs include those of the Ptesident/CEO, the
SVP/CFO, and their executive assistants. Also the charges from AWWSC to AWWC are not passed
down to Ametican Water subsidiaries. Of the various Ametican Water subsidiaties, only the following
three subsidiaries provide setvices to TAWC as follows:’

¢ American Water Works Service Company is a service company that is designed to aid, assist, and
advise other subsidiaries, such as TAWC, in their business operations by providing accounting,
administration, communications, corporate sectetatial, engineering, financial, human resources,
information technology, operations, rates and revenue, risk management, and water quality
services.
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¢ American Water Capital Corporation (AWCC) is the financing arm for AWWC, AWWSC, and
regulated entities only. It was started in 2000 (as a not-for-profit entity) to consolidate
financing operations (and potentially vehicles) as they wete previously decentralized at each
American Water entity. At that time, American Water had roughly $2.3 billion (system-wide) in
debt. As of December 31, 2009, it had approximately $5.3 billion in debt, primatily through
AWCC, due primarily to infrastructure replacements and growth. The AWWSC VP &
Treasurer is responsible for AWWC financings and for the agreement with TAWC that
documents how affiliate transactions ate handled. American Water management believes that
consolidation of debt provides economies of scale, thereby allowing lower administrative
charges and interest rates to regulated entities.

¢ American Carbon Services (ACS), part of American Water Resonrces (AWR), provides carbon
regenetration services to utility organizations, both inside and outside the American Water
organization.

Other major American Water subsidiaties include:’

¢ AWR provides homeowner protection-plan setvices ditectly to TAWC customets and othet
American Water utility customers. Specifically AWR provides specialized water line protection,
sewer line protection, and in-home plumbing emergency protection services for repaits to the
watet and/or sewet lines tunning from a home to the street and for plumbing repaits that occur
within the home (water and wastewater facilities owned by the customer, not TAWC). Because
most homeownets’ insurance policies do not cover this type of damage, these protection
programs are designed to insulate homeowners from unexpected high repair costs associated
with water or sewer line failures and with in-home plumbing repaits. Claim coverage amounts
are up to $5,000 for water lines and up to $8,000 for sewer lines.

¢ American Water Enterprises (AWE) holds latge operations and maintenance (O&M) contracts with
various municipalities, but none in Tennessee.

o Applied Water Management (AWM) is a wholly-owned subsidiary of E’town LLC, which is a
wholly-owned subsidiary of TWH LLC. TWH LLC, in turn, is a wholly-owned subsidiary of
American Water. AWM provides environmental management in various states, but none in
Tennessee; projects include Battery Park in NYC, Tampa Bay desalination, etc.

Ebchibit II-1 llustrates the American Water organization, with state of incorporation shown in the lower
left corner of each box. TAWC is highlighted in gray to showcase its location within the Ametican
Water otganization.” (While Ametican Water Services, LLC, by its name, may appear to provide setvices
to American Water operating companies, it does not. Itis a non-regulated subsidiary of American
Water that focuses on providing technological applications and technology-based solutions developed
by American Water to other water and waste water providers. Examples of the types of setvices would
be water quality technology developed thtough Ametican Water’s R&D futiction, automated solutions
developed by American Water in distribution network and water treatment plant maintenance systems,
and technology developed in vatious IT areas by American Water.”)

Schumaker & Company 8/31/2070
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, Exhibit I1-1
American Water Works Company, Inc. Organization
as of December 31, 2009

Public Sharcholdes
NYSE Traded - AWK

American Watee
Wotks Company, Inc.
DE
f 1 { | 1 1
:\xlmricnn \V:m:r American Water American Lake Water Adzona-Amedcan Califomnia-Amedcan Hawaii-American
Works Service Resources, Inc. Company Water Company Water Company Water Company
Company, Inc.
DE VA 1L AZ CA NV
{ | I 1
Amerdcan
é:g:[:: Minois-American Indiana-American Iowa-American Water Kentucky-Amerdean
Company Watee Company Water Company Company Water Company
Cda
I 1 L N DE Ky
I I I ]
Amercan Water American Water
Capital G ath Services, LLC
rpitalorporition ervices Long Island Water Maryland-American Michigan-Ametican | | - Missous-American
Company Water Company Water Company Water Company
DE DE .
! 1 NY MD M MO
{ | 1 ]
TWH LLC T*‘“'}“f:c‘n\f‘::"; rf:"“"
) - New Jersey-American || | New Mesico-Americ: Ohio-Amercan Water || {Pennsylvania-American
Water Company Water Company Company Water Company
DE DE
NMf OH PA
OMI/Thames T T 1
Watee
Stockton, Inc. o N
{50%) Texas-American Water Viginiz-American \\~ust.V|xgl‘13m-
Company Water Company American Watee
DE : P Company
I A
LS VA WVA
1 Ok Propertie
E'town Propertics, Inc. Lauzel Oak 1 roperties
Corporation
Bluefield
United Water Valley Water
Virginia, Inc. Warks
DE DE Company
VA VA
Amercan Water
Enterpases, Inc.
DE

Source: Information Response 1
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American Water Wotks Service Company

The AWWSC organization, whose affiliate transactions are the major focus of this audit report, has both
a corporate group in Voorhees as well as a divisional organization comptise of four divisions (Eastetn,
Western, Pennsylvania, and New Jersey). Exhibit II-2 llustrates the AWWSC corporate organization.’

Exhibit I1-2
AWWSC Osganization
Executive Team
as of December 31, 2009

AWNC
CEO & President

AWWC
Executie
] Assistat
AWWSC AWWEC AWWSC AWWSC AWWSC fAWWSC
SVP & Chief Finandnl Officer Senive Vice President Vice President Senior Vice Presidenm Presidant Vice Presidenmt
Fhunan Resouses Tnvestor Relatons. Legal & Genesal Gl Regulated Opentons Tnternal Audit
AWWSC AWWSC American Wates Enterprise AWNWSC AWWSC
VP & Counsd Presidant Senior Vice President Prouident
Corporate & Business Devopent Reguatory Progamns AWVE Communications & Esteml i AWWSC

AWWSC
Project Analyst

AWWSC
Executive Assintant

AWWSC
CIO & Vice President

AWWSC
Manager
Investor Relations

Acronyms at top of each box represent the employee’s company affiliation. Although most employees are AWWSC employees, some are
actually American Water Works Company (AWWC) employees or American Water Enterprises (AWE) employees.
Souzce: Information Response 2

The AWWSC Eastern Division organization supports Indiana, Kentucky, Long Island, Maryland,
Michigan, Ohio, Tennessee, Virginia, and West Vitginia.®

Schumaker & Company 8/31/2070
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Exhibit I1-3
AWWSC Eastern Division Organization
as of December 31, 2009

Lexington, KY I
I I I ]
IAWC LIAWC TAWC WVAWC
President President President President
Greenwoad, TN Long Island, Ny . Chatranoogn, T Chacleston, WV
KAWC QAWC VMAWC
President President President
Lexington, KY Aasion, OH Alesandria, VA
’ Bel Aie MD
Lexington, KY
Charleston, WV
MAWC
General Manager
Calumet, MI

Source: Information Response 2

As stated in a setvice agreement between AWWSC and TAWC, in addition to cotpotate governance,
AWWSC provides TAWC with the following setvices:” '

¢ Acconnting — assist with preparation and implementation of accounting methods and procedutes
to determine that they conform fully to the requitements, rules, and regulations of governmental
authorities having jurisdiction and review.

¢ Administration — perform or assist in performance of corporate activities, thereby keeping abreast
of economic, regulatory, governmental, and operational developments and conditions.

¢ Communication — recommend procedures to promote satisfactory relations with employees, custonerts,
communities, and the general public and assist in preparation of communication materials.

¢ Corporate Secretarial — assist in prepatration and/or maintain documents such as minute books, by-
laws, contracts, stocks, deeds, and other corporate records, and administer an ordetly program of
records retention.

¢  Engineering — assist and provide engineering services (i.e., system sutveys, hydraulic analyses,
inspections, field investigations) to aid in planning for, operating, maintaining, and constructing
facilities, and provide a materials management program for volume purchase.
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¢  Financial — assist in cash management and in the development and implementation of financing
programs, advice on securities’ market conditions, and preparation of financial repotts.

¢ Human Resources — assist in obtaining qualified petsonnel and in cattying out training programs
for the development of personnel, assute compliance of employment laws, and advise with
pension and benefit plans.

¢ Information Systems — provide electronic data-processing services, including customer billing and
accounting, financial statements, and other reports required by federal and state agencies.

¢ Operation — develop and assist the implementation of operating procedures to promote efficient
and economic operation. '

¢ Rates and Revenue — recommend changes in rates, rules, and regulations and assist in conduct of
proceedings before, and in compliance with the rulings of, regulatory bodies having jurisdiction
over operations.

¢ Risk Management — assist in the establishment of safety and security programs to avoid ot
minimize risk and loss, provide a risk management program to review exposutes to accidental
loss, recommend efficient methods of protection, arrange for putchase of insurance coverage,
and supervise any investigation procedures.

¢ Water Quality — assist in compliance with standards of governmental agencies, provide design
criteria for processes and technical assistance, and help establish and attain water quality
objectives; also provide laboratory services for programmed analyses as required by drinking
water regulations and any special analyses required by TAWC.

Schumaker & Company 8/31/2010
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A more detailed description of the setvices provided to AWWSC affiliates, as illustrated in Exhibit 114,
was provided by American Water during the course of this audit.”

Exhibit I1-4
AWWSC Functional Area Analysis
2009

Source: Information Response 3 (Attachment 3)

An analysis of the functional areas and the number of AWWSC personnel engaged in those areas was
undettaken by AWWSC to show the number of staff providing specific services in each functional area
and to show the relationship between the AWWSC and state operating companies. The analysis, which
was based on 1,642 AWWSC employees (as of August 9, 2009) identified the functions petformed and
the number of employees associated with each function. Additionally, the functional areas were further
broken down into the overall sub-functions of governance, corporate functions, business setvices, and
state or subsidiary suppott, as illustrated in Eochibiz II-5."

Schumaker & Company
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Exhibit I1-5
Mix of AWWSC Sub-Functions
as of December 31, 2009

40, 2.4%

326, 19.9% 199, 12.1%

1077, 65.6%

Governance # Cotporate Functions B Business Services B State or Sub-Level Suppott

Source: Information Response 3 (Attachment 4)

Two AWWSC otganizations are primatily responsible for affiliate transactions and cost allocations.

¢ The AWWSC Financial Planning & Analysis (FP&A) group coordinates formulas,
authorizations, and work otdets (see later discussion for how they differ) used for charging
costs either by direct charge ot allocation. The Manager, FP&A reviews and approves all
formulas, authorizations, and work orders and sends them, once approved, to the Shared
Services Centet for entty into the computer system. They are first approved by the project
manager or VP in the functional area tequesting the formula, authotization, or work order
before coming to the Managet, FP&A. These formulas, authorizations, and work orders
indicate how time and expenses for AWWSC employees will be allocated, as every transaction
has a formula, authotization, ot work otder attached to it. Additionally, this group is
responsible for generating monthly and year-to-date reports of the AWWSC charges to
American Water subsidiaties. Statting November 2009 these repotts provided a summary of
the AWWSC chatges billed to TAWC by AWWSC business unit (functional area), compating
the actual charges to the monthly, year-to-date, and latest reforecast budget numbers. The
tepotts also now petmit a further drill down into those charges by each AWWSC employee to
TAWC as a means to determine the number of hours charged to each subsidiary (including
TAWC), the manner those houts were charged (i.e. direct charge or formula), and the
percentage charged to TAWC of each employees total billed hours. The Eastern Division
Finance group is responsible for the review of the reports, with primary responsibility residing
with the FP&A analyst assigned ditectly to TAWC (formerly the Tennessee FP&A Analyst was
based in Charleston, WV, but was tecently replaced in late 2009 by Finance Manager located in
Chattanooga, TN). This teport is also provided to the TAWC President who shares it with the

Schumaker & Company 8/31/2010
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vatious department heads for review of material vatiances to plan or any questionable charges.
This report is used to generate comments about the monthly charges and variances included in
the monthly Business Plan Review (BPR) repott and quartetly Financial Review Package (FRP)
report. Month-to-month variances require explanations (income statement and balance sheet)
if they are 10% or higher and exceed the state threshold amount (Tennessee’s threshold amount
is $50,000). Those teports are discussed among the Divisional VP-Finance, othet divisional
FP&A employees, the TAWC President, and other members of the TAWC management team
on a monthly and quarterly basis, and serve as the basis for the financial report to the TAWC
Boatd of Directots each quartet.” (The TAWC Board of Directors for 2009 included the
TAWC President, Eastern Division VP-Finance (who is now the AWWSC Compliance Lead),
AWWSC Chief Operating Officer & President of Regulated Operations, AWWSC CFO,
AWWSC President, Eastern Division SVP, Eastern Division Finance Ditectot, and two outside
directors, including the President & Chief Executive Officer of Campbell & Associates, Inc., an
engineering company, and the President of Chattanooga Land Co., a ptivate non-profit group
formed to acquire land and to implement a Tennessee River Patk master plan.) The FP&A
group is also responsible for training AWWSC employees on the use of formulas. In June 2009
the Manager, FP&A initially provided training, which included escalation procedures. Now
training is included as part of the new employee otientation program. The Manager is also
scheduled to give a refresher course for the June 2010 program. Other responsibilities of this
group include:”

— Preparing or coordinating preparation of the annual budget (one year) and the business
plans (three to six years duration)

~ Petforming quarterly reforecasting

— Preparing monthly and quarterly forecasting packages

~ Monthly debriefing calls (6" day of month) — AWWSC and affiliates
— Preparing quarterly disclosure packages — 10Qs and 10Ks

~  Coordinating SOX controls for AWWSC (24 controls)

~ Reviewing financial performance, including reviewing monthly Financial Review Package
(FRP) with functional leads

— Administering the AWWSC capital budget — IT projects, remodeling, furniture, call center
building, HQ building
- Performing monthly accruals

~ Provides data to outside soutces (management audits, etc.)

The SSC Accounting group is responsible for entering formulas, authorizations, and work
orders into the system; creating AWWSC bills to affiliates; and coordinating the preparation and
submission of regulatory annual repotts, including those to the Tennessee Regulatory Authority
(TRA)."
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Tennessee-American Water Company

Ebchibit II-6 illustrates the TAWC organizaﬁon.ls

Exhibit I1-6
Tennessee-American Water Company Organization
as of December 31, 2009

TAWC
- Boand of Dircctors

TAWC
Presiddant

Chattansogs, TN 107

TAWC

Exccutive Assistart

[ I I I I
TAWC TAYC TANC TAWE TAWE
Mansger Panager Superintendent SemlorSpeeialiat Eogineer ProJect Marmper
Finance External Affiin Field Operations NRW
Chaitanoops TN
Chattanoogy, TN Clisttanoogs, TN pEm——— P Chattanuega, TN Chattanoog, TN 3
TAWC TAWC TAWC TAWC TAWC
Sentor Generalint SenlorSpecintat Sapermtenent Supervisor T Superier
i Resotuees OnAM Troduction Water Qualty Fiekd Operations
Chattanooga, TN Chattanaogs, T Chattanaoga, TN 15 Chattanaogs, TN H P —
Senlor Secretary { TAWC | TAWC }
; Englneerfag Clehs l l Operatlans Specialt l
3
Chuttanoops TN Chatianoopy TN
TAWC TAWC
Ficld Operatiuns (38) Field Operations (29)
Chattanoogs, TN Clattanaog, TN

Source: Information Response 5

Agreements

Exhibit II-7 lists specific affiliate agreements involving TAWC and American Water entities.

Schumaker & Company believes that changes in nomenclature and allocation methodologies relative to
the AWWSC/TAWC agreement should be provided to the TRA, as discussed later in Finding II4 and
Recornmendation 114.
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Exhibit I1-7
Affiliate Agreements involving TAWC and Other American Water Entities
as of December 31, 2009

Type Parties Term
Service agreement for services provided by AWWSC to TAWC AWWSC/TAWC 01/01/89-Ongoing
Financial services agreement for services provided by AWCC to - AWCC/TAWC 06/15/00-Ongoing
TAWC
Granular activated carbon (GAC) lease agreement with AWR AWR(ACS)/TAWC 02/03/09-Ongoing
*®

d/b/a American Catbon Services (ACS) providing GAC and
catbon reactivation services to TAWC

Billing services (service line protection fees) provided by TAWC on TAWC/AWR 05/01/04-Ongoing
behalf of AWR regarding AWR’s homme protection program ok
services provided to TAWC customers

#

Starting in 2009 TAWC moved to the purchase of reactivated GAC from ACS (approximately $210,400 in 2009) rather
than the former arrangement to lease the reactivated carbon.

$0.405 per bill, which is the same rate that TAWC charges for billing and collection services for third-party sewer
entities, which is included in TQWC’s sewer billing fee.

Source: Information Responses 3, 8, 63, and 101

Affiliate Transactions
Service Transactions From/To TAWC
Affiliate (related-party) transactions involving TAWC include:"

¢ AWWSC setvices provided to TAWC -

¢ Purchase of GAC by TAWC from AWR/ACS

¢  Payment of interest by TAWC to AWCC involving TAWC’s line of credit

¢ TAWC services provided to AWR for billing of its home protection programs, which are
provided by AWR to TAWC customers

PricewaterhouseCoopers (PwC) not only audits American Water financial statements and provides an
opinion as to the consolidated statements, but PwC also provided audited financial statements for 17 of
the regulated subsidiaries, including TAWC, for 2009. With regard to 2009, PwC gave TAWC a “clean”
opinion on its financial statements. Each of these related-party transactions were included in the notes
to these statements."”

Services Provided by Affiliates to TAWC

Exhibit II-8 displays the details of charges from affiliates to TAWC (T AWC related-party costs).
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Exhibit I1-8
Summary of Charges Involving Affiliated Services Provided To TAWC by Affiliates
2005 to 2009

2005 2006 2007 2008 2009

AWWSC Charges to TAWC (Services) $4,422702 $4,624,377 $4,996,171 §$5,372,847 $5,201,095
AWR/ACS Charges to TAWC (Carbon Costs-Capitalized Costs and Chemical Expense) $94,248  $259,376  $221,860  §213,156  $270,775
AWCC Charges to TAWC (Interest on Shost- and Long-term Debt) $1,538,970 $2072,775 $2.618,133 $2.513,340 $2.185.226

Total Charges from Affiliates to TAWC|$6,055,920 $6,956,528 $7,836,164 $8,099,344 $7,657,095

Source: Information Responses 9, 10, 63, and 95

As anticipated by Schumaker & Company consultants, the costs that TAWC pays to AWWSC for
services are the largest component of TAWC’s affiliate transactions. With regard to AWWSC setvices,
TAWC’s charges are made an at-cost, not-for-profit basis as specified in the agreement between the two
entities. A portion of these services are capitalized as part of TAWC’s utility plant assets.

Exbhibit 1I-9 displays TAWC’s share of AWWSC operating expenses and capital expenditures from 2005
to 2009. Operating expenses charged to TAWC have ranged from 1.8% (2006) to 2.2% (2008 and 2009)
of total AWWSC operating expenses. Capital expenditures charged to TAWC have ranged from 1.0%
'(2006) to 1.7% (2005) of total AWWSC capital expenditures.”

Exhibit I1-9
TAWC’s Share of AWWSC Expenses
' (3 Thousands)
2005 to 2009

Operating Expenses
2005 2006 2007 2008 2009
Total AWWSC Chatges $191,232,852 $238,948,781 $229,624,071 $229,668,103 $217,863,671
Total AWWSC Chatges to TAWC $3,716,559  $4,376,059  $4,734,432  $5,038,489  $4,881,682
) 1.9% 1.8% 2.1% 2.2% 2.2%
Capital Expenditures
2005 2006 2007 2008 2009
Total AWWSC Chatges $40,994,634  $25,885,793 $24,631,042 $21,879,600 $30,348,316
Total AWWSC Charges to TAWC $706,143 $248,318 $261,739 $334,358 $319,413
1.7% 1.0% 1.1% 1.5% 1.1%
All Costs
2005 2006 2007 2008 2009
Total AWWSC Charges $232,227 486 $264,834,574 $254,255,113 $251,547,703 $248,211,987
Total AWWSC Charges to TAWC $4,422702  $4,624,377  $4,996,171  $5372,847  $5,201,095
1.9% 1.7% 2.0% 2.1% 2.1%

Source: Information Responses 9 and 10
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Exhibit II-10 illustrates AWWSC’s operating expenses from each of the AWWSC departments and the
pottion chatged to TAWC.”

Exhibit I1-10
TAWC’s Portion of AWWSC’s Operating Expenses from Each of the AWWSC Departments
2005 to 2009
AWWSC 2008 2006 2007 2008 2009
Departments / Charpes % of Charpes % of Charges % of Charges % of Charpres % of
Total Charged to Total Cliarged to Total Charged to Total Charged 0 Total Charged to
Functions AWWSC TAWC  Towl AWWSC TAWC _ Total AWWSC TAWC  Total AWWSC TAWC  Total AWWSC TAWC _ Toul
Admin §17,626,256 $214320 1.2 $40,602,987 $357,163 0.9 $5,481,896 $94,385 17 $6,465,302 $122995 1.9 $2,199,314 $33,154 1.5
Audit $1,249,612 $23,227 19 $1,236,316 §24,112 20 $1,409,162 $29,352 21 $1,383,019 $29,324 21 $1,800,222 $38,005 2.1
Benefit SveCtr $0 $0 N/A $636,678 $13,084 21 $1,106,869 $33,726 21 $1,213,388 $25,384 2.1 $1,492,782 $30,269 2.0
Business Development $7.597,953 $61,430 0.8 $7,024,719 380,561 L1 $6,476,326 $99,318 15 $4,151,035 $42,535 1.0 $3,677,012 §71,892 20
Business Transfummation $0 $0 N/A 30 $0 $0 $0 $261,487 $5777 22 $138,946 $3 00
Call Center (C5O $36,626,424 $769,199 21 $38,181,114 $866,217 2.3 $43,514,224 991,393 23 $49,078,897  $1,101,332 2.2 $48,630,983  $1,108,290 23
Exterml Affairs/Com. $7,517,272 $120,385 1.6 $6,968,295 $112988 1.6 $6,065,590 $127,632 21 $6,717,841 $163,531 24 $7,915,229 $194,286 2.5
Finanee §11,201,334 $198551 1.8 §29,851,311 $630,317 21 $47,849,240  $1,048,805 2.2 $31,208,384 $840,528 27  $24,328,833 $651,654 2.7
Human Resoures $17,608,6+4 $352951 2.0 $10,602,823 $172,136 1.6 $9,632,026 §154,643 1.6 $10,5006,161 $190,504 1.8 $10,292,320 $197,843 1.9
Investor Relations $0 $0 N/A $251,686 $4940 20 $402,959 $8,294 21 $769,714 $9,366 1.2 $988,761 $12,238 1.2
ITS $24,743,503 $482,247 1.9 $25,662,766 $513,077 20 $27,910,190 $590,991 2.t $37,629,799 $788,417 21 $42,157,405 $921,726 2.2
Laboratory $4,543,677 $104917 2.3 $4,824477 S111,618 23 $4,834,831 $109,027 23 $5,640,202 $125725 22 $5,294,296 $122,234 23
Legat $5,844,956 $150,689 2.6 $6,161,599 $137,062 22 $6,591,789 $99,773 1.5 $6,844,245 $106,007 1.5 $7,646,444 $130,586 1.7
Operation Services $10,500,998 $350,260 24 $10,743,145 $293,216 2.7 $10,561,554 $300,063 2.8 $11,235,333 $291,853 2.6 $8,446,548 $203,132 24
Prowsrement $2,877,571 $61,414 21 $2,710,863 $60,448 2.2 $2,362,667 $30,491 2.1 $2427,127 $53,264 2.2 $2,430,902 $57,600 2.4
Propeaty $5,631,514 $96,091 1.7 $8,264,408 144,366 1.7 $10,638,164 $205,599 1.9 $13,130,773 $256,711 20 $12,088,889 $268,314 2.2
Regulated Operations $21,567,827 $485,483 23 $26,828,553 S444,118 17 $27,043,590 S447,670 1.7 $22,391,935 $523,558 23 $18,726,526 $427,253 23
Regulatory Services $1,316,664 $27,625 21 $2,449,364 $48,839 20 $1,061,089 $16,766 1.6 $372,187 $T.M43 1.9 $§692,451 $14,983 22
Shaced Serviees Center (SSC) _ $14,688,645 $317.771 2.2 SI5947,678 $361,767 2.3 $16,681,903 $336504 20  $18201278 3354214 1.9 $18,894,909 $398,217 2.1
Tord $191,232,852  $3,716,559 1.9 $238948,781  $4,376059 18 $239,624,071  §4,734432 21 $229,668,103  $5,038.489 22 $217,863,671  $4,881,682 2.2

Source: Information Responses 9, 10, and 65

Explanations of major increases shown in Exhibit II-10 can be found in the Background & Perspectives
section of Chapter IV — Organizational & Operations Assessment Review.
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Exchibit II-11 illusttates AWWSC’s capital expenditures from each of the AWWSC departments and the
pottion charged to TAWC.”

Exhibit I1-11

TAWC’s Portion of AWWSC’s Capital Expenditures from Each of the AWWSC Departments

2005 to 2009
AWWSC 2005 2006 2007 2008 2009
Departments / Charges . Yaof Charges % of Charges % of Charges % of Charges % of
Total  Charged to Total  Charged 1o Total  Charged to Total  Charged to Total  Charged to
Functigns AWWSC  TAWC Towl AWWSC TAWC Total AWWSC TAWC Towml AWWSC TAWC Total AWWSC TAWC ‘Toml
Admin 21,072,579 $459,236 22 1,386,344 $35,516 26 520,597 §4494 09 652,111 $5,635 0.9 185,008 $465 03
Audit 54,516 $916 17 38,855 $418 11 23,351 $330 14 36,669 $317 0.9 14,972 $159 11
Benefit SveCtr $0 $0 N/A 5,020 30 00 3,582 50 00 $0 $0  N/A 14,673 36 00
Business Development 871,165 (3431} 00 353,355 $23,124 06 301,886 $252¢ 048 89,584 $577 0.6 101,319 $01 05
Business Transformation $0 50 N/A S0 30 N/A S0 $0 N/A 3,913 329 0.7 5,531,801 $1728,000 2.3
Call Center (CSC) (330,574 $4,019  -1.2 126,165 $389 03 135,486 $6 00 61,452 $66 0.1 64,123 $53) 0.1
Extemnal Affaiss/Com. 161,356 $2,108 13 166,190 $1,747 11 159,154 $1,870 12 155,806 $1,042 0.7 187,214 §683 04
Finane 691,609 §13,755 20 1,021,932 $5,881 06 1,453,583 $6,489 0.4 1,231,513 $9,982 0.8 1,985,274 §4134 02
Human Resourers 938,013 $19,240 21 706,172 $1,739 0.2 417,988 $1,597 0.4 457,094 §1,064 0.2 358,752 $1,617 03
Investor Relations $0 30 N/A 7,642 $92 12 12,042 $166 14 14,836 §129 09 10,673 $110 10
IT8 2,515,281 $46,747 19 3,373,913 $22.262 0.7 2,334,445 $16,232 07 5,019,004 $26,503 0.5 7,270,322 $3,439 0.0
Laboratory 8,638 $6 00 2,084 $0 00 3,205 S0 00 1,642 $0 0.0 9,935 $0 0.0
Legal 768,948 $3,307 0.4 370,941 $2,237 0.6 305,581 $2,513 08 331,108 $LIT7 0.4 383,652 $1,027 03
Opertion Seevices 3,170,148 $33,833 11 4,374,962 $33475 12 3,777,135 $56,919 L5  5.457,103  $126,101 23 5,981,577 $96,951 16
Proarement 928,811 $21,439 23 994,843 §22,148 22 1,854,838 $35,639 1.9 1,945,709 $4H,543 23 1,955,521 $42,678 22
Property 1,220,131 $17,163 14 1,382,377 $14,000 10 1,241,609 $21,540 17 2,034,720 $42498 21 1,480,311 §19,741 13
Regulated Operations 4,553,072 $§77,689 09 10,677,611 §74.758 0.7 11,374,408 $75873 07 3,961,963 §14,789 0.4 4,142,423 $20,440 05
Regulatory Serviars 35,992 $642 1.8 52,609 $806 15 86,042 $9,583 111 7,957 $1,039 131 9,815 $98 10
Shared Serviees Center (SSG) 334,948 $6458 1.9 844,580 $10,717 13 626,120 $25062 4.1 417414 $58,867 14.1 660,860 $20 0.0
Total $40,994,634  $706,143 1.7 $25,885,793  $248318 10 $24,631,042  $261,739 1.1 $21,879,600  $334,358 1.5 $30,348,316 $319,413 1t

Soutce: Information Responses 9, 10, and 65

Exhibit I1-12 displays affiliate charges segmented by operating expenses and capital costs, with operating
expense chatges btoken down futther by direct charge, national allocation, and regional allocation.”

Exhibit I11-12
Ditect Charges versus Allocations for AWWSC Chatges to TAWC

2005 to 2009
2005 2006 2007 2008 2009
s 1 % s | w% s 1 % s | % s | %

Direct Charge $274,788 T7.4% $444,582  10.2% $508,856  10.7% $550,515  10.9% $502,272  10.3%
National Allocation $2,792,089 75.1% $3,460,656  79.1% $3,856,991  81.5% $4,071,331 80.8% $4,006,090 82.1%
Regional Allocation $649,682  17.5% $470,820 10.8% $368,586 7.8% $416,644 8.3% $373,321 7.6%
Total Operating Expenses $3,716,559  100.0% $4,376,059  100.0% $4,734.432  100.0% $5,038,489  100.0% $4,881.682  100.0%
Total Capitalized Expenditures $706,143  100.0% | $248318 100.0% | $261,739 100.0% | $334,358 100.0% | $310413  100.0%
Total AWWSC Charges $4,422,702 $4,624,377 $4,996,171 $5,372,847 $5,201,095

Source: Information Responses 9

Information available for the last five years (2005 to 2009) indicates that direct charges have raﬁged
between 7.4% and 10.9% of AWWSC operating expense charges to TAWC, while allocations of
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operating expenses (both national and regional allocations) have ranged between 89.1% and 92.6. All
capital expenditures are considered direct charges as they are specifically identified with projects.”

Exhibit II-13 illustrates total AWWSC charges to TAWC by function for the yeats 2005 through 2009.%
‘In 2009, the five largest AWWSC charges (in descending ordet) are those from the Customer Setvice
Center (CSC), Information Technology Services (ITS), Finance, Regulated Opelanons and the Shared
Services Center (SSC).*

Exhibit 11-13
AWWSC Chatges to TAWC by Function
2005 to 2009
2005 2006 2007 2008 2009

Function Total Total Total Total Total

Admin $673,556 | $1,012,977 $98,879 $128,630 $33,619
Audit $24,142 $24,530 $29,681 $29,641 $38,164
Benefit Svc Ctr $0 $13,085 $23,726 $25,384 $30,269
Business Development $60,999 $82,685 $101,842 $43,132 $72,394
Business Transformation $0 $0 $0 $5,806 $128,003
CsC $773,218 $866,606 $991,393 ] $1,101,598 | $1,108,238
External Affairs/ Communicatior]  $122,494 $114,735 $129,511 $164,574 $194,969
Finance $212,306 $636,198 | $1,055,294 $850,510 $655,788
Human Resources $372,191 $173,895 $156,239 $191,568 $198,860
Investor Relations $5,041 $8,460 $9,495 $12,348
ITS $528,994 $535,339 $607,223 $814,920 $925,165
Laboratory $104,917 $111,618 $109,027 $125,725 $122.234
Legal $153,995 $139,300 $102,288 $107,184 $131,613
Opetation Services $284,094 $346,691 $356,982 $417,954 $300,083
Procutement $82,873 $82,596 $86,130 $97,808 $100,278
Property $113,254 $158,375 $227,139 $299,209 $288,055
Regulated Operations/FRCC $563,172 $518,876 $523,542 $538,348 $447,694
Regulatory Services $28,268 $49,645 $26,349 $8,282 $15,084
SSC $324,228 $372,484 $362,466 $413,081 $398,236
Grand Total $4,422.702 | $5,244,675 | $4,996,171 | $5,372,847 | $5,201,095

Source: Information Response 65

Several reasons exist why costs have increased from 2005 to 2009, as discussed futther in Chapter IV —
Ouganizational & Operations Assessment Review on pages 87 and 88.

In Schumaker & Company’s audit of Pennsylvania-American Water Company in 2008, we previously
provided recommendations in each of these areas, each of which ihvolved AWWSC activities. Those
recommendations involving AWWSC activities, with their respective existing status, include:*
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Description

Status

Fmancml Management (Included Finance and SSC Acnvules) ‘

111

Research and develop plans for upgrading or replacing the current ERP system.

Accepted-In progress, as
discussed elsewhere in
this repott; current plan
is to be implemented by
December 2012.

II-3

Assess the need for internal audits of American-Water-regulated utility operations and
develop and implement plans to meet the internal audit requirements.

Accepted-completed by
September 2008 with
audits in progress, as
discussed elsewhere in

TS

this report

Iv-1

Expedite efforts to develop a long-range IT plan, and subsequently perform yeatly
review and update activities.

Accepted-December

2008 anticipated
completion date;
implemented by
September 2009.

Update ITS documentation as part of an ongoing program to include all aspects of 2
well-managed technology organization, including (but not limited to) opetational,
governance, and project management/QA functions.

Accepted-April 2009
anticipated completion
date; implemented by
March 2010.

V-3

Address organizational issues involving vacancy of director positions, the
appropriateness of staffing size of the various I'TS groups, and the reporting location
of the information systems’ security function within American Water’s organization
structure.

Accepted-October 2008
anticipated completion
date; implemented by
September 2009.

IV-4 | Expand American Water’s commitment to project-management principles by Accepted-6/09
requiring all ITS employees who are actively involved in project work to achieve PMP | anticipated completion
certification and by closely monitoring related activities to ensure that timely progress | date; cutrent plan is to be
is made. implemented by March
2011.
IV-5 | Enhance the American Water network to enable electronic deployment of software Accepted-December
updates to PAWC employees. 2009 anticipated
completion date;
implemented by July
2010.

IV-6 | Improve training and development efforts for ITS employees. Accepted-initially done
by April 2008 with
scheduled semi-annual
updates; implemented by
September 2009.

IV-7 | Develop a plan to regularly conduct ITS client-satisfaction surveys and implement the | Accepted-March 2008

first survey in a timely manner.

anticipated completion
date; implemented by
March 2010.

Schumaker & Company
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Description

Status

V-8

Establish ITS service-level agreements with major client groups.

Accepted-March 2009
anticipated completion
date; as discussed
elsewhere in this report,
metrics developed by
September 2009 but not
SLA documentation

Implement a relevant ITS scorecard.

Accepted-March 2009
anticipated completion
date, as discussed
elsewhere in this report,
metrics developed;
implemented September
2009.

Update the ITS disaster recovery plan and begin routinely reviewing and testing
disaster-recovery plans and documenting results.

Accepted-September
2009 anticipated
completion date; current
plan is to be
implemented by
December 2010.

Perform a server consolidation study and implement study recommendations.

Accepted-March 2010
anticipated completion
date; current plan is to be
implemented by

Watétk()'per‘aﬁ(')jxy‘;s’ ™

December 2010.

Aggressively pursue the identification and implementation of technology-based best
practices among the water districts.

Accepted-March 2010
anticipated completion
date; curtent plan is to be
implemented by
December 2014.

V-2

Develop a business process for addressing aggressive identification of the most
beneficial main segments for replacement based on an expectation of potential leak
impact.

Accepted-fune 2010
anticipated completion
date; current plan is to be
implemented by
December 2014.

V-3

Implement a computerized maintenance management system in conjunction with the
proactive production equipment maintenance progtam.

Accepted-September
2011 anticipated
completion date; current
plan is to be
implemented by
December 2014.

V-4

Continue to develop a risk-assessment-based approach for identifying main
replacement projects.

Accepted-June 2010
anticipated completion
date; curtent plan is to be
implemented by
December 2014.
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Description ~ Status

~‘Customer Service .

X-1 | Investin new customer interfacing technology, including IVR, electronic billing, and | Accepted-March 2010
web self-setvice capabilities. anticipated completion
date- IVR and web-
service alteady initiated in |
first quarter 2010; web
self service is planned by
September 2011,

X-2 | Analyze employee turnover at the Pensacola Call Center and develop strategies to Accepted-June 2009
reduce turnover. anticipated completion
' date; implemented by
October 2009.

X-3 | Strengthen recruitment, selection, and training practices to improve the quality of new | Accepted-January 2009
CSR hires. anticipated completion
date; implemented by
April 2009.

/

X-7 | Initiate actions to lower the number of over estimates in meter reading, Accepted-April 2009
anticipated
implementation plan
completion date with
implementation
afterwards; interim
solution to be
implemented by
September 2010 in
conjunction with
business transformation
project; current plan is to
be fully implemented by
December 2014.

X-8§ | Complete the upgrade project for Advantex. Accepted-December
2009 anticipated
implementation date;
implementation currently
underway; current plan is
to be implemented by
December 2010.

See Chapter IV for further discussion regarding CSC, Regulated Opetations, and SSC activities of the
AWWSC organization and how they impact TAWC operations. See Finding II-5 regarding mettics
and/ot setvice-level agreements (SLAs) regarding SSC, CSC, and ITS activities.

Services Provided by TAWC to Affiliates

The only affiliate charges from TAWC to affiliates (TAWC related-party revenues) wete billing for home
protection programs provided by AWR to TAWC customers.” Exhibit II-14 displays the charges with
these billing setvices provided by TAWC on behalf of AWR for 2005 to 2009.”
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Exhibit I1-14
Summary of Charges Involving Affiliated Services Provided by TAWC to Affiliates

2005 to 2009
2005 2006 2007 2008 2009
TAWC Charges to AWR (Billing of Home Protection Programs to TAWC Customers) $0 $0 $52,617 $43,200 $39,365
Total Charges from TAWC to Affiliates $0 $0 $52,617 $43,200 $39,365

Source: Information Response 95

Similatly, although not affiliate chatges, TAWC providesv third-party billing and collection setvices for a
number of sewer authorities in and surrounding Chattanooga (Tennessee) (Chattanooga, East Ridge,
and Red Bank) and North Georgia (Rossville, Ft. Oglethotpe, and Catoosa County). Primarily, these
services are provided to sewer authorities and municipalities whose sewer customers receive their water
service from TAWC. TAWC charges each of those sewer entities $0.405 per bill per tatiff as approved
by the TRA.*

Petsonnel Transfers From/To TAWC

When employees are transferred from/to TAWC and its affiliates, the transfers are accounted for by
American Water at the headcount level only. That is, costs previously incutred (up to the time of
transfer) for salaries/wages, employee benefit costs, and related budget dollar amounts (such as training
costs) remain with the group from which the employee transferred. Costs subsequently incutred (after
the time of transfer) are charged to the group to which the employee transferred.”

Very few transfers between TAWC and AWWSC have occutred over the last five years. Exhibit II-15
illustrates the headcount of individuals transferred between TAWC and AWWSC during the years
spanning 2005 through 2009.”
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Exhibit I1-15
Personnel Transfers From/To TAWC and its Affiliates
2005 to 2009

2006 2007 - 2008 2009

BTAWC to AWWSC 2
B AWWSC to TAWC 1

w3
-

Source: Information Responsell

Propetty Transfers From/To TAWC

There have been no affiliated transactions involving property transfers duting the past five years.”

Major Processes and Systems
Budgeting and Planning

The budget and planning process at AWWSC level is designed to assure that TAWC has significant
input into the processes and the types, levels, and costs of AWWSC that will be charged to TAWC.
This budget and planning process is further reviewed when the AWWSC chatges are rolled into the
TAWC budget and plan, which includes review and forecasting of such items as rate impacts, cost of
setvice, cost per customer, etc. The final level of AWWSC charges included in the budget and plan for
TAWC are then reviewed and approved in the context of the overall TAWC budget by its Board of
Directors.”

Cost Accumulation & Assignment
Tennessee-Ametican Water Company

TAWC’s time and attendance system is primarily for payroll purposes. The TAWC system, which
intetfaces with the AWWSC’s JDE time and attendance system, produces a default time sheet for each
TAWC employee based on predetermined information provided. Labor distribution is validated. Leave
balances (vacation, sick days, etc.) are created and validated against the available balance. Job-type codes
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are used to calculate a base rate. The system is also designed to consider applicable shift diffetentials so
that the employee’s total gross pay can be calculated. All hours reflected in the time and attendance
system ate verified with those houts transferred to the JDE paytoll module.”

Unlike the JDE cost-allocation module that automatically determines AWWSC charges to American
Water affiliates, the TAWC organization must manually cteate an invoice if, and when, it performs
services for other American Water entities. Chatges from TAWC to other American Water affiliates are
processed via an intet-company request form. An example of such a charge is the billing by TAWC of
AWR’s home protection setvices to TAWC customers. Only in rare and exceptional cases, however,
does TAWC bill other regulated affiliates for goods and/or services. Both the initiating and receiving
parties must agree on the charges before processing. Billing is at actual cost of the goods or services.”

AWWSC

Time spent by AWWSC employees to provide setvices to Ametican Water business units is recorded on
weekly time sheets. Each AWWSC employee is responsible for coding time sheets, invoices, or journal
entries so that the approptiate formula is attached to the transaction and the operating utilities benefiting
from the related setvice provided are appropriately charged for that service. Each transaction is then
reviewed and approved by a supetvisor ot manager before being posted to the AWWSC general ledger
system.” The SSC Accounting Department tuns an automated program at each month end that
processes AWWSC transactions based on the billing number (authorization, formula, or task (work)
code as discussed in the following sections) attached to each transaction and creates a bill for each
opetating utility.”

The time spent to provide setvices ditectly to tegulated or non-regulated business units (BUs) is directly
charged to the billing number (sometimes referred to as a charge code) that is specific to the BU(s). The
time spent providing setvices shated in comimon with similar services provided to both regulated and
non-regulated BUs is allocated based on formulas as discussed in the Direct Charges/ Cost Allocation
section as Téer One chatges. Subsequently regulated costs are then allocated, referred to as Tier Two
charges, based on the number of customers.”

Three major types of billing numbers are used within AWWSC for cost accumulation as follows:™*

¢ Authorizations — These billing numbets are used to segregate costs for specific tasks or projects
that benefit a specific group of affiliates (i.e., water quality research for surface water treatment
plants) ot a mote all-encompassing group of affiliates (i.e., the start-up costs for the Call Center
project). Tier One chatges to tegulated and non-regulated BUs that benefit from the completion
of a project billed through an authotization billing number are determined through the use of 2
cost-allocation formula.

¢  Task Orders — These billing numbers for task orders (sometimes referred to as work orders) are
used to segregate costs for specific tasks or projects that are primarily associated with specific
capital projects. In most instances, time charges are directly assigned to the specific affiliate that
has authorized the capital project.
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¢  Formulas — These billing numbers are used to tecord labor and/or expenses involved when
providing services (i.e., purchasing, payroll, tax preparation, etc.) to two or more affiliates.
Fotmulas ate used to segregate and allocate the costs incurred in providing similar services
among the group of affiliates that benefit from that service.

Additionally, overhead billing numbers are used by support staff and facilities services for support staff
labort, utility bills, rent, depreciation, etc. In this way, they serve as a means of assigning overhead costs
by location either directly in suppott of one operating company (direct charges) or in allocation to -
several operating companies (allocations).”

Direct Chatges/Cost Allocation
The hietarchy of how AWWSC chatges are billed to other American Water affiliates is as follows:

¢  First, direct charges are made to a subsidiary or a group of subsidiaries based on time reporting;
either direct charges are made for services provided to an identifiable business unit ot, for
employees performing transactional setvices, on the basis of a sample period of detailed time sheet
records.”

¢ Second, AWWSC costs are then split between regulated and non-regulated entities based on what
Ametican Water considets cost causative factors, also teferred to by American Water as Tier One
charges. This was a new step that began in 2005 based on work performed by a cost-allocation
committee with input from an outside consulting firm (Deloitte Touché). The role of the
committee was to review AWWSC’s cost-allocation procedures, particularly with regard to the
allocation of AWWSC costs to the non-regulated entities. In this way, the committee could ensure

- that an appropriate portion of AWWSC costs was allocated to the non-regulated entities, based on

the nature of any setvices provided to them. The committee was formed in late 2003 and work
(including interviews with all AWWSC functional leads) continued until 2004. Tts results (a matrix
of factors by group and associated tationales) were then approved and submitted to a “billing re-
write process” group as one of the inputs in making changes to American Watet’s cost-allocation
process. Implemented at the beginning of 2005, training was provided to all AWWSC employees
by the Human Resources (HR) organization. The metrics currently being used for allocating these
Tier One chatges among regulated and non-regulated entities include:"

1) 3-Factor Formula — includes the primary cost drivers of (1) operating revenues, (2) net property,
plant, and equipment, and (3) employees that ate common to the operation of regulated and
non-regulated BUs. Each of these drivers is equally weighted within the formula. Also,
these metrics include only those non-regulated BUs that are receiving services.

2) 2-Factor Formula — includes the primaty cost drivers of operating revenues and employees,
with each of these drivers equally weighted within the formula. Also, these metrics
include only those non-regulated BUs that are receiving services.
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Revenne Factor — Operating revenues were selected as a sutrogate for customers, because
certain affiliates do not have their own customers. For example, this factor is the
primary cost dtiver for external communication. Also, this metric includes only those
non-regulated BUs that are receiving services.

Personal Computer Factor — includes the number of personal computers as the primary cost
driver for those Information Technology Setvices (ITS) otganization setvices associated
with acquiting and supporting personal computers (PCs).

Total Premises Factor — includes the number of premises' maintained on the AS/400 database
as the primary cost driver for I'TS services associated with operation of AS/400 computets.

'Employee Factor — includes the number of employees as the primary cost dtiver for general

employee-related services such as human resources and payroll. Also, this metric
includes only those non-regulated affiliates that are receiving services.

Budgeted Capital Projects and Engineering Project Management Factor — includes the dollar value
of budgeted capital expenditures for the year as the primary cost driver for services
associated with capital projects as well as costs not directly assignable to task ordets.

Research Authorization Project Factor — includes the dollar value of budgeted research projects
for the year as the primary cost driver for services associated with water quality research
projects. This metric includes only those non-regulated BUs that are receiving setvices.

Purchasing Orders and Purchasing Card (P-Card) Factor — includes the number of purchase
orders and P-Card transactions processed on an annual basis as the primary cost dtiver
for transactional services associated with purchasing and paying invoices for goods and
services.

10) Employes and Retiree Factor — includes the sum of the number of employees and retirees as

the primary cost driver for Human Resoutce’s Benefits Call Center services and its
benefits support communications.

11) 700% Non-regulated Company — allocates expenses to non-regulated affiliate(s) in which

specific non-regulated affiliate(s) charged ate per request from the formula requestor.

12) 100% Regulated Company — allocates expenses to regulated affiliate(s) in which specific

regulated affiliate(s) charged based on Tier Two factors.

¢  Third, the number of customers is used to split regulated costs among the vatious utility
organizations, also referred to by American Water as Tzer Two charges. The number of
customers at year end is used for allocations in the following year (unless significant changes
occur). American Water management uses the number of customers for splitting costs among

regulated entities because all of its regulated customers are considered to receive essentially the
same setvices.”

"The term “premises™ is the reference to a location/customer record in ORCOM. Billing is done for.some non-regulated customers as
well as regulated customers. The statistic is easily obtained from ORCOM records.
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¢ Foutth, overhead costs are charged to both directly chatged and allocated costs.”

The above description is conceptually the hierarchy of how direct charges/cost allocations occut,
although the computer system actually performs the first three items simultaneously and then applies
ovetrhead costs accordingly. '

AWWSC expenses are categotized in Exhibit II-16, which shows whether a category results from being
directly chatged, allocated, ot potentially both."

Exhibit I1-16
AWWSC Expense Categories
as of December 31, 2009

Expense Direct
Category Description Charged | Allocated Comments '
Labor Base pay (salaries) of managerial, X X Professional personnel working for
professional, and technical employees one or sevetal operating companies
Labor-related Employee benefit costs (payroll taxes, X X Primatily employee benefit costs
Overheads medical coverage, pensions, disability that relate directly to labor
insurance) and other general expenses
Support overheads | Wages and salaries of office support X Administrative personnel
personnel, including secretaries, clerical supporting the professional staff;
personnel, telephone operators, and thus suppott costs are allocated on
mail clerks the basis of professional labor
General overheads | Office rent, equipment leases, X Allocated on the basis of
telephone, electric, office supplies, professional labor
property taxes, office maintenance
Vouchers/journals | ¢ Travel expenses incurred by X X May be either directly in support of

AWWSC personnel
¢ Other items submitted for
reimbursement by employees,

including professional association

dues

¢ Outside service contracts for such

things as actuarial services

¢ Various other expenditures,

including data center expenses for

software licenses and hardware
maintenance

Source: Interviews 9 and 24

one opetating company (e.g., an
engineer traveling from the
Cotporate Office to the operating
company) or allocated to several
operating companies

_As previously discussed, the corporate Financial Planning & Analysis and SSC Accounting groups atre
jointly responsible for different aspects of cost-allocation oversight within the AWWSC organization.
On behalf of TAWC, the Financial Planning & Analysis group reporting to the Eastern Division
Finance Ditector teviews the AWWSC bills on a monthly basis to ensure that charges ate approptiate.”
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Systems

AWWSC uses JD Edwards (JDE) from Oracle for its financial enterprise resource planning (ERP)
system, and as such, it is the system used to suppott ditect billing and/or cost allocation to affiliated
companies. Additionally, AWWSC and TAWC use intetnally-constructed time and attendance modules
that are downloaded into the JDE software.”

The AWWSC is investigating new ERP options. The reason that AWWSC is planning on using the
proposed new ERP primarily for regulated subsidiaries and only on a limited basis for non-regulated
operations is because of the amount of customization that AWWSC management expects would be
required for the non-regulated operations. Approximately 90% of the accounting requirements in these
investigations are for American Watet’s regulated activities. The team working on the new ERP
investigations includes the former VP, Internal Audit, the Chief Information Officer (CIO), and
representatives and subject matter experts (SMEs) for six basic functions: 1) record to repott, 2) hire to
retire, 3) procure to pay, 4) order to cash, 5) construct to replace, and 6) field service. There is a Steering
Committee for this project made up of upper management, including President, Regulated Operations;
SVP & Chief Fihancial Officer; SVP Communications & External Affairs; SVP, Human Resources; and
President AWWSC. AWWSC has completed the evaluation stage in which Oracle and SAP were
reviewed regarding the financial and customer services components, as possible ERP candidates. Based
on this evaluation, the SA software was chosen for implementation. Plans are for a five-year timeframe
for the new ERP to be implemented and fully opetational.”

Invoicing and Payment Methodologies

AWWSC bills monthly for the cost it incurs in providing affiliate setvices. All charges that pass through
AWWSC must be billed at the end of each petiod; therefore, according to AWWSC management, a
high-level verification of the AWWSC profit and loss (P&L) statement is performed to ensure that all
expenses wete billed.®

A monthly bill (AWWSC to TAWC) showing a description of service (by function), number of
associated hours (by function), associated payroll dollars (by function), associated expense dollars (by
function), and total dollats (by function), along with summary totals is provided for cutrent-month
chatges. The total amount due includes total current month charges minus payment for prior estimated
billing, plus estimated cutrent-month billing.” Along with the monthly bill, since November 2009,
extensive spreadsheets (as discussed later in Finding II-1) providing TAWC with detailed data by person
and by function has been provided.

Restrictions
Dividends

The American Water Subsidiary Dividend Policy establishes the requirements for the payment of common
stock dividends by Ametican Water subsidiaries. American Water is a holding company whose principal
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asset is the common stock of its subsidiaries. This policy has been designed, according to American
Water management, to provide American Water with the necessary cash to meet its obligations to its
subsidiaties and shareholders. At the same time, it is designed to strike a balance between an
approptiate capital structure for each subsidiaty and maintenance of an appropriate dividend payout to
shareholders. The Regulated Utility Subsidiary section of this policy discusses the payment of dividends by
regulated utility subsidiaries, including TAWC. All dividend payouts made by TAWC must be approved
in advance by its Board of Directors and associated dividend calculations ate to be made in accordance
with provisions of this policy.

Eoxchibit II-17 fllustrates TAWC’s dividend payments from 2005 to 2009 to its parent company expressed
as a petcentage of the relevant year’s net income to common stock.” The level of dividend payments
has been within a reasonable range in that it is similar to, although possibly on the high side of the range,
the net petcentages that other utility organizations typically pay out.

Exhibit II-17
TAWC Dividend Payments to American Water
2005 to 2009
For 12 Months Ended Third Quarter (3Q)

100.0%
95.0%
90.0%
85.0%
80.0%
75.0%
70.0%
65.0%
60.0%
55.0%
50.0%

0 3Q2005  3Q2006  3Q2007  3Q2008  3Q 2009

Source: Information Response 19

Other Restrictions

TAWC’s financial instruments include general mortgage bonds with typical covenants with respect to
issues such as:”

Liens on company property

Sale of company property subject to indenture
Payment of taxes and liens

Insurance against loss

o O ¢ ©

Maintenance of premises

Schumaker & Company ‘ 8/31/2010




39

Issuance of additional long term debt
Limitation of total long term debt
Providing financial information to trustee
Remedies upon default

® ¢ o ¢

After the creation of American Water Capital Corporation (AWCC) in 2000, all new long-term debt
issued by TAWC has been unsecuted notes payable to AWCC.” Schumakei & Company did not note
any credit-rating triggers or provisions leading to collateral calls that carty the potential to unduly affect
the regulated utility’s liquidity.”
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B. Findings & Conclusions

Finding I1-1 Cost allocation documentation has substantially improved since 2008 in
that American Water has developed an AWWSC Accounting and Service
Fee Billing Manual; however, it was not officially approved by the
AWYWSC Board until 2010 despite being developed in 2009.

Schumaker & Company’s 2008 PAWC management audit resulted in a finding that “cost allocation
documentation was disjointed and pootly organized, which required Schumaker & Company auditors to
meet with multiple individuals and to review multiple documents in order to understand how affiliate
relationships and cost allocations are handled at American Water.” Subsequently, Ametican Water has
developed Service Company Acconnting and Service Fee Billing Mannal documentation desctibing how
expenses ate accounted for and billed to American Water subsidiary companies. Among the chapters
including in this documentation are:®

Introduction

Overview of American Water Works Company, Inc.

Ovetview of American Water Works Setvice Company, Inc.

Service Company Accounting

Service Company Planning & Budget

Service Company Reporting

Service Company Billing & Clearing

Accounting/Billing for Select Service Company Expense Categoties

Appendices, including affiliate agreements, setvice company locations, affiliate listing, business
units and hierarchy, business units by locations (overhead cost pools), and category listing

LR 2R 2 R 2R R 4

Until Februaty 19, 2010, when it was finally approved by the AWWSC Boatd of Ditectots, this
documentation was still in draft mode, although it had been reviewed by most American Water
management in 2009. Despite not having Board approval until 2010, AWWSC management indicates
that the Service Company Acconnting and Service Fee Billing Mannal was alteady in practice and used in 2009.%*

Finding II-2 The cost-allocation methodologies impacting TAWC are generally
reasonable, although the use of number of customers for allocating
AWWSC costs among regulated utilities is essentially a simplification
mechanism that is not necessarily based on cost-causative factors.

The AWWSC-TAWC agreement provides for the allocation of costs from AWWSC to TAWC. At
American Water, management indicates that using direct chatge is the preferred basis to transfer cost;
however, if thete is no direct relationship, then cost must be allocated. Ptiot to 1989, Ametican Water
had little non-regulated business and the small number of its non-regulated subsidiaries did not regulatly
receive AWWSC setvices. AWWSC charges to the tegulated affiliates wete based on a methodology
using cost-causative factors. Then, in 1989, AWWSC began using number of customers to determine
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the formulas used for charging regulated subsidiaries, as indicated in its 1989 AWWSC agreement with
TAWC. Ametican Water indicated in 1989 that the move to one formula factor (number of customets)
was expected to be more efficient by eliminating the administrative costs of maintaining a latge number
of formulas as done under the approach prior to 1989. Since 2005, however, when several of the non-
regulated affiliates began using AWWSC setvices, a Tier One methodology has been used to allocate
chatges to segment regulated and non-regulated costs as a means to allocate AWWSC chatges to non-
regulated affiliates. A Téer Two methodology using number of customers is used to allocate AWWSC
charges to regulated affiliates. AWWSC management believes that the results aren’t much different
whethet cost causative factors or simply customers alone were used for allocating among state opetating
companies. American Water also believes that number of customers is a cost-causative dtiver of some
costs related to AWWSC functions, such as the call center and customer billing.”

Specifically AWWSC chatges ate made as follows:™

¢  First, direct charges are made to a subsidiary or a group of subsidiaries based on time reporting;
direct charges are made for services provided to an identifiable business unit or, for employees
petforming transactional setvices, on the basis of a sample petiod of detailed time sheet recotds.

¢ Second, AWWSC costs ate then split between regulated and non-regulated entities based on
what Ametican Water considers cost-causative factors, also referred to by American Water as
Tier Ome charges. This was a new step that began in 2005 based on work petformed by a cost-
allocation committee with input from an outside consulting firm (Deloitte Touche).

¢  Third, the number of customers is used to split regulated costs (and revenues) among the
various utility organizations, also referred to by American Water as Téer Towo charges. The
number of customers at year end is used for allocations in the following year, unless significant
changes occur. Ametican Water management uses the number of customets for splitting costs
among regulated entities, because all of its regulated customers are consideted to receive
essentially the same services.

In Schumaker & Company’s PAWC management audit report (2008) a recommendation was made to
“perform a detailed analysis to verify that the use of the number of customers for allocating AWWSC
costs among regulated utilities reasonably approximates the use of cost-causative factors; subsequently
make modifications, as appropriate.” The study was underway at the time of our field work for this
affiliate audit and was to be completed by mid 2010 and provided to the PaPUC, although

Schumaker & Company has not yet been provided a copy of such a report.”

Regarding other affiliate charges to TAWC, Schumaker & Company considers the following
methodologies to be reasonable:

¢ Line of Credit Fees and Interest Paid to AWCC on Intercompany Borrowings Paid to AWCC — These costs
.are allocated as follows to TAWC and other American Water entities:”
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— The costs incurred by AWCC in connection with its bank credit lines and short-term public
borrowings are divided among co-participants in proportion to the maximum principal
amount that each co-participant requests be made available to it duting the coutse of a yeat.

— The costs incurred by AWCC in connection with each long-term botrowing is divided
among co-participants in proportion to the principal amount of that borrowing that is
loaned to each co-participant.

— The amount of AWCC’s overhead costs ate allocated among the co-participants in the same
proportion as each co-participant’s long-term and maximum requested short-term
borrowing and investments in a calendar year relative to all of the long-term and maximum
short-term borrowings and investments by all co-participants during the same year.

¢ Purchase of GAC from ACS — Charges are made to TAWC on a per-cubic-foot basis, with
escalation of these unit prices typically occutring on a yeatly basis.”

Schumaker & Company also considers TAWC’s methodology for charge AWR for billing of its home
protection programs to TAWC customers to be a reasonable methodology.

Finding II-3 American Water has performed numerous cost-to-market comparisons as
a means to verify that AWWSC costs ate equal to or lower than what they
would be if outsourced to third-party organizations. -

Prior Cost-to-Market Studies Petformed

American Water engaged an independent consultant (Baryenbruch & Company, LLC) from 2006 to
2010 to perform numerous cost-to-market comparisons for AWWSC charges to nine of its regulated
utilities, including TAWC, as follows:”

Mlinois-American Water Company (2007)
Kentucky-American Water Company (2006, 2008, 2009)
New Jetsey-American Water Company (2007,2009)

New Mexico-Ametican Water Company (2007)
Ohio-American Water Company (20006)
Tennessee-American Water Company (2006, 2010)
Vitginia-Ametican Water Company (2007, 2009)

West Virginia-American Water Company (2006, 2007, 2009)
Long Island-American Water Company (2006)

e O G O S & O O ¢

These studies in the eartlier portion of this five-year period wete generally undertaken to answet the
following questions concerning the setvices provided by AWWSC to the regulated operating company:”

1. Was the regulated water utility charged the lower of cost or market for managerial/professional
setvices provided by AWWSC during a 12-month test year?
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2. Were the 12 months of AWWSC’s customer accounts services, including those of the National
Call Centets, reasonable?

3. Are the services the regulated water utility receives from AWWSC reasonably necessaty for the
provision of service to its customers?

In recent years, such as with the 2010 TAWC study, the consultant has added a fourth question:*

4. Were the 12 months of AWWSC’s total costs on a pet-customer basis reasonable to other utility
service companies providing similar setvices to those provided by AWWSC (where information
is publicly available)?

Regarding question # 1, in general, the independent consultant formed the following conclusions from
the studies reviewed by Schumaker & Company consultants:®

¢  The regulated water utility was charged the lower of cost or market for managerial and
professional services during the 12-month test period.

¢ On average, the houtly rates for outside setvice providers were higher than AWWSC’s houtly
rates (ranging from 44% to 66% higher).

¢ The managerial and professional services provided by AWWSC are vital and could not be
procured externally by the regulated water utility without careful supervision on the part of the
regulated water utility. If these services were contracted entirely to outside providers, the
regulated water utility would have to add at least one position to manage the activities of outside
firms. This position would be necessaty to ensure the quality and timeliness of services
provided.

¢ Ifall the managerial and professional services now provided by AWWSC had been outsoutced
during the 12-month test period, the regulated water utility and its ratepayers would have
incurred substantially additional expenses. Such expenses would have included the higher cost
of outside providers and the cost of a regulated utility position needed to direct the outsourced
work.

¢  The houtly rate comparison actually understates the cost advantages that accrue to the regulated
water utility from its use of AWWSC. Outside service providers generally bill for every hout
wotked. AWWSC personnel, on the other hand, charge a maximum of eight houts per day, even
when they work more. If the overtime hours of AWWSC personnel had been factored in to the
houtly rate calculation, AWWSC would have had an even greater annual dollar advantage than
the amounts cited in these studies. '

¢ Itwould be difficult for the regulated water utility to find local service providers with the same
specialized water industry expertise as that possessed by AWWSC staff. AWWSC personnel
spend substantially all their time serving opetating water companies. This specialization brings
with it 2 unique knowledge of water utility operations and regulation that is most likely
unavailable from local setvice providers.
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¢ AWWSC fees do not include any profit markup. Only its actual cost of service is being
recovered from the regulated water utility ratepayers.

Regatding question # 2, in general, the independent consultant determined that the costs of AWWSC’s
customet accounts setvices, including those provided by the National Call Center, were within a
reasonable range of the neighboring electric utility compatison group’s average cost pet customer. It
was detetmined that this group of companies provided a reasonable size and scope proxy for
compatison with the regulated water utility. During the 12-month test year, the customer accounts costs
for the regulated water utility customers wete compated to the average for neighboring electric utilities.”

Regatding question # 3, in general, the following conclusions were drawn by the independent
consultant:”

¢ The services that AWWSC provides ate necessary and would be required even if the regulated
water utility were, in fact, a standalone water utility.

¢ Thete is no redundancy or ovetlap in the setvices provided by AWWSC to the regulated water
utility.

Regarding question # 4, in general, the independent consultant determined that the total costs of
AWWSC on a pet-customet basis were reasonable when compared to other utility service companies
(whete public infotmation was available) providing similar services as AWWSC provides to TAWC.”
(Schumaker & Company petformed a similar analysis in Chapter IV — Organizational & Operations
Assessment Review as shown in Exchibit IV-15.)

A “Setvice Company Cost Study” report was petformed by Deloitte & Touché in 2009 to compare the
cost of certain setvices expected to be obtained by Illinois-American Water Company (IAWC) from
AWWSC to the costs that would be incurred if such services were obtained in the open market. The
study conclusions on Page 21 were as follows.”

“The provision of setvices to IAWC through the Service Company results in significant cost
benefits to IAWC. Based on the Matket Analysis, and as shown on Schedule 8, the cost savings
expected to be realized by IAWC from obtaining services through the Service Company during the
forecast period when compared to the costs of acquiting such setvices in the open market from
third party setvice providers amount to § 7.692 million. The net savings expected to be realized by
IAWC results from the Setvice Company’s ability to provide services at a cost which is lower than
the market cost of such services. As mentioned previously in the Study, had the Market Analysis
recognized the fact that Service Company managerial and professional employees actually work
mote titne than the maximum reportable time of eight hours per day, the expected net savings of
$7.692 million would be larger.

The results of the Customer Accounts Analysis show that IAWC’s forecasted 2010 test year
customer service expense compates favorably with the customer accounts expenses reported by the
group of utilities. The customer accounts expense pet customer for the utilities ranges from $16.75

Schumaker & Company 8/31/2010




45

to $41.38. IAWC’s test year customer service expense pet customer of $23.33 is below the $33.98
average expense pet customer of the other utilities included in the comparison.”

TAWC AWWSC Opt-Out Options

If an Ametican Water subsidiaty does not wish to take the setvices from a specific AWWSC group, it
can opt out. The non-regulated entities do not necessarily take all AWWSC services. The regulated
companies also can opt out, as approptiate.” AWWSC management provided the following examples
wherte subsidiaties have opted not to use AWWSC to provide selected services:”

¢  Many of the non-regulated entities do not receive AWWSC chatges because they have their own
groups to petform the same functions. If they request services not previously performed by
AWWSC employees, then the split of costs between regulated and non-regulated entities kicks
in. Itis up to the AWWSC supervisor to have his or her employees use the appropriate codes.

¢ Michigan-American Water Company (MAWC) does not use call center setvices performed by
Alton ot Pensacola, as desctibed in the Customer Setvice chapter. MAWC setves approximately
4,000 water-only customers in Calumet, Michigan. Its staff petforms not only call center
activities but also other administrative tasks. MAWC management believed that is was not

efficient to have Alton/Pensacola petform call center functions and have administrative staff not
fully utilized.

TAWC has agreed to use the services provided by AWWSC groups.” It has, however, opted to
supplement AWWSC services by using outside conttactors.”

Finding II-4 The existing AWWSC/TAWC affiliate agteement is not up to date, as it
does not discuss the Tier One allocations used by AWWSC in providing
services to non-regulated American Water subsidiaries nor does it reflect
departmental titles and functionality of the current organization structure.

The AWWSC/TAWC affiliate agreement, as is, does not reflect the existing organizational structure.
Therefore, some major services, such as customer setvice, legal, external affairs, and business
development/sales activities, are provided by AWWSC to TAWC, even though they are not specifically
listed in the cutrent affiliate agreement, or are listed using old terminology. According to Ametican
Water management, the nomenclature for referencing such services has changed since January 1, 1989,
when the affiliate agreement between AWWSC and TAWC was executed. At the time, legal services
were provided through the cotporate secretatial function, external affairs were provided through the
communication function, and business development was provided through the operation function.

Additionally, the affiliate agreement mentions direct chatges to TAWC (Section 2.3) and allocation of
costs to regulated water companies based on the number of customers (Section 2.4). It also addresses
ovethead associated with these two items (Section 2.5). Although, in Section 5.2, the agreement states
that AWWSC “...may enter into an agreement or agreements with American and certain other
companies not engaged in the water or sewer service business to which limited services are to be
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furnished; Water Company consents to such additional agreements, provided, however, that no patt of
the cost of furnishing such services will be charged to Water Company.” It does not mention in any
way the allocation of costs among regulated and non-regulated entities using cost-causative factots,
referred to by American Water management as Téer One charges. American Water management believes
that Téer One allocations are permitted by Section 5.2, as they say that no change in procedures has
occutred with the addition of Tier One chatges since the regulated portion of AWWSC costs continue to
be allocated based on the customer allocations included in the 1989 agreement. Schumaker & Company
disagrees that the cutrent AWWSC/TAWC agreement is sufficiently descriptive.

Finding II-5 American Water only uses service level agreements for selected groups,
specifically SSC, call centets, and the I'T organization, but not other majot
AWWSC groups.

The three organizations that American Watet says maintains formal SLAs include SSC, national call
centers, and the I'TS organization.

Shared Service Center

SSC— A joint accountability agreement (JAA) between the Shated Services Center and its business
pattners (including TAWC) was developed for 2009. Included in the JAA was:™
R Introduction, including:
- Scope and objectives

— Definition of business partners (AWWSC departments, regulated business units, and non-
regulated business units)

~ SSC and business partner roles and responsibilities
— Business Advisoty Council roles and responsibilities
— Cotpotate/executive roles and responsibilities

¢ A detailed listing of target metrics, including metric, metric calculation, goal, target, owner,
responsible department, and explanation (if necessaty), with the repotting structute and
frequency identified. Generally results are meeting targets, however, three areas, specifically
financial close checklist (various close tasks completed by due dates), total number of
outstanding items greater than two months, and numbet of accounts reconciled/full-time
equivalent (FTE) were not meeting the targets in 2009.”

¢ JAA management, including:
— Identification of material variance and corrective actions
— Petrformance accountability for SSC employees

— Methodology for revision of service levels
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— Annual business petformance surveys (last SSC survey was conducted in January 2010 and
provided to business partners by end of the first quarter of 2010). In this sutvey the overall
working relationship with the SSC was rated as shown in Exhibit II-18, with most responses
in the excellent, above average, and average categories. Similatly specific questions in the
survey also received excellent, above average, and average responses.

Exhibit 11-18

2009 SSC Customer Satisfaction Survey

Overall Working Relationship
40%
‘ 35%
300/0
25%
20% -
15% A
10% -
5% -
0% -

Excellent Avetage Poot N/A

Average

Overall Working Relationship 26% 36% 33% 0% 1%

Source: Information Response 88

¢  SSC and business partner signatures; none of the signatures were made priot to the start of
2009; SSC signed on 3/17/09, while most other business signed in 6/09 (TAWC signed
6/30/09), although PAWC didn’t sign until 11/9/09)

¢ A listing of detailed responsibilities delineated by SSC ot business pattner
Call Centers

The “SLA” provided by AWWSC in response to out information request is essentially only a detailed
listing of target mettics, including mettic, mettic calculation, a goal description, target, owner, data
source/measurement definition, and explanation (if necessary) for each American Water group (Eastern
Division, Western Division, Pennsylvania, New Jersey, and in total) by quatter and yeat-to-date.” Itis
not really a SLA in that it does not have most of the components identified in the SSC SLA. Specifically
the call center clients have not been engaged in signing an actual agreement that represents the
responsibilities of the call centers and the clients which this otganization setves. Refer to Chapter I~
Organizational & Operations Assessment Review for additional details regarding metrics and surveys.
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ITS

The “SLA” provided by AWWSC in response to our information request is essentially only a detailed
listing of target metrics, including metric, a goal desctiption, and tatget by month involving finance,
customet, setvice performance, and process areas. The “targets” are not measurable targets against
which actual results can be compared. They include “targets” such as “meet or exceed 2009 business
plan,” «
opetating petformance.”” It is not really a SLA in that it does not have some of the components
identified in the SSC SLA. Specifically the ITS clients have not been engaged in signing an actual
agreement that represents the responsibilities of the ITS organization and the clients which this

organization serves. Additionally no customer satisfaction surveys have been conducted in this area.

enhance customer setvice,” deliver reliable high-quality setvice,” and “sustain and enhance

Summary

These “SLAs” have been used for approximately three years (2007-2008-2009). As part of this process,
AWWSC has put in benchmarks, as field personnel generally want them to monitor the level of service.
According to AWWSC management, the SLAs are currently being reviewed for appropriateness and
AWWSC tries to review them annually, with updates for board meetings.” Only the SSC has a full-
fledged SLA, as the ITS and national call center organizations only have metrics in place. Other
AWWSC areas, including Finance and Regulated Operations (two of the five largest charge areas to
TAWC), have no type of SLA in place. SLAs may not be applicable or practical for every AWWSC
function, such as those functions providing policy, strategy, and/or governance. SLAs should generally
be developed in all other major areas where the setvices provided, and the roles and responsibilities, can
be clearly designated and communicated, with activities measured against acceptable standards of
performance based on quantifiable metrics. '

Finding I1-6 The allocation of corporate taxes is appropriate, however, the policy
documentation is out of date by reflecting language associated when it
was part of the RWE organization.

American Water has a tax sharing policy, which was established in 2003 when American Water was
owned by RWE. The policy was for Thames Water Aqua US Holdings, Inc. (“parent”), and its
subsidiaties that wete membets of an “affiliated group™ for tax purposes that filed a US consolidated tax
return and in certain states a combined, consolidated unitary return (combined filing). Its purpose is to
“to establish a method for allocating consolidated or combined tax liabilities of the affiliated group
among its membets, for reimbursing the patrent for payment of such lability, for compensating any
patty for use of its losses or tax credits, and provide for the allocation and payment of any addition to
tax, refund arising from a cartyback of losses, ot tax credits from subsequent tax years.” The tax
sharing policy documentation has not been updated since RWE’s divestiture of American Water in 2009
(as implied by use of Thames Water Aqua US Holdings, Inc. wording), and should be changed in 2010 to
reflect the different organizational structure. Nevertheless, the principles for allocation of corporate
taxes ate approptiate, as described further in the following paragraph.”
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Essentially each member of the affiliated group is required to pay an amount equal to the federal income
tax liability that would have been payable by the subsidiary (such as TAWC) for such year if it had filed a
separate income tax return for such year and all prior years. In computing separate return tax liability,
no account shall be taken of any deduction, loss, or ctedit of any member to the extent that such
member has previously received payment or to any lower tax rate available to the subsidiary. Each
subsidiary is compensated for any tax benefits (e.g., losses, tax credits, etc.) computed using the
percentage method, but is limited to the reduction in federal income tax that the subsidiaties with
taxable income achieved. Loss companies are compensated in full unless the sum of separate taxable
losses exceeds the sum of separate taxable incomes, in which case compensation is prorated based on
the ratio that the separate taxable loss bears to the sum of all taxable losses, multiplied against the sum
of taxable incomes.

Finding II-7 Sufficient formal and informal communications between AWWSC and
American Water affiliates is occutring.

Among the formal communications methodologies used by TAWC and AWWSC are the following:”

¢ Monthly AWWSC Bills and Reports to TAWC — Prior to November 2009, TAWC received a
monthly summary bill by AWWSC. For TAWC to look into and explain the detailed employee,
business unit, and formula/direct chatge information TAWC had to request that queries and
repotts be run by tegional FP&A or SSC otganizations. Based on the recommendation from
the PAWC management audit regarding the need for enhanced AWWSC teporting, effective
November 2009, TAWC and other American Water subsidiaties have been provided '
summarized information of the AWWSC chatges by business unit on a monthly and yeat-to-
date (actual charges compared to budget and to the latest budget reforecast.) As patt of this
reporting package, monthly reports are also provided so that monthly AWWSC charges can be
viewed in a number of very detailed ways to determine if AWWSC chatges wete made in etror
and need to be corrected, or are driven by and explained by special projects or circumstances
driven by the needs at TAWC. An Excel workbook file has a number of tabs, which can
provide views of the detailed AWWSC charges to TAWC in a number of different views. The
first tab has a drop down table where each subsidiary can be chosen. The resulting repott has a
number of tabs that provide detailed AWWSC chatges by month and in total for 2009, broken
down by employee, by business unit, and by formula/ditect charges. The file also has tabs that
show the various formulas with percentages allocated to TAWC and a desctiption of the
AWWSC home business units for use in identifying the soutce of the AWWSC chatges
included in the reports.”

¢ FRP/BPR Reports — On a monthly basis, all functional analysts/leads ate provided with
reporting of actual month-to-date and year-to-date expenses compared against plan (original
budget) and the most recent reforecast (original budget adjusted quattetly with mote current
estimates) by function and business unit. All expenditures whether billed as opetating expenses
or capital expenditures are included in the report with the exception of AWWSC capital
expenditures, which are charged to a capital work order and charged to construction wotk in
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progress (CWIP). All functional variances in excess of predefined materiality amounts must be
explained by the functional analyst (coordinated with functional lead when necessary) in the
monthly FRP and BPR teports. The FRPs requite monthly sigh-off from the AWWSC VP of
Finance and the BPRs require quarterly sign-off from the AWWSC President. After AWWSC
closes its books each month, all AWWSC analysts (along with representation from affiliates)
attend a debtiefing call to review and comment on material variance explanations. After the
monthly debriefing call AWWSC management presents the FRP to the corporate management
team. Financial results, material variances, and other issues are discussed in detail. AWWSC
management then presents the BPR to the AWWSC seniot management team and Board of
Directors quarterly where financial results, KPIs, material variances, and other issues are
discussed in detail.” Any incottect charges to TAWC or other corrections as required are
determined duting this process and are relayed to the SSC Accounting Department for
cottection by the FPA analyst, Regional VP of Finance ot the President of TAWC.”

The Service Company Acconnting and Service Fee Billing Manual defines many of these formal
communications.” Formal communications include full-time Eastern Division and rotating
representation on the AWWSC Board, regular BPR and FRP reports and meetings, monthly review calls
involving financial data, and quattetly TAWC Boatd meetings.”

Additionally, on the American Water Intranet site policies and practices dealing with key business
aspects ate available to American Water employees, including AWWSC and TAWC employees.”

Informally there are conversations and communications between TAWC and AWWSC employees on an
as needed (often daily) basis. The TAWC President regularly has discussions with the Eastern Division
SVP, VP of Finance, Ditector of Rates, and other functional area leads, including the FP&A Analyst
assigned to TAWC. Other supervisory and clerical employees at TAWC routinely communicate with
AWWSC employees at the Eastern Division AWWSC office, Corporate Office, SSC, and the Customer
Contact Center (CCC).
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C. Recommendations

Recommendaﬁ(;n I1-1 Review and approve the AWWSC Accounting and Service Fee
Billing Manual annually. (Refer to Finding II-1)

Although American Water has taken significant steps forward in developing formal, comprehensive
documentation that describes how affiliate charges are handled, it still had not been approved by the
AWWSC Boatd of Ditectots until Februaty 19, 2010, which was over one year after the AWWSC
Accounting and Service Fee Billing Manual was developed and put in use. (AWWSC used the manual in
2009 and 2010 even though it was not approved until February 19, 2010.) This manual should be
reviewed annually prior to the beginning of a fiscal year with any necessaty changes made, so as to be
apptoved by the AWWSC Board by the end of the ptior year.

Recommendation 11-2 Perform a detailed analysis to verify that the use of the number of
customers for allocating AWWSC costs among regulated utilities
reasonably approximates the use of cost-causative factors;
subsequently make modifications, as appropriate. (Refer to
Finding II-2)

Schumaker & Company understands that number of customers is 2 straightforward, easily understood,
and relatively inexpensive cost allocation factor to implement. Although it may be a simpler mechanism
than cost-causative factors to implement, many utilities have found that use of cost allocation modules
as part of technology systems negates the work of implementing use of cost-causative factors. TAWC,
as a regulated utility, should be able to provide evidence to the TRA and TAWC’s ratepayets that
number of customers is a close approximation to the use of cost-causative factors — and that one state’s
customers are not advantaged or disadvantaged by American Watet’s cost allocation methodology.

Thetefore, initially AWWSC and TAWC should perform a detailed analysis, perhaps on a test-year basis,
to determine whether number of customets for allocating costs among regulated utilities is reasonable,
and the results should be provided to TRA staff as a follow-up to this audit. If the outcome of this
analysis indicates that number of customers does not approximate cost-causative factors, then AWWSC
should make modifications, as appropriate. Subsequently, approximately every five years (ot mote often
if major changes to American Water’s organization occur), American Water should revisit whether its
methodology and associated factor(s) are approptiate. ‘

This is the same recommendation that Schumaker & Company previously made in its prior 2008
management audit of PAWC for the Pennsylvania Public Utility Commission. Although AWWSC
management stated that such a study was in progress during early 2010 (and was requested by
Schumaker & Company consultants as part of this audit), no report had been provided at the
completion of field work for this audit.

