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l. INTRODUCTION

A. Background

American Water Works Company, Inc. (AWK), a Delaware Corporation, was founded in
1886 as the American Water Works & Guarantee Company for the purposes of building and
purchasing water systems in McKeesport, Pennsylvania. In 1935, AWK was reorganized under
its current name, and in 1947 it became publicly traded on the New York Stock Exchange
(NYSE). Prior to its acquisition in 2003 by RWE Aktiengesellschaft (RWE), a corporation
incorporated in the Federal Republic of Germany, AWK was the largest publicly-traded water
utility company in the United States — as measured by both operating revenue and population
served. Prior to its initial public offering in April 2008, AWK was wholly-owned and controlled
by RWE, which continued to own a majority of its shares until the completion of a subsequent
public offering in June 2009. In November 2009, RWE sold all remaining shares of AWK’s
common stock that it held. AWK is geographically diversified as well as the largest investor-
owned US water and wastewater utility company. More than 7,000 AWK employees provide
approximately 16 million people with drinking water, waste water and other water-related
services in 35 states and two Canadian provinces.

AWK’s two operating segments are also its two NYSE reportable segments, and are referred
to as the Regulated Businesses and Non-Regulated Businesses. New Jersey American Water
Company, Inc. (NJAW) is a significant organizational element of AWK’s Regulated Businesses.
For 2009, AWK Regulated Businesses generated $2.2 billion in operating revenue, which
accounted for 89.5 percent of total operating revenue. NJAW operating revenue for 2009 was
$560.9 million, or approximately one-quarter of the AWK Regulated Business revenue. For the
same period, Non-Regulated Businesses generated $257.7 million in operating revenue, which
accounted for 10.5 percent of total consolidated operating revenue. NJAW, the largest water
utility in New Jersey, has 912 employees and serves about 610,000 customers in New Jersey

B. Approach

The objectives of the Comprehensive Management Audit of NJAW were to assist the Board
of Public Utilities (BPU or Board) in determining if the management practices, functions,
operations procedures, and other internal workings of NJAW are cost-effective. NorthStar
fulfilled these objectives by assessing the effectiveness of the utility’s organization, general
management functions, policies, procedures, and practices and identifying opportunities for
improvement.

The audit concentrated on areas of management functions and processes, finance and
accounting procedures and systems, employment policies, and management of outside services.
The RFP identified twelve focus areas. The twelve areas are as follows:
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Executive Management & Corporate Governance
Organizational Structure

Human Resources

Strategic Planning

System Operations

Customer Service

External Relations

Support Services

Finance &Cash Management

Accounting, Property Records & Budgeting
Affiliate Cost Allocations & Relationships

Company Contractor Performance

The audit which began on January 12, 2010 was conducted in three phases, as described

below:

Phase I. Orientation and Planning

During the first phase of the audit, the NorthStar project team performed the following
activities:

Confirmed our understanding of the audit objectives and scope and the BPU’s
expectations from the audit.

Finalized the contract, establishing project management protocols and other
administrative matters.

Developed an understanding of the operations, organization, and key management
processes of NJAW, principally through a session where NJAW provided a detailed
overview of company organization and operations as they related to the audit scope,
followed by interviews with key personnel.

Performed a risk assessment of audit task areas to prioritize our audit activities.

Finalized and received approval of our detailed work plan that would guide activities for
the remainder of the audit.
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Phase Il. Technical Review

In this phase, the audit team conducted its principal investigation, data collection and other
technical review activities for each of the twelve audit areas. Each audit area was reviewed
independently and as it related to the whole process. NorthStar project team members conducted
117 interviews with company personnel and reviewed 434 data requests. NJAW’s management
practices were evaluated against generally accepted business practices. The NorthStar project
team focused on substantive issues in identifying findings and conclusions, and formulating
recommendations in areas of weakness.

Phase I11. Report Development

Task reports on each of the twelve audit areas were prepared and provided to the BPU Staff
for their review. The task reports were then aggregated into a comprehensive audit report. Each
chapter of the report is organized into the following sections:

e RFP Objectives

o Evaluative Criteria

e Audit Tasks

e Findings and Conclusions
e Recommendations

The findings and conclusions and the recommendations are summarized in Chapter Il —
Executive Summary. After receiving comments from the BPU Staff and from NJAW, NorthStar
issued this final report.

