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I. WITNESS IDENTIFICATION AND BACKGROUND 1 

Q1. Please state your name. 2 

A. My name is Karla O. Teasley. 3 

Q2. Please state your business address. 4 

A. 300 North Water Works Drive, Belleville, Illinois 62223. 5 

Q3. By whom are you employed and in what capacity? 6 

A. I am employed by Illinois-American Water Company (“IAWC” or “Company”), and 7 

serve as President of the Company. 8 

Q4. Please summarize your education and employment history. 9 

A. I hold a bachelor’s degree from the University of Wisconsin (Eau Claire) and a 10 

Juris Doctor from the University of Minnesota Law School.  I am a member of the 11 

bar in Minnesota and Florida, currently on inactive status in both states.  I have 12 

been President of the Company since January 2007.  Since graduating from law 13 

school in 1983, I have held increasingly responsible positions in the public utility 14 

industry.  Between 1983 and 1989, I was a staff attorney for Minnesota Power 15 

based in Duluth, Minnesota.  From 1989 through 1997, I was Vice President, 16 

General Counsel, Secretary and Director of Florida Water Services, a privately 17 

owned water and wastewater utility based in Orlando, Florida.  In addition to my 18 

duties as Secretary for the Board of Directors, I provided all in-house legal 19 

services for the utility including contracts, regulatory affairs (including rate and 20 

environmental regulation), human resources, bond issues, eminent domain and 21 

real property.  From 1997 through January 2007, I was a Vice President of 22 

Louisville Water Company in Louisville, Kentucky.  When I left that position, I had 23 
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Board Officer responsibility in the customer contact area and business 24 

development.  I was also responsible for extending the distribution system to 25 

make water available to customers, capital budgeting and infrastructure planning, 26 

and pipeline design and construction. 27 

Q5. Are you a member of any industry or professional organizations? 28 

A. Yes.  I serve on the board of the Leadership Council of Southwestern Illinois and 29 

the Illinois Manufacturers’ Association, and am also a member of the Board and 30 

Executive Committee of the Illinois Chamber of Commerce.  I serve on the 31 

Resource Board of the Metropolitan Planning Council and am also a member of 32 

the Illinois Business Roundtable, the American Water Works Association (Illinois 33 

Section) and the American Bar Association. 34 

Q6. Please summarize your responsibilities as President of the Company. 35 

A. I have overall responsibility for the day-to-day operation of the Company.  In that 36 

endeavor, I am in regular contact with the Vice President of Operations, the 37 

Director of Engineering, the Director of Field Services, and the Director of 38 

Production and provide guidance to them in carrying out their duties.  I also lead 39 

the development of strategic and annual goals and objectives for the Company 40 

and in administering policies and procedures as approved by the Board of 41 

Directors of the Company.  It is my responsibility to ensure that these goals and 42 

objectives are achieved.  I, along with other Company officers and senior staff, 43 

represent the Company before governmental and regulatory agencies.  I, along 44 

with others, formulate financial objectives and budgets and provide the direction 45 

necessary to meet those objectives while remaining within budgetary guidelines.  46 
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I am part of the management team that establishes employee levels, working 47 

conditions, and safety requirements within guidelines established by law and the 48 

Board of Directors.  I also have responsibilities associated with developing and 49 

controlling the Company’s operating and maintenance and capital budgets, and 50 

provide direction in the areas of construction, purchases or other acquisitions, 51 

and operation, maintenance and protection of all property, facilities and 52 

equipment required to maintain water quality standards and continuity of service. 53 

II. ORGANIZATION OF THE FILING 54 

Q7. Please describe the organization of the Company’s rate case filing. 55 

A. IAWC Exhibits 1.00 through 13.00 present the direct testimony of the Company 56 

witnesses in this case.  IAWC Exhibits 14.00 through 18.00 present the A 57 

through E schedules, respectively, and IAWC Exhibit 19.00 presents the G 58 

schedules. 59 

The witnesses and their respective exhibit numbers are as follows: 60 

IAWC Exhibit 1.00  Karla O. Teasley 61 

IAWC Exhibit 2.00  Cheryl Norton 62 

IAWC Exhibit 3.00  Jeffrey T. Kaiser 63 

IAWC Exhibit 4.00  Scott W. Rungren 64 

IAWC Exhibit 5.00  Edward J. Grubb 65 

IAWC Exhibit 6.00  Rich Kerckhove 66 

IAWC Exhibit 7.00  Tyler T. Bernsen 67 

IAWC Exhibit 8.00  Pauline M. Ahern 68 

IAWC Exhibit 9.00  Paul R. Herbert 69 
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IAWC Exhibit 10.00  Bernard L. Uffelman 70 

IAWC Exhibit 11.00  Mark R. Young 71 

IAWC Exhibit 12.00  John S. Young 72 

IAWC Exhibit 13.00  J. Rowe McKinley 73 

III. PURPOSE OF TESTIMONY 74 

Q8. What is the purpose of your testimony? 75 

A. My testimony provides background information regarding the Company, and 76 

discusses various matters related to the application for an increase in rates.  I 77 

also discuss the orders issued by the Commission in Docket 05-0681/06-78 

0094/06-0095 (consol.) (“Docket 05-0681 Order”), Docket 07-0507 (the “Docket 79 

07-0507 Order”) and Docket 08-0463 (the “Docket 08-0463 Order”).  In the 80 

Docket 08-0463 Order, the Commission initiated a rate design investigation 81 

which IAWC proposes to consolidate with this proceeding.  I will also address the 82 

expenses for affiliated company services and incentive compensation, and the 83 

discussion of these costs in the Docket 07-0507 Order. 84 

IV. COMPANY BACKGROUND 85 

Q9. As President of the Company, are you generally familiar with the business, 86 

facilities, and operations of the Company in each of its divisions? 87 

A. Yes. 88 

Q10. Are you also generally familiar with the books and records of the 89 

Company? 90 

A. Yes. 91 

Q11. Please summarize the history of IAWC. 92 
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A. The five Districts of IAWC (prior to acquisition of the properties of United Water-93 

Illinois, Northern Illinois Water Corporation and Citizens Utilities Company of 94 

Illinois) began operating between 1875 and 1889.  The earliest water system was 95 

established in the Alton District in 1875, followed by water systems in the Cairo 96 

and Interurban Districts in 1885.  The Pekin District began operation in 1886; and 97 

the Peoria District in 1889.  Prior to June 1, 1978, American Water Works 98 

Company, Inc. (“American Water”) had four operating subsidiaries in the State of 99 

Illinois.  These were Alton Water Company, The Cairo Water Company, East St. 100 

Louis and Interurban Water Company, and Peoria Water Company.  The initial 101 

step in the creation of the current Illinois-American Water Company came on 102 

June 1, 1978, when the name of East St. Louis and Interurban Water Company 103 

was changed to Illinois-American Water Company.  On February 1, 1981, 104 

American acquired Pekin Water Works Company.  In Docket No. 81-0727, the 105 

Commission approved the merger of The Cairo Water Company and Pekin 106 

Water Works Company into Illinois-American Water Company, effective July 1, 107 

1982.  On January 1, 1985, with Commission approval in Docket No. 84-0204, 108 

the merger of all American subsidiaries in Illinois became complete when Alton 109 

Water Company and Illinois-American Water Company were merged into Peoria 110 

Water Company, the name of which was then changed to Illinois-American Water 111 

Company.  Effective during 1987, for organizational and management purposes, 112 

the Company further consolidated its operations by forming two Divisions within 113 

the Company.  The Northern Division consisted of the Peoria and Pekin Districts 114 

and the Southern Division consisted of Alton, Cairo and Interurban Districts. 115 
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On June 25, 1999, American Water acquired all of the common stock of 116 

National Enterprises Inc. (“NEI”), and NEI was merged into American Water.  117 

One of the operating water utilities owned by Continental Water Company, a 118 

subsidiary of NEI, was Northern Illinois Water Corporation (“NIWC”).  On March 119 

29, 2000, in Docket No. 99-0418, the Commission approved the merger of NIWC 120 

into IAWC.  The merger was completed on March 31, 2000.  As a result, the four 121 

former Divisions of NIWC – Champaign, Sterling, Streator, and Pontiac – each 122 

became Districts of IAWC’s Eastern Division. 123 

On May 31, 2000, IAWC acquired United Water Illinois, Inc. (“UWIL”), 124 

which provided public utility water service in the City of Lincoln and vicinity.  125 

UWIL was merged with and into IAWC.  The acquisition and merger were 126 

approved by the Commission in Docket No. 99-0457, on May 10, 2000. 127 

In January 2002, IAWC acquired the Illinois water and wastewater assets 128 

of Citizens Utilities Company of Illinois.  The Commission approved the 129 

transaction in Docket No. 00-0476, on May 15, 2001. 130 

In January, 2003, a German multinational company, RWE AG (“RWE”), 131 

acquired American Water, the direct parent of IAWC.  The Commission approved 132 

the transaction in Docket No. 01-0832 on November 20, 2002, and that order 133 

was affirmed on appeal in City of Pekin v. Illinois Commerce Comm’n, Case No. 134 

3-03-0113 (3rd Dist. Oct. 29, 2003). 135 

On August 27, 2004, IAWC acquired the water assets of the Village of 136 

Saunemin, which is now a part of the Pontiac District. The acquisition was 137 

approved by the Commission on July 8, 2004, in Docket No. 03-0768. 138 
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On August 1, 2006, IAWC acquired the assets of South Beloit Water, Gas 139 

& Electric Company (“SBWG&E”), which provided public water service in South 140 

Beloit, Illinois. SBWG&E was merged with and into IAWC, and became the South 141 

Beloit District. The acquisition and merger was approved by the Commission in 142 

Docket No. 05-0724 on June 28, 2006. 143 

On May 3, 2007, IAWC acquired the water assets of the Village of 144 

Pesotum, which became part of the Champaign District. The acquisition was 145 

approved by the Commission in Docket No. 06-0564 on March 6, 2007. 146 

Q12. Have there been recent developments regarding the ownership of IAWC? 147 

A. Yes.  In November, 2005, RWE announced that it had revised its core business 148 

focus to be on the European power and energy markets, where historically its 149 

roots lie.  Consequently, RWE decided to sell the water operations of Thames 150 

Water in the U.K. and to return American Water to its status as a U.S. publicly-151 

traded company.  The transaction (the “Proposed Transaction”) consists of (i) the 152 

sale by RWE’s subsidiary Thames Water Aqua Holdings GmbH (“Thames 153 

GmbH”) of up to 100% of the shares of common stock of American Water in one 154 

or more public offerings, and (ii) prior to the closing of the initial public offering, 155 

the merger of Thames Water Aqua U.S. Holdings (“TWUASHI”) with and into 156 

American Water, with American Water being the surviving corporation.  The 157 

Commission issued a final Order approving the Proposed Transaction, subject to 158 

certain conditions, on June 27, 2007.  That Order was affirmed on appeal.  159 

During 2007, RWE completed an Initial Public Offering (“IPO”) in which Thames 160 

GmbH sold approximately 40% of the common stock of American Water to the 161 
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public.  Additional sales of the common shares held by Thames GmbH are 162 

expected to occur as market conditions permit. 163 

Q13. Please describe the relationship between IAWC and American Water. 164 

A. American Water owns all of the outstanding stock of IAWC. 165 

Q14. Please describe the relationship between IAWC and American Water Works 166 

Service Company, Inc. (“Service Company”). 167 

A. IAWC contracts for services to be supplied at cost by the Service Company, 168 

which also is a subsidiary of American Water.  The principal areas of support 169 

services available through the Service Company are Communications and 170 

External Affairs, Corporate Finance, Customer Service, Divisional Operations 171 

Support and Regulated Operations, Human Resources, Information Technology 172 

Services, Legal, Operations Services, and Shared Services.  The Service 173 

Company also operates facilities for water quality analyses in Belleville, Illinois.  174 

The services provided by the Service Company to IAWC are described in detail 175 

in the testimony of Mr. John Young.   176 

Q15. Has the contractual relationship between the Service Company and IAWC 177 

been approved by this Commission? 178 

A. Yes.  The current contract (“Services Agreement”) between the Company and 179 

the Service Company was initially approved by the Commission on July 19, 180 

1989, in Docket No. 88-0303.  Pursuant to the Commission’s order in a prior 181 

IAWC rate case, Docket No. 02-0690, the agreement between the Company and 182 

the Service Company was reapproved in Docket 04-0595 on October 20, 2005. 183 
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V. THE PROPOSED RATE INCREASE 184 

Q16. Why has the Company proposed a rate increase? 185 

A. The proposed rates are designed to produce additional revenues needed to 186 

provide the revenue requirements of the Company’s service areas.  Since the 187 

last rate case, Docket No. 07-0507, the Company has experienced increased 188 

operating expenses, and in some cases, substantially increased rate base.  The 189 

proposed rates are intended to yield revenues sufficient to recover test year 190 

operating expenses and to produce a reasonable return on rate base.  In 191 

particular, the Company seeks an increase in rates to earn a return of and on 192 

capital expenditures and recover the increase in operating expenses required to 193 

allow the Company to maintain a high level of service to its customers. 194 

IAWC has implemented a number of operational changes, added 195 

employee positions and initiated a number of programs designed to maintain and 196 

improve customer service.  These changes and programs are discussed in detail 197 

in the Direct Testimony of IAWC witness Cheryl Norton.  As Ms. Norton indicates, 198 

IAWC has added employee positions to enhance service, and to support 199 

infrastructure maintenance and regulatory compliance.  As explained in the 200 

Direct Testimony of IAWC witness Jeffrey Kaiser, IAWC also has invested and 201 

will continue to invest a significant level of capital in required facility additions and 202 

infrastructure replacement projects.  As discussed by Mr. Kaiser, for the 2007-203 

2010 period, IAWC projects that it will invest over $366 million in needed capital 204 

projects. 205 
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The test year in this proceeding is the twelve month period ending 206 

December 31, 2010.  For the test year, the Company’s operating expenses have 207 

increased by approximately $19 million above the level reflected in the test year 208 

in Docket 07-0507.  Schedule A-4 shows that rate base has increased by over 209 

$78 million.  As a result of and as also shown on Schedule A-4, additional annual 210 

revenue of approximately $59 million is needed to afford the Company the 211 

opportunity to earn a reasonable rate of return. 212 

Q17. What is the Company’s cost of equity? 213 

A. The Company’s cost of equity is at least 12.25%, as determined by the 214 

Company’s witness Pauline Ahern.  Her analysis is contained in IAWC Exhibit 215 

No. 8.00 and accompanying schedules. 216 

Q18. What is the Company’s cost of capital for the test year? 217 

A. As shown on Schedule D-1, page 1 sponsored by IAWC witness Scott Rungren, 218 

the Company’s cost of capital and required rate of return is at least 9.43%. 219 

Q19. What are the financing requirements for 2008 through the test year ending 220 

December 31, 2010? 221 

A. As Mr. Rungren explains, IAWC’s financing program for 2009 through 2010 222 

includes the issuance of up to $67.5 million in long-term debt and $56 million of 223 

equity infusions in the form of paid-in capital from American Water.  To the extent 224 

internally generated funds are available to finance the capital costs associated 225 

with capital projects, IAWC will use those funds to offset the amount of debt and 226 

additional paid-in capital that would otherwise have been required. 227 
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Q20. Are the Company’s current revenues sufficient to earn a reasonable rate of 228 

return? 229 

A. No.  Schedule A-2, sponsored by Mr. Kerckhove shows a test year revenue 230 

deficiency of approximately $59 million. 231 

Q21. Please describe generally the nature and extent of the changes proposed in 232 

operating revenues for water and wastewater service. 233 

A. The proposed percentage revenue increases for each Rate Area of the Company 234 

are as follows: 235 

Zone 1 (Southern/Pontiac/Streator/Peoria/South Beloit/ 236 

      Sterling/Champaign):      30.08% 237 

Lincoln:        35.59% 238 

Pekin:         30.90% 239 

Chicago-Metro Water:      25.54% 240 

Chicago-Metro Sewer:      24.29% 241 

The Direct Testimony of Mr. Edward Grubb discusses proposed changes in the 242 

design of the Company’s rates, which are based primarily on the results of a 243 

Demand Study and Cost of Service Study that I will further discuss below. 244 

Q22. Has the Company obtained a waiver in connection with the standard rate 245 

case filing requirements? 246 

A. Yes.  In Docket 09-0073, the Commission granted the Company’s request for a 247 

waiver of  83 Ill. Adm. Code Part 285.7010(a), to use the most current version of 248 

the American Institute of Certified Public Accountants Guide for Prospective 249 

Financial Information. 250 
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Q23. Has the Company caused notice of the filing of the proposed rates to be 251 

published in a newspaper of general circulation within each District for 252 

which revised rates are proposed? 253 

A. Yes.  IAWC Exhibit 1.01 (which will be filed when available) is a copy of the 254 

Certificates of Publication. 255 

Q24. Did the Company also cause notice of the filing to be posted in its business 256 

offices for the various subject Districts? 257 

A. Yes. 258 

Q25. Did the Company also cause notice of the filing to be sent to its customers 259 

in the subject Districts with the first billing after filing? 260 

A. Yes.  A copy of the notices sent to each customer is provided as IAWC Exhibit 261 

1.02.  262 

VI. DOCKET 05-0681 ORDER 263 

Q26. Please discuss the Docket 05-0681 Order. 264 

A. In Docket 05-0681, IAWC committed to, and the Commission ordered, a number 265 

of actions designed to improve customer service.  In that proceeding, the 266 

Company entered into a stipulation with the Illinois Attorney General (“Attorney 267 

General”), in which the Company agreed to undertake a number of steps, 268 

including increased monitoring and reporting of high bills, estimates and zero-use 269 

bills, improved bill format, development of a customer information booklet, and 270 

enhanced customer service.  The Company also agreed to undertake valve and 271 

hydrant inspections in its Champaign and Chicago-Metro service areas and 272 

perform fire flow tests for those areas.  The Commission issued a final Order in 273 
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this proceeding on April 18, 2007 which ordered the Company to undertake the 274 

commitments agreed to in the stipulation.  The Commission also ordered IAWC 275 

to take certain steps with regard to record keeping and reporting, customer 276 

service and communication, hydrant inspection, and billing. 277 

Q27. Have you prepared information regarding the status of the compliance with 278 

the Docket 05-0681 requirements? 279 

A. Yes.  IAWC Exhibit 1.03 shows each requirement of the Docket 05-0681 Order, 280 

and indicates the status of the Company’s compliance with each such 281 

requirement. 282 

VII. INCENTIVE COMPENSATION 283 

Q28. Has the Company proposed recovery of expense related to payments 284 

under an incentive compensation plan? 285 

A. No.  In the Docket 07-0507 Order, the Commission denied recovery of incentive 286 

compensation expense due to the presence of a parent company financial 287 

trigger.  In recognition of the Commission’s concern as stated in Docket 07-0507, 288 

IAWC will not pursue rate recovery of this cost. 289 

VIII. DEMAND AND COST-OF-SERVICE STUDIES 290 

Q29. Did the Commission establish other requirements in the Docket 07-0507 291 

Order issued in the Company’s last rate case? 292 

A. Yes.  In the Docket 07-0507 Order, the Commission required IAWC to, in its next 293 

rate proceeding, perform a Demand Study and Cost of Service Study and 294 

address several matters related to the design of IAWC’s rates.  Also, in the 295 

Docket 08-0463 Order, the Commission initiated a rate design investigation 296 
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based on the revenue requirements established in Docket 07-0507.  The 297 

Administrative Law Judges (“ALJs”) in Docket 08-0463 determined that all rate 298 

design matters referenced in the Docket 07-0507 Order should be addressed 299 

(based on the Docket 07-0507 revenue requirements) in Docket 08-0463. 300 

In accordance with the schedule in Docket 08-0463, IAWC submitted 301 

direct evidence in that proceeding (which included both a demand study and cost 302 

of service study based on the Docket 07-0507 revenue requirements) on January 303 

31, 2009.  IAWC also notified the ALJs and parties in Docket 08-0463 of the 304 

planned filing of new rates to initiate a rate proceeding.  Certain parties in the 305 

proceeding filed a Motion to Suspend the Evidentiary Schedule (“Motion to 306 

Suspend”), indicating an expectation that the rate design matters under 307 

consideration in that proceeding would be addressed in the context of this rate 308 

case. After consultation with the Commission, the ALJs in Docket 08-0463 309 

granted the Motion to Suspend.  As discussed in Docket 08-0463, IAWC plans to 310 

file a Motion to Consolidate Docket 08-0463 with the proceeding initiated to 311 

review the filed rates. 312 

In this proceeding, the Demand Study (Capacity Factors Report) and rate 313 

design matters referenced in the Docket 07-0507 Order are addressed in detail 314 

by Mr. Rowe McKinley, of Black & Veatch (Capacity Factors Report; IAWC 315 

Exhibit 13.00), Mr. Paul Herbert of Gannet, Fleming (Cost of Service Study; 316 

IAWC Exhibit 9.00) and Mr. Edward Grubb (overall analysis).  As discussed by 317 

Mr. Herbert, the Cost of Service Study updates the study presented in Docket 08-318 

0463 to reflect the Rate Area revenue requirements proposed in this proceeding.  319 
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As Mr. Grubb and Mr. Herbert discuss, rates proposed by the Company reflect 320 

changes in rate design based on cost of service and other considerations. 321 

IX. SERVICE COMPANY COSTS 322 

Q30. Please further discuss the requirements of the Docket 07-0507 Order that 323 

relate to the cost of services provided by the Service Company. 324 

A. In the Docket 07-0507 Order, the Commission directed IAWC in its next rate filing 325 

to conduct a study comparing the cost of each service obtained from the Service 326 

Company to the price that IAWC would pay for such services had they been 327 

obtained through competitive bidding on the open market.  As part of the study, 328 

IAWC also was required to provide an analysis of the services provided by the 329 

Service Company to all of IAWC’s affiliates.  The analysis must provide details 330 

regarding:  (i) the specific services provided to IAWC, and (ii) how costs for 331 

services are allocated among affiliates of IAWC. 332 

Q31. Has IAWC complied with this requirement in the evidence filed in this 333 

case? 334 

A. Yes.  IAWC’s service procurement process is discussed in my testimony and that 335 

of Mr. John Young, President of the Service Company, Mr. Grubb, and Messrs. 336 

Mark Young of Deloitte & Touche LLP (“Deloitte & Touche”) and Bernard L. 337 

Uffelman of Uffelman Advisory Services, who prepared a comparative study of 338 

Service Company cost and market prices for certain services (“Service Company 339 

Cost Study”).  The Service Company Cost Study is marked as IAWC Exhibit  340 

11.01. 341 
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Q32. Please further discuss the subject of the testimony of each witness you 342 

reference. 343 

A. My testimony will address IAWC’s approach for the procurement of services from 344 

the Service Company and unaffiliated service providers.  Mr. John Young 345 

discusses the resources made available by the Service Company to IAWC and 346 

the associated benefits.  As Mr. John Young indicates, the Service Company 347 

maintains a highly capable staff of employees who are expert in all aspects of the 348 

water utility business, and who have detailed knowledge and experience 349 

specifically with the operations and facilities of IAWC (and other American Water 350 

operating companies.)  The Service Company Cost Study prepared by Mr. Mark 351 

Young and Mr. Uffelman, IAWC Exhibit 11.01, analyzes those services that: (i) 352 

IAWC elects to obtain from an outside provider; and (ii) can be obtained from an 353 

affiliate or non-affiliate provider.  As IAWC Exhibit 11.01 demonstrates, the 354 

Service Company, which provides service to IAWC at its cost, is the most cost 355 

effective option where it can provide the needed service.  Mr. Grubb addresses 356 

the cost assignment and allocation process, and other matters related to Service 357 

Company cost.  Later in my testimony, I discuss an analysis marked as IAWC 358 

Ex. 1.04.  That analysis compares the cost that IAWC incurs in obtaining services 359 

through the Service Company to the cost that IAWC would incur to provide those 360 

services with its own personnel (i.e. “Self Provide”). 361 

Q33. Please discuss IAWC’s approach with respect to the procurement of 362 

services. 363 
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A. IAWC’s practice is to provide or procure the services needed to support utility 364 

operations based on considerations of service quality, cost effectiveness, 365 

timeliness, reliability and adequacy of alternative suppliers.  Based on these 366 

considerations, for certain functions, IAWC maintains its own full-time staff of 367 

employees to provide needed services.  For other services, however, IAWC is 368 

able to both maintain high service quality and achieve efficiencies through the 369 

use of qualified outside service providers, including the Service Company.  As 370 

discussed above, the terms related to IAWC’s use of services provided by the 371 

Service Company are set out in the approved Services Agreement.  As noted 372 

above, under the Services Agreement, the Service Company provides services 373 

for IAWC at its cost. 374 

Q34. Does the Services Agreement require that IAWC utilize services provided 375 

by the Service Company? 376 

A. No.  As required by the Commission in Docket 04-0595, the Services Agreement 377 

in Article 1.1 states that, for necessary services, IAWC may, “perform the service 378 

with its own personnel or engage another company or person to provide those 379 

services on its behalf.” 380 

Q35. You indicated above that IAWC provides certain services with its own 381 

personnel.  Does IAWC also engage outside providers other than the 382 

Service Company? 383 

A. Yes.  Where appropriate, IAWC obtains services from outside providers other 384 

than the Service Company.  As will be discussed, the Service Company is, in 385 

most cases, the most cost-effective and qualified source for required services.  In 386 
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certain circumstances, however, the Service Company is unable to provide 387 

specialized services needed to address specific situations.  Where that occurs, or 388 

where use of a non-affiliate provider is appropriate based on cost or other 389 

considerations, IAWC utilizes non-affiliate service providers. 390 

Q36. Please discuss the relationship between IAWC Exhibit 11.01, sponsored by 391 

Messrs. Uffelman and Mark Young, and IAWC Exhibit 1.04. 392 

A. Exhibit 11.01, sponsored by Mr. Uffelman and Mr. Mark Young, demonstrates, 393 

for those services that: (i) IAWC obtains from the Service Company; and (ii) can 394 

be obtained from an affiliate or non-affiliate source, the amount paid by IAWC to 395 

the Service Company (which is the Services Company’s cost (“SC Cost”)) is well 396 

below the cost that IAWC would be required to pay a non-affiliate provider based 397 

on market prices for services.  As IAWC Exhibit 11.01 indicates, the expected 398 

level of savings for 2010 that results from the procurement by IAWC of services 399 

through the Service Company as compared to the level of cost that IAWC would 400 

incur to procure services from non-affiliate providers is approximately $7.69 401 

million.  For these services, the SC Cost is also below the cost that IAWC would 402 

incur to retain its own employees to provide the services on a stand-alone basis 403 

(to “Self Provide”), as shown by IAWC Exhibit 1.04, which I sponsor. 404 

Q37. Please further discuss IAWC Exhibit 1.04. 405 

A. For all services projected to be required by IAWC during 2010, IAWC Exhibit 406 

1.04, Schedule 2, shows the number of employee positions that would be 407 

required for IAWC to Self Provide the services currently provided by the Service 408 

Company (on a full-time equivalent or “FTE” basis), and the amount of cost that 409 
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IAWC would incur to compensate employees and pay related employee 410 

overheads (“Level 1-4 Costs”). The Level 1-4 Costs include:  base labor and 411 

labor-related costs, building and office cost, and other general overheads.  As 412 

shown on IAWC Exhibit 1.04, Schedule 1, in addition to these costs, IAWC also 413 

would incur costs related to various contract services, temporary employees and 414 

employee travel expenses (“Level 5 Costs”).  In developing IAWC Exhibit 1.04, 415 

IAWC utilized the compensation levels paid by the Service Company for 416 

comparable employee positions. These compensation levels are based on 417 

detailed surveys of market compensation levels applicable to each position, and 418 

therefore represent a market-based level of compensation.  The overhead cost 419 

data utilized for each position is also the same as that incurred by the Service 420 

Company in connection with comparable employee positions.   421 

As shown on IAWC Exhibit 1.04, Schedule 2, to Self Provide all services 422 

provided by the Service Company, IAWC would be required to retain 182.5 423 

additional employees (on an FTE basis) at an increased cost (including 424 

applicable overheads) of approximately $5.5 million.  In addition to this cost, as 425 

shown on IAWC Exhibit 1.04, Schedule 1, IAWC also would incur increased one-426 

time costs for: (i) the hiring of new employees; (ii) training and orientation; and 427 

(iii) relocation cost.  Because these are one-time costs, IAWC amortized the 428 

amount of these costs over a three year period for purposes of the cost 429 

comparison set forth on IAWC Exhibit 1.04, Schedule 1.  Thus, As IAWC Exhibit 430 

1.04, Schedule 1, demonstrates, through use of the Service Company, IAWC is 431 

able to reduce its cost for services provided through the Service Company by 432 
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approximately $6.8 million annually, as compared to the cost that would be 433 

required for IAWC to Self Provide the services. 434 

Q38. Are there services that IAWC obtains from the Service Company which 435 

IAWC would not obtain in the competitive market? 436 

A. Yes.  The Service Company provides a corporate governance function which 437 

cannot be provided by non-affiliate personnel due, in part, to the need for strict 438 

confidentiality of certain information in accordance with securities laws.  In 439 

addition, governance functions by their nature must be provided by management 440 

personnel who are directly accountable to IAWC’s shareholder, which requires 441 

that governance personnel be employed by IAWC or an affiliated entity.  IAWC 442 

also believes that affiliate personnel should perform the Customer Service Center 443 

(“CSC”) function.  This  assures proper management control over the customer 444 

communication and billing process, compliance with applicable regulatory 445 

requirements, and prompt action in the event that notice of a boil order or service 446 

interruption is required.  Due to public health and safety concerns related to 447 

water utility operations, and the rigorous requirements related to training and 448 

monitoring of the CSC function, IAWC believes that the function also should be 449 

performed by affiliate personnel.  As discussed by Mr. John Young, another 450 

service provided by the Service Company is an Employee Benefits Service 451 

Center (“BSC”) operated by the Human Resources function.  Due to the complex 452 

and confidential nature of employee benefits, and the need to maintain an 453 

appropriate relationship between IAWC and employees, IAWC also would utilize 454 

only affiliate personnel for the BSC. 455 
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Q39. Does this suggest that there is no competitive market comparison for the 456 

governance, CSC and BSC functions? 457 

A. No.  For these services, where use of a non-affiliate provider is not feasible, the 458 

Self Provision analysis in IAWC Exhibit 1.04 provides the applicable market 459 

comparison.  As discussed above, IAWC Exhibit 1.04. Schedule 1,  compares 460 

the SC Cost  for services to the cost that IAWC would incur if it were to Self 461 

Provide each service, including governance, CSC and BSC.  To Self Provide 462 

these services, IAWC would be required to retain additional personnel in the 463 

competitive market.  As discussed above, in developing IAWC Exhibit 1.04, 464 

IAWC utilized market based compensation levels for the various employee 465 

positions that would be needed to Self Provide services.  The compensation 466 

levels (throughout American Water) are based on detailed market comparisons 467 

of salaries and benefits for each employee position.  Thus, for the governance, 468 

CSC and BSC functions, IAWC Exhibit 1.04 shows that use of the Service 469 

Company approach, which allows IAWC to “share” the cost of the functions with 470 

other American Water operating companies rather than retaining all required 471 

employees on its own, results in a significant level of savings for Illinois 472 

ratepayers.  For the Governance, CSC and BSC functions, the savings are 473 

approximately $1.7 million, as shown on IAWC Exhibit 1.04, Schedule 3. 474 

Q40. Does IAWC control the level of charges imposed for services provided by 475 

the Service Company? 476 

A. Yes.  The Service Company presents to IAWC a budgeted level of charges for 477 

each year.  The budget shows in detail the planned level of service and the 478 
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associated cost.  As President of IAWC, I review the Service Company budget 479 

and approve it before it takes effect.  In addition, for each major project 480 

undertaken, IAWC approves the project and any outside consultants utilized. 481 

Q41. Does IAWC review the billing submitted to it by the Service Company? 482 

A. IAWC personnel conduct a detailed review of the Service Company bills and cost 483 

allocations affecting IAWC.  This review process assures that Service Company 484 

billing is accurate and reasonable.  485 

Q42. Does IAWC otherwise monitor Service Company billing? 486 

A. Yes.  Each month, IAWC prepares a comparison of actual cost incurred in the 487 

budgeted cost levels for all items, including Service Company billing.  IAWC also 488 

reviews a budget/actual variance report prepared monthly by the Service 489 

Company for all of its operations. 490 

Q43. You indicated that IAWC has experienced increasing cost levels.  Does 491 

IAWC have measures in place to control its costs? 492 

A. Yes.  IAWC has instituted measures to control and monitor costs on an ongoing 493 

basis.  Cost control begins with appropriate budgeting and planning.  IAWC has a 494 

budget against which it manages and controls costs.  Monthly meetings are held 495 

with senior management to evaluate actual performance compared to budget, 496 

and to discuss reasons for any variance.  Findings from these meetings are used 497 

to identify areas for further focus and make adjustments going forward as part of 498 

a continuous improvement approach to cost control.  In addition, all of our 499 

management personnel, including me, are evaluated against performance 500 

measures which are focused on meeting service and quality objectives in a cost 501 
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effective manner.  Managers and supervisors work with all employees to improve 502 

productivity and performance through periodic review of progress toward 503 

individual and team annual performance goals.  Tools used to improve 504 

productivity include adherence to internal business controls, use of new 505 

technology, appropriate supervision, regular communication, and improved 506 

documentation and training.  Management also continuously monitors expenses 507 

and capital expenditures to ensure that the Company purchases necessary, cost 508 

effective goods and services. 509 

Q44. Can you provide specific examples of how IAWC manages costs on an 510 

ongoing basis? 511 

A. Yes.  There are a number of measures that are used by IAWC to manage and 512 

control costs in a manner that is consistent with quality service and regulatory 513 

requirements.  IAWC, for example, has implemented a reliability centered 514 

maintenance program that includes reactive, preventative and 515 

predictive/condition-based maintenance.  This program will improve resource 516 

management and asset availability.  The program also provides valuable 517 

information regarding asset performance.  The program includes the tracking of 518 

maintenance operations through a computerized maintenance management 519 

system with robust reporting capabilities that optimize the maintenance and 520 

repair/replacement of assets.  Other examples of cost containment in operations 521 

are discussed in the testimony of Ms. Norton. 522 

As discussed by Mr. John Young, in the area of purchasing, the Supply 523 

Chain department of the Service Company (“Supply Chain”) engages in strategic 524 
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sourcing on behalf of IAWC.  Through strategic sourcing, Supply Chain procures 525 

goods and materials, such as chemicals, pipe, meters, hydrants and other items 526 

that can be procured directly from manufacturers.  Strategic sourcing also 527 

includes the sourcing of local contractors who perform duties such as paving and 528 

distribution repair.  By consolidating the purchasing needs of the American 529 

Water’s operating companies (on a national or regional basis), IAWC is able to 530 

benefit through Supply Chain from economies of scale that it could not obtain on 531 

its own. 532 

Q45. Are there other measures in place to promote efficiencies? 533 

A. Yes, as explained in my Direct Testimony and the Direct Testimony of Mr. John 534 

Young, IAWC’s participation in the American Water system provides efficiencies 535 

that have allowed IAWC to further minimize costs.  These efficiencies include 536 

customer support through a national call center, support from the American 537 

Water Laboratory in Belleville, Illinois, and efficiencies  in such areas as human 538 

resources, legal, corporate finance, environmental safety, engineering, 539 

communications and information technology systems.  IAWC also secures 540 

necessary financing through the American Water Capital Corporation.  This entity 541 

achieves economies of scale by consolidating the financing requirements of all 542 

the operating utilities in the American Water system.  In this way, IAWC has 543 

access to reliable sources of debt capital at cost effective rates and in a manner 544 

that minimizes transactional and management costs. 545 

The Company has also made changes to its pension and other retirement 546 

benefit programs to control costs.  The defined benefit pension plan was closed 547 
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to all IAWC employees hired after January 1, 2006.  The plan providing health 548 

insurance as a post retirement benefit was closed for all non-union employees 549 

hired after January 1, 2002 and for all union employees hired after January 1, 550 

2006. 551 

As Mr. John Young also explains, as part of the Company’s strategic 552 

sourcing program, IAWC also utilizes an energy management group within the 553 

Service Company that works with local operations staff and third party electric 554 

providers to enter into long-term contracts that lock in rates for large consumption 555 

locations.  The goals of the energy supply procurement process are to achieve 556 

lower pricing than would be possible without an agreement, in addition to 557 

reducing price volatility and increasing price predictability.  Where Company 558 

facilities are served under a regulated utility tariff instead of by a competitive 559 

provider, the Company takes steps to ensure that its facilities are served at the 560 

most appropriate and cost effective rate schedule. 561 

IAWC also has measures in place to manage labor related costs and 562 

ensure our ability to attract and retain skilled employees.  The Company uses a 563 

variety of techniques, including market rate comparisons of wages and benefits 564 

in areas in proximity to our service regions, to ensure that wages and benefits 565 

are in line with local markets.  Managers and supervisors routinely examine our 566 

workload and deploy our workforce in the most efficient manner possible.  This 567 

approach allows effective use of overtime as well as use of outside, contractor 568 

resources when appropriate.  IAWC periodically analyzes the workload to assess 569 

when it is most appropriate to increase or reduce staffing.  The Company 570 
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complements wage and benefit programs with health and safety training 571 

programs that are designed to meet all regulatory standards and protect 572 

employees, while also minimizing lost time frequency, thus minimizing lost 573 

productivity and controlling labor costs.  Those programs are also designed to 574 

maintain a low level of incidents that would drive liability, workers compensation 575 

or health insurance costs higher.  In addition to the above measures, IAWC is 576 

sensitive to the need to provide employees with the right equipment to carry out 577 

work in a safe and efficient manner.  The national procurement programs 578 

discussed above provide access to the specialized equipment required at a lower 579 

cost than IAWC could obtain on its own. 580 

These are only a few examples of how the Company strives to minimize 581 

its costs on an ongoing basis.  In all areas of its operations, the Company 582 

continually strives to provide quality service in a cost-effective fashion. 583 

Q46. Does this conclude your testimony 584 

A. Yes. 585 