Schumaker & Company




52

Recommendation II-3 Continue to regularly evaluate the cost of services provided to
TAWC by its affiliates, specifically AWWSC, so as to verify that
TAWC ratepayets are not being harmed by charging these services
at cost rather than market. (Refer to Finding II1-3)

The use of studies by independent consultants is a reasonable approach to verify that ratepayers are not
being harmed by charging these setvices at cost rather than market. Although not as comprehensive as
an affiliate study such as this one, these studies have merit in providing houtly costs that TAWC may
use in making decisions as to its continued use of specific AWWSC services. They should regularly be
petformed by American Water, not just before rate cases, but periodically to ensure the reasonableness
of AWWSC’s costs.

Recommendation I1-4 Provide the TRA with an informational update regarding the
content of the AWWSC/TAWC affiliate agteement. (Refer to
Finding I1-4)

Because the current AWWSC/TAWC affiliate agreement is out of date (last executed in 1989 or approximately
ovet 20 yeats ago), at this point in time, clarification is necessary. TAWC should submit to the TRA an
informal information update regarding its affiliate agreement. This informational update should include a
discussion of changes in terminology, changes in functions performed by AWWSC, an up-to-date AWWSC
otganization chart; changes regarding Téer One allocations to non-regulated subsidiaries and compatrisons of the
costs to TAWC under the customer and cost-causative allocation factors based on the recommended study
analysis previously discussed in Recommendation II-2. An updated functional area analysis, similar to the one
referenced as part of our Chapter I/ discussion, along with the suppotting documentation provided to
Schumaker & Company consultants during field work, could compzise major components of this
informational update.

Recommendation II-5 Develop full-fledged service level agteements for all major AWWSC
groups providing setvice to TAWC, except those primarily
petforming policy, strategy, and/or governance functions. (Refer to
Finding II-5)

Only the SSC has a comprehensive SLA that is signed by AWWSC and TAWC annually. Not just ITS
and national call centers, but all major AWWSC groups providing service to TAWC, except those
ptimarily petforming policy, strategy, and/ot governance functions, should develop a comprehensive
SLA that includes segments similar to that found in the SSC SLAs, including the following:
¢ Introduction, including:
— Scope and objectives

— Definition of business partners (AWWSC departments, regulated business units, and non-
regulated business united)

~  AWWSC group and business pattner roles and responsibilities
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— Business Advisory Council roles and responsibilities
— Cotporate/executive roles and responsibilities

¢ A detailed listing of tatget metrics, including metric, metric calculation, goal, target, owner,
responsible department, and explanation (if necessary), with the reporting structure and

frequency identified.
¢ JAA management, including:
~ Identification of material vatiance and cotrective actions
— Performance accountability for SSC employees
— Methodology for revision of setvice levels
~ Annual business performance surveys
¢  SSC and business partner signatures
¢ A listing of detailed responsibilities delineated by SSC or business partner

If an AWWSC group is not meeting its target mettics (the SSC is an example in 2009), then AWWSC
must develop detailed action plans for addressing the underlying issues. AWWSC management should
have discussions with operating company management to make sure they understand the issues and the
resultant activities that AWWSC is taking to address these issues.

Recommendation II-6 Update corporate tax allocation documentation to reflect the
curtent' American Water organization structure. (Refer to

Finding II-6)

The American Water organization needs to update its corporate tax allocation documentation to reflect .

the current organization structure.
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ITI. Internal Controls Review

This chapter focuses on the internal controls involving American Water Works Service Company
(AWWSC) and Tennessee-American Water Company (TAWC) affiliate transactions. It also describes in
detail the actions taken by the Schumaker & Company/Work & Greet team to validate and verify 2009
affiliate transactions through sampling techniques.

A. American Water Controls over Affiliate Transactions

Background & Perspective

There are a number of controls exercised by the American Water Works Company (AWWC) that affect
accounting processes and the mannet in which transactions between Tennessee-Ametican Watet
Company (TAWC) and its affiliates are conducted. These controls are maintained at various levels
within the overall AWWC organization, ranging from cotporate, divisional, and state entities through to
TAWC work units. Primary controls ate found in the following activities:”

¢ Sarbanes-Oxley (SOX) program

¢ Internal Audit Department’s reviews and audits

¢ Financial Review Package (FRP) and the Business Planning Report (BPR) teporting (which ate
also covered under the SOX program)

Additional controls over affiliate transactions are manifested in the structure of the American Water
Works Service Company (AWWSC) Boatd (including rotating operating company president
participation), the participation by TAWC’s operating units in monthly close (debtief) calls, detailed
billing and variance reporting (by function and business unit), and training to provide guidance on
proper billing for new hires and refresher training to existing employees. Additionally, all AWWSC
accounting transactions (invoices, payroll, purchasing cards, journal entties, etc.) requite supetvisory
review before being posted to the general ledger, AWWSC functions have an assigned analyst that
reviews employee formula charges monthly to provide reasonable assurance that cotrect business unit
and formulas are charged, and affiliate entities have an assighed analyst that reviews AWWSC actual

charges compared to budget monthly and prepares explanations for all variances exceeding threshold
limits.”

SOX Program

The Public Accounting Reform and Investor Protection Act became law in 2002. This act is more
commonly referred to as the Sarbanes-Oxley Act, named after its two principal congressional sponsots
and further abbreviated and refetred to as SOX. This legislation changed the manner in which public
companies governed and reported their financial results. While SOX specified 2 number of specific
rules and requirements, the area that has received the most attention and compliance activity, and the
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focus of this review of TAWC’s affiliate transactions, is Section 404 (management’s responsibility for an
annual assessment of internal controls) and Section 302 (corpotate responsibility for financial reports).”

AWWC’s SOX program, including the control compliance requitements of Sections 404 and 302,
started in 2006 following its patent company’s December, 2005 decision to divest of itself of AWWC.
On April 28, 2008, , RWE Aktiengesellschaft (RWE) completed a partial divestiture of its investment
through an initial public offeting with the sale of AWWC’s common stock, and AWWC again became
listed under the symbol “AWIK” on the New York Stock Exchange (NYSE). Although RWE still
owned approximately 60% of AWWC’s shares of common stock at the end of 2008, it completed its
divestitute of AWWC common stock by November 24, 2009. AWWC was not required by SOX
Section 404 and related SEC rules and regulation to perform an evaluation of or teport on the
effectiveness of internal controls ovet its financial reporting for fiscal year 2008 (year ending December
31, 2008).” Nevertheless, AWWC did identify control weaknesses and evaluated if any such weaknesses
wete tnatetial, which were provided in its SEC 10k report for 2008. The financial statements filed with
the SEC for fiscal year 2009 (yeat ending December 31, 2009) was the fitst period that AWWC was
required to report on the effectiveness of internal controls over financial reporting. Also, it was the first
year that AWWC’s external auditors issued 2 SOX 404 certification concerning AWWC’s internal
controls over financial repotting as patt of the audited financial statements.”

The Ametican Water SOX program is designed to suppott the various SOX requirements, including
compliance with Sections 404 and 302. It supports management’s assessment of the effectiveness of
internal controls over financial reporting that is requited under SOX. It covers key business cycle,
information technology (IT), and entity level controls. Program activities include scoping, control
design and rationalization, documentation, testing execution and management, remediation, and control
exception evaluation. Other SOX activities include policy and procedure review and monitoring,
control over special projects, and cootdination with American Watet’s external auditors.”

AWWC’s Compliance Group, reporting to a VP of Compliance position (which reports to AWWC’s
SVP & CFO),” is tasked with ensuring compliance with SOX and financial reporting controls and the
SOX Section 404 and 302 reviews.” Key activities to provide overall management of the SOX program
include the following:”

Reviewing SOX documentation

Cootdinating SOX testing

Performing SOX testing

Interaction with American Water’s external auditors regarding SOX controls

Analyzing SOX issues and petforming exception evaluations

Scoping, design, and rationalization of controls

o €@ O © & o ¢

Developing and modifying policies and procedures regarding SOX controls and changes in
environments
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¢ Enhancing and improving SOX coordination with business opetations and divisional
management

¢ Assisting in SOX remediation

Three membets of the Compliance group, including a Senior Compliance Managert, ate responsible for
compliance with SOX controls for American Water operations in the nine Eastetn Division states,
including TAWC. This Eastern Division gtoup is responsible fot dtiving compliance with SOX
performance, including developing, assessing, and testing under the American Watet SOX progtram, and
managing the SOX process in TAWC and the other operations in the Eastern Division. This group also
helps roll out new controls and dtive standardization of processes. Assessment of compliance with
controls is managed through use of the internal control evaluation (ICE) documents and SOX testing.
The SOX testing is managed by Compliance and is petformed by a combination of independent internal
resources and an outside contractor, who may be called upon to provide SOX expertise. The
Compliance team supporting the Eastern Division provides data to these SOX testets and is currently
responsible for performing four back-end/detective controls (having ptimatily to do with contracts).
These fout areas ate:”

¢  Back end disbursement reviews, ensuring that larger disbursements have the necessary
contracts/purchase orders and other contractual requirements (quarterly)

¢  Verification of proposed accounting, ensuring that new contract activity is propetly accounted
for (quarterly)

¢ Owner updates, notifying contract ownets of updates to contracts (quattetly)
¢ Developer payments, verifying that required payments are received from developets (monthly)
Othet SOX tesponsibilities of this divisional group include facilitation of the following:”
¢ Construction work in process (CWIP) exception reviews, reviewing with the capital team to
ensure proper treatment and accurate record keeping (monthly)
¢ Developer reconciliation reviews (monthly)

¢ Ensuring that SOX changes are disseminated to all necessary personnel and that personnel are
properly trained on SOX controls (as needed)

¢ Remediating controls, contacting contract ownets to cotrect problems (as needed)

¢ Ensuring best practices and consistency among Eastern Division state operations (as needed)
Compliance with controls for the capital program is largely a subset of SOX. In American Watet’s
divisional operations, there are fixed asset controls, and the Compliance group works with Engineering

and Operations staff regarding policies and procedures in the capital area. The Compliance group
recently began monitoring compliance with public utility commission (PUC) otders."™
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From 2003 until the completion of the initial public offering in April 2008, as an indirect wholly-owned
subsidiary of RWE, AWWC was not required by SEC regulations to report on its system of effective
internal controls or comply with the requitements of the SEC and the Sarbanes-Oxley Act.™ Although
AWWC’s first SOX Section 404 year was 2009, AWWC was required to and has filed SOX Section 302
certifications since AWWC became publicly traded in April, 2008. For the 2009 AWWC 10k filing, all
SOX testing was completed, including the testing of controls petformed in calendar year 2010, which
were associated with year-end financial reporting.™

During 2009, there were four phases of SOX testing (Phase I, Phase II, Phase III, and Phase IV with
testing being petformed by both internal tresources and Ernst & Young. Work papers documenting
testing results of management testing, involving AWWSC, were provided to Schumaker & Company
consultants for review, including: ™

¢ Phase I Procurement to pay (PTP), including PTP.C05, PTP.CO06, and PTP.C07 coveting
putchase orders (PTP3), receipt of goods/services (PTP4), invoice process (PTP5), p-card
transactions (PTP6), and procurement accruals (PTP8); financial statement close process
(FSCP), including cut-off and month-end close (FCSP.CO05); financial reporting (FR), including
business performance reporting and periodic reports (FR.C15, FR.C17, and FR.C19).
Exceptions that did not rise to a control deficiency were noted for FSCP.C05 and FR.C19. For
example, with FCSP.CO05, there was no evidence that the journal entry request form was dated
by the preparer.

¢ Phase II: Financial reporting (FR), including business performance reporting and periodic
reports (FR.C15 and FR.C19) and employee maintenance (HR.CO04). For these tests, no
exceptions wete found.

¢ Phase III: Procurement to pay (PTP), including PTP.CO05, PTP.C06, and PTP.C07 covering
putchase orders (PTP3), receipt of goods/setvices (PTP4), invoice process (PTP5), p-catd
transactions (PTP6), and procurement accruals (PTP8); financial statement close process
(FSCP), including cut-off and month-end close (FCSP.CO05); financial reporting (FR), including
business petformance reporting and periodic reports (FR.C19). For these tests, no exceptions
wete found.

¢ Phase IV Financial reporting (FR), including business performance reporting and periodic
reports (FR.C15, FR.C17, FR.C19 and employee maintenance (HR.CO04). For these tests, no
exceptions were found.

A score card is issued at the end of each phase. There weren’t any significant changes in SOX controls
in 2009." American Water management indicated that it did not tely on the work petformed by PwC,
American Water’s external auditors, to form its opinion on internal controls over financial reporting
and, as a result, did not obtain these work papers. American Water did provide the PwC “Repotrt of
Independent Registered Public Accounting Firm,” which discusses the results of the PwC audit of
internal controls over financial reporting that was filed with American Water’s 2009 Form 10-IK. PwC’s
opinion, noted in the report, is that “the Company maintained, in all material respects, effective internal
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control over financial reporting as of December 31, 2009, based on criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO).”* ‘

In 2010, the Compliance group is involved in control rationalization, often done by public companies
after initial SOX implementation and, as a result, decreasing the number of SOX controls and the time
required for SOX compliance and testing work. Internal billing between affiliates is not part of the
SOX responsibility because it involves intercompany transactions that are eliminated during
consolidation and, thetefore, excluded from AWWC’s external financial reporting.™

SOX Steering Committee meetings are held quartetly and include American Water’s SVP & CFO, VP &
Controllet, VP of Compliance, Compliance/Internal Control Group (ICG) Ditectot, President & Chief
Operating Officer (COO) of Regulated Operations, divisional/state presidents, and mega-process
ownets. Typically covered in these meetings ate updates to the SOX program, testing results, and SOX
petspectives.” ”

SOX controls that have been put in place in AWCC, AWWSC corporate (the source of most affiliate
transactions with TAWC), the AWWSC Eastetn Division, and TAWC ate shown in Exhibit IIT-1""

Exhibit 111-1
SOX Controls
as of October 17, 2009

# Controls
Organization Not Yet
Total Number | Implemented | Implemented (c)
Total American Water Organization 271 267 4
AWWSC Corporate Only (a) 24 24 0
AWWSC Eastern Division (a) 44 44 0
Eastern Division — Finance Only (b) 17 17 0
TAWC Only (a) 21 21 0

(a) Included in numbers for total American Water organization
(b) Included in numbers for Eastern Division organization

(c) General tax, acquisitions, and two entity-level items

Soutce: Information Response 26, 27, 34, and 59

As stated eatlier, AWWC was not previously trequited by SOX Section 404 to perform an evaluation of -
the effectiveness of their internal controls over financial reporting. The first year for that requirement
was the year ended December 31, 2009, due to a transition period established by the Securities &
Exchange Commission (SEC) for newly public companies. Howevet, in connection with the
preparation of their consolidated financial statements as of December 31, 2006, AWWC and its external
auditors identified six matetial weaknesses in internal controls over financial reporting, each of which
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could have resulted in a material misstatement of theit annual or interim consolidated financial
statements. These reported matetial weaknesses are shown in Exchibit III-2.” By yeat-end 2008 the list
of material weaknesses had been reduced to one instance regarding he internal control over maintenance
of conttacts and agreements.”

Exhibit ITI-2
Reported Material Weaknesses
as of December 31, 2006

Inadequate internal staffing and skills

Inadequate controls over financial reporting processes

Inadequate controls over month-end closing processes, including account reconciliations

Inadequate controls over maintenance of contracts and agreements

Inadequate controls over segregation of duties and restriction of access to key accounting applications
Inadequate controls over tax accounting and accruals

Source: Information Response 31

However, in each year (2006-2008) American Water’s external auditor issued an audited financial
statement opinion that the company’s financial statements accurately reflected the financial position of
American Water (on a consolidated basis) and TAWC in all material aspects.”” According to American
Water management, the CEO and CFO assigned a high priority to the evaluation and remediation of
internal controls, and have taken numerous steps to enhance these internal controls to a level that would
prevent or detect a matetial misstatement in the consolidated financial statements and to implement an
ongoing process to evaluate and strengthen overall internal controls over financial reporting. Some of
the actions noted in American Water’s February 2009 Form 10-K filing (fot year-end 2008) to remediate
these material weaknesses and to evaluate and strengthen other internal controls over financial reporting

included the following:"™
¢ Increasing internal financial staff numbers and skill levels, and using external resoutces to
supplement internal staff when necessaty

¢ Implementing detailed processes and procedures related to period-end financial closing
processes, key accounting applications and financial reporting processes

¢ Implementing or enhancing systems used in the financial reporting processes and month-end
close processes;

¢ Conducting extensive training on existing and newly developed processes and procedutres as
well as explaining to employees Sarbanes-Oxley Act requirements and the value of internal
controls

¢ Enhancing their internal audit staff;

¢ Hiring a director of internal control and a director of taxes during 2007
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¢ Implementing a tracking mechanism and new policy and procedure for approval of all contracts
and agreements

¢ Retaining a nationally recognized accounting and auditing firm to assist management in
developing policies and procedures surrounding internal controls over financial reporting, to
evaluate and test these internal controls and to assist in the remediation of intetnal control
deficiencies

As of December 31, 2008, American Water had addressed all ateas of material weakness and tested the
effectiveness of controls designed to address these weaknesses. American Water no longer considered
these ateas to be material weaknesses, with the exception of the issue relating to the maintenance of
contracts and agreements.”” Ametican Water decided that the control deficiency relating to the
maintenance of contracts and agreements should remain as a material weakness until they had sufficient
expetience with the sustainability of the levels at which it had been operating.™

With regard to the final material weakness, the following events have occurred in the past few years. In
2007, in anticipation of having to be SOX compliant when AWWC would no longer a part of RWE and
would become a public company, American Water began to identify, assemble, image, and store
electronically all major documents, including contracts, debt covenants, and commitment/contingency
documentation, in a legal vault.” The contract administration process was implemented by May 1, 2007,
when AWWSC had all of these legacy documents completed and available on an SharePoint internal
site. Subsequently, AWWSC management indicated that the Legal organization took several steps to
ensute that these types of documents were being handled cortectly. Those steps wete as follows:™

¢ Before any contract can be entered into, a contract approval form must be propetly completed
and signed by persons with the requisite signing authority, including (where required) review by
the Legal, Finance, and/or Supply Chain otganizations. Once a contract has been executed by
all patties, a copy of the contract and the completed contract approval form must be scanned
into portable document format (PDF) and sent to the Legal organization.

¢ A checklist for debt instruments has been created, of which the Legal organization is the holder
and performs a quartetly review (in conjunction with other American Water personnel) to make
sure that each instrument is in compliance.”

¢ When reviewing contract approval forms, all commitments and contingencies must be
identified so that the Finance organization is held responsible for reporting these items:

As part of these efforts by 2009 year-end, a contract index (using Excel spreadsheets) was created for
each division/state. These spreadsheets involving the Eastern Division contracts ate reviewed monthly
by the Compliance team suppotting the Eastern Division states, led by the Senior Manager located in
Chattanooga (TN) working with Operating Unit Finance to ensure that all contracts requiring
disclosure (primarily leases and purchased water) are treated cotrectly. Beginning in May 2010 a
SharePoint site for contracts was to be piloted (IN, IL, and MO). In the future, on that SharePoint site,
a contract index and associated contracts are to be uploaded.” Other states are scheduled for
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SharePoint implementation in July, 2010. American Water expects that the use of SharePoint will
ensute more consistency of information.”

As of December 31, 2009, AWCC had spent over $54 million on its SOX progtam, including
documenting and testing key financial reporting controls and remediating material weaknesses
discovered. Most of this expense was incurred using outside contractors,”™ primatily one of the large,

_international accounting firms, Ernst & Young.”™ As a condition for state PUC approval of the RWE
divestitute American Water companies agreed that costs incurted in connection with the initial
development and implementation of the SOX compliance program would not be recoverable in rates
chatged to customers.” The amount of time spent and cost expended on SOX tasks in 2009 and
budgeted for 2010 are shown in Exbibit III-3.”

Exhibit ITI-3
SOX Effort and Expense
2009 and 2010

Organization Petforming SOX 2009 2010
Work Hours of Effort Cost ($000) Hours of Effort Cost ($000)
Internal Control Group (ICG) (a) 12,000 1,100 12,000 1,100
Internal Audit 6,900 700 1,000 100
Ernst & Young 14,400 2,400 9,900 1,400
TOTALS 33,300 4,200 22,900 2,600

(2): Includes all internal costs within Compliance, including the management of the SOX program (scoping,
coordination with the external auditor, exception evaluation and reporting, etc.) and testing.

Source: Information Response 82

Three of the largest public accounting firms are/have been involved in assisting Ametican Watet
organizations regarding its SOX program. PwC is AWWC’s external auditor and, as such, is requited to
give an outside/independent opinion regarding AWWC’s SOX controls compliance. Etnst & Young
initially assisted management with control design and related remediation activities and now functions
primatily as one of the parties performing SOX testing on behalf of management and under
management’s direction and may, at the request of management, provide specialized expertise. AWWSC
management indicates that Ernst & Young’s role continues to be reduced, including for 2010, as part of
management’s efforts to lower the cost of SOX compliance. AWWSC management also indicates that
the use of internal resources, the remediation of the previous material weaknesses completed, control
rationalization, and the maturity of the American Water control environment reduce the cost of
compliance. KPMG was used for fiscal 2009 testing as outsourced internal audit staff (primarily to help
with controls effectiveness testing), to help fulfill Internal Audit’s SOX testing commitment, working
under the direction of the VP, Internal Audit.™
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Internal Audit

The AWWSC Internal Audit (IA) Department is headed by a VP, Internal Audit and supported by an
Executive Assistant, two Audit Managers, and five audit staff (three Senior Internal Auditors, one Senior
IT Internal Auditor, and one IT Internal Auditor), with one vacant position.” Authotized IA headcount
is ten personnel. Forecasted full-time-equivalent (FTE) petsonnel headcount for 2010 is 9.5." Most of
this staff has professional credentials (CPA, CIA, etc.)™

The VP, Internal Audit reports directly to the Chair of the Audit Committee of the AWWC Board of
Directors and has a dotted line relationship with the CEO & President of AWWC. The VP, Internal
Audit meets periodically with the Chair of the Audit Committee. The Audit Committee meets at least
seven times per year. The VP, Internal Audit also meets with Audit Committee membets as patt of his
annual planning process. Quarterly, a report of IA activity is presented to the Audit Committee. Audit
recommendations are ranked by priority, from Priority 1 (most impottant) to Priotity 3 (least
important).” Priotity 1 (P1) encompasses both P1* and P1. Both of these are high impact findings
indicating a fundamental control weakness that must be addressed immediately. However, P1* findings
require the Audit Committee’s attention, while P1 findings need management’s attention representing
weaknesses that would leave the company open to risk or error, fraud, financial loss ot reputation
damage. Priority 2 (P2) findings are important issues that will have an impact at a departmental or sub-
divisional level and which should be addtessed by management in theit area of responsibility. Priotity 3

- (P3) designations are used for minor findings normally involving weaknesses in the documentation of
processes and procedures or of an administrative nature that pose little tisk of errot, fraud, financial, or
reputation loss. These issues can be resolved by local departmental ot team management.”™ The teportts
to the Audit Committee include the specific status of P1 recommendations and statistics regarding P2
and P3 recommendations. The IA function cortoborates follow-up to tecommendations for P1 and P2,
and possibly (but not necessatily) P3 recommendations.”

In 2009 the IA organization was involved primarily in petforming SOX testing. IA’s SOX work in
calendar year 2010 has been completed, and the expectation is that less than 15% of IA’s time will be
consumed with the SOX role in the future. IA budgeted 40% of their time for SOX in 2009, but ended
up providing approximately 50% of their budget for SOX.™

Internal Audit has the right to audit American Water contractors’ books and would like to begin to
review contracts (construction contractor audits) starting with high-dollat contracts in 2010. IA is also
looking at ways to get coverage across states (like Tennessee) that might not get coverage using high-
dollar contracts. One way is to look at topics of concetns for presidents and perform audits by function
across multiple states. Using this process will also allow IA to enhance standardization actross states and
identify best practices. A business continuity plan audit is also being considered.™

IA uses a risk-based approach in audit planning, aligned with the standards of the Institute of Internal
Auditors, which requites the chief audit executive to “establish tisk-based plans to determine the
priorities of the internal audit activity, consistent with the organization’s goals.” IA referred to several
sources to support their risk assessment and planning process, including:"
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¢ Risk factors and “additional factors™ as disclosed in the 12/31/2009 registration statement on
the Form 10K filing

Content from Risk Management Committee meetings

Risks identified from previously completed internal audit activities
The IA Department’s “Audit Universe”

Content from Business Process Review meetings
Content from fraud risk assessment activities
Code of Ethics

Input from interviews of 58 members of management and the Audit Committee

© & ¢ S o & ¢

Based on their assessment of the risk involved in Ametican Water operations, TA established its audit
plan for 2010. The resources assigned to this plan compated to 2009 results are shown in Exhibit IIT-4."

Exhibit I11-4
Audit Plan Comparison

2009 to 2010
IA Staff Hours
Business /Functional Categories 2009 Actual Proposed 2010
Business Transformation 100 2,500
Regulated Business 1,949 2,350
Central Activities 799 2,050
Service Company 1,463 1,900
Sarbanes-Oxley (SOX) Compliance 6,876 1,400
Information Systems 1,373 1,300
Commercial Business 475 350
Total Houss 13,035 11,850
FTE Audit Staff 8.5 7.5
Hours per FTE 1,534 1,580

Source: Information Response 66

Monthly & Quarterly Management Processes
Month-end AWWSC Processing of Affiliate Charges

Steps performed for month-end processing and billing of AWWSC chatges ate as follows:"
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¢ Step 1 Check to ensure only valid formulas were used throughout the month: 1f any formula was used
during the period that was expired or invalid, this step isolates such formulas. This step
prevents expired formula and invalid formula from being used. An expitred formula is one that
is setup to only be used during a specific time petiod, such as construction petiod, that may
have expired due to timing. An invalid formula is a formula that is missing entirely from the
coding of a charge or a formula that does not exist in the system. The accounting system (JD
Edwards or JDE) has “up-front” validation that should not allow a transaction to post into the
general ledger without a valid formula. This step runs a program to double check before
beginning the month-end process.

¢ Step 2 Run a report to validate the formula mapping: This validation teviews all the formula setup in
system to ensure all formulas have the proper category codes that will facilitate proper posting
to the correct management fee account on the general ledger of the affiliate operating company.
If any formula is missing a category code for any business function, it will return an etrot to be
cotrected prior to continuing.

o Step 3 Test 1o see if all the bill codes for all the transactions created during month are blank for the current
period: During the month-end billing process each transaction in the general ledger that is being
billed is marked with a bill code indicating that the transaction has been billed. This step is 2
check to ensure that no transaction will be billed twice. It is a double-checking measute as only

. the cutrent period charges are billed each petiod. If the bill code is blank, it means it has not
been previously billed. If thete are profit and loss (P&L) transactions that wete previously
billed, the transaction would be identified in this step and need to be investigated to determine
why it was billed. All of the current period transactions should be blank and all prior period
charges should be matked “billed.” ‘

& Step 4 Start the allocation process: The beginning part of this step is to copy all the AWWSC P&L
transactions from the general ledger into a separate Service Company Billing file (SCB file).
During this step the transactions ate marked “original” in the SCB file and marked “billed” in
the bill code field in the AWWSC general ledger. This step ensures American Water has an
“original” copjr of all transactions, but separate from the general ledger. The next patt of this
step is to allocate out the chatges (transactions) per the fotmula allocation petcentages to each
affiliate. This is also the step where the overheads ate allocated. After the allocation process is
complete each affiliate has been allocated its respective portion of each transaction as it pertains
to the formulas used and all overhead has been allocated based on the service labot allocation.
The “original” transactions remain in the SCB file and allocated transactions are also posted to
the SCB file with a code indicating the operating company to bill.

& Step 5 Check to ensure that the aggregate amount of “allocated” charges in the SCB file equals the aggregate
amount of the “original” transactions: This step ensures that the correct amount is allocated to the

affiliates.

o Step 6 Check to ensure that the account coding on the allocated transactions in the SCB jile is valid: The
account coding is dtiven by the formula used. This step checks to make sute that the account is
still valid on the operating company chart before attempting to post the journal entry in the
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subsequent step. If the accounting is incorrect, then it is investigated and corrected prior to
journal entry creation.

¢ Step 7 Create and post the journal entries needed to record the current month AWWSC bill on both the
operating companies and the AWWSC general ledger.: This step takes the amount (determined in the
allocation process from the SCB file) and creates journal entries (based on the allocation
accounting in each formula) that will be recorded on the affiliate’s records. Once the joutnal
entry is created, it is reviewed for mathematical errors, before being posted. Revenue and
receivables are posted to AWWSC and expense (and potentially capital charges) and a payable is
posted to each operating company receiving setvice.

¢ Step 8 Ensure that AWWSC Pe&L has ero net income: 'This is the last step in the process. If net

income is not zero, then investigations and corrections are required.

Included in each monthly bill ate month-end accruals for items such as payroll costs incurred but not
processed (because month-end splits a pay petiod) and unmapped P-card entries (because month-end
" For example, the
monthly P-Catd acctrual takes these “workbasket” transactions at the end of each month that have not

occurs before employees have coded P-card entties for these late month items).

been processed and accrues them according to the default accounting in each cardholder’s profile.
When putchasing cards ate issued, the cardholder’s account is setup with a default business unit and
formula for all credit card transactions. In the event that unprocessed items are in the cardholdet’s
account workbasket at month’s end, this default accounting is used to generate the accrual entry on the
last day of the month. On the first day of the next month, the accrual entry is then reversed. When the
cardholder submits the putchasing card transactions with the proper accounting and they are approved,
At year-end 2009, unmapped P-card accruals totaled

137

they will post to the proper accounts.
apptoximately 550,000.™

In addition to the month-end processing and controls, there is also an annual review and update of the
allocation formula percentages.”

FRP/BPR Packages

Financial tools to help TAWC manage its affiliate transactions include the FRP and the BPR. The
AWWSC charges, and vatiance to the budget, are addressed monthly as part of the BPR and FRP
repotts, as well as the quarterly financial report to the TAWC Board of Directors."

¢ The FRP is a monthly financial analysis document, displaying comparisons of actual financial
results for the income statement and the balance sheet to the budget (operating plan),
reforecasted budget, and prior year results and explaining variances for all line items in the
income statement and the balance sheet that are at least 10% and $50,000. Affiliate charges to
Tennessee, along with all operating expenses, ate reported monthly in the income statetnent of
-the FRP. Balance Sheet data is included also, but only on a quartetly basis.™ There is a
monthly FRP meeting to discuss this document, attended by the TAWC President, TAWC
depattment heads, AWWSC Director Accounting, AWWSC Manager Accounting for the

41
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Eastern Division; SVP & CFO, VP & Controller, the VP Finance Eastern Region; and Manager
Finance Tennessee. It is usually held on the seventh or eighth wotking day after the end of 2
month. The FRP is prepated by the Manager-Finance in Tennessee.™

¢ The BPR is also a monthly report, and it includes operational issues, such as capital spending,
metrics, safety, health, service quality, customer satisfaction, environmental concetns, system
delivery, human resoutces, site reports, as well as more summatized financial information. The
monthly BPR is submitted to the Planning and Reporting group. The meeting for this
document is held quarterly, one week after the last FRP meeting for the quatter and is attended
by the TAWC President and the Manager Finance Tennessee, along with the othet company
presidents and their financial managers. The Manager Finance Tennessee ptepares the financial
section of the BPR and cootdinates the development of the entire document.
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Typically any incorrect charges to TAWC or other corrections (as required) are determined duting
monthly/quartetly review process and are relayed by the FP&A Analyst, Divisional VP of Finance, ot
TAWC President to the FP&A organization." When affiliates question any charges, the FP&A group is
typically the first step in the “dispute” process. The Manager, FP&A will first talk with the employee
creating the journal entry and, if necessary, will escalate the issue to the approptiate AWWSC patties,
starting with the VP, Shared Services, then the CFO, and finally to the President. The Eastern Division
(ED) Finance Manager may also question charges on debriefing calls, although the ED Finance
Manager’s focus (as well as that of the TAWC President) is on all TAWC costs, not just affiliate costs."

The financial reporting vatiance analysis thresholds for all operations in the Eastern Division ate shown
in BExhibit ITI-5.*

Exhibit ITI-5
Variance Reporting Thresholds — Eastern Division
as of December 31, 2009

Financial Reporting Variance
Analysis (Greater Than 10% and
State/Company the Following $ Amounts)
Indiana 150,000
Kentucky 125,000
Long Island 50,000
Maryland 15,000
Michigan 25,000
Ohio 25,000
Tennessee 50,000
Virginia 50,000
United Water Virginia 25,000
West Virginia 125,000
Bluefield Valley Water 25,000

Source: Information Responses 86 and 98
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The FRP for TAWC’s operations is discussed in 2 monthly conference call. The Manager, Finance for
Tennessee will lead this call with about 15 other participants. The FRP format dictates the itinerary for
the call, and all vatiances shown on the teport ate discussed. A draft of the FRP is sent to all
participants prior to the call and includes their explanations of variances. The FRP is finalized after the
monthly call and sent to a mailbox for distribution to all recipients.””” The recipients of the Tennessee
FRP are as follows:™ '

AWWSC Controller

AWWSC Assistant Controller )
AWWSC Manager - FP&A

AWWSC Ditector of Tax

CFO

AWWSC Ditector - SSC

AWWSC Eastern Division VP Finance

AWSC Eastetn Division Manager FP&A

AWWSC Eastern Division Analyst FP&A

AWWSC Eastern Division Senior VP

AWWSC Accountant SSC

AWWSC Director Accounting SSC

AWWSC Eastern Division Manager Accounting SSC
AWWSC Eastern Division Analyst '

TAWC President

TAWC Manager Field Services

TAWC Manager FP&A

TAWC Operations Supervisor

© & S S O O S O G O T OO OSSO

Since November, 2009, there have been detailed Excel spreadsheets that back up the allocation of time
and charges on the monthly FRP. Ptior to Novembert, this functional level of detail was available only
in Hypetion." The Manager Finance analyzes the Excel spreadsheet that contains details of persons
who chatged time to TAWC from AWWSC and other affiliates. In the past, instead of Excel
spreadsheets, an analyst could only obtain details and justifications regarding time charged to TAWC by
sending email messages or making telephone calls.”

The monthly FRP call is held between day 8 and day 12 after the end of the month. The Annual
Financial Reporting Calendar shown in Eachibit III-6 dictates when the reporting packages are due to
corporate headquarters and impacts when the monthly FRP calls are held.”" The roll-up of division
variances are discussed informally at a higher level with the SVP, Eastern Division, during the monthly
close.”
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Exhibit I11-6
Annual Financial Reporting Calendar

2009
Days
0 1 1 4 6 7 8 9 10 1
Hyperion
COA Load
Objects & Completed
Period Bus— All Pre-~ Debrief & Info
Values & Tax Call Available
Dimension Entrics Conducted To FRP
Close Revenues Request Processe & Pre Tax Taxes Regions By | Consolidation | Due By FRP
Begins Finalized Cut-Off d Completed | Completed Noon Completed Noon Meeting
DEC 12/31/0 1/2/09 1/2/09 1/7/09 1/9/09 1/13/09 1/14/09 1/15/09 1/15/09 1/16/09
8
JAN 1/30/09 2/2/09 2/2/09 2/5/09 2/9/09 2/10/09 2/11/09 2/12/09 2/11/09 2/12/09
FEB 2/27/09 3/2/09 3/2/09 3/5/09 3/9/09 3/10/09 3/11/09 3/12/09 3/16/09 3/17/09
MAR 3/31/09 4/1/09 4/1/09 4/6/09 4/7/09 4/8/09 4/9/09 4/10/09 4/14/09 4/15/09
APR 4/30/09 5/1/09 5/1/09 5/6/09 5/8/09 5/11/09 5/12/09 3/13/09 5/14/09 5/15/09
MAY 5/29/09 6/1/09 6/1/09 6/4/09 6/8/09 6/9/09 6/10/09 6/11/09 6/12/09 6/15/09
JUN 6/30/09 7/1/09 7/1/09 7/6/09 7/8/09 7/9/09 7/16/09 7/13/09 7/14/09 7/15/09
JuL 7/31/09 8/3/09 8/3/09 8/4/09 8/10/09 8/11/09 8/12/09 8/13/09 8/14/09 8/17/09
AUG 8/31/09 9/1/09 9/1/09 9/4/09 9/9/09 9/10/09 9/11/09 9/14/09 9/15/09 9/16/09
SEP 9/30/09 10/1/09 10/1/09 10/6/09 10/8/09 10/9/09 10/12/09 10/13/09 10/15/0 10/16/09
9
oCcT 10/30/0 11/2/09 11/2/09 11/5/09 11/9/09 11/10/09 11/11/09 11/12/09 11/13/0 | 11/16/09
9 9
Nov 11/30/0 12/1/09 12/1/09 12/4/09 12/8/09 12/9/09 12/10/09 12/11/09 12/14/0 12/15/09
9 9
DEC TBD TBD TBD TBD TBD TBD TBD TBD TBD TBD

Source: Information Response 57

The recent addition of the Finance Manager in Chattanooga is expected to increase TAWC’s focus on

financial issues, including business planning, financial reporting and cost control, and preparing and

monitoting the operating and capital budgets.” The TAWC President has a monthly meeting with his
Tennessee leadership team, Eastern Division Superintendents, and local representatives of AWWSC’s

Compliance, Legal, and Business Development departments. Discussed during this meeting are
opportunities and vulnerabilities (Os & Vs) that might need to be included in the next reforecast.
Os & Vs ate discussed monthly, while the reforecast is prepared quartetly.”
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Findings & Conclusions

Finding ITI-1 Internal controls over affiliate transactions are generally appropriate for a
public utility.

Internal controls include an extensive SOX program, Intetnal Audit Department’s reviews and audits,
and monthly local company and department reviews included in the FRP and the BPR package
processes. With the exception of the items mentioned in Finding III-4, Finding I1I-5, Finding I1I-6, and
Finding I1I-7, and the cost avoidance suggested in Finding III-3, these controls are appropriate for a public
utility and should provide TAWC with assurance that financial transactions are managed propetly. .

Finding ITI-2 The use of outside contractors increases American Water SOX compliance
cost.

The American Water organization has spent a considerable amount of money on their SOX compliance
efforts since the decision was made to take the company public, over $54 million as on the end of 2009.
(A substantial portion of this cost was for SOX implementation costs (versus on-going compliance
costs) and was not requested for rate recovety at any regulated subsidiary based on conditions placed on
Ametican Water by vatious state regulatory commissions during the RWE divestiture proceedings.)
Most of this expense was incutred through a contract with an international CPA firm, Ernst & Young,
The SOX plan for 2010 calls for 22,900 hours of effort at a cost of §2.6 million. Approximately 9,900
of these hours, costing $1.4 million has been assigned to Ernst & Young personnel. The remaining
13,000 houts and $1.2 million in cost are budgeted for two internal AWWSC groups: the ICG having
12,000 houts and $1.1 million and IA having 1,000 houts and $.1 million.

The houtly cost of using Etnst & Young personnel is 40% to 50% greater than the internal cost of
utilizing either the ICG or IA personnel, although AWWSC management believes that the Ernst &
Young petsonnel wete initially mote efficient in the number of test performed that in-house staff. The
2010 houtly cost of petsonnel petforming SOX functions ranges from § 91.61 for ICG, $100 for IA,
and $141.54 for Ernst & Young.

Finding III-3 AWWSC performs only a limited review of allocation factors.

The internal billing ptocess among affiliated companies, including the use of specific allocation factors,
is not patt of the SOX compliance responsibility as affiliate charges are intercompany transactions that
are eliminated duting the consolidation process. IA has not performed an annual audit of affiliate
allocation factots, although an IA audit of limited scope regarding affiliate processes was completed in
2009 as desctibed later in Finding III4. TA management believes that management’s role is to determine
what allocation factots ate to be used, with IA auditing the processes involved. The AWWSC VP &
Counsel, Regulatory Programs annually leads a review of allocation factors using input from AWWSC
departmental management who provide services to affiliates. Also, the Financial Planning and Analysis
group is responsible for management and oversight of the allocation factors. However, allocation
factors play a very important patt in determining the affiliates operating costs. The chatges from
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affiliates comptise a large portion of TAWC O&M expenses. As shown in Exhibit III-7, approximately
22% of TAWC’s total operating expenses for the past five years ($23,537,235 out of §106,564,360) came
from affiliate (AWWSC and AWR/ACS) chatges. In 2009 these affiliate chatges accounted for 21% of
TAWC total operating expense. As discussed previously in Chapter II — Affiliate Relationships Review, most
of these charges come from either national or regional allocations. (AWCC interest charges were not
included in these figures as they are not considered opetating expenses by TAWC management.)

Exhibit IT1-7

TAWC O&M Expenses
2005 to 2009
Ttem 2005 2006 2007 2008 2009
Labor $3,765,383 §4,256,528 $4,664,401 $5,045,198 $5,126,043
Purchased Water §50,635 $53,119 $53,351 $45,196 $39,327
Fucl & Power $1,588,606  $2,231,024  $2276,874  $2,626285  $2,382,233
Chemicals $835,399 $989,613 $1,091,507 $1,113,328 $1,265,535
Waste Disposal $161,150 $156,389 $151,324 §167,955 $159,077
Management Fees $3,752,617 $4,312,528 $4,725,529 $5,021,435 $4,879,920
Group Insurance $1,563,967 $1,538,845 $1,576,752 $1,702,524 $2,068,630
Pensions $318,285  $1,080,083 $707,180  $1362254  $1,272,526
Regulatory Expense $269,432 $218,381 $520,423 $2,315,135 $834,226
Insurance Other than Group $484,633 $501,775 $528,319 $457,922 $473,954
Customer Aapunting $1,147,599 $1,304,538 $1,125,626 $1,355,726 $1,569,440
Rents $39,988 $43,474 $22,397 $9,281 $9,286
General Office Expense $1,045,754 $324,503 $223,739 $261,676 $207,670
Miscellaneous $1,853,160 $1,827,888 $1,776,561 $1,857,766 $1,914,109
Other Maintenana $996,291 $1,152 804 $1,237.107 $1,283,703 $1,190,525
Total TAWC O&M Expenses| _$17,872,993 $19,992,392 $20,681,090 $24,625,384 $23,392,501 100%
Affiliate O&M Charges (AWWSC and AWR/ACS) ($3,810,807)  ($4,600,435)  ($4,932,292) ($5,251,645)  ($4,942,056) 22%
TAWC O&M Expenses (Excluding Affiliate Charges) $14,062,186 $15,391,957 $15,748,798 $19,373,739 $18,450,445 78%

Source: Information Response 9, 10, 63, 95, and 100

Finding III-4 An insufficient number of internal audits concerning affiliate transactions
have been conducted over the past five yeatrs.

Although TA cotmpleted 40 internal audits in the past five years, including a number of internal audits
regarding transactional ateas, such as payroll processes, time sheets, P-card transactions, procurement
functions, invoice processing, and human functions that are applicable to all American Water
otganizations including AWWSC, only two of these audits directly relates to affiliate transactions
between AWWSC and its affiliates, including TAWC. Therefore, only 5% of the internal audits
conducted by IA over the past five years telated directly to affiliate transactions. A list of the internal
audits completed in the past five years is shown in Exhibit III-8.%
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Exhibit IT1-8

Internal Audits
2004 to 2009
Audits Related |

Number of To Affiliate
Year: Audits Transactions
2005 12
2006 8 1
2007
2008 11
2009 3 1
Total 40 2

Soutrce: Information Response 22

Additionally, the last state-opetation specific audit involving Tennessee was more than five years ago
(2004). A large pottion of Ametican Water’s operating expenses for its regulated state operating
companies, including TAWC, are the result of affiliate transactions, namely allocations from national
and tegional organizations. Although affiliate transactions have accounted for approximately 22% of
TAWC’s operating expenses over the past five years, the level of internal audit attention does not seem
to reflect 2 commensurate degtee of importance.”™

Finding I1I-5 Although AWWSC recently began petforming internal audits of affiliate
transactions, the scope of these audits is limited.

On Januaty 8, 2009 an Internal Audit report regarding AWWSC accounting and allocation formulas was
issued. The audit was petformed in response to one of Schumaker & Company’s recommendations in
its August 2008 management audit of Pennsylvania-American Water Company (PAWC) for the
Pennsylvania Public Utility Commission (PaPUC). It was primarily a compliance audit petrformed by
two employees, a Seniot Internal Auditor and an Auditor. The scope of the audit included the following
ateas:"™

¢ Worked with AWWSC management to understand objectives, risks, and controls.

¢ Obtained a listing of all allocation formulas to determine existence, completeness, and accuracy.

¢  Gained understanding of process as a means to test new formula request forms (RFRs),
determine who authotizes formulas, and who inputs the formulas into JDE.

¢ Reviewed JDE for user access restrictions over allocation formulas.

¢ Reviewed usets submitting theit labor and expense entties via JDE and validated that direct
supetvisors reviewed and approved the entries.
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¢ Recalculated bills to ensure they accurately reflect the formula allocations.

¢ Attended monthly financial review call held by AWWSC management to ensure that budget and
planning vatiances are discussed approptiately.

¢  Obtained an understanding of what AWWSC Financial Planning & Analysis personnel and state
end users do to get comfortable with the management fees charged to them.

The allocation codes used in formulas and authotizations wete patt of the affiliate audit review
petformed (January through September 2008), but work orders were not. It also did not look at the
approptiateness of factors used, as the selection of factors is considered to be in management’s scope,
rather than a judgment of Internal Audit’s. The teport contains several action items related to review of
AWWSC formula set-up, formula updates, and other controls regarding AWWSC accounting, all of
which AWWSC addressed duting 2009. One action item included in the report related to the PAWC
management audit tecommendation related to simplifying the teporting and review of AWWSC charges
at the regulated subsidiaty level. In response to that action item, starting with the November 2009
accounting period, repotts are currently made available to the regional finance teams and TAWC for
review of monthly and year-to-date AWWSC chatges to TAWC.™ The management study cutrently in
progress (desctibed previously in Chapter I1 — Affiliate Relationships and Transactions Review), which has been
designed to look at the use of multiple cost-causative factors versus those done only by number of
customers, is expected to provide information about the use of the current Tier Two methodology based
on number of customers.

With regard to upcoming audits related to affiliate activities, the VP presented in March 2010 to the
Audit Committee IA’s plans for 2010, including affiliate audits. In future affiliate audits, IA intends to
either go broader and/or deeper than it did with the January 2009 audit. (Based on the number of
factors used, approximately 500 different formulas exist for charging time.)™

On Match 26, 2010 the VP, Internal Audit presented the following topics to the AWWC Audit
" Comnittee:'

¢ IA Department profile and budget

¢ 2010 IA execution forecast, with an objective to attain 80% project staff utilization toward
project execution, is expected to result in overall utilization of 73% of the 18,776 forecasted
hours in 2010 for the IA Department staff

¢  IA risk assessment and planning process in which the scope of audits to be petformed atre
based on “risk-based plans to determine the priorities of the internal audit activity, consistent
with the organization’s goals” as discussed in the standards of the Institute of Internal Auditors
(ITA), which include the following soutces:

~ Risk and other additional factors disclosed in the 12/31/09 registration statement on
American Water’s Form 10-k filing

— Content detived from Risk Management Committee meetings
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— Risk identified from previously completed IA activities and its audit universe
— Content from Business Process Review (BPR) meetings

— Content from fraud risk assessment activities

~ Ametican Water code of ethics

— Input from interviews with 58 members of management (including four TAWC
representatives) as well as Audit Committee input

¢ 2010 proposed IA plan, including approximately 700 hours allocated to service company cost
allocations in which the rationale and proposed areas of focus include:

— Assurance as to risk mitigation over incorrect AWWSC cost allocations to regulated and
non-regulated business units

— Proactive assutance to public utility commissions and management auditors in PA, NJ, IL,
TN, and IN

— Review and test of the accuracy of selected AWWSC allocation formulas by verifying that
they are in compliance with the AWWSC/state contracts

— Evaluate correctness of formulas being used by employees to verify proper allocation of
AWWSC costs to applicable business units

¢ Project plan compatison of 2010 versus 2009, in which a primary shift in audit focus is expected
with an increase in attention to business transformation activities and a reduction in SOX
control testing.

¢ 2010 project activities and results, including responding to interview and data requests
pettaining to third-party management audits in NJ and TN

¢ Prior audit follow-up procedures update

The proposed 2010 IA plan was apptoved by the Audit Committee on that day." Included in that plan
was 700 hours designated for AWWSC cost allocations methodologies, as detailed in the following work
plan shown in Exhibit III-9. Also, two factots were recently removed from AWWSC’s use (Procurement
Volume and ITS Servers), but Schumaker & Company does not understand how some services would
be allocated without use of such factors.
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. Exhibit I11-9
Latest IA Affiliate Transactions Work Plan
as of March 2010

Process Conttols s Test Ptocedutes ’

New allocation formulas or changes to ® Obtam a targeted sample of FRFs and determine whether each form

existing formulas are established through 2 was propetly reviewed and approved by the Service Company
Formula Request Form (FRF). The FRF is Financial Planning Manager.

approved by the Service Company Financial ¢ Verify that the allocation formula was set up in accordance with
Planning Manager. ' business needs and in accordance with the Cost Allocation Manual.

¢ Verify that the formula was independently requested by the affiliate
and independently input into the JDE system by an authorized petson
in the Shared Services Center (SSC).

Annually, existing allocation formulas are ¢  Using the targeted sample of formulas identified above, verify that the
updated to recognize changes in key factors selected formulas were updated in accordance with the Cost

(e.g., customer counts, revenues, etc.) that Allocation Manual.

have occmxed flom the prewous year * Vcnfy th'lt updatcs were accurate 'md complete

mpany cost’-‘ ,

= Process Cont:ols_ R R Test Procedures

The Company has developed a Cost ¢  Obtain the Cost Alloc'mon Manual and Training Gulde and
Allocation Manual and Training Guide to determine whether it has been approved by management and properly
assist employees in creating new formulas communicated to all relevant personnel.

and understanding proper methods of
allocating their time and expenses. This
objectivc is relevant to all process controls in
this review.

A:e‘there a propnate momtormg conttols to ensure that costs are allocated correctlyk S

Process Contmls P L ~: o Test I’rocedures

Only authorized and appropriate mdlviduals L4 Obtam hst:mg flom IT of all individuals that have access to create or

have access in JDE to create or change a change a formula in JDE.

Service Company allocation formula. ¢ Determine that appropriate segregation of duties exist for the
employees that have access.

¢ Determine if an independent review of all changes/edits to allocation
formulas occurs within JDE.

The General Accounting Manager at SSC ¢  Using the targeted sample of formulas identified above, determine
reviews all new and/or changed Service whether the General Accounting Manager reviewed the formula input
Company allocation formulas. in JDE to verify its accuracy.

Source: Information Response 92
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Exhibit ITI-9

Latest IA Affiliate Transactions Work Plan

as of March 2010

(continued)

Employees’ direct supervisors review and
approve all time and expense entries to verify
the proper allocation of costs.

Using the targeted sample of formulas identified above, identify
Service Company employees that enter time and/or expenses in JDE.
Determine that employees’ direct supervisors properly reviewed and
approved time and expense entries to verify the use of proper
formulas by intetrviewing the supervisots and determining the quality
of review.

Verify that the employees selected the appropriate formula and
propetly entered the time and expenses based on the services
provided to the affiliate by interviewing the employees.

Service Company Financial Analysts review
labor files and budgets monthly to ensure
that labor and/or expenses were not
allocated in etror.

Obtain the Service Company Financial Analyst reports used to review
allocation formulas for the month of March 2010.

Through inquiry, determine that the Financial Analysts review Setvice
Company allocation cost to verify that labor and/or expenses were
allocated propetly.

Using that targeted sample identified above, re-calculate the costs
allocated to the affiliate based on the formula used.

Vetify that costs were propetly distributed to the G/L subsequent to
the Service Company billing process.

Affiliate Financial Analysts review labor files
and budgets monthly to ensure that labor
and/or expenses wete not allocated to their
businesses in error.

Select a sample of affiliates and obtain the Financial Analyst reports
used to review allocation formulas for the month of March 2010.
Through inquiry, determine whether the Financial Analysts review
Service Company allocation cost to vetify that labor and/or expenses
were propetly allocated to their company.

Monthly, a financial reporting call is
conducted with Service Company and
affiliate Financial Analysts to discuss Service
Company billings.

Attend the monthly financial reporting call conducted by the Service
Company Manager of Financial Planning and Analysis and verify that
Service Company expenses and related vatiances were addressed with
appropriate resolutions.

Source: Information Response 92
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Recommendations

Recommendation ITI-1 Continue to teduce the use of outside contractors for SOX
compliance tasks. (Refer to Finding ITI-2)

As previously discussed, AWWSC management indicates that the use of internal resources, remediation
- of the previous matetial weaknesses completed, control rationalization, and the maturity of the
American Water control envitonment all contribute to the reduction of the cost of compliance, as
reducing cost of compliance while continuing a rigorous SOX program is a focus of management.
AWWSC management states that it is working on limiting the use of third patties to testing in
specialized ateas (e.g., IT and tax) to augment internal resources and to cover peak testing petiods,
where such coverage is mote cost effective than permanent internal resources. Staffing mix is also a
considetation. While it is not fully realized within 2010, it is expected in future years over the planning
horizon.

In the 2010 SOX plan the cost for using Ernst & Young personnel is 40% to 50% higher than using
internal resoutces, either ICG ot IA staff. If the ICG ot IA staff were used for the hours assigned to
Einst & Young the savings to AWWSC in 2010 would be between $411,246 and $494,307
(approximately $8,800 to $11,000 to TAWC). Although it may not be possible to effect a significant
change in SOX petsonnel by 2010, certainly this alternative should be explored for 2011 and after.
Depending on the estimated long-term need for SOX compliance petsonnel AWWSC could either
expand its ICG staff or its IA staff, or both to cover the expected on-going requirement.

Recommendation ITI-2 Conduct an annual independent review of allocation factors and
charges to affiliates. (Refer to Finding ITI-3)

. Thete ate a large number of allocation formulas used to allocate a large percentage of the total AWWSC
opetating expenses between non-regulated and regulated affiliated companies, including TAWC. There
is an annual review of the Tzzr One allocation factors conducted by the VP & Counsel, Regulatory
Programs to determine the applicability of cost-causative factors being utilized. Additionally, the
AWWSC FP&A group reviews and apptroves any changes or additions to the approved formulas, as well
as annual updates to the data supporting the formula allocations. The relatively recent addition in late
2009 of Excel files detailing all of the charges by individuals also makes this process much more
transparent. The Excel files are vety useful in analyzing monthly AWWSC charges, where in the past
this level of detail was not easily available to organizations such as TAWC. However, due to the amount
of expense involved (21% of TAWC’s 2009 operating expense) and number of allocation formulas
utilized, a strong case can be made fot not just relying on the steps taken by AWWSC employees ot for
the receiving organization to catch any mistakes that might be made. The importance of these
transactions would seem to call for an annual independent review by an outside work unit (not IA, but
accounting/analytical employees not involved in enteting and maintaining the formulas nor in receiving
the charges). This review would entail determining if the formulas were appropriate for the charges
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involved, fair to all patties involved, and calculated cotrectly, as well as determining if additional
allocation factors should be implemented.

Recommendation ITI-3 Increase the number of internal audits concerned with affiliate
transactions and expand their scope. (Refer to Finding I11-4 and
Finding III-5)

The number of internal audits concerning affiliate transactions conducted over the past five years was
minimal, only 5% of all audits conducted. Affiliate transactions, in the form of allocations from national
and regional headquarters, comptise a large percentage of the operating expenses of a regulated
company’s opetating expenses (22% of TAWC’s operating expenses over the past five years). The large
petcentage of expenses involved, the number of formulas utilized in allocating charges, and the
importance and visibility of Ametican Watert’s regulated activities with a number of state utility
commissions would seem to justify more attention from IA in the form of additional and more frequent
internal audits. This attention should take the form not only of more frequent audits, but also the scope
of these audits should be expanded. For example, besides including steps to include investigations
whether employees use cotrect formulas, authotizations, and/ot work orders when recording time and
expenses, these audits should also review all processes associated with affiliate transactions and billings.
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B. Consultant Internal Control Review of Sampled Transactions

This section addresses our internal controls teview of AWWSC 2009 transactions by sampling AW WSC
transactions and testing the related allocations of costs to TAWC.

Background & Perspective

For 2009, AWWSC incutred charges of $248,211,987 ($30,348,316 in capital expenditure charges and
$217,863,671 in opetating expense chatges), which was entitely billed by AWWSC as managetment fee
revenues to affiliated companies. AWWSC chatges are categorized in Exhibit III-10, which shows

AWWSC capital and operating expenses by ovethead location and the telated amounts billed to
TAWC.*

Exhibit IT1-10
AWWSC Charges to TAWC by Location

2009
AWWSC AWWSC CHARGES BILLED TO TAWC % BILLED TO TAWC

Overhead Location Operating Operating Operating
# Description Capital Expenses Total Capital Expenses Total Capital Expenses Total
320 Corporate § 2,125,538 § 45642205 § 47,767,763 § 21973 § 999077 §  1,021050 1.0% 2% 2.1%
325 Shared Service Center 936,231 28,592,664 29,528,895 43 606,302 606947 0.0% 2.1% 2.1%
326 Operation Service Center 8,221,075 5,677,137 13,898,212 154,063 113,550 267,613 19% 20% 1.9%
330 Western Region 1,460,826 1321944 8,782,770 - 7343 7343 0.0% 0.1% 0.1%
333 Central region 4,218,593 21459,735 25,678,328 783 102,315 103,098 0.0% 0.5% 04%
340  Call Center - Alton 64433 32,565,788 32,630,221 (53) 749,984 749,931 01% 23% 23%
345 Belleville Lab 9,935 5,294,296 5,304,231 - 122,234 122,234 00% 23% 23%
350 Southeast Region 604,192 10,828,212 11432404 11,067 933,040 944,107 1.8% 8.6% 8.3%
365 Northeast Region 151,380 4,189918 4,341,298 91 1,230 1321 01% 0.0% 0.0%
370 Call Center - Pensacola 262 17,143 485 17,143,747 - 382380 382,380 0.0% 2.2%% 2.2%%
375 1TS 7023940 38,989,341 46,013,281 3043 864,025 867,068 0.0% 22% 19%
380 Business Transformation 5,531,891 158946 5690837 128,001 2 128,003 23% 0.0% 22%

Total $ 30,348,316  $217,863,671 $248,211,987 $ 319,413 § 4,881,682 § 5,201,095 L% 2:2% 2.1%

Source: Information Response 68

We obtained AWWSC detailed transaction files for 2009 reflecting approximately 172,000 “setvice”
transactions and approximately 84,000 “overhead” transactions. Service transactions are those
transactions that are charged by business unit, object account, and formula to account for the cost of
providing service other than employee benefits and general building costs. Setvice transactions consist
mainly of:

¢ Purchasing card transactions

¢ Vendor itivoice transactions
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¢ Labor expense and labor benefit expense entties, which are produced directly from electronic
employee timesheets and the related employee benefit cost tables within the company’s -
infotmation systems. The “service” transactions for labor expense are for employees providing
regular service to the subsidiaries and are identified as T1 payroll disbursement transactions.
Labor transactions for support personnel, such as mailroom staff and administrative assistants,
are identified as T2 payroll disbursement transactions, which ate generally considered overhead
transactions; however, these transactions ate considered service transactions when employees
charge their time to formulas other than the general overhead formula of 999999.

¢  Other expense accrual journal entries

Ovethead transactions, which account for the cost of employee benefits and direct building costs,
consist of:

¢ Employee benefit overbead — formula 888888 (which includes payroll benefits, payroll taxes, and
defined pension benefit plan conttibutions for employees, referred to as T3 transactions).
Chatges included in employee benefit ovethead formula 888888 by overhead location are
allocated monthly to affiliated companies based on labor dollars by overhead location and bjr
formula.

¢ General overbead — formula 999999 (which includes lease payments, certain telecommunication
chatges, depteciation, and labor expense transactions for suppott personnel (T2 payroll
chatges). Charges included in general overhead formula 999999 by overhead location ate
allocated monthly to affiliated companies based on labor dollars by overhead location and by
formula.

Setvice transactions and overhead transactions of AWWSC for 2009 are as shown in Exchibit III-17.'

Exhibit ITI-11
AWWSC Charges by Transaction Type

2009
Number of
Transactions Dollars
Service Transactions © 172,000 $148,338,474
Overhead Transactions 84,000 $99,873,513
Total 256,000 $248,211,987

Source: Information Response 68

Using attribute sampling and random numbers we selected 45 setvice transactions and 15 overhead
transactions to determine if adequate support exists for the charges and the charges are propetly
recorded and allocated to TAWC based on the documentation and AWWSC’s cost allocation
methodologies. In addition, for overhead transactions, we selected five of the twelve AWWSC
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overhead locations, each from a different month during 2009, and petformed tests to insute that service
labor in object account 501200 (AWWSC general ledger account for labor) by overhead location and by
formula for the month was used to allocate all 888888 and 999999 formula ovetheads for that location
for the month to affiliated companies. The five overhead locations and related month selected for
testing consisted of those identified in Exhibit I1I-12.

Exhibit I11-12
Location and Month Used for Overhead Sampling

2009
Overhead Location Description Month
0320 Corporate June 2009
0340 Call Center — Alton July 2009
0325 Shared Service Center January 2009
0370 Call Center - Pensacola February 2009
0375 ITS October 2009

Source: Consultant’s Selection from Information Response 68 Data

We also performed tests of the setvice transactions and the ovethead transactions to insure TAWC was
charged the proper amount based on the formula used. Finally, we tested the calculation of five
formulas used to bill TAWC based on items comprising the formula, such as customers, employees,
revenues, and utility plant.

Based on the results of our tests as discussed above, we found no exceptions to our tests except as

discussed in the following findings.

Findings & Conclusions

Finding III-6 Some AWWSC purchase card transactions lack adequate suppott to be
able to make a determination of the business putpose and that the
appropriate formula was used to allocate the cost.

It is our understanding receipts fot putchase catd transactions ate to be maintained by the card holder
and not submitted to a centralized AWWSC location. Also receipts for meals less than $25 ate not
required to be maintained by the cardholder. Some of the putchase card transactions we selected for
testing were for tmeals less than $25 and no documentation was available. In addition, some of the
receipts we did review that were received from the cardholder did not have enough information for us
to be able to determine the business purpose and that the approptiate formula was used to allocate the
cost. We did review print screens from the Pathwaynet system (AWWSC’s purchasing card vendor
system) indicating supervisor approval of the charge but we were unable to independently verify their
approptiateness.
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We tested eleven AWWSC purchase card transactions totaling $4,908, all of which wete approved by a
supervisor. Six of the transactions totaling $333 did not have documentation ot we wete unable to
determine the business purpose and formula used from the data provided.. TAWC was charged $82 on
these eleven transactions and $0.50 on the six transactions without adequate documentation.

Finding ITI-7 Some intercompany charges from affiliated companies to AWWSC are not
suppotted by written agreements approved by regulatory commissions.

One of the service transactions selected by us for testing was an affiliated charge in Febsuary 2009 from
Kentucky-American Water Company (KAWC) to AWWSC for rent and indirect costs of AWWSC
employees housed at Kentucky-Ametican Watet Company. Also one of the overhead transactions we
selected for testing was a charge from American Water Resoutces to AWWSC for intetest on capital
leases of furniture and equipment at the Pensacola call center. These two AWWSC transactions selected
for testing totaled $37,899, of which approximately $832 was billed to TAWC.

We agreed the charge from KAWC to AWWSC to an intercompany billing request from Apzil 2007.
No other documentation of this charge, such as an agreement that was effective for the specified time
petiod of the transaction, was available. We also agreed the charge from American Water Resources for
interest on the capital leases to AWR amortization schedules of the leases. We were provided master
lease agreements from 1987 and 1989, but there was no audit trail provided from the master agreements
to the current year charge. No other documentation of this chatge, such as an agreement that was
effective for the specified time period of the transaction, was available.

Recommendations

Recommendation I11-4 Improve documentation for purchase catd transactions in otder for
a third party to determine the business putrpose of the transaction
and to evaluate if the appropriate formula was used to allocate the
cost. (Refer to Finding ITI-6)

We realize purchase card transactions are approved in the Pathwaynet system by supetvisory personnel
who understand the purpose of the charges and are in a position to determine that the formula for cost
allocation is correct. The documentation available, however, sometimes makes it difficult for othets to
make that same determination. In addition, Internal Revenue Service rules require adequate
documentation of the business purpose of transactions, particulatly for meals and entertainment
expenses, to be deductible from taxable income. We recommend AWWSC teview its documentation
requirements for purchase card transactions and revise the requitements, as hecessaty, to insure
adequate documentation is available for all purchase card transactions. The documentation should be
sufficient for a third party to review the documentation and determine the business putpose of the
transaction and the correct formula was used for cost allocation.
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Recommendation ITI-5 Prepare written agreements for charges from affiliated companies
to AWWSC for rent (including interest on capital leases) and
indirect charges, update them as changes occur, and have them
approved by the appropriate regulatory commissions, as

. appropriate. (Refer to Finding ITI-7)

Written agreements should be prepared; updated as changes occut, and approved by the appropriate
regulatory commissions, as approptiate, in order to document that an approptiate methodology is used
to determine the calculation of charges to AWWSC for rent and indirect charges from affiliated
companies. Approved written agreements would also help to insure the calculations of the charges ate
determined consistently and that they meet legal, regulatory, and contractual requirements.
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IV. Organizational & Operations Assessment Review

This chapter focuses on the organizational structure mix and compositions between the American Water
Works Service Company (AWWSC) and Tennessee-American Water Company (TAWC) organizations
and a review of key ateas that ditectly impact TAWC operations and its customets.

A. Background & Perspective

American Water Works Service Company provides suppott setvices to the various opetating companies
including TAWC. In many cases, business services that an operating company had traditionally
performed internally have been centralized to the service company to mote effectively deploy newer
technologies and improve overall efficiency and effectiveness. As a tresult charges from the AWWSC to
TAWC would be expected to increase as these services ate centralized. As shown in Exhibit IT-1, the
combined capital expenditures and operating expenses charged to TAWC have increased by 17.6% from
2005 to 2009.

Exhibit IV-1
AWWSC Combined Capital Expenditures & Operating Expense Charges to TAWC
2005 to 2009
$6,000,000
$5,000,000
$4,000,000
$3,000,000
$2,000,000
51,000,000
$0 : .
2005 2006 2007 2008 2009
£ AWWSC Charges-Capital Expenditures $706,143 $248,318 $261,739 $334,358 $319,413
AWWSC Charges-Operating Expenses | $3,716,559 $4,376,059 $4,734,432 45,038,489 44,881,682

Source: Information response 65

Based on data previously shown in Chapter IT (Exchibit II-11), Exchibit IV'-2and Eschibit IV-3 graphically
displayed the data to more easily see the trends.
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Exhibit IV-2
AWWSC Charges by Function
2005 to 2009
Part1of2
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Source: Information Response 65
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Exhibit IV-3
AWWSC Charges by Function
2005 to 2009
Part 2 of 2
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Source: Information Response 65

Several of the categories have increased such as the following:™

¢ CSC (Call Center) — The call center charges have increased from approximately $770,000 pet year
to approximately $1.1 million; this is an area that we investigated in a later part of this chaptet.
The CSC costs ate predominantly made up of labor and labor-related expenses. The increase
has primarily been driven by the addition of 38 employees in 2008 required to improve and
meet service levels. Other than normal union pay increases, the othet major driver of the
increase has been pension and other postemployment benefits (OPEB) expenses. Due to the
financial market conditions in 2008-2010, returns on assets and market values of Voluntary
Employees' Beneficiary Association (VEBA) investments have been well below previous
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actuarial estimates, and resulted in a loss on plan assets during this period. The lower return on
plan assets has resulted in significant increases in pension and OPEB contributions to meet
Employee Retirement Income Security Act of 1974 (ERISA) and plan requirements.

¢ Property — These charges have almost tripled from approximately $96,000 to approximately
$288,000, which is due to a change in accounting related to the purchase or lease of ITS assets
and office space at AWWSC versus purchasing those assets at TAWC. With the movement of
many functions to AWWSC, the office space and ITS equipment being purchased by AWWSC
tesult in the increase in at cost of depreciation, capital leases expense, and property taxes being
billed through AWWSC (management fees). While this change results in an increase in
AWWSC charges it is directly offset by avoided costs at TAWC.

¢ External Affairs — These charges have increased from approximately $120,000 to approximately
$195,000, which is due ptimarily to a shift of the function to the regional and corporate
AWWSC level versus having this function locally at TAWC. This cost increase has also been
driven by the increases in pension and OPEB costs described in the CSC discussion above.

¢ Finance — These charges have increased from approximately $199,000 to approximately
$656,000, which is due primarily to a shift of the FP&A function to the divisional AWWSC
finance group with offsetting reductions of the staff previously located at TAWC. The increase
between 2005 and 2009 has also been dtiven by additional on-going work telated to SOX and
internal control activities required now that American Water is a publicly traded company, and
TAWC as a subsidiary of Ametican Watet is requited to test and repott on its internal control
processes. The SOX implementation cost was a major driver of the increase in AWWSC costs
between 2005 and 2007, although these costs were not included for rate recovery at TAWC due
to the conditions placed on AWWSC duting the RWE divestitute ptoceedings around the
country. SOX compliance costs have decreased from 2007 to 2009. As of late 2009 one FP&A
employee is located in Chattanooga and on the payroll of TAWC. Overall the increase in
finance costs has been driven by the shift of employees to AWWSC and by the increases in
pension and OPEB costs desctibed in the CSC discussion above. .

¢ ITS —The information technology charges have increased significantly from approximately
$480,000 to approximately $925,000, which is due ptimatily to increased employee levels and
associated benefit costs to install and maintain many new software applications used by TAWC,
such as mobile computing in setvice vehicles (Service Fitst), automated call handling (VCR),
capital asset management (PowerPlant), and programmed maintenance tracking and control
(CMMS), to name a few. This cost increase has also been dtiven by the increases in pension
" and OPEB costs described in the CSC discussion above.

Whereas there have been some significant decreases in some charges, specifically administrative charges
have been dramatically decreased from $1 million in 2006 (up from $214,000 in 2005) to $94,000 in
2007, $123,000 and lower $34,000 by 2009, so of this reduction might have been due to some
reclassification of these charges to the other categoties whete they would get better visibility.
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Tennessee-American Water Company provides an essential service to its customets — and must provide
this service in a prompt, accurate, and tesponsive mannet. Planning, organization, procedures, and
philosophy are all essential components in delivering appropriate and effective customer service.
Effective operations act as a bridge, serving the needs of both the utility’s external ratepayers and
internal departments. Therefore, Schumaker & Company petformed a more in-depth investigation into
some of the AWWSC areas that provided some of these services. The following sections address some
of the key areas where AWWSC significantly impacts TAWC’s opetations.

Customer Service-National Call Centers

This section addresses the activities that will be examined with respect to customer setvice operations, which
are currently being performed by the American Water Works Service Company (AWWSC) on behalf of
TAWC.

¢ Customer service, complaints, and inquiries (call centet)
¢ Customer accounting and billing
¢ Credit and collections

TAWC is in American Water’s Eastern Division, which includes the states of Kentucky, Tennessee,
Indiana, Ohio, West Virginia, Virginia, Maryland, Michigan, and New Yotk (Long Island), as shown in
Exchibit IVV4.¢

Exhibit IV-4
American Water Eastern Division
as of December 31, 2009

Source: Information Response 2

The responsibility for the vatious Tennessee customer setvice functions is held by the Customer
Relations/Field Resoutce Coordination Centet (FRCC) otganization within the AWWSC Eastern
Division, which happens to be physically located in Lexington (KY), and by the national call center
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located in Alton (IL) and Pensacola (FL). As these activities ate petformed by AWWSC employees, a
portion of their costs flow through to TAWC.

Among the items that we investigated in this atea included the following:

¢ The reasonableness of the AWWSC system-wide call center ( which TAWC uses) staffing levels
and overall performance (e.g., call abandonment rate, petcentage of call answered within 30
seconds, etc.) to include validation of telephone access statistics, and 2 determination of the
adequacy in response and rate of timely resolution of customer disputes:

— Are the customer service center(s) approﬁriately configured and adequately staffed for the
level of telephone inquities and customet visits?

— Do TAWC customers who contact the call center with a question, complaint, ot request
receive a prompt, courteous, consistent, timely, and accurate response?

¢ TAWC’s customer complaint procedutes, including a teview of theit compliance with the
Tennessee Regulatory Authority dispute handling procedures:

— Is information from customer complaints collected and used to identify the undetlying root
causes of customer questions and problems?

- Are customer setvice standards using both quantitative and qualitative measures?

— Is there a visible and formal appeal process through a review officer within TAWC for
responding to customers who remain dissatisfied after a front line contact?

¢ The trend of TAWC’s consumer complaint rates, justified complaint rates, and complaint
response times.

¢ The reasonableness of the AWWSC FRCC (which TAWC uses) staffing levels and overall
performance (e.g., dispatching effectiveness, staffing levels, and coverage), to include validation
of telephone access statistics, and a determination of the adequacy in meeting appointments and
responding to emergencies.

Call Center Operations

The AWWSC Customer Service Center (CSC) provides many of the activities involving customer
service, particularly call center operations and centralized billing, credit, and collections activities.
Although the CSC is physically located in two different locations, it operates as one otganization. The
Alton (IL) call center was opened in Aptil 2001 and the Pensacola (FL) call center was opened in 2005.

Tennessee calls can be handled by customer service representatives (CSRs) located at either call centet.
After-hours calls are routed to Alton, as it is the only call center open on a 24-hout by 7-day (24x7)
basis. There are 43 different full-time and eight part-time shifts in the call centets. Employees rebid for
these shifts each spring and again in the fall, thus employees have the ability to change their work
schedule two times each year based on seniority. More than five years of call histoty is cutrently
available from which to forecast expected call volumes. A software tool, Impact 360, is currently used
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to forecast volumes and monitor adherence to schedules. In addition, call center management has the
ability to monitor both the audio and screen navigation of individual CSRs to provide ongoing coaching.
All CSRs are monitored, as a minimum, on a monthly basis. Calls are routed to the first available
qualified representative using a skills-based routing scheme."” A picture of the inside of the Alton call
center is shown in Exchibit IV-5.'" ‘

Exhibit IV-5
Inside Alton Call Center
as of December 31, 2009

e A

Source: Tour of facilities conducted on the PAWC management audit performed by Schumaker & Company consultants
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A picture of the inside of the Pensacola call center is shown in Ex#bibit IV-6."

Exhibit IV-6
Inside Pensacola Call Center
as of December 31, 2009

Source: Tour of facilities conducted on the PAWC management audit performed by Schumaker & Company consultants
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Exhibit IV-7

Customer Service Center Organization

AWWSC

Vice President
Customer Service Cenker

as of December 31, 2009 (With Updates through April 2010)

Alton, IL | 612
AWWSC AWWSC AWWSC AWWSC AWWSC
Dircctor Manager Manager Business Services Administration
CSC Operatons Biling Collectons HR, Finance, B&D, Facilites
Alton, 1L et 3
Aton, 1L 17 Alton, TL 17 Alton, 1L 35 et ? P 0
Pensacoly, FL jeiis
AWWSC AWWSC AWWSC
Manager SupportFunctions Support Functions
™ Call Handling Billing Collectons
Abon, IL 168 Alion,IL 8 Alton, 1L 4
AWWSC AWWSC AWWSC
Manoger Group Supervisor Supervisor
Call Handling Billing Collectons
Pensacol, FL 218 Alion, 1L 7 Alton, L 2
AWWSC
Traflic & Scheduling

Alon, 1L
Pensacols, FL. 2

Source: Information Response 76

The CSC’s responsibilities include the following.™

¢ Call Handling — inbound customer calls and correspondence (mail, fax, e-mail) regarding billing,
collections, and services; tesponses to customer needs; creation of service orders as required

¢  Billing— customer bills, process adjustments, resolve billing issues, special accounts billing, and
managed accounts

¢ Collections — collection of unpaid bills, issuance of notices, outbound calling, issuance of shutoff
otders, resolution of collection disputes, and banktuptcy processing

¢ Education & Development — new hire training, refresher training, new position training, local
district support, and testing

¢ Quality and Performance Reporting — quality monitoring of call handling, provision of repotts to
CSC leadership for coaching and ongoing development, and setvice order accutacy review and
reporting

¢ Support Functions — finance, wotk force management, human resources, information technology,
and administration functions, including cost control, recruitment, human resoutce, staffing,
scheduling, overtime needs, administrative functions, and system/desktop support
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¢ Business Liaisons — interface with each of the regions on all matters concerning call center
. operations

The responsibility for time critical (emergency) activities, which had been located in the call centers priot
to December 2009, was moved to the respective FRCC at that time.™

The CSC has identified specific goals and objectives for the organization, which apply to all states,
including.™

¢ Operations

—  80% of calls answered within 30 seconds
—  95% of calls offered handled

¢ Call handling

—  90% on call quality assessments

— 85% on service order quality reviews

—  78% first call resolution (as measured by customet setvice quality sutvey)
—  90% of correspondence handled within three business'days

¢ DBilling

~  2.5% ot less total bill cottections to watet setvice active accounts
—  90% quality assurance on quality assessments on processing of billing contacts

¢ Collections'

—  90% accuracy on quality assessments on processing of collections contacts ™

Call Centet Technology
Call Routing and Management

The CSC operates redundant Avaya S8700 media setvers running Avaya Call Manager v4.0 to route and
deliver calls to agents, which at Ametican Water ate genetally referred to as CSRs. In addition, the
system uses Avaya CTT for screen-pop delivery to CSRs, Avaya Interactive Response v4.0 featuring tone
recognition for self-service functionality, Intuity Audix for voice mail and fax capabilities, and redundant
Avaya Call Management System (CMS) setvers for real-time and historical call statistics and teporting.™
Operational continuity is assured by redundant Cisco routing and switching for personal computets and
the voice network. Backups are performed off site using IBM’s Tivoli Storage Resource Managet. The
CSC uses PowerWare UPS Systems for battery backup. In addition, it maintains a 24 x 7 Avaya

maintenance agreement for on-site or remote technical support.”™

Supervisor coaching of agents relies on Nice Call Recording v 8.9 with 60 channels for quality assurance
and agent recording, MicroCall Call Accounting Setver, and Avaya CMS Supervisot v 14.0.1A for
reporting.'”
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The primary local exchange cartier and toll free provider is ATT, which furnishes 2 SONET ring and DS3
voice connectivity (DS3 = 28 T1 lines in which each T1 has 23 to 24 lines each depending on
configuration or trunking). A SONET ring is a redundant netwotk connection that has one termination
at ATT’s Florissant (MO) operations center and the other termination at a Collinsville (IL) location. In
the event one connection experiences issues ot is severed, calls immediately begin to route across the
redundant connection. In addition, this connection has dual-entty points into the building with one
entering from the front and one entering from the rear to prevent downtime due to 2 line being severed.”™

There are 3 X T1s (70 dedicated circuits) plus access to 4 X T1s (94 shared circuits) for a maximum of
164 concurrent inbound TAWC callers.™

Wortkforce Management

The CSC uses Impact 360 Workforce Management Suite (implemented in the 2007-2008 timeframe)for
agent-adherence and scheduling. Impact 360 is a wotkfotce management tool that allows the user to
schedule staff, measure performance, and analyze trends and opportunities, while learning and making
suggestions to adjust call center staffing. A telephone call center is a collection of agents,
telecommunication equipment, and management software, organized for the sole purpose of handling
customer contact through telephone calls. As calls are received, they ate identified by an automatic call
distributor (ACD) according to type (e.g., sales calls, service calls) and ate either delivered to a waiting
agent or are queued pending agent availability."

The CSC has experienced significant improvements from the switch to Impact 360, including the
following:"™

¢ Quene Hopping and Flexible Duration S hift Activities: witness forecasting and scheduling suppotts
the creation of queue-hopping activities, whete agents wotk (and are scheduled to wotk) on
different queues at different times duting the shift.

¢ Five Minute Shift Activities: schedule shift activities that have a granularity of five minutes at any
interval (e.g. 5,10,15,20,25,30,35 minutes).

Enhancements that helped increase agent satisfaction included the following:"™

¢ Time-Off Report and Agent View: a new time-off calendar view option displays total time-off
hours allocated, total scheduled time-off taken and pending, and total time-off remaining.
There are two views: a Personal View for agents and an Ozganization View for managers.

¢ Shift Bid Sorting And Filtering: makes it easier for agents to find their ideal shift for which to bid.

¢ Partial Shift Swaps: allow agents to post a portion of a shift, as opposed to their entire shift, to
be swapped with another agent. Another agent can pick up a portion of a posted shift or
multiple agents can each accept a portion of a posted shift.
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183

Enhancements that helped improve visibility into call center performance include:

¢ New Reporting Engine with Ad-Hoc Querying: CMS Supetvisor reporting engine with new ad-hoc
querying capabilities for more sophisticated and custom analysis of contact centet petformance.

¢  Employee Effective Dates: changes to key attributes of the employee information are associated
with a date or date range on which the change became effective, which helps mote accurately
track changes to the business and employees.

Enhancements that helped with long-term planning include:™
¢ Weekly Scenarios and Simunlation: a strategic planning solution has been enhanced to facilitate
long-term planning in weekly scenatios in addition to monthly scenatios.

There is one toll free number (866 - 736-6420) for TAWC customets to contact customer setvice.'”
Customer Accounting and Billing

The CSC provides customer setvice and customer accounting services for TAWC and its customets.
Meter readings are obtained by the meter readers located in each operating company, such as TAWC.
These readings are transmitted to the division where a meter reading suppott group petforms some
basic review of the readings ptior to being transmitted to the billing group at the call center. The billing
group located within the division petform the initial meter edits based on usage numbers and any
notations that the meter reader might make in the field — such as a vault cover needing repait.™

The CSC is responsible for customer billing, in which the Billing group is responsible for getting the
“billing file” ready for transmission to the Hershey Data Center (for posting to the customer account)
and to the outside third party that actually prints and mails customer bills. The Billing group located in
the call center is responsible for meter reading edits after the rates have been applied to the meter
readings and are therefore dealing with dollar amounts. The Billing group is divided into vatious billing
teams, which are assigned to various geographic areas and are responsible for preparing the “billing file”
for a given geographic area. The goal is to have the “billing file” transmitted to the Hershey Data
Center and the outside third-party by the third day after the initial meter reading, so that that the bill can
be mailed by the fourth to sixth day."”

Systems

American Water uses the Electronic Customer Information System (ECIS) from Vertex (formerly
Alliance Data Systems) as its customer service database. This package tracks customer, account,
premise, and service information. It also performs cash, billing, and collections functions. ECIS
interacts with several other applications, including Advantex, which is used for field force dispatching.
Functions and associated applications include:™
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¢ Field Service Work — provides real-time field-service support through a collection of Service First
applications and interfaces, which allow field-service workers to receive new work assignments
on their mobile computers and manage the scheduling of appointments. Some of the work
performed includes meter change outs, turn-ons and turn-offs of setvice, and emetgency
repairs.

¢ Meter Reading — uses multiple meter reading applications for readings captuted eithet manually or
automatically. American Water has both fixed-based and drive/walk-by radio frequency meters
installed, as well as touch-pad and ARB (pin) devices.

¢ Ounline Account Manager — an Ametican Water created utility allows access to an opetations and
management (O&M) contract customer to view a standard set of reports containing
information about the customers that belong to its municipality. Access is conttolled through a
secute web site.

¢ Usage Data — exports consumption data collected through the meter reading process to sewer
authotities, who in turn use this data to bill their customers.

¢ Letter Generation System (LGS) —an American Water created utility that is used to generate letters
to customers. Letters can be auto generated using defined processes or manually requested by a
customer setvice representative. '

¢ Interactive Voice Response (IVR) — automated telephone menu system that aids in the touting of
customer calls to the approptiate call center personnel. Customers can receive account and
outage information, and request some types of service work without speaking to a
representative.

¢ | D. Edwards JDE) — ECIS transfers summatized sales and cash information to the American
Water’s financial information system.

¢ Cash Processing — cash payment information is received into ECIS from multiple vendors
(including banks and other third-party payment locations) using a standard intetface protocol
developed by American Water.

¢ Third-Party Collections — post charge-off collection infotmation is transmitted to collection
agencies over secure connections. The information is limited to a customet’s past-due amount
and contact information. The initial collection effort is performed by the American Water
Collections group located at the Alton call centet.

¢  Bill & Letter Printing — the printing and mailing of bills and lettets has been outsourced to a
third-party agency. Data is transferred over a AWWSC Collections group at the Alton call
center. Billing is a core ECIS function.

Prior to November 2005, bill printing processes, along with associated costs, wete analyzed and the
decision was made to outsource these activities to a company that specialized in printing and mailing
services. The major impetus for this transition in November 2005 was improvement of disaster
recovery capabilities along with improved growth capability.
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Credit and Collections

TAWC has established credit and collections business processes to conform to American Water
requitements. These business processes dictate the actions of CSRs in dealing with customets and also
result in the generation of various required notices. There are approximately 30 CSC employees that
handle credit and collection activities. This organization operates from 7:00 a.m. to 3:30 p.m. Monday
through Friday."™

Customer Service-FRCC
Otganization & Staffing

The responsibility for various customer service functions is contained within the Customer
Relations/FRCC Eastetn Division, as shown in Exhibit IT7-8. This group is responsible for all customer
relations activities across the division, which includes Tennessee. It is primarily responsible for the
divisional management and dispatching of field technicians, the overall management and monitoring of
meter upload, download, and Electronic Customer Information System (ECIS) edit reports, and serving
as the local interface with the national call center on customer and state/local issues.”

Exhibit IV-8
AWWSC Eastern Division Customer Relations Organization
as of December 31, 2009

Director
Customer Relations-FRCC
Lexington, KY 32
l : (
AWWSC AWWSC AWWSC
Acting Manager - Manager Manager
FRCC Customer Advocacy Billing/Collections & Payments
. 7 n . 7
Lexington, KY 15 Lexington, KY 12 Lexington, KY 1
AWWSC
Supervisor
FRCC
Lexington, KY 14

Source: Information Response 5

As shown in Exhibit I8, the Customer Relations organization is composed of thtee separate areas:”

¢ Field Resource Coordination Center
¢ Billing/Collection and Payments
¢ Customer Advocacy
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Field Resoutce Coordination Center

This group, which operates on a 24-hour/7-day basis, is responsible for the day-to-day dispatch of field
technicians. The FRCC is tesponsible for overseeing the dispatch of approximately 386 field technicians
on any given day, of which 20 would be located in Tennessee.” The FRCC Cootdinators are
responsible for monitoting approximately 117,000 service otdets per year for TAWC customers
(107,267 in 2008 and 127,501 in 2009), as shown in Exchibit I17-9.”

Exhibit IV-9
TWAC Service Order Statistics
2008 to 2009

14,000

12,000 1

10,000

8,000

6,000

4,000

2,000

January | February | March April May June July August Septﬁmbe October |November|December

i 2008 Summary Data | 11,031 9,893 8,393 9,178 9,418 9,465 9,721 8,229 8,913 9,766 6,873 6,287
~~El2009 Summary Data] 11,928 10,788 11,646 10,399 10,555 11,559 10,545 10,545 10,611 9,875 9,741 8,268

Source: Information Response 52

The field technicians are primatrily involved in meter change outs, hew setvice, tutn ons/turn offs, and
acting as first responders on water leak reports. Approximately 90% of the scheduled wotkload is
automatically assigned to field technicians on a nightly basis, with the dispatch coordinators primarily
managing and monitoting the orders duting the day. Time critical ordets, such as tepotted water leaks,
are handled by the appropriate FRCC for a division. Otders are usually dispatched using the Advantex
dispatching software during the same day. Activities within the FRCC include:™

8/31/2010 Schumaker & Company




100

¢ Dispatching service work, ensuring that appointments are met and emetgency ordets are
responded to in a timely manner

¢ Handling all time critical dispatching — dispatch greatetr than 85% of emergency orders
within 30 minutes of creation (24 x 365 basis)

¢ Supporting the customer service activities of network supervisors, field technicians, and the
CSC Time Ctitical group '

¢  Coaching field service representatives in work-quality issues to help dtive petformance

¢  Working with field service representatives and supetvisors to enhance scheduling, reduce
travel time and improve overall system functionality

Billing/Collection and Payments

This group is composed of two individuals who petform the “Back Office” functions with regard to
non revenue water (NRW), including reviewing accounts for NRW- related activity; creating setvice
orders, as applicable, for estimates and stopped metets; and reviewing and coding accounts related to
collection activity for water and sewer terminations.”

Customer Advocacy
This group contains two primary functions:

¢ Premise Quality Assurance Analysts

196

¢ Service Support Representatives

The Premise Quality Assurance Analysts group is composed of two individuals who petform weekly
validation audits to confirm that premises are set up in accordance with established methods and
procedures. Mismatch and metric reports are reviewed in addition to ctitical etror conditions. Follow-
up on exceptions are recorded in a monthly scorecard, and documented in 2 Communications Log,
which measures and monitors certain business processes within the organization.™

The Service Support Representatives group is composed of ten individuals who mandge the processing
of the meter reading exception reports. The actual meter reading is a field force responsibility (reports
to a different group) with this group responsible for the final quality assurance on the meter reading
results prior to the information being submitted into the billing system. A typical review includes high
consumption, closed with usage (closed accounts that are soft closed —i.e., a setvice technician is not
necessarily dispatched to petform a hatd shut off, but the metet is just monitoted), and meters identified
with bad dials. In many cases, these items might result in the creation of a setvice order to a field
service technician. TAWC customets ate cutrently billed every month, although not all meters atre read
every month. Some are read every other month and estimated on the off month.™

TAWC offers three-hour appointment windows to customers, in addition to a 30-minute call-ahead
option, as shown in Exchibit I17-10."”
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Exhibit IV-10
TAWC Appointment Windows
as of December 31, 2009

Appointment Window | Start Time | End Time

8 am. to 11la.m. 8:00 a.m. 11:00 a.m.
9 a.m. to noon 9:00 a.m. 12:00 p.m.
12:30 p.m. to 3:30 p.m. 12:30 p.m. 3:30 p.m.
1:30 p.m. to 4:30 p.m. 1:30 p.m. 4:30 p.m.
3:30 p.m. to 6:30 p.m. 3:30 p.m. 6:30 p.m.
All day appointment 8:00 a.m. 9:00 p.m.

Source: Interview 12

The FRCC monitors customer appointments. If an appointment is in danger of being missed, the
FRCC will communicate with the assigned technician. Ifitis determined that the appointment cannot
be kept, the FRCC will either reassign the work to an available technician or the FRCC ot technician
contacts the customer to inform them of the delay. If necessary the FRCC will extend the appointment
window to the newly agreed upon time or reschedule the service ordet for a new day.*

Water Operafions

Tennessee-Ametican Water Company (TAWC) operates and manages three separate water districts
within the Chattanooga area, as shown in Exhibit IT7-11."
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Exhibit IV-11
TAWC Water Distribution System
as of December 31, 2009

WO T PG STROOR

HAESEE

EORGR

Sousce: Information Response 81

2

These water districts are:™
¢ Tennesseo-American Water Company — approximately 72,500 customers in and around the
metropolitan Chattanooga area, including approximately 5,300 customers in Geotgia.

¢ Lone Oak Water Service Area — approximately 104 customers northwest of Chattanooga where
TAWC operates a distribution system and provides water to the system.

¢ Suck Creek — approximately 208 customers northwest of Chattanooga where TAWC operates 2
water plant (well system) and disttibution system.
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TAWC’s water disttibution system has the following characteristics:™

¢ Water Sonrce — Predominately surface water from the Tennessee River, which is processed in one
water treatment facility (Citico plant). A well system is used to feed the Suck Creek system, but
water can be pumped to Lone Oak from which it can be passed to Suck Creek.

¢ Water Treatment Facility — One water treatment facility (Citico plant), which has two separate
water purification trains. Water can be provided throughout all of the above systems from the
main plant — including pumping water to Lone Oak through the Walden’s Ridge sale-for-resale
(SFR) area and then subsequently fed to Suck Creek.

¢ Water Distribution Network — underground piping, above-ground storage tanks, and booster stations.
Although Chattanooga is relatively flat, there is significant elevation change in and around
Chattanooga resulting in numerous booster stations for pumping uphill and the use of pressure relief
valves (PRVs) for reducing pressure at the lower elevations on the hills.

TAWC operates no wastewater treatment facilities in Tennessee but does provide billing services for

various municipalities.™

There are approximately 108 TAWC employees located within Chattanooga. TAWC is organized as
shown in Eoschibit IV-12.*

Exhibit IV-12
TAWC Osganization
as of December 31, 2009

TAXC
Board of Directon

TAXC
Preshlent

Chattanoog, TN w7

TAWCE

Executive Assiuan

l TAWC [ TAWC TAYC i TAWC TAWE
Tanager Manager Euperntendant Fentur Speciatist Enginor Profect Maruger
Fimnee Exteeal Aflains Field Operatiuns NRW
Chattanoog, TN
Chattanoog, TN Chattanoogs, TN ——— pm Chattanaegs, TN Cheanoops TN 3
TARC I TAYC I TAXC [ TAYC TARC
Sentor Generatnt SeaborSpeciaint Faperntendent Sapervior Tapervine
Human Resvtirees ORM Peoduction Water Qualsy Field Operations
Chattanooga, TN Chattanouga, TN Chattanoogs, TH 1 Chattanwog, TN 5 C——
[—_mawc_ }
Senfor Secretary TAWC [} TAWE }
Englnceriag Clerts l I Ojpernttons Spectalit l
3
Chattanoom TN Chatanosg TN
[ TAWC | TAXC
l Field Opesations (38) i Field Operations (29)
Chattanoogs, TN Chattanongs, TN
Source: Information Response 5
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Five TAWC groups are primarily involved in utility operations, including:™

¢ Production — TAWC employees who are responsible for the operations and maintenance of water
treatment plants (one) and the wells (i.e., treatment plants and filter facilities). There are two
water treatment streams at the plant with an older conventional plant and a newer (vintage
1950s) plant. There are approximately 19 employees located in the production area. This
staffing consists of the Supetintendent of Production, a Maintenance Supervisot, and seven
houtly maintenance employees (wotk day shift 7:00 a.m. to 3:30 p.m. Monday through Friday),
an Operations Supetvisor and four full-time operators (one per shift — 7a.m. to 3 p.m., 3 p.m. to
11 p.m., and 11 p.m. to 7 a.m. — 24 /7 basis), two labor/relief operators, one opetator
apptentice, and one clerical. One position (laborer) is currently vacant. Operators work a 16-
week rotation — rotating between day, afternoon, evening, and relief shifts.

¢  Field Operations — TAWC employees who are responsible for the distribution of water from the
production facilities to individual customers. They are divided into two groups:”’

~  Distribution — The Distribution Department is responsible for main installation and
maintenance, setvice line installation arid maintenance, leak investigations and repair, and
other operations and maintenance activities associated with the underground water delivery
systems. There are approximately 32 houtly (plus one vacant position) and three
supetvisoty petrsonnel in the disttibution area. They are responsible for the day-to-day
maintenance of the disttibution system. There are also two Field Service Specialists, which
are responsible for the Lone Oak and Suck Creek operations and maintenance.

~  Field Service — There are approximately 24 houtly and two management personnel in the field
service area. These individuals are responsible for meter turn ons and offs, meter readings,
meter testing, etc. Among the staff are nine Field Service Technicians that are dispatched
within nine different regions, two Meter Mechanics that perform all meter tests, 10 to 11
Metet Readers, and two clerical staff.

¢ Engineering Department — The TAWC Engineering Department is responsible for providing
engineering technical support, design, and construction management for the distribution
system. There are seven employees in engineering — the Field Operations Supervisor, a Project
Manager, one Engineer, and four clerical (mapping and records). The TAWC Engineering
Department is primatily responsible for engineering and design activities associated with the
distribution systetn. Engineering activities associated with the production facilities are typically
handled by AWWSC and/or outside consultants.

¢ Water Quality and Environmental Management — This group is tesponsible for water quality at each
plant, water shed management, and other environmental matters. On an operational basis,
much of the basic water-quality sampling and testing is done by plant personnel; however, this
group is responsible for performing more complicated testing and for providing oversight for
all plants relative to environmental issues. There are two Chemists and one Lab Worker in
addition to the Water Quality Supervisor. Two Senior Cross Connection Specialists also repott
to the Supervisor, although they are not in the Water Quality area. '
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¢ Non Revenue Water — The Non Revenue Water Department, which is comptised of one Senior
Specialist, provides an oversight role in the operation of the water delivery systems. The

ongoing reporting and monitoring of non-revenue water is an indicator of the condition of the
water delivery system.
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B. Findings & Conclusions

Finding IV-1

The composition and mix of responsibilities as identified by functions and
associated services provided by the AWWSC and utility company
otganizations, such as TAWC, is reasonable.

The table on the following pages, shown as Ex#hibit I17-13, illustrates AWWSC functions and
areas/setvices segmented by organization, specifically whether the services are petformed by the
AWWSC national organization, the AWWSC divisional organizations, or TAWC.™ The composition
and mix among the various groups is reasonable, in which the national AWWSC otganization typically
provides corporate governance services ot those support services in which all states benefit. The
regional AWWSC organization, such as the Eastern Division where TAWC tesides, typically provides
implementation suppott setvices for one state or a group of states. Finally, TAWC and other utility
operating companies atre the organizations providing services that benefit the company’s customets.

Exhibit IV-13
Configuration/Mix of Services Among National/Regional AWWSC Organizations and TAWC
2009
National AWWSC | Regional AWWSC
Organization Organization TAWC
Function Area/Services Included # Included # Included #
Executive Yes Yes Yes 2
Management
Administration & | Building management services Yes 12
Property
Investor relations Yes 3
Other (1 in External Affairs and 2 in Yes 3
Operations Services)
Audit Internal auditing/ SOX testing Yes 9
Business Policy guidance/oversight; R&D/ Yes 6
Development analytical tools/consultation
Regional support to operating Yes 7
companies
Business Business process improvement Yes 11
Transformation
Customer Service | Customer relations management Yes 1
Call center functions, including call Yes | 666
handling, customer billing,
collections, special handling, time
critical services, training, and quality
assurance
Field Resource Coordination Center Yes 85
(FRCC) activities, including
dispatching, service order scheduling,
and back office support
Schumaker & Company 8/31/2010
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National AWWSC

Organization

Regional AWWSC
Organization

TAWC

Function

Area/Services

Included

#

Included #

Inclided

External Affairs
and
Communications

Communication with
government entities on national
level while providing governance
for all communication activities
at the operating company level
with customers, employees, state
and local government officials,
and various regulatory agencies

Yes

16

Regional suppott to operating
companies, including
communications to state and
community leadership about
company plans, capital
improvement programs and rate
case communications

Local customer and regulatory
activities and coordination of
efforts with AWWSC staff

Yes

Field Operations

Operations and maintenance in
water distribution, meter reading,
meter maintenance and customer
services orders ateas ‘

Yes

70

Finance

Financial governance

Yes

10

Finance, income tax (including both
federal and state income tax returns),
treasury, controller (reporting),
compliance, and planning &
reporting (budgets/ financial
forecasts) functions

Yes

52

TAWC business plan, monthly

variance analysis and reports, Board
meeting materdals, and coordination
of TAWC data with AWWSC staff

Yes

Financial business services at the

Shared Services Center (SSC):

Accounting;: general accounting,
utility plant accounting, and
accounts payable

Yes

102

Cash management (debt
administration, funding and
assessment, including check
printing for payroll and A/P
checks and all cash receipts
reconciliation for American Water
subsidiaries, including AWWSC.

Yes

20

Employee services/payroll and
payroll-related taxes for American
Water subsidiaries, including
AWWSC.

Yes

27

8/31/2010
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National AWWSC | Regional AWWSC
Organization Organization TAWC

Function Area/Services Included # Included # Included #

Financial business services at the
Shared Services Center (SSC)
(continued):

SSC rates and regulation Yes 12
assistance to state or regional
employees

General tax, including gross Yes 12
receipts, property, franchise
and other general taxes for
American Water subsidiaries,
including AWWSC.

Business support services and Yes 16
project management services

Regional finance management Yes 2

Regional rates and Yes 31
regulation/coordination of
information from state operating
companies on capital budgets,
operational items, extract data from
accounting and other system;
management of rate case filings

Regional planning, budgeting and Yes 26
forecasting/governance in
preparation of budgets and forecast
for revenues, expenses, taxes, capital
spending, and financings

Capital compliance/ensuring that Yes 1
operating companies are operating
within bounds of and in accordance
with bond covenants and debt
payments made in a timely manner

Administration, compliance, and Yes 16
business development financial
management employees

Human HR management Yes 5
Resoutces

Compensation and benefits Yes

Employee and labor relations Yes

HR systems and processes Yes 1

Business center and corporate Yes 21
staffing

Osganizational and talent Yes 5

development

Regional management and support Yes 21
to operating companies

Maintenance of TAWC HR data and Yes 1
coordination with AWWSC staff
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National AWWSC | Regional AWWSC
Osganization Ozganization TAWC

Function Area/Services Included # Included # Included #

Information Enterprise architecture, Yes 137
Systems Security architecture,
production/ project
management, business
applications development,
client services and support,
infrastructure and operations,
service desk and desktop
automation

Direct support to operating Yes 28
companies to maintain and
support day-to-day business
computer needs

Legal Corporate governance/ Corporate Yes 1
Secretary functions and
preparation of materials operating
company Board of Directors
meetings

Legal advice: litigation, regulatory Yes 11
matters (including SEC), ethics and
compliance, business development,
contract negotiations, financings,
labor (including collective
bargaining and grievance
handling), purchasing,
environmental laws and
regulations, and general corporate
matters

Regional counsel activities, Yes 26
including state support; contract
administration

Operations Operations services management Yes 8
Setvices

Engineering, including asset Yes 41 Yes 14 Yes 6
planning and capital investment
management, technical services
and design management, and
operational performance (project
delivery and construction
management)

Supply chain Yes 37

Operational risk management Yes 8 Yes 13 Yes 1
(health/safety, operational/
physical security, business
continuity/emergency response
planning, event management,
accident investigation/ claims
management (workers
compensation), general/auto
liability, hazardous materials
management

Maintenance/SCADA services Yes 17
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National AWWSC | Regional AWWSC TAWC
Organization Osganization
Function Area/Services Included # Included | # Included #
Operations
Setvices
(continued)

Regional support to states Yes 21
involving network operations,
service delivery, and administration

Non-revenue water Yes 1

Production Operations and maintenance i Yes 17
related to the water treatment plant
and processes

Regulatory Expertise and support with respect Yes 2
Services to regulatory issues and policies;
also support for litigation involving
rate cases and other regulatory
proceedings or investigations, as
well as civil litigation

Water Quality Water quality management Yes 1

Governs efforts in the areas of Yes 17
water quality operations as well as
research and environmental
engineering

Belleville Central Water Quality Yes 35

Laboratory services

Regional support to states Yes 2

Water quality testing, collections of Yes 6
field samples, and cross
connections programs

Source: Information Response 3 and Varous Interviews

Schumaker & Company also reviewed certain service company operating expense performance
measutres of AWWSC against other electtic and gas service company otganizations, as this was the most
recent publicly-available data.
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Exhibit IV/-14 illustrates service company operating expenses pet employee (based on total humber of
corporate employees). The AWWSC organization is roughly $34,500 per employee which is below

many of the other service company otganizations shown.

Exhibit IV-14
Service Company Operating Expenses per Employee
AWWSC Compared to Other Utility Service Company Organizations
2008
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Source: Schumaker & Company Analysis based on FERC Forms, Annual Reports, and 10k Filings
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Exhibir IV-15 illustrates service company operating expenses pet customer for 2008 (based on total
number of corporate customers). The AWWSC organization is roughly $76 pet customer, which is
below many of the other setvice compaty otrganizations shown.

Exhibit IV-15
Service Company Operating Expenses per Customer
AWWSC Compared to Other Utility Service Company Organizations
2008 '
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T

" Source: Schumaker & Company Analysis based on FERC Forms, Annual Reports, and 10k Filings

Based on Schumaker & Company’s investigations and analyses, including interviews, document reviews,
and comparisons with other utility organizations, ovetlap and duplication do not appeat to exist within
the current configuration/mix of the American Water national, regional, and operating company
organizations. Consolidation and centralization of govetrnance, strategy, policy development, and
support functions is generally considered a cost effective way to provide such setvices.

Schumaker & Company found no evidence to the contrary within the American Water organization.
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Customer Service-National Call Centers

Finding IV-2 TAWC 2009 customer sutveys show a recovety in customer satisfaction
following a significant drop in the 2008 timeframe.

American Water uses Opinion Research Cotporation (ORC) to conduct annual customer satisfaction
surveys and quartetly service-quality assessments, which include separate results for TAWC customers.
The customer satisfaction sutvey is conducted in the foutth quatter, and seeks to measure customer
satisfaction with the American Water brand. The service quality assessments are summatized quattetly,
based on monthly interviews with randomly-selected customers who had recent contact with the
Customer Service Center. These transactional-based sutveys seek to measure customer satisfaction with
that specific contact experience.

The AWWSC organization is responsible for annual customer satisfaction sutveys for each of American
Water’s operating companies. An outside third party is used to conduct these sutveys. There are two

209

methodologies employed in the surveys, which ate:

¢ Overall customer survgy — A statistically valid random sample of American Water customets.

& Tautical customer survgy — A statistically valid random sample of American Water customers who
have had a recent interaction, such as called call center or had a service person visit premise.

As shown in Exhibit I1/-16, the results of these surveys show a significant dip in customer satisfaction
levels occurring in the 2008 timeframe with a slight recovery since that time. TAWC moved from being
one of the operating companies with one of the highest ratings in customer satisfaction in the 2007
timeframe to one of the lower-rated operating companies in the 2008 timeframe. The ratings have
shown significant improvement since 2008, although there is still more improvement needed to return
to the 2007 levels.™
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Exhibit IV-16
Customer Satisfaction Results

2004 to 2008
100
= 60
=
8
@
o
0 ‘ Sl
. 2006 2007 2008 2009 Ammerican Water
N=20 N224 N=400 N=387 N=5,974

EExtivimely satisfied Ve salisfied o Soumewhal s;;li:iﬁed EDissuligﬁeq
Source: Information Response 80

Finding IV-3 Service levels at the national call centets have improved since the last

audit Schumaker & Company conducted in 2008.

Prior to 2006, customer service performance data, including percentage of calls answered within 30
seconds, were tracked and reported only for Ametican Water as a whole. Beginning in 2006, petcentage
of calls answered within 30 seconds has been ttacked and teported sepatately for TAWC. Prior to 2009
and consistent with our findings during Schumaker & Company’s 2007 management audit of
Pennsylvania-American Water Company duting which we teviewed the AWWSC national call center,
the call center had not be consistently achieving the service level targets — i.e. 80% of calls answered
within 30 seconds. Exhibit I1-17 illustrates petcentage of calls answered within 30 seconds for 2009
through 2010 (June 2010) for TAWC and American Water as a whole.™

Schumaker & Company
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Exhibit IV-17
American Water % of Calls Answered within 30 Seconds
2009 to 2010
92.0%
90.0% -
88.0%
86.0%
84.0% \
82.0% \‘\ —te \‘

80.0% 7 3 =
78.0%

76.0%
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720% T T T T T T T T T g T

Jan-09 Feb-09  Mac09 Apc-09  May-09 Jun-09 Jul-09 Aug-09 Sep-09 Gct-09  Nov-09  Dec-09 Jan-1

Jan-09 | Feb-09 | Feb-09 | Mac-09 | Apr-09 | Mag-09 | Jun-09 | Jul-09 | Aug-09 | Sep-09 | Oct-09 | Nov-09 | Dec-09 | Jan-10
—o— Actual Average SL| 78.1% | 85.2% | 85.5% | 82.4% | 81.7% | 82.2% | 81.8% | 81.3% | 81.5% | B2.0% | 84.0% | B87.7% | 825% | 89.4%
wifp Target SL 80% 80% 80% 80% 80% 80% 80% 80% 80% 80% 80% 80% 80% 80%

Source: Information Response 50
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Finding IV-4 CSR turnover rates at the national call centers have improved in recent
years, although improvement is still possible.

Exchibit IT7-18 shows the annual tutnover rate at American Water’s two national call centers in Alton and
Pensacola. (Data specifically for TAWC is not available.) **

Exhibit TV-18
American Water CSR Turnover Rates by Call Center
2003 to 2009
40.00% g
35.00% % A
30.00%
25.00%
20.00%
15.00%
10.00%
5.00% f
0.00% Lz 2k
200 200 200 200 200 200 200
3 4 5 6 7 8 9
w[ B AltON 37.40%|29.50% | 17.20% | 15.80%| 12.90%| 18.10%| 15.40%
=== Pensacola o} o 25.30%| 36.00% | 29.00%| 26.00%| 30.00%
== Total Alton/Pensacola| 37.40% | 29.50% | 19.50% | 23.20%| 19.50%| 21.32%| 21.36%

Source: Information Response 77

A 2007 study by the International Customer Management Institute (ICMI) found that 54% of call
centers had external turnover rates of 20% or less. Alton’s rate would place it roughly comparable to
those call centers. Of greater concern is the Pensacola call center, which is the primaty center serving
Tennessee customers. It has an unfavorable rate exceeding the average. It should be noted that the
Pensacola geographical area contains several call centers, which creates a business environment for call

center representatives to move from one call center to another more easily.™

Finding IV-5 American Water has significantly improved on line access for its
customers.

American Water has implemented a customer website which permits customets, including TAWC
customets, to petfotm basic activities, including reviewing bills and making payments. A soft launch of
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the site occurred on September 2009 —i.e. the site was put up but not advertised. Press releases were
made in December 2009 and cutrent bills now have references to the site. As of the end of March, 2010
approximately 3% of American Water customets have used the site. Ametican Water has not yet
implemented any type of electronic billing.

Finding IV-6 The American Water IVR system has been replaced in 2009.

The TVR system that went live in August 2005 has not delivered the desired results (reduction in “live”
calls). The IVR was originally brought on-line January 3, 2005, but crashed on February 10, 2005. It
was then on-line and off-line multiple times until August 2005. The CSC has not tealized the projected
decrease in live calls, which left the call centers understaffed duting the busy summer season and unable
to effectively respond to the actual call volume.

Recently, American Water has changed the IVR technology being used in the national call centers to
improve performance. The new IVR system was implemented in January 2009. The voice recognition
technology employed in the old IVR proved to be ptoblematic. Thetefore, the new system prompts
customers to make selections from the telephone key pad.

Some electric utilities have recently reported that the number of customers using the web and the IVR
has exceeded the numbers that have talked to a customer representative.

Finding IV-7 The number of complaints handled by TAWC is relatively low; however,
the number of complaints has increased over the last three years.

Although other utilities with which we have been involved have implemented formal processes for
categorizing (executive, formal, and informal), handling, and resolving complaints, TAWC does not have
such a program. The only complaints that are tracked are those reported to the Tennessee Regulatory
Authotity. The number of complaints documented by TAWC ovet the last seven years is shown in
Exhibit IV-19. Although the number of complaints is relatively small, as shown in the Exhibit I17-19,
the number of complaints had been decreasing until 2006 at which time the number of complaints
began to increase.™
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Exhibit IV-19
Complaints Reported to Tennessee Regulatory Authority
‘ 2003 to 2009

W\ /
o\ /

Number of Complaints
3

/
: \_/
A \/

2

0

2003 2004 2005 2006 2007 2008 2009
|==—=Tortals 18 1 11 4 11 15 18

Source: Information Response 71 Updates
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A breakdown of these complaints by reason is shown in Exhibit IT7-20.

; Exhibit IV-20
. Complaints Reported to Tennessee Regulatory Authority by Reason
2003 to 2009
TYPE 2003 2004 2005 2006 2007 2008 2009
High Bill 3 3 2 1 4 5 2
Estimate 1 1 2
Non-Pay 2 1 1 1 2 4
Main Extension 1
Customer Service
Meter Leak 2 2 1
Pressure 1 1
Water Quality 1
Off-In Error .1 ' 1
New Service 1 1
Disputed Bill 3 1 2 2 4 6
Billing Error 1
Other 5 2 2 3 3 4
Totals 18 11 11 4 11 15 18

Source: Information Response 71 Updates
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The numbers do not reveal any specific trends except that most of the complaints over the last several
-years appear to be arising from billing issues, either high bill, non-pay, disputed bill, and billing etror.
Interviews conducted at TAWC indicated that there are few complaints received in a year and they are
handled informally.™

Finding IV-8 The number of disputes appeats to be increasing slightly since 2007.

Disputes ate complaints handled within the CSC otganization. Disputes are considered those customer
inquiries that cannot be satisfied by a Customer Service Representative and his or her supervisor based
on information available to them and that are forwarded to the Account Resolution Team (ART) for
further action or research in an effort to satisfy the customer’s concern. As such, these disputes are
tracked by state in ECIS via a dispute follow- up (DISPFLWP) work basket.

As such, their numbers reflect customer satisfaction with various aspects of the CSC operations. The
trend in disputes over the last sevetal years is shown in Exchibit I17-21"" Thete is a significant increasing
trend in disputes.

Exhibit IV-21
TAWC Dispute Trends
2002 to 2007

2500
2000
1500
1000
500
0

2007 2008 2009

(six months) Estimated Estimated
== Number of Disputes 1466 1816 2183

(2) The number of TAWC disputes for July 2007 to December 2007 was 1,466; prior to that time data was not kept, therefore the 1,466
number is only for the last six months

(b) The total number of TAWC disputes for 2008 is estimated at 1,816; this figure is estimated because August 2008 data was not available;
therefore, the data for the other 11 months were normalized to acrive at this estimate.

(¢) The total number of TAWC disputes for 2009 is estimated at 2,183; this figure is estimated because July 2009 and September 2009 data
was not available; therefore, the data for the other 10 months were normalized to arrive at this estimate.

Source: Information Response 78
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Finding IV-9 TAWC has significantly reduced the number of estimated bills over the
last five years.

TAWC has made a significant reduction in the numbet of estimated meter readings in the last five years
(2005 to 2009), as shown in Exhibit IV-22*

Exhibit IV-22
TAWC Monthly Percentage of Estimated Meter Readings
2005 to 2009
16%
14%

12%

10%

8%

6%

4%

2%

0%

= 0005 =B 2006 e=fp=2007 e=——32008 =i&=2009

Source: Information Response 47

Many utilities have significantly eliminated over estimates by going to automatic meter reading. One of
the biggest drivers of estimating is not being able to read each metet every month due to access
problems due to weather. TAWC”s water meters are predominantly outside meter settings and reading
these meters can be impacted by inclement weather. Meter readers are still the predominate method
used for reading meters at TAWC. TAWC meters are predominately located outside the house in a
meter pit.
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Customer Setvice-FRCC

Finding IV-10 TAWC success at meeting setvice appointments has generally exceeded
99% in the last six years within only two exceptions.

219

TAWC performance in meeting appointments is shown in Exhibit I17-23.

Exhibit IV-23
TAWC Met Appointments

2005 to 2010 (Through February 2010)
100.50% :
100.00%
99.50%
99.00%
98.50%
98.00%
97.50%

’ Jan Feb Mar Apr May Jun Jul Aug Sept Oct Nov Dec
—¢—2005| 99.13% | 99.40% | 99.40% | 99.78% | 99.72% | 99.73% | 99.71% | 99.49% | 99.49% | 99.56% | 99.55% | 99.60%
—8-2006| 99.77% | 99.65% | 99.83% | 99.82% | 99.84% | 99.69% | 99.82% | 99.86% | 99.60% | 99.82% | 99.68% | 99.89%
A 2007 99.76% | 99.78% | 99.73% | 99.87% | 99.69% | 99.84% | 99.38% | 98.96% | 99.57% | 99.77% | 99.64% | 99.70%
—%-2008| 99.70% | 99.69% | 99.89% | 99.91% | 99.87% | 99.87% | 99.86% | 99.81% | 99.66% | 99.89% | 99.92% | 99.86%
=#=2009| 99.78% | 99.82% | 99.84% [ 99.87% | 99.78% | 99.69% | 99.80% | 99.64% | 99.75% | 99.73% | 99.74% | 98.59%
=&=2010] 99.20% | 99.48%

Source: Information Response 47

Finding IV-11 Emetgency tesponse tates have impto{red from 2008 to 2009.

To ensure timely and accurate dispatch of emergency setvice orders, Ametican Water measures total
emergency orders processed within the target time frame (30 minutes) of receipt / total emetgency
orders received. The goal is to have 85% of all emergency orders assigned and acknowledged by the
field service representative within 30 minutes of cteation.™
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In 2008 and 2009, the CSC in Alton was responsible for the dispatch function after working hours and
on weekends. Results were tracked for CSC and as combined figures for all states dispatched from both
the FRCCs (during working hours) and the CSC (after working houts). In 2008, the numbers were
provided for CSC and by region; in 2009, the figures were provided for CSC and by division.™

As shown in Exhibit IV7-24, emergency response petformance has improved from 2008 to 2009. In
2008, 79% of all Emergency service ordets were assigned and acknowledged by the field within 30
minutes of creation. In 2009, 84% of all emergency service orders were assigned and acknowledged by
the field within 30 minutes of creation.™

I8

Exhibit IV-24
Emergency Response Results
2008 - 2009

84%

82%

80%

78%

76%

74%

©72%

70%

68%

66% T ¥ T 1

Q1 Q2 Qa3 Q4
=$==2008 =E=2009

Source: Information Response 70

Finding IV-12 TAWC has achieved its tatget on all other types of setvice orders in the
last two yeats.

There atre other types of orders for which the FRCC has established performance objectives. Each
order type has a unique expiry period as follows:

¢ INPOFF — non pay off for collection - 11 days |
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¢ Bill Read — high dollar amount based on customer previous usage identified prior to new bill
being issued - 4 days

¢ Inactive with Consumption — an inactive account (no active tatepayet) at premise with meter
displaying consumption - 15 days

¢  Meter Edit— high reading based on customer previous usage identified prior to new bill being
issued - 4 days

¢  Estimate — customer request actual read due to a previously estimated bill — 1 day as scheduled
by customet

¢ Zero Consumption — an active account registering zeto consumption fot 3 consecutive months -

30 days

The FRCC has achieved its objectives in 2009 for these othet types of setvice otrders, as shown in
Exhibit IV-25

Exhibit IV-25
Service Order Response Targets
2009
Target 2009

Results
Non Pay Offs 98% 98.25%
Bill Read 90% 97.80%
Inactive with Consumption 90% 93.81%
Meter Edit 90% 98.32%
Estimate 90% 100%
Zero Consumption 90% 95.04%

Source: Information Response 69
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Water Operations

Finding IV-13 The operating suppott services that ate being provided by AWWSC to
TAWC ate reasonable.

The American Water Works Setvice Company (AWWSC) provides certain specialized support services
to TAWC. Many of these AWWSC activities would be consttued as the provision of some form of
opetating support services. These items, which were identified through intetviews with TAWC
operating personnel, include the following.™ '

Maintenance Services

The AWWSC Maintenance Setvices organization is responsible for providing various technical and
testing services in support of ongoing maintenance of TAWC production and, to some extent,
distribution facilities. Thete ate approximately 22 employees located in the AWWSC Maintenance
Setvices Department throughout the various regions. The Maintenance Setvices Depattment is
responsible for two major activities: (1) the establishment of a proactive maintenance program
throughout American Water and 2) development and maintenance of the supetvisory control and data
acquisition (SCADA) system. These setvices are provided primarily by two individuals located within
the Eastern Division — one who is actually physically located within Chattanooga (TN) and the other
located in the Lexington (KY) area. One individual handles the proactive maintenance activities -
throughout the region, including TAWC, and the othet handles SCADA support.™ '

Proactive Maintenance

The proactive maintenance program consists of a schedule of such things as pump testing (such as
vibration and load) in production plants and in booster stations, infrared scans, and other similar
technical performance tests, which are used to measure and predict the need for maintenance attention.
In addition, this group is also leading the implementation of a computerized maintenance management
system (CMMS) throughout the American Watet system. CMMS will eventually be implemented at
TAWC in the production area. There is one individual within the Maintenance Services Department,
located in Lexington (KY) who provides maintenance setvices telative to the proactive maintenance
program at TAWC. This employee is directly responsible for performing various testing on equipment
and recording results according to a schedule to drive the proactive maintenance program. This petson
travels to the vatious production plants within the Eastern Division based on the testing schedules
developed within the maintenance service area.™

SCADA Support

AWWSC has an in-house staff that has implemented and supported the TAWC supervisory control and
data acquisition (SCADA) system, which is 2 common system throughout American Water. SCADA
systems provide the ability to remotely and locally view the operational status of the vatious equipment
and facilities and, if enabled, actually remote control this equipment. The AWWSC employee within the
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maintenance services area, who happens to be located within Chattanooga but travels throughout the
Eastern Region as necessaty, is directly responsible for providing support for TAWC SCADA.™

Supply Chain

The AWWSC Supply Chain atea is responsible for soutrcing and negotiating national master contracts
for all the materials and supplies (pipe, valves, meters, etc.) that the operating companies need on an
ongoing basis. In essence, AWWSC procures and negotiates contracts for materials and supplies on a
nationwide basis within deliveries in the quantities-and timeframes required by each individual operating

228

company.
Fleet Services

AWWSC provides fleet management services through an outside third-party contractor (PHH
Corporation) for all American Water operating companies. This service includes everything from
vehicle and equipment acquisition to ongoing maintenance and disposal. There is one person at
AWWSC that provides the intetface and cootdination with the outside fleet management contractot.
Maintenance is performed by local garages or specialized outside vendors atranged through PHH.™

Environmental Services

AWWSC has an Environmental Setvices group that provides overall education and coordination on
environmental issues relevant to the water operating company’s day-to-day operations. Each operating
company has water quality personnel who are informed of current and potential environmental issues
that could effect their operations via meetings and other written notices emulating from this AWWSC

230

group.
Best Practices Group

There is a small Best Practices group (two employees) within AWWSC that provides ongoing suppott
for identifying, documenting, and disseminating business processes that are identified as best practices
throughout the American Water system. This group provides this overall coordination and suppott for
assisting in the identification and implementation of these best practices. Some of these best practices
are identified through the vatious monthly Field Manager calls that ate held among the vatious AW
operating companies.™ '

As discussed above, AWWSC provides cettain operating support services to TAWC that, in

Schumaker & Company’s opinion, are beneficial and not readily available from an external soutce. For
instance, many of the services provided by the maintenance services areas would be difficult to obtain
on the outside market and, even if available, would requite a level of oversight and coordination that
would not result in any cost savings. The services provided compared to the resoutces being committed
are reasonable. In other cases, with respect to supply chain and fleet service functions, AWWSC has
consolidated its putchasing power and/ot engaged an outside firm with the specific expettise that can be
best provided on a larger scale.
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C. Recommendations

Recommendation IV-1 Place greater emphasis on measuring internal business ptocesses
' that could foretell customer satisfaction issues.
(Refer to Finding IV-2, Finding IV-4, Finding IV-7, and
Finding IV-8)

Customer satisfaction surveys have revealed some issues in customer perceptions of TAWC. Although
the recent results are trending upward, we are concerned that more could be done in this area. The
number of disputes in the call center is also increasing. Improvement in Pensacola turnover rates is still
possible. All of these ate internal indications of potential customer satisfaction issues. TAWC and
AWWSC should place greater emphasis on measuring these intetnal business processes, so they can
begin efforts to improve these processes.

'/ American Water 2009 Annual Report Pages 3/4 and 41

: / American Water web site and 2009 Annual Report

’ / Information Response 1, 3, and 8 and 2009 Form 10-k Filing
! / Information Response 1

B / Information Response 1

¢ / Information Response 99

! / Information Response 2

¢ / Information Response 2

’ / Information Response 3 Attachment 1

© / Information Response 3 Attachments 2 and 3

" / Information Response 3 Attachment 4

# / Interview 5, Information Response 7, and Company Update
" / Interview 5, Information Response 25, and Company Update
" / Interviews 5,7, and 8 and Information Response 86

. / Information Response 5 and Company Update

16 / Information Response 24

" / Information Response 24

" / Information Responses 9, 10, and 65

b / Information Responses 9 and 10

* / Information Responses 9 and 10

* / Information Responses 9 and 10

= / Information Response 9

= / Information Response 65

" / Information Response 65

®) Company Update (status)

* / Interview 9

7 / Information Response 95

28 / informadon Response 49

» / Interview 2

* / Information Response 11

31 .
/ Information Response 12
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= / Information Response 30

» / Interview 9?7

* / Interview 97

» / Interview 9 and Information Response 17

¥ / Information Response 17

¥ / Information Response 15, 25, and 37

* / Information Response 25 Pages 15-18 and Information Response 37
» / Interviews 2 and 9 .
o / Information Responses 15 and 37

o / Information Responses 15 and 37

= / Information Responses 15 and 37

° / Information Responses 15 and 37

" / Interviews 9 and 24

* / Vardous interviews, including Interview 5, 9, 10, 18, and 20
¥ / Interviews 5 and 9

" / TInterview 2 and Company Update

48 / Various interviews and Information Response 38

* / Information Response 38

a / Information Response 19

. / Information Response 18

. / Information Response 18 and 32 and Company Update

® / Schumaker & Company analysis

3 / Schumaker & Company 2008 Steatified Management Audit Report of Pennsylvania-American Water Company

5 / Information Responses 15 and 37

% / Interview 5 and Company Update

5 / Interview 2 and Information Response 3

* / Interview 9 and Information Responses 15 and 37 and Company Update

* / Interview 2 ‘

0 / Information Response 8

o / Information Response 63

“ Company Update

# / PAWC Audit Supporting Documentation and Final Report (Kentucky, West Virginia, and New Jersey) and Company Update
“y Company Update

¢ / PAWC Audit Supporting Documentation and Final Report (Kentucky, West Virginia, and New Jersey: 2006-20007 and Tennessee: 2010)
o / PAWC Audit Supporting Documentation and Final Report

o / PAWC Audit Supporting Documentation and Final Report

®y Company Update

®y Company Update

70 / Interview 2

" / PAWC Audit Supporting Documentation and Final Report and Interview 9
" / Interview 2

» / Vadous TAWC interviews, including Interview 18

" / Information Response 24

7 / Information Response 67

7 / Information Response 88

v / Information Response 24

™ / Information Response 74

8/31/2010 Schumaker & Company




128 i

” / Interview 2

® / Information Response 45

“ / Consultant’s Opinion

= / Information Response 28

* / Information Response 35 and Interviews 5 and 9 (October 2009 changed to November 2009 per interviews)
* / Information Response 15

# / Information Response 16

* / Information Response 28

5 / Information Response 28

% / Information Response 28

sg / Schumaker & Company analysis

* / Information Response 26 and Company Update

91 / Sarbanes-Oxley Internal Controls, by Robert R. Mocller

* / Information Response 31, February 2009 Form 10K filing Page 138
» / Information Response 27 and Company Update

* / Information Response 27

% / Information Response 2

% / Interview 6 and Company Update

7 / Interview 6

* / Interview 21 and Company Update

” / Interview 21

1" / Interview 6

o / Information Response 31, March 2010 Form 10K filing Pages 34-35
e / Interview 6 and Company Update

" / Information Response 61 and Company Update

o / Interview 6

" / Information Response 61

. / Interview 6 and Company Update

o / Interview 6 and Company Update

108 / Information Response 26, 27, 34, and 59

o / Information Response 31, February 2009 Form 10K filing Page 38
"y Company Update

m / Company Update

1 / Information Response 31, Februacy 2009 Form 10k filing Page 46
"/ Information Response 31, March 2010 Form 10K filing Pages 34-35
/ Information Response 31, February 2009 Form 10K filing Page 46
s / Interview 159

ne / PAWC Management Audit Report (Legal Services section) and Company Update
/ Information Response 339

138

u7

e / Interview 21 and Company Update

1w / Interview 21 and Company Update

= / Information Response 31, March 2010 10K filing, Page 41

= / Interviews 3 and 6, and PAWC Management Audit Report (Financial Management section) and Company Update
= / Information Response 31, March 2010 10K filing, Page 41

= / Information Response 82

™/ Tnterview 3 and Company Update

123 .
~ ] Interview 3
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¢/ Information Response 66

1:7 / Interview 3 ‘

= / Interview 3

= / Information Response 22, Attachment 37

1 / Interview 3

u / Interview 3

e / Interview 3

1 / Information Response 66

b / Information Response 66

1 / Information Response 41 i
136 / Taterview 9

7 / Information Response 90

B / Information Response 90

1 / Information Response 41

e / Interview 5 and Information Response 16 .

" / Interview 10

b / Interview 20

141 / Interview 18

e / Information Response 16
1 / Interview 5

e / Information Responses 86 and 98
W / Interview 10

v / Information Response 55

149 / Interview 10

e / Interview 20

'/ Information Response 57
b / Interview 10

5 / Interview 20

5 / Interview 18

"/ Information Response 22

e / Interview 3

7 / Interviews 3 and 5 and Information Responses 7 and 22
8 / Intecviews 3 and 5 and Tnformation Responses 7 and 22
7/ Interview 3 and Company Update

1@ / Information Response 66 and Company Update

o / Information Response 66

b / Information Response 68

16 / Information Response 68

o / Company Update (reasons why increases have occurred)
168 / Information Response 2

166 / Interview 13

6 / Intecview 13 and Information Response 75

b / Tour of facilities conducted on Pennsylvania-American Water Management audit pecformed by Schumaker & Company consultants

b / Tour of facilities conducted on Pennsylvania-American Water Management audit performed by Schumaker & Company consultants
n / Information Response 76
m / Interviews 11, 12, and 13

" / Interviews 11, 12, and 13
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" / Information Response 79

i / Information Response 79

" / Interview 13 and Information Response 75

e / Interview 13 and Information Response 75

m / Interview 13 and Information Response 75

™ / Interview 13 and Information Response 75

i / TInterview 13 and Information Response 75

" / Interview 13 and Information Response 75

un / Interview 13 and Information Response 75

1 / Interview 13 and Information Response 75

1 / Interview 13 and Information Response 75

" / Interview 13 and Information Response 75

1% / Interview 13 and Information Response 75

b / Interviews 11, 12, 14, and 17 and Information Response 75

" / Interviews 11, 12, 13, 14, and 17 and Information Response 75
18 / Taterviews 11, 12, 13, 14, and 17 and Information Response 75
1 / Interviews 11,12, 13 and Information Response 75

e / Interviews 11 and 12 and Information Response 5

" / Information Response 5

1 / Information Response 51

" / Information Response 52

b / Interviews 11 and 12

1 / Interview s11 and 12

1% / Interview s11 and 12

i / Interview s11 and 12

e / Iaterview s11 and 12

” / TInterview 12

o / Interview s11 and 12

o / Information Response 81

" / Tnterview 14, 15, 16,17, 18, and 19

m / Interview 14, 15, 16,17, 18, and 19 and Company Update

"/ Interview 14, 15, 16,17, 18, and 19

0 / Information Response 5 and Interview 14, 15, 16,17, 18, and 19 and Company Update
"/ Interview 14, 15, 16,17, 18, and 19

*7 / Tnterview 14, 15, 16,17, 18, and 19

™/ Information Response 3

209

/ Information Response 80

o / Information Response 80

= / Information Response 50

" / Information Response 77
2/ Schumaker & Company 2008 Management Audit of Pennsylvania American Water Company
™ / Information Response 71 Updates Following Initial Draft Report Submittal

s / 'Information Response 71 Updates Following Tnitial Draft Report Submittal
e / Interview 14

w / Information Response 78 Note: The number of disputes for Tennessee-American Water Company for the period of July, 2007 through December,
2007 was 1,466. Prior to that time, data was not kept; therefore the number of 1,466 is only for the last 6 months of 2007. The total estimated number of

disputes for TAWC for the period of 2008 is 1,816. This figure is estimated because data for August, 2008 is not available. The data for the other 11
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months were normalized to atrive at this estimate.  Similadly, the total estimated number of disputes for TAWC for the pedod of 2009 is 2,183. This figure
is estimated because data for July 2009 and September 2009 is not available. The data for the other 10 months were normalized to acrive at this estimate.

e / Information Response 74
= / Information Response 47
=0 / Information Response 70
= / Information Response 70

221

/ Information Response 70

* / Information Response 69

=/ Interview 14, 15, 16,17, 18, and 19
/ Interview 14, 15, 16,17, 18, and 19
* / Interview 14, 15, 16,17, 18, and 19
1/ Interview 14, 15, 16,17, 18, and 19
=/ Intesview 14, 15, 16,17, 18, and 19
#7 ] Interview 14, 15, 16,17, 18, and 19
0/ Interview 14, 15,16,17, 18, and 19
= / Interview 14, 15, 16,17, 18, and 19

kg
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