C. Audit Standards

NorthStar prides itself on maintaining a high level of quality audit standards on all its work.
All our work was performed in accordance with Government Auditing Standards July 2007
revision GAO-07 731G (also known as the Yellow Book). NorthStar also adhered to the
American Institute of Certified Public Accountants’ (AICPA) Code of Professional Conduct; and
the National Association of Regulatory Commissioners’ Consultant Standards and Ethics for the
Performance of Management Analysis. Adherence to these standards provided the project
controls and reporting standards necessary to perform the audit effectively and provide sufficient
justification for all recommendations.

NorthStar documented all our report findings and conclusions to ensure that our work is
factually based, that our findings and conclusions are supported by relevant data, that our
professional judgment, where applied, is differentiated from analytic results, and that the results
of our audit are easily traceable to specific consultant efforts, documents and interviews. In
accordance with generally accepted auditing standards (GAAS), our work papers are complete,
accurate, clear and easily understood, legible and neat, and relevant, that is, restricted to matters
that are materially important and relevant to the objectives of the assignment.
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Il. EXECUTIVE SUMMARY

This executive summary is organized into the following sections as follows:

A. Summary of Findings and Conclusions — summarizes the detailed findings and
conclusions that are provided in subsequent chapters.

B. Summary of Recommendations — summarizes the recommendations that are
provided in subsequent chapters.

A. Summary of Findings and Conclusions

This section summarizes our findings and conclusions by audit subject area. These
findings are discussed in greater detail in the related chapters. The findings, conclusions and
recommendations contained in the audit report and here in the executive summary, should
not be considered a condemnation of the company in whole or on any particular issue.
Rather, NorthStar's report is intended as a set of specific recommendations to consider, with
the goal of improving various aspects of the company's management structure and overall
performance.

Executive Management & Corporate Governance

American Water Works Company, Inc.’s (AWK) and New Jersey American Water
Company, Inc.’s (NJAW) long-term corporate objectives and strategies could be more
explicit relative to their responsibilities to meet the future needs of NJAW ratepayers relative
to the cost of water. AWK has appropriately separated the roles of the Chairman of the
Board of Directors (BOD) and Chief Executive Officer (CEO). AWK's BOD and senior
management are able to anticipate and respond to strategic issues on an ongoing basis to
ensure that NJAW ratepayers are insulated as much as possible from financial harm.
Members of AWK's BOD have significant utility operations, financial and regulatory
experience. AWK's BOD has an appropriate committee structure. While AWK has an
appropriate process for selecting members of its BOD, its BOD does not currently have a
member who is a strong advocate for NJAW and it has only one member of AWK senior
management — the chief executive officer (CEO). While no member of AWK's BOD director
has any material conflicts of interest, self-interest, or unreasonable influence, three of the
current independent directors have no beneficial ownership of AWK stock.

NJAW’s BOD has two independent non-executive members, a practice which provides
limited value to NJAW’s ratepayers. NJAW'’s senior management does not have sufficient
independence relative to its own performance and the best interests of its ratepayers.
NJAW’s Key Performance Indicators (KPIs) are primarily financial measures and do not
address all corporate goals. AWK uses a unique benchmark for evaluating compensation for
both utility and non-utility executives. NJAW’s executive compensation program is
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reasonable, competitive and links compensation with performance. Lawsuits pertaining to
NJAW are unlikely to have an adverse effect on NJAW.

Organizational Structure

AWK does not have a clear and consistent policy for defining the administrative and
functional responsibilities of NJAW and AWWSC officers and senior management. NJAW
does not have sufficient policies or procedures that address the necessity, legal entitlement or
relationships with its affiliates. Numerous services performed by AWWSC are not
specifically identified within the NJAW/AWWSC affiliate contract. NJAW does not obtain
competitive bids for services provided by AWWSC and NJAW does not make effective
challenges to AWWSC budgets or charges for services. The services provided via the
AWWSC agreements are not competitive in terms of “market conditions” and a potential for
“cross-subsidization” between NJAW and its affiliates exists. NJAW affiliate relations
policies and procedures are ineffective and relatively non-existent.

AWK’s BOD has overall responsibility for the company’s system of internal control and
its CEO is responsible for implementing and operating that system and for reporting on its
operation to the BOD. The administrative reporting relationship of the Internal Audit (1A)
director to AWK’s chief financial officer (CFO) is not appropriate. Recent management of
the 1A function has suffered from turnover and late completion of the 2010 audit plan.
During 2008 and 2009, AWK used IA resources to address SOX compliance issues thereby
keeping IA from performing its primary function. AWK complies with NYSE Section 303A
Corporate Governance Standards. AWK completed its first year-end SOX certification and
had no material weaknesses in its internal controls related to financial reporting. NJAW
ratepayers may have paid for SOX compliance and testing that was disallowed as a
condition of RWE rate order. AWK has a comprehensive program to ensure SOX
compliance.

Human Resources

While AWK has an appropriate human resource (HR) function, there is no service level
agreement (SLA) between AWWSC and NJAW for performing these services. Existing HR
processes are extremely manual and paper intensive which contributes to inefficiencies and
higher costs. AWK has an effective employee compensation program. AWK's exempt
employees are eligible for participation in the Annual Incentive Plan (AIP) which links pay
and performance. While AWK's gross medical benefits cost is comparable to other utilities,
the AWK employee contribution is relatively low. AWK has undertaken a number of
initiatives to reduce employee benefit costs. NJAW has not had a comprehensive short-term
disability program.

AWK has a performance evaluation process for non-union employees which is tied to
AWK’s corporate goals, provides feedback to the employee, and includes the employee in
the goal-setting process. Succession planning and professional development processes are
under development. While AWK recently modified its performance review process to
increase the focus on employee development, additional improvement is possible. AWK
does not have a formal process for monitoring spans of control, layers of management or
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determining staff levels. NJAW complies with federal Equal Opportunity Employer (EOE)
requirements and has an effective affirmative action program. NJAW’s work management
applications are not integrated. While NJAW has a great deal of information to help it
manage work, it has little if any information on the productivity of those doing the work.
AWK and NJAW have a good labor relations history.

Strategic Planning

While NJAW prepares five-year budgets which it calls “business plans”, it does not have
a structured strategic planning process. The process to develop NJAW’s financial “business
plan” is controlled and driven by AWK. AWK has a clear mission/vision which provides
little guidance to operating subsidiaries, especially relative to the cost of service to
customers. AWK has not driven a strategic planning process down to the NJAW operating
unit level.

NJAW is implementing a “Value Delivery Strategy” (VDS) strategic planning process at
NJAW that should result in significant improvement in focus, monitoring, integration and
control. NJAW’s VDS process does not, however, give adequate consideration to providing
low-cost service to ratepayers. The effect on ratepayers (and by extension the timing and
frequency of rate cases) may not be fully incorporated into NJAW’s decision-making
process. The links between the VDS “Key Elements” and the resources and commitment
necessary to implement them are not yet developed. The VDS process identified customer
service, public education, and low-income customer assistance as key elements that need to
be developed for the successful execution of NJAW’s new strategic focus. The “employee
engagement and development” element in VDS is not well-developed. AWK business
development (BD) efforts are of minimal value to NJAW ratepayers.

While NJAW has Key Performance Indicators (KPIs) against which its management and
AWK measure the company’s success, it does not have any action plans to support how to
move from its current state to the desired goal levels. NJAW department-level performance
goals are weak and not measureable. NJAW senior management, AWK executive
management, and the AWK BOD are involved in the development, review, and approval of
the financial “business plans” developed by NJAW. NJAW senior management regularly
reviews performance against the financial business plans and other KPIs for both NJAW and
AWWSC. The Business Transformation (BT) project represents a major initiative for AWK,
with the potential for both major improvements in process efficiencies and customer services,
and the risk of cost overruns and over-selling of benefits. The focus of NJAW’s senior
management and expertise is appropriately on NJAW operations. SSC and AWWSC
personnel assigned full time to support NJAW generally have an appropriate focus on NJAW
issues.

System Operations

NJAW’s systems planning process is not well-coordinated. The capital planning and
budgeting models which NJAW’s uses to evaluate and prioritize projects and programs
should give additional consideration to asset condition. The NJAW design process requires a
significant amount of manual intervention. NJAW does not have fully-integrated work
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management systems or tools in place to measure the efficiency of its work force. NJAW’s
current information systems shortcomings prevent it from providing optimal service and
promoting efficiency in many operating areas. NJAW does not benchmark its systems
operations in detail against other water utilities or other AWK regulated utilities.

NJAW maintains high levels of customer service and response. NJAW has controls and
procedures in place that enable it to comply with the Safe Water Drinking Act (SWDA) and
other water quality regulations. NJAW has proposed an extensive conservation plan to the
BPU. NJAW has a comprehensive Emergency Response Plan.

Customer Service

NJAW has effective procedures for measuring the quality of service it provides to
customers. Although customers are dissatisfied with the rates, they are generally satisfied
with the service provided by NJAW. NJAW handles customer complaints in compliance
with Title 14 Chapter 3 of the NJAC and in a timely manner. Customer service system
deficiencies result in inaccuracies and inefficiencies. NJAW expects that the Business
Transformation (BT) program will address a number of the customer service systems and
process inefficiencies. The AWWSC call centers may not provide the most cost-effective
solution for NJAW ratepayers and operation of the call center 24 hours per day, seven days
per week is unnecessary. Although the Alton Customer Service Center (CSC) operates with
a reduced staff during non-business hours and on weekends, call volumes are low during
these periods and the number of calls per staff is relatively high. CSC staffing related service
level standards may be high, contributing to a higher cost of call center operations.

While meter reading and billing performance meets or exceeds targets, both involve a
number of manual processes, resulting in inefficiencies, rework, and a greater potential for
errors. AWK and NJAW perform a number of checks to ensure the accuracy of meter reads
and customer bills. The window between meter read and billing is too long. NJAW’s
implementation of AMR is driven by regulatory replacement requirements and employee
attrition. BPU requirements result in the testing of a significant number of meters. In 20009,
NJAW refunded about $175,000 to customers due to 3,500 fast meters. Advantex provides
an appropriate tool for the scheduling, monitoring and performance of short-cycle work, i.e.,
re-reads and meter change-outs. NJAW does not have an integrated tool for the scheduling,
monitoring and performance of long-cycle work (e.g., new service).

While NJAW lacks a sophisticated or aggressive collections process, its bad debt levels
are low. Collections activities are performed based on collections thresholds which are the
same for all customers regardless of prior payment history. Special account collection
activities are performed by NJAW’s customer relations organization. NJAW is not able to
work all non-pay disconnect orders due to resource limitations and the expiration of the
service orders.

NJAW does not perform traditional marketing. While NJAW has an adequate program
for detecting theft of service, it does not evaluate its theft of service program performance in
terms of revenue recovery. NJAW customers can contract with the unregulated affiliate,
American Water Resources (AWR), for service-line protection warranty programs.
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External Relations

NJAW’s state external affairs are managed administratively by the AWK senior vice-
president despite doing all its work for the NJAW president. NJAW could make more
effective use of bill inserts to communicate with its customers. AWK interfaces with its
investors in an effective manner. NJAW keeps local media and local government officials
informed about its activities and AWK actively interfaces with officials at the Federal level.
NJAW has a good history of working with the BPU, its economic regulator, despite its high
rates.

Support Services

Service level agreements (SLAS) do not exist or are lacking in necessary detail for most
support services being provided to NJAW by AWWSC. NJAW carries appropriate
categories of insurance and controls its insurance premium costs. While NJAW has had an
unusually high number of OSHA reportable incidents, it has a comprehensive plan to reduce
safety-related incidents and reduce losses. AWWSC allocates a reasonable portion of its
legal costs to NJAW and NJAW’s costs for legal services also appear reasonable. NJAW
holds a minimum amount of property in anticipation of future facility requirements.

The supply chain process is hindered by the lack of a Materials Resource Planning
System (MRP). NJAW reduced its inventory levels by over $10.5 million or 41.7 percent
from January 2009 to January 2010. NJAW holds a minimum of materials inventory at its
operating and production locations. NJAW benefits from AWK’s national purchasing
agreements. AWK uses two outsourcing firms to manage its fleet.

AWK has undertaken a comprehensive business transformation (BT) process program to
address its IT needs. AWK does not have a formal process for comparing its IT costs to
other utilities. While the IT organization does not have a written disaster recovery plan, it
performs a disaster recovery test annually. Although NJAW has a robust records retention
policy, NJAW has not conducted any reviews or audits to ensure that the policy and schedule
is actually followed. NJAW has the organization, policy and practices to ensure a reasonably
secure working environment. NJAW has recently developed and monitors metrics for
security management.

Finance & Cash Management

NJAW is not adversely affected by the centralization of finance and cash management
activities within AWWSