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DIRECT TESTIMONY IAWC EX. NO. 4.00 (Revised)
OF
EDWARD J. GRUBB

l. WITNESS INTRODUCTION

Please state your name.

My name is Edward J. Grubb.

Please state your business address.

My business address is 727 Craig Road, St. Louis, Missouri 63141.

By whom are you employed and in what capacity?

| am employed by American Water as the Manager Rates and Regulations for
the Central Region and | am also the Assistant Treasurer for lllinois-American
Water Company ("Company" or "IAWC").

Please summarize your higher education, background, employment
experience, and your responsibilities as the Central Region Manager Rates
and Regulation.

My background and qualifications are summarized in IAWC Exhibit 4.01 of this
testimony.

Il. PURPOSE OF TESTIMONY

What is the purpose of your Direct Testimony?

The purpose of my Direct Testimony is to discuss the Company's future test year
projection of its revenue, expenses, and capital expenditure. 1 will also address
the rate increase and certain Section G Schedules, Rate Base Elements,
Revenues, Management Fees, Section C Schedules, and Rate Design in the

respective sections below.
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Qo.

Are you also generally familiar with the books and records of the
Company?

Yes.

How did the Company forecast revenues and expenses for the future test
year ending June 30, 20097

The source of all the basic accounting information contained in the schedules for
the years ended June 30, 2006, and June 30, 2007, is the Company's books and
records that contain the actual operating results for those periods. The data
provided for the year ending June 30, 2008, and for the future test year ending
June 30, 2009, were projected in accordance with the methodology | describe
below.

Will the increase to general water service customers under the proposed
rates be an across-the-board increase?

Generally yes. | will describe later in my testimony in more detail the Company's
proposed rate design.

Are plant additions planned for the years 2007, 2008, and 2009?

Yes. As Mr. DeBoy states in his testimony, the Company plans substantial new
construction that will be placed in service on or before June 30, 2009. The
forecasted gross capital additions for the test year ending June 30, 2009 exceed
$109 million.

[I. FUTURE TEST YEAR PROJECTIONS

Q10. What test year has the Company proposed in this proceeding?
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The Company is proposing, and has presented its schedules using, a future test
year comprising the twelve months ending June 30, 2009. The Company also is
presenting, where appropriate, information for the historic years comprising the
twelve months ending June 30, 2006 and June 30, 2007 and the current year
comprising the twelve months ending June 30, 2008.

Why did the Company select this test year?

With the use of a future test year, the Company is better able to match revenues
and expenses and to earn its authorized rate of return.

Has the Company previously presented requests for rate relief based upon
a future test year, and has the Commission accepted such future test
years?

Yes. The Commission approved the Company's use of a future test year in the
Company's last rate case, Docket 02-0690, and certain prior rate cases.

How were the future test year projections in the Company's current
presentation developed?

The projections initially were developed by personnel at each IAWC district office
and IAWC's state corporate office (each of which is individually referred to as a
"business unit"). The responsibility for each department's projection within the
business unit rests with the department head. Recent historical run rate
experience is used, usually from one to five years, with appropriate adjustments
for known or projected changes. Where necessary, contacts are made by local
and corporate management personnel with the procurement function group for

prices goods and services to confirm estimates. The projections developed by
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the separate departments are consolidated and reviewed by each business unit's
management staff prior to submission to the Company's Senior Management
Team.

Comprehensive planning studies provide the foundation for the capital
investment projections. Operating and engineering staff work together in using the
planning study information and other current information to develop a five-year capital
investment program. This five-year capital program is updated annually as more
current information becomes available and priorities change. The Company's Regional
and State Corporate Office staff assists with and coordinates the development of the
projections. The Regional Staff also prepares the projections of corporate items such
as state and federal income tax, interest expense, and preferred and common
dividends. The projections are then presented to senior management for review, and
changes are made as appropriate. The Company's projections are then presented to
the Company President for review and approval.

Has the Company submitted the "G" schedules required in Subpart J of the
Standard Filing Requirements applicable to this case?

Yes. These schedules are contained in IAWC Exhibit No. 20.00. Schedules G-
1, G-7 through G-9, and G-13 are described in my testimony below. Schedules
G-6, G-10 through G-12, G-15, G-17, and G-18 are described in the testimony of
Mr. Rungren. Schedules G-2 through G-5 and G-16 are described in the
testimony of Mr. Kerckhove.

Did you prepare, or caused to be prepared under your direction and

supervision, the "G" schedules you are sponsoring?
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Yes.

Please generally describe these schedules.

These schedules provide information in support of the selection of a future test
year.

Were any adjustments made to the forecasted test year projections
described above in developing the Company's exhibits?

Yes, in developing the test year operating income statement and rate base at
present rates, adjustments to the projections were made to reflect appropriate
ratemaking treatment of certain items and to reflect corrections to the forecast.
These adjustments are detailed in Schedules B-2.1, B-2.2, B-2.3 and C-2.1
through C-2.10, and described in my testimony (Schedules B-2.2 and B-2.3) and
in the testimonies of Mr. Kerckhove (Schedules B-2.1 and C-2.1) and Mr.
Rungren (Schedules C-2.2 through C-2.10).

How does the Company assure that costs are maintained within approved
projections?

All capital expenditures and certain expenditures for operations and maintenance
projects are supported by work orders approved by management. The scope of
the work and the cost estimate described in the work order must conform to the
description contained in the approved projections. Purchase orders are issued
for stock materials, supplies and equipment described in the work order and
authority for approval is conditioned upon their conformity with the work order.
With respect to construction projects, detailed cost analyses are prepared prior to

project approval. The project status is reviewed periodically with respect to
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schedule, cost, and quality. Post-completion reviews are prepared to compare
actual costs and benefits with the original plans. A similar process is followed for
routine expenditures and other expenditures of minor magnitude except that the
control point is the detailed schedule that supports the projection rather than a
specific work order. A monthly capital expenditures report is developed that
identifies completed work and compares projections to actual results. The
Company's officers and managers meet monthly to review progress. Physical
inventories, internal audits and construction inspections reports are key elements
of the control process.

For operating expenses, various reports and analyses are prepared to
measure actual vs. plan. The Company uses both pre-close and post close
process meetings to review operating results. These results are presented to
senior management who meet monthly to review the results before reporting to

the Board of Directors on a quarterly basis.

In your opinion, are the test year projections reasonable and reliable?

Yes.

What is the basis of your opinion?

The projections were developed in accordance with the "Guide for Prospective
Financial Information” (2006) issued by the American Institute of Certified Public
Accountants. In Schedule G-2 (see IAWC Exhibit 20.00); the Company has
submitted the opinion of Kerber, Eck & Braeckel LLP, certified public

accountants, that the preparation and presentation of the projections comply with
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the Guide. Furthermore, the projections are reasonable, reliable, and were made
in good faith. All of the basic assumptions used in preparing the projections are
reasonable, evaluated and justified in the exhibits, testimony and workpapers
supporting this filing to allow the Commission Staff and any intervenors to test
the appropriateness of the projections. As shown in Schedule G-3, the
assumptions and methodologies used in developing the projections are the same
as those reflected in the test year projections prepared for the Company's
management, as adjusted to reflect the rate increase proposed is this
proceeding. Except as described in schedule G-4, the accounting treatment
which has been applied to anticipated events and transactions in the projections
is the same as the accounting treatment to be applied in recording the events
once they have occurred.

Does the forecast for the test year use the same assumptions and
methodologies as the forecast prepared for management?

Yes, except that the rate increase proposed in this proceeding is reflected.

V. RATE INCREASE

What is the amount of the rate increase and what does it represent?

As shown on C-1, page 1 of IAWC Exhibit 17.00, the amount of the rate increase
of $35,416,186 represents the required increase in the Company's base rates.
Do the revenues at present rates for the test year reflect Qualifying
Infrastructure Plant ("QIP") revenues?

No. The Company currently has in effect information sheets for the Alton, Cairo,

Interurban, Peoria, Streator, and Pontiac service districts for the QIP surcharge.
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The revenues from these surcharges have been eliminated from the forecast so
as to state revenues at present rates which only reflect the Company's base
rates.

When the Commission issues an Order authorizing a change in base rates,
will the Company file new QIP Information Sheets?

Yes. When the Commission authorizes a change in base rates in this
proceeding, the Company will file new tariffs to reflect the changes. The
Company will also file new QIP Information Sheets that will reset the QIP
surcharge back to 0.00% for each service district.

V. "G" SCHEDULES

Have you made a comparison of prior years projected data with actual data
for those years to verify the reliability and accuracy of the Company's
projections?

Yes. Schedule G-1 presents a comparison of projections of revenues, operating
expenses and utility operating income to actual revenues, operating expenses,
and utility operating income for each of the years ending June 2006 through June
2008. Schedule G-1 also presents a comparison of projected to actual capital
investments for the same years. The testimony of Mr. DeBoy explains the
difference between actual and planned capital expenditures for the period ending
June, 2008. The overall difference between projected and actual data shown on
Schedule G-1 is small. Actual revenues for the years ended June 2006 and June
2007, in total, are within 1% of plan. Total expenses for these two years show a

variance from plan of 3.84%. For capital expenditures, if the delay in the
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Champaign plant discussed by Mr. DeBoy is excluded from the calculation, the
Company’s actual capital expenditures for the years June 2006 and June 2007
are within plan by 2.5%. Therefore, Schedule G-1 demonstrates the accuracy
and reliability of the Company's projections.

Please describe the G Schedules that you are supporting.

Schedule G-7 is a schedule showing Proration of Accumulated Deferred Income
Taxes; Schedule G-8 shows Actual Gross Additions and Retirements Compared
to Original Budget; Schedule G-9 shows a Comparison of Budgeted Non-Payroll
Expense to Actual; and Schedule G-13 shows a Comparison of Actual Financial
Results to the Original Approved Forecast for each of the Past Twelve Months.
All remaining Section G Schedules will be addressed in the Direct Testimony of
Mr. Kerckhove and Mr. Rungren.

VI. RATE BASE ELEMENTS

Please discuss Schedule B-2.2 and B-2.3.

Schedule B-2.2 reflects a rate base reduction associated with Pension Liability.
The reduction results from the difference between the level of pension expense
collected in rates per SFAS 87, and the pension funding requirements under
ERISA. To the extent the amount collected under SFAS 87 exceeds pension
funding requirements under ERISA, a rate base reduction in that amount is
appropriate.

Please discuss the inclusion of the FAS 109 Regulatory Asset Net of

Regulatory Liability as shown on Schedule B-2.3.
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Q30.

The Company adopted the Statement of Financial Accounting Standards No. 109
in 1993. In general, SFAS 109 requires utilities to reflect on its balance sheet,
regulatory assets for recognition of the future increase in revenue requirements,
primarily from the reversal of tax benefits previously flowed through to customers.
Also, regulatory liabilities are reflected for recognition of the future reduction in
revenue requirements, primarily from deferred income taxes previously provided
for at tax rates greater than statutory levels and from the reversal of investment
tax credits, through amortization. The Company's treatment of these balances is
consistent with the treatment granted in the Company's previous rate cases,
Docket Nos. 95-0076, 97-0102, 00-0340, and 02-0960.

Please discuss the development of the accumulated reserve for deferred
federal and state income taxes.

The development of the reserve reflects the adjustment to deferred taxes for
difference in book and tax timing differences related to Utility Plant in Service.
The reserve reflects an average calculated in accordance with the proration
methodology as established by Internal Revenue Service regulation Reg.
81.167(1)-1(h)(6).

Please discuss the development of the test year balance of pre-1971 federal
investment tax credits.

The amount of this item, which is deducted from rate base, represents the 13-
month average of the beginning and year-end balances of pre-1971 federal
investment tax credits. Those balances reflect the annual amortization of pre-

1971 federal investment tax credits referenced later in my testimony.

-10-
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Please discuss Schedule B-9 and B-9.1.
Schedules B-9 and B-9.1 provide information on accumulated deferred income
taxes.

VIl.  REVENUES
Has the Company submitted the "E" schedules required in Subpart H of the
proposed revised Standard Filing Requirements applicable to this case?
Yes. These schedules are contained in IAWC Exhibit No. 19.00.
Were the schedules contained in the E Schedules in IAWC Exhibit No. 19.00
prepared by you or under your direction and supervision?
Yes.
Was the information contained in the E Schedules obtained or derived from
the books and records of the Company?
Yes.
Please describe Schedule E-1.
Schedule E-1 contains the proposed tariffs filed in this proceeding.
Please describe Schedule E-2.
Schedule E-2 contains the proposed tariffs, in strikeout form, showing proposed
changes from current tariffs.
Please describe Schedule E-3.
This schedule contains the Narrative of Changes which was filed with the
proposed tariffs and summarizes the rationale underlying the proposed changes.

Please describe Schedule E-4.

-11-
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Q43.

Schedule E-4 shows the billing units by rate class for the historic year, current
year and test year.

Please describe Schedule E-5.

Schedule E-5 provides detailed information as to revenue by rate class at current
rates compared with proposed rates.

Has the Company submitted an embedded cost of service study?

No. As provided in Section 285.5305 of the Standard Filing Requirements, the
requirement for filing an embedded cost of service study is waived where the
utility provides the necessary data referenced in subsections (b), (c) and (d) to
enable Staff to perform a cost of service study. The Company will make such
data available to Staff. Please refer to Schedule E-6 of IAWC Exhibit No. 19.00.
Please describe Schedule E-7.

Schedule E-7 provides bill comparisons for the different rate classes.

How were the changes in the Charges for Municipal Franchise Fees
determined?

The Charges for Municipal Franchise Fees are based upon water revenues and
the number of customers within the franchise boundaries. Therefore, as the
franchise revenues increase or decrease, the fees to recover those revenues will
correspondingly increase or decrease. Similarly, as the customer base
increases, the fees become less, since the revenues being recovered are shared
by a greater number of customers.

Is the Company proposing changes to miscellaneous tariff charges?

-12-
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Q45.

Yes. For uniformity, the Company is proposing to make applicable to the South
Beloit District its tariff provisions for a non-sufficient funds (NSF) charge, service
reconnection charges and a late payment charge. The Company's current
charges for these items were approved in Docket No. 02-0690. The late
payment charge is authorized by 83 Ill. Adm. Code § 280.90. The costs incurred
by the Company for NSF and service reconnections during normal business
hours are not materially different for the South Beloit District than for the other
districts. The NSF charge is $15 and the reconnect charge is $32. The late
payment charge is 1%z % of the outstanding balance.

Is the Company proposing any other miscellaneous charges?

Yes. Currently, the Champaign District has a customer activation charge of $10.
The Company is proposing to institute the $10 activation fee in all Districts of the
Company.

Is the Company proposing any changes to the Sewage Treatment Plant
Connection Fee?

Yes. The current average project unit cost of $831.76 per population equivalent
(PE), found in the Chicago Metro Sewer District's Rule, Regulation and Condition
of Service 16 (ILL. C.C. No. 5, Sheet No. 53), is based on 2002 construction
costs. Since 2002, when the unit cost was last adjusted, the company has
experienced an increase in the construction unit prices. This increase can be
attributed to two factors. First, new environmental regulations require sewage
treatment plants to treat to a higher standard. For example, Illinois Environmental

Protection Agency has been requiring upgraded or new plants to remove

-13-
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phosphorous from the wastewater. Dissolved oxygen requirements have also
been included in the new discharge permits. Additional equipment has to be
added to the plant to meet these new requirements, causing the unit cost to
increase. The second factor contributing to the increase is inflation. Two
nationally recognized construction cost indices show approximately 24 %
increase in construction cost since 2002. The ENR construction cost index has
increased from 6498 in 2002 to 8008 in August 2007. The Handy-Whittman
Index for water and sewer has increased from 383 in 2002 to 474 January 2007.
IAWC's recently bid project for the Oak Valley Water Reclamation Facility
expansion is projected to cost $8,697,930. This expansion will add treatment
capacity for 7,500 P.E at a unit cost of $1,159/P.E. This cost reflects the higher
treatment standards and inflation. Therefore, IAWC is proposing that the
Average Project Unit Cost be revised to $1,159/P.E. Mr. Ruckman discusses
additional changes to Sewer Rule 16 related to developer refund provisions.

Vill. MANAGEMENT FEES

Please discuss the support services provided to the Company by the
American Water Works Service Company, Inc. ("Service Company")?

IAWC receives services from the Service Company related to providing utility
service to the customers of the Company. These services are provided under
the terms of a Service Company Agreement ("Agreement”) dated January 1,
1989. A copy of the Agreement is attached as IAWC Exhibit 4.02. The Service
Company maintains an organization whose officers and employees are familiar

with all facets of the water utility business and are knowledgeable and

-14-
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experienced in the efficient management, financing, accounting and operation of
water utility assets and the business. The officers and employees of the Service
Company are qualified to aid, assist and advise IAWC in its business operations
through the services provided under.

Please now discuss how the Service Company bills the Company for the
services that it renders.

Articles I, Il and IV of the Agreement contain provisions governing the payment,
allowance for overheads and the billing procedures for services provided under
the Agreement. The Company also has an internal document that sets forth the
billing process that the Service Company uses to bill IAWC for the services that it
renders, a copy of which is attached to my testimony as IAWC Exhibit 4.03. This
document is consistent with the Agreement and provides a detailed description of
how the Service Company bills its costs for the services that it provides to not
only IAWC, but to all other companies in the American System.

What categories of services are provided by the Service Company?

As indicated in paragraph 1.1 of Article 1 of the Agreement, the Service
Company provides to the Company the following services: Accounting,
Administration, Communication, Corporate Secretarial (Legal), Engineering,
Financial, Human Resources, Information Systems (IT), Operations (Network,
Maintenance, Production, Leak Detection), Rates and Revenue (Rate
Regulation), Risk Management, Water Quality and other such services as IAWC
and the Service Company may agree upon. The support services provided to

IAWC are essential to providing safe and adequate services to the customers.
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Q49. Please describe the Administrative function.

A.

The Regional Administrative function located in St. Louis includes services
related to corporate governance. This Regional function includes the President,
Chief Financial Officer, Vice President Operations and the Corporate Counsel
along with their administrative staff (Executive Management Team or "EMT").
Corporate governance reflects the setting of the goals and objectives of the
Company. Company strategy, policy and procedures are developed to attain the
goals and objectives.

The EMT provides support and guidance to the management teams across the
Region, including those at IAWC. The EMT reports to the Company's Board of
Directors on such matters as operations, financial, environmental, political and
regulatory. The EMT makes recommendations to the Board for its consideration, in
areas such as business planning, financing, construction requirements, water quality
issues, regulatory proceedings and legal matters. Based on the actions of the Board,
the EMT then directs and assures the implementation of such actions.’

The Corporate Administrative function located in Voorhees, New Jersey, includes
services related to system-wide corporate governance, property management,
operational performance, innovation and technology, regulatory strategy, SSC (Shared
Service Center) Administration, Communications, and business change. All of these
services are critical in that they align the resources of the Company to assist in

achieving its goals and objectives.

Q50. Please describe the Finance Function.

-16-



361

362

363

364

365

366

367

368

369

370

371

372

373

374

375

376

377

378

379

380

381

382

Q51.

The Finance function includes not only the Central Region group located in St.
Louis but also the Shared Services Center group located in New Jersey. The
Central Regional Finance team provides services to IAWC related to rates and
regulation, financial performance review and planning, and accounting and
regulatory compliance.

The Shared Services Center in New Jersey supports the financial function of

IAWC by performing essential services for accounting, payroll processing and reporting,
accounts payable and purchase card services, invoice payments, task order and fixed
asset processing, cash management, tax related services including, but not limited to,
income and property taxes and additional rates and regulation support in rate cases.
Please describe the Supply Chain function.
The Supply Chain department utilizes strategic sourcing methods to procure
products and services for IAWC. The department is made up of a national team
and regional representatives. The national team is located in Voorhees, New
Jersey, which provides services to the entire American Water system in
commonly purchased volume items such as chemicals, pipe and meters. There
is also a two person regional staff which procures items that cannot be bid
nationally such as residuals and paving.

The strategic sourcing methodology utilizes competitive bidding and auctions to
obtain the most competitive prices for products and services. Whenever possible, the
Supply Chain group attempts to obtain fixed pricing and a multi-year contract to lock in

costs and minimize fluctuating costs.

-17-



383 The Supply Chain also works with select suppliers in a supplier management

384 program which evaluates performance, quality and cost with the objective of continuous
385 improvement to the Company and its ratepayers. Problems and issues with other
386 suppliers not deemed strategic are managed by the Supply Chain group.

387 Q52. Please describe the Maintenance Function.

388 A. The Central Region Maintenance Services department provides technical
389 expertise for the Company in the areas of maintenance, Supervisory Control and
390 Data Acquisition (SCADA) and non-revenue water ("NRW")). In the area of
391 maintenance, the department's role is to help resolve maintenance problems and
392 to provide guidance in what maintenance to perform and when to perform it. This
393 department also tracks maintenance. In the SCADA area, the department
394 supports the local operations in maintenance of field instrumentation and controls
395 and manages maintenance of SCADA computer hardware and software. For
396 NRW, the department helps analyze the system and water accounting and
397 provides guidance on solutions to reduce NRW.

398 Q53. Please describe the Business Development function.

399 A. The Business Development function supports the regulatory business and
400 benefits the customers by seeking regulated acquisition and other related growth
401 opportunities which will increase the size of the customer base and its revenue
402 stream, allowing fixed costs to be allocated to a greater number of customers.

403 Q54. Please describe the Production function.
404 A. The role of the Service Company is to provide direction for the management of

405 lllinois's production facilities. The Production Team reviews and recommends

18-
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capital, operational and maintenance needs for each district and, with assistance
from other functions, prioritizes work as required. The Production Team strives to
efficiently and effectively provide the highest quality drinking water to its
customers and provide treatment of wastewater which protects the environment.
Please describe the Environmental Management & Compliance function.
Technical support is routinely provided to IAWC water and wastewater treatment
facilities by Central Region Service Company staff in the Environmental
Management & Compliance Department. Support functions cover areas such as
water quality, environmental compliance, environmental auditing and
environmental stewardship.

Compliance with the Safe Drinking Water Act is overseen by the Water Quality
Manager. Example of services provided include development of compliance monitoring
schedules; review and submittal of drinking water compliance data to the lllinois
Department of Environmental Management ("IDEM"); administration of EPA's
Partnership for Safe Water program; meetings with district staff to address current water
quality and treatment issues; compliance tracking; development of performance reports;
training on environmental requirements; development of Consumer Confidence
Reports; participation in development of wellhead protection plans and brochures; and
development of lead and copper monitoring and corrosion control plans.

The Service Company's Environmental Manager oversees compliance with
regulatory requirements of the Clean Water Act, Clean Air Act, and other environmental
regulations, as well as management of the Company's environmental stewardship

program. Activities include assistance with NPDES permit renewals for water and
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wastewater treatment plants; implementation of a cross connection control program;
including development of a written program, providing training to employees; surveying
nonresidential customers; and tracking backflow prevention device test reports;
residuals management and identification of beneficial use options; and identification and
assistance with biodiversity projects.

These environmental management and compliance services are provided to
IAWC to ensure continued compliance with relevant federal, state and local
environmental regulatory requirements. Our environmental program and the support
services offered by staff with extensive technical and regulatory knowledge and
expertise allow the Company to effectively manage our environmental responsibilities
while identifying ways to improve our environmental performance.

Please describe the Customer Relations function.

The Customer Relations function includes both a Central Regional team and the
American Customer Service Center ("CSC") in Alton, lllinois and Pensacola,
Florida.

Central Region Team

The Central Region customer relations team coordinates between IAWC's local
operations and Shared Business Services Teams (National Customer Service Center
and Shared Services Centers). It provides day-to-day customer related support to the
local operations including the coordination of field-related service orders (scheduled and
emergency related) to ensure that day to day customer needs are met. The regional
customer relations team coordinates customer related activities throughout the region.

The team provides support related needs to all levels of management, including
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analysis of Meter Reading, Business Performance, Billing/Collections/Payments and

Contract Billing Services. The following is a summary of The Central Region customer

relations responsibilities:

Coordination of monthly reporting

Coordination and resolution of CSC/SSC/IT Customer Related Issues
Coordination of customer related enterprise wide projects

Meter Management Functions

Billing/Collections/Payment Functions

Business Performance Functions impacting Service Delivery Teams

Field Resource Coordination Center (FRCC) — manages daily scheduled
and emergency related service orders — formed as a result of use of the
new Service First Mobile Technology

Regional Support Staff — to process back office related functions
Coordination of ICC Complaints involving CSC and SSC

Coordination and resolution of existing and new Billing Services and O&M
Contracts issues (including coordination of customer related processes for

acquisitions)

Call Center Team

The CSC is a group within the Service Company that provides customer contact

and billing services in support of all of American Water's regulated subsidiaries,

including IAWC and its customers. Operating out of service centers in Alton, lllinois,

and in Pensacola, Florida, the CSC responds to virtually all customer inquiries
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nationwide from American Water's regulated operations in 19 states, including
customers located in lllinois who are served by IAWC. Customer Service
Representatives are available to customers 24 hours per day, seven days per week,
365 days per year. The CSC and IAWC work together to provide services to all of
IAWC's customers, including the following:
. The CSC is responsible for greeting customers making inbound calls and
handling their requests. It also processes service orders and
correspondence, bills accounts, and collects on accounts.
. "Field Service" is responsible for reading meters and providing other field
services to customers.
. "CSC Call Handling" operates 24/7/365. It handles both general calls,
such as service inquiries and account inquiries, and emergency calls. In
terms of volume, the CSC handled approximately 4.2 million calls in 2005.
o "Billing" processes meter readings for billing.
. "Collections" is responsible for collecting unpaid bills and other collections-

related activities, such as bankruptcy.

One example of the CSC's services for lllinois is the Chicago Metro District
"specialty desk."” In response to increased customer inquiries in Chicago Metro in 2005,
a Chicago-area "specialty desk" was established at the CSC. Beginning June 4, 2006,
calls coming from the Chicago area have been routed to specially trained Customer

Service Representatives. These representatives have received additional in-depth
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training about Chicago systems, processes and billing, and are available to Chicago
Metro customers 24/7.

To manage these functions, the CSC utilizes a number of systems and
technologies that distributes customer calls into the call center and enables the calls to
be routed to agents with the skills to handle the specific type of call. The CSC also has
technology that allows integration of voice and data within the center. For example, this
integration is used is to populate the agents' screens with certain data simultaneously
with the arrival of the calls.

Please describe the Human Resources function.

The Regional Human Resources function is responsible for overseeing
employees from the beginning of their employment to the end of their
employment. This includes the hiring process, labor and employee relations,
compensation and benefits, training, and organizational development, as well as
involvement in contract negotiations, discipline monitoring for consistency,
investigations of any claims including those of discrimination or other violations of
various laws. It also includes development of policies and practices.

The Regional Human Resource function provides service that includes hiring
employees in lllinois to ensure we select the best possible candidates and are thorough
in our approach. This function also helps supervisors to address employee concerns.
The Organizational and Development staff conducts various training sessions and has a
training catalogue which they produce and offer to the employees in order to meet the

employees' training needs in lllinois. The various training classes were developed
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based on needs identified through the appraisal process and also through identification
of specific needs of an area.

In the recruiting process, the Company is committed to hiring the most qualified
candidates for the job. Human Resources administers the relocation process when the
candidate that is being pursued comes from outside of the employment area. The
Company also has a tuition reimbursement plan which helps to develop the employees
and gives them the opportunity for advancement in the Company.

The Corporate Human Resource function provides guidance and direction to the
Regional Human Resource Team so as to align the function across American Water.
Some of the areas of guidance are employee benefits, discrimination issues, bargaining
unit negotiation strategies, employee issues, hiring practices, employee development,
training and relocations. A new function introduced in the Corporate Human Resource
function is the benefits call center that was implemented in late 2003, which is currently
staffed with specialized employees who have the knowledge and skill set to address
employee benefits questions and concerns.

Please describe the Legal function.

The Regional Legal Department provides legal support for all aspects of IAWC's
business. The Regional Legal Department consists of specialized attorneys and
associated support staff located in the Central Region. The Central Region Legal
Department is responsible for all corporate governance matters, including
compiling information for the Board of Directors meetings. The Central Region
Legal Department also provides legal support for regulatory, real estate and

property matters, litigation, bankruptcy, labor and employment, environmental,
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business development, contracts, financings and general corporate governance.
In addition, the American Water Corporate Legal Team, located in Voorhees,
New Jersey, provides support to the Central Region Department regarding labor
and employment, litigation, regulatory oversight and corporate governance.

The Central Region Legal Department oversees all regulatory matters on behalf
of IAWC, including customer complaints in certain circumstances. In addition to
regulatory matters, the Legal Department handles civil lawsuits and managed claims
made against IAWC.

In addition, any real estate matters or disputes are handled by the legal
department.  The department negotiates for and reviews easements, leases,
acquisitions and dispositions of real estate. This includes discussions with developers
regarding installation of main extensions and corresponding agreements.

IAWC also receives legal support for all labor and employment matters from the
Legal Department. In 2005 and 2006, nine union bargaining agreements were
successfully renegotiated. IAWC management is represented by the Legal Department
during grievances, arbitrations and other labor disputes and issues.

While the Environmental Management & Compliance Department provides the
technical support to IAWC for environmental issues, the Legal Department advises the
Environmental Department regarding environmental laws and represents IAWC during
any civil or regulatory matters.

Please describe the Operations Risk function.
The Operational Risk function manages worker's compensation claims and

accident investigations, prepares and updates district contingency plans
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(emergency response plans), conducts safety compliance audits, oversees the
compliance of the districts with Risk Management Plans/Process Safety
Management programs, conducts OSHA required training (examples being
Hazard Communication Standard, Respiratory fit testing, Personal Protective
Equipment, Confined Space, Trenching and Shoring), conducts industrial
hygiene surveys as requested, coordinates and oversees the maintenance of the
district's security system, prepares and submits Tier Il reports, manages and
oversees district Spill Prevention Countermeasure and Control Plans, oversees
and submits Annual Reports associated with hazardous and non-hazardous
waste shipments, trains and coordinates Event Management practices for
emergency situations, and oversees Department of Transportation compliance.
Please describe the Water Quality function.

The Water Quality function provides support to the Company in the area of water
quality testing and analysis (through the Belleville, lllinois lab) and performing
research and development in the area of water quality.

The American Water Centralized Laboratory is responsible for various types of
testing for American Water subsidiaries, resulting in annual analysis of water samples
for more than 200 contaminants. Testing includes samples for chemical compliance,
process evaluation and Giardia/Cryptosporidium. The Central Laboratory is certified by
25 states and the National Environmental Laboratory Accrediting Program (NELAP).

Samples received from field operations are analyzed for regulated and non-
regulated chemical and microbial parameters according to state and federal

requirements.  Following analysis, an extensive data review is conducted and
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Laboratory Analysis reports are generated and issued to American Water Regional
points of contact, as well as state and federal regulatory agencies. In addition to
sample analysis, the laboratory provides support for the implementation of upcoming
regulations.

Please describe the External Affairs function.

The functional role of the External Affairs Department is to proactively educate

the public, customers and community leaders about IAWC and the services
provided. Support functions include internal and external communications,
corporate social responsibility and government relations.

External Affairs team members implement regional communication programs,
covering media relations, the IAWC website and related communication activity such as
Community Connection newsletters, bill inserts, and public education materials.

The External Affairs team also provides updates for the IAWC website to ensure
customers have access to the latest information as well as educational materials about
water conservation, water quality, customer service press releases, billing and rates and
the Community Connection newsletters.

The External Affairs team members work with local and state elected officials.
The team works in partnership to inform community and state leadership about
Company news, capital improvement programs and activities in their communities.
Public meeting presentations, and updates to community leaders are all part of this

effort.
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The External Affairs team members work with local operations to support
communications media training and their efforts in serving as a good neighbor and
responsible steward in their communities.

Please describe the Information Technology Service ("ITS") function.

ITS provides information technology support to IAWC. ITS Client Relations
consists of the American Water Service Desk, which provides telephone support
to the computer users of IAWC. If the Service Desk is unable to support the
caller, a Work Order is generated for one of the three ITS support groups to
assist. ITS Client Relations also provides Capital Program Management and has
the responsibilities for placing orders, receipt, installation and configuration of all
IT related equipment. End user training is also provided by the Client Relations
staff on four planned occasions throughout the year and as requested.

The ITS group offers an average of a 48 - 72 hour turn around time on most ITS
related issues. Some problems require additional time and may require that resources
are set aside by the ITS Project Management Office. Resources would be assigned
based on project priority. This quick turnaround time in addressing IT issues allows
employees to remain productive with minimal computer downtime.

Please describe the Network function.

Field services technical support, managerial oversight and leadership are
provided to IAWC by the Central Region Director, Network. The Director,
Network has oversight responsibility for compliance with the field services
aspects of the lllinois Administrative Code and IAWC's tariffs, rules and

regulations. This oversight includes the direction of analysis of the effectiveness,
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efficiency and adequacy of IAWC's Network workforce and other resources for
the execution of these operational requirements, as well as other performance
and productivity objectives. Leadership is provided in part by the Director,
Network in the form of developing annual performance targets for the lllinois
Network General Manager and Network employees.

The Director, Network also has responsibility to work in tandem with the Region's
Customer Relationship Services function to identify and direct operational processes
occurring at the interface between IAWC Network and the American CSC. An example
of this occurred with the implementation of IAWC's mobile computing customer service
order system (Service First) in 2005.

In collaboration with IAWC's General Manager, Network, the Director, Network
develops expectations for external relations activity for the IAWC Network staff. An
example of this occurs in the defining of key relationships between lllinois Network
function leadership and external stakeholders.

Direction in the processing of labor agreement negotiations and other negotiable
matters and review of the annual budgeting of operational line items of expenditure
within the IAWC Network function is provided by the Director, Network. Associated with
this is the review of the IAWC Network's monthly and annual actual operations related
expense levels compared to their budgeted levels. This includes evaluation of the work
performed in association with those actual expense levels. Based on the results of this
review, direction is provided by the Director, Network with respect to making

adjustments in the budget, workload and/or means and methods by which to complete
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the workload in order to maintain financial and service quality performance in
accordance with established targets.

The Director, Network provides guidance in the development of business case
models designed for analysis and evaluation of new technology, reengineered
processes or workload requirements for use in processing IAWC Network's functional
responsibilities

On behalf of IAWC's Network function, the Director, Network works with other
functions within the Central Region and the American Water Service Company in
representing IAWC Network's operational interests, finding ways to address those
interests within the broader contexts of the Central Region and/or the American Water
enterprise.

What is the cost level of the support services from the Service Company
that the Company is requesting to recover in rates in the current rate case?
As shown on Schedule C-2, page 1 of 19, and labeled as Management Fees, the
Company is requesting $18,523,751 of management fee expense. These
management fees reflect provision of all the services | have just described.

Has the cost for support services from the Service Company increased
since the last rate case test year?

Yes.

Please discuss the level of management fee expense.

The proposed cost of support services from the Service Company is
$18,523,751. This is an increase of $8,956,737 from the 2003 rate case test

year. | will discuss this increase in terms of the increase from 2003 to 2006 and
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then from 2006 through the projected test year. First, the total increased cost for
support services from 2003 through 2006 is $8,404,663. Included in the 2006
expense are one-time costs related to the reorganization discussed by Ms.
Teasley, in the amount of $1,235,879. If the actual 2006 management fee of
$17,971,677 is reduced by the one-time costs, this results in an adjusted
normalized 2006 level of management fees in the amount of $16,735,798.
Second, forecasted level of management fees for the test year is $18,523,751 or
an annual increase of 4.1% greater than the adjusted 2006 level of $16,735,798.
Thus, the majority of the increased costs in management fees occurred between
2003 and 2006. While this increased cost for this time period exceeds inflation,
consideration must be given to additional services provided to IAWC, several
organizational changes and other issues that have occurred in the American
System that have impacted IAWC's level of management fees since 2003. Given
these considerations, the proposed level of management expense represents a
reasonable cost level for these services.

What was the level of management fees proposed by the Company in the
last case and how does that compare to the actual cost incurred?

In the last case as shown on Schedule C-2, page 1, the proposed amount of
management fees was $6,843,171. However, the Company reflected costs
associated with the Service Company employees who resided in lllinois as "in-
state” employees and thus included those costs within the labor, pensions, group

insurance, payroll taxes, and miscellaneous expense categories. Had these
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costs been reflected in the management fee category, the total management fee
cost proposed by the Company would have been $9,824,737.

Why did the Company not reflect the "in-state" Service Company employee
cost as management fees in the last rate case?

The approach taken in the last case was to reflect the costs for the "in-state"
Service Company employees as IAWC employees. Prior to the last case, these
employees were actual Company employees, and this approach was designed to
be consistent with how the employees’ expenses were categorized in prior cases.
In the last case, how many employees were "in-state" Service Company
employees and which functions were they?

The number of employees and their functions are shown below:

FTE's Function

3.20 A&G

3.20 Rates

2.40 Legal

.80 Water Quality

.80 Human Resources

.80 Community Relations
6.00 IT

4.00 Business Development
21.20

Why is the Company changing its approach to categorizing its costs for
Service Company employees?

The Company initiated a organizational restructuring in late 2003 which was
completed in 2004. As a result, the Central Region office of the Service

Company was formed and was located in St. Louis. Because of this, costs
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related to all Service Company employees associated with the Central Region
are now reflected in management fees.

Please discuss the increase in costs for support services since the
Company's last rate case test year through 2006.

There are five basic factors that have caused the increase in the cost of support

services for IAWC. They are as follows:
° General increase in inflation since the last rate case.

o New functions being performed that resulted in new services being

provided to IAWC by the Service Company.

. Increased cost for the Call Center.
. Increased cost of Pension Expense
. The Company initiated a restructuring in 2003 that resulted in the

elimination of thirty-one positions at IAWC. However, a number of those

positions were transferred to the Regional Service Company

Please discuss the general increase in inflation.

Since 2003, inflation has continued to impact the Company's costs. The majority
of Service Company costs are labor and labor related. Since 2003, the
employment cost index published by the Department of Labor for wages and
benefits has increased 10.40%. The general consumer price index has
increased from the end of 2003 through December 2006 by 8.3%. Therefore,
using a weighted estimated increase of 9.94% accounts for an increase of
approximately $950,961.

Please discuss the new functions being performed.
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The Service Company has initiated the Supply Chain, Environmental
Compliance, Network, Maintenance and Production functions at the Service
Company level since the last rate case. These new functions provide IAWC with
the benefits and services that | describe for each of these functions above. The
proposed cost associated with the Maintenance function is $307,273. The
proposed cost associated with the Environmental Compliance function is
$280,739. The proposed cost associated with the Network function is $89,209.
The proposed cost associated with the Production function is approximately
$150,039. The proposed cost of the Supply Chain function is $350,927. The
Company has identified, however, operating expense savings of $836,853 and
capital savings of $59,657 associated with the Supply Chain function, which are
reflected in the test year data. The total cost associated with these five functions
is $1,178,187. The new functions at the Central Region level were formed as a
result of the 2003/2004 restructuring that will be discussed later.

Please discuss the increased cost for the CSC.

The CSC costs allocated to lllinois have increased by $632,523 since 2003
through 2006. This represents a 21.6% increase over the three years. Inflation
since 2003 accounts for approximately $290,658 of these costs. The remaining
increase in cost, of approximately $341,865, can be attributed to additional
resources required by increased call volume since 2003, which has required the
increase in staffing at the CSC.

Please discuss the increased cost of pension expense.
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In 2003, the total pension cost for the Service Company as a whole was
$968,480. In 2006, the total cost for pension expense for the Service Company
was $8,346,597. Thus, the increase in pension cost for the Service Company
was $7,378,117. The Company's portion of the cost increase, based on a
customer allocation factor of 9%, is $664,031. A part of this increase is a result
of the impact of inflation as | discussed above. Removing the estimated impact
of inflation from the $664,031 increase in pension cost, the resulting net increase
is approximately $655,367.

Please discuss the changes resulting from the Company's restructuring.

In late 2003, in a continuation of the process within American Water to improve
efficiency to the greatest extent possible, American Water initiated an
organizational restructuring that ultimately eliminated a number of positions from
the payroll of IAWC. At the same time, the Central Region of American Water
was created. Some of the positions were transferred from the payroll of IAWC to
the Service Company while others were eliminated. For example, IAWC's
Customer Service Superintendent position was transferred to the Service
Company's payroll. The effect of this was to increase support services cost
charged to IAWC from the Service Company but reduce IAWC's labor and other
related costs. Prior to the restructuring, IAWC was part of the West Central
Region which included lllinois and lowa. Service Company Management
functions and services were provided by the West Central Regional Team
located in Belleville, lllinois. After the restructuring, additional and expanded

services were provided to the Company. These were discussed under Point 2
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above. IAWC is now a part of the Central Region which includes lllinois, Ohio,
Missouri, lowa, Indiana, and Michigan.

Describe the extent of the cost reductions at IAWC that resulted from the
restructuring.

The restructuring eliminated thirty-one positions from the Company. As shown in
attached IAWC Exhibit 4.04, the elimination of these positions resulted a
reduction of costs of $4,355,373 to IAWC. As Exhibit 4.04 shows, total labor and
incentive pay savings to IAWC are $2,162,011, benefit cost savings associated
with the positions eliminated amount to $1,100,007 based on the proforma
expense level included in the current rate case for pensions, group insurance,
post-retirement benefits, payroll taxes, worker's compensation and 401K costs,
and ESOP savings resulting from eliminating this benefit are $122,921.
Transportation costs have also been reduced by $73,924 resulting from the
reduction of 15 vehicles. The reduction of costs to IAWC as a result of this
restructuring exceeds the amount of service costs shifted to the Service
Company and charged back to IAWC after the restructuring by at least $312,969.
This amount represents a net savings to ratepayers, which is reflected in test
year expenses.

Are there any other cost decreases that you did not consider?

Yes. Certain other expenses would normally be impacted and eliminated as
staffing levels are reduced. For example, the cost of office furniture, office
equipment, utilities, cell phones, travel expenses, vehicle maintenance,

employee turnover related costs, office materials and supplies, and tuition aid
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would be impacted. Assuming a 5% savings factor for these costs as a
percentage of payroll, the estimated additional level of savings would be
$96,627.

IX. "C" SCHEDULES

Has the Company submitted the "C" schedules required in Subpart F of the
Standard Filing Requirements applicable to this case?

Yes. These schedules are contained in IAWC Exhibit No. 17.00. Schedules C-5
and C-5a, C-5.1 through C-5.3, and C-5.5 are described below. Schedules C-
2.1, C-3, C-4, C-6 through C-10, C-10.1, C-11.1 through C-11.3, C-13, C-17
through C-21, C-23, and C-25 are described in the testimony of Mr. Rungren.
Schedules C-1, C-2, C-2.2 through C-2.10, C-5.4, C-12, C-14 through C-16, and
C-26 are described in the testimony of Mr. Kerckhove.

Did you prepare, or cause to be prepared under your direction and
supervision, the "C" schedules referred to above?

Yes.

Was the information contained in the schedules obtained or derived from
the books and records of the Company?

The source of all the basic accounting information contained in the schedules for
the years ended June 30, 2006, and June 30, 2007, is the Company's books and
records and reflects the actual operating results for those periods. The data
provided for the year ending June 30, 2008, and for the future test year ending
June 30, 2009, were projected in accordance with the methodology described

above.

-37-



827

828

829

830

831

832

833

834

835

836

837

838

839

840

841

842

843

844

845

846

847

848

849

Q82.

A.

Q83.

Q84.

Q85.

A.

Q86.

Please describe Schedule C-5 and C-5a.

These schedules provide the calculation of current federal and state income tax
at present and proposed rates, respectively.

Please briefly describe the calculation of current federal and state income
tax expense.

In Schedule C-5, various additions and deductions are made to utility operating
income, and the Company's budgeted tax rates are applied to the resulting
taxable income. The Company's federal tax rate is 35% and the Company's
effective state tax rate is 4.269%. For state income tax, taxable income is
multiplied by the tax rate and the result is offset by the current year investment
tax credit. Interest cost is deducted since it is deductible for tax purposes but not
included in utility operating income. Other adjustments to utility operating income
reflect differences between book and taxable income. For example, book
depreciation is not used to calculate current income tax. Rather, a separate
calculation is made for tax depreciation. An adjustment is then made to utility
operating income to add back book depreciation expense and to subtract tax
depreciation to arrive at taxable income.

Please explain Schedule C-5.1.

This schedule provides information regarding the consolidated federal income tax
return.

Please describe Schedules C-5.2 and C-5.3.

These schedules include the calculation of deferred income tax expense.

Please describe Schedule C-5.5.
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This schedule shows investment tax and job development credits.

Please describe Schedule C-10.

This schedule provides the components of the Company's proposed level of rate
case expense. It includes costs for legal, revenue requirements (case
preparation and litigation), CPA review, rate of return, demand study, municipal
rate study, depreciation study, and other costs related to customer
communications. The Company is proposing to amortize all these costs over a
three-year period, with the exception of the depreciation study. The depreciation
study is being amortized over five years.

Please describe Schedule C-10.1.

This schedule compares the estimated cost of the current filing with the actual
cost from the prior rate case (Docket 02-690) and provides explanations for
variances of 20% or more.

X. RATE DESIGN

How were the proposed rates designed?

Generally, the proposed rates are based upon across-the-board revisions to all
rates for all Districts for which a rate increase or decrease is proposed in
accordance with revenue requirements applicable to each District. The
Company's present rate design was established based on a cost of service
analysis in Docket 02-0690 and there is no change in circumstances since that
time that would warrant a change in the design of the Company's rates, except
as | discuss below.

Please discuss the two exceptions.
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First, the Company is proposing to change the rate structure in the Chicago
Metro Sewer District for residential customers who fall under the tariff for sewer
collection and treatment. The Company is proposing to move to a combination
fixed and volumetric rate structure for these customers. The current rate
structure is a fixed rate structure of $45.52 per month. The Company's proposal
is to move to a fixed charge of $26.07, a usage allowance of 1.000 gallons per
month, a volumetric rate of 3.7891 for the next 7,000 gallons and $1.9311 for all
usage over 8,000 gallons. The Company believes the proposed combination
structure is a more reasonable rate design. The proposed rate structure applies
the volumetric rates to winter usage levels. In other words, a winter average
usage level will be determined based on the months of November through April,
with this usage level being used to calculate the sewer bills for the months of
May through October. The use of a winter average is appropriate in light of the
impact during other months of outdoor water use, which does not affect the
sanitary wastewater flow.

Does this proposed rate structure incorporate the proposed rate decrease
for the Chicago Metro Sewer District?

Yes, it does.

What is the second exception to the proposed across-the-board increase
that you noted?

The Company is proposing to combine the revenue requirement for the Southern
(Alton, Interurban, and Cairo), Peoria, Streator, Pontiac, and South Beloit service

districts and develop an across-the-board increase for these districts.
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A.

Q94.

Q5.

Q6.

Q97.

Why is the Company proposing combining the districts?

The Company believes that combining service districts will mitigate possible
substantial rate impacts on South Beloit customers. Due to the relatively small
size of South Beloit, the average Southern, Peoria, Streator and Pontiac
residential customer's bill is impacted by less than $0.15 per month.

Are there any other rate design issues that you would like to note?

Yes. In the Docket 02-0690, the Company was ordered to move the Pontiac rate
blocks to match the Southern, Peoria, and Streator block structure. This has
been proposed in this case. The Company has information available for the
Pontiac District usage based on the then current Pontiac usage block structure
as well as the STP usage block structure. We can provide that information to the
Staff upon request. Also, the Company has completed the transition of Peoria's
third and fourth rate block rates to match the Southern and Streator rates at the
proposed rates.

Has the Company submitted a cost of service study as referenced in
Schedule E-6 of the Standard Filing Requirements applicable to this case?
No. The requirement is waived under 83 Ill. Adm. Code Section 285.5305.

In this rate case, is the Company proposing any changes to the design of
its standby service tariffs?

No.

Does this conclude your testimony?

Yes.
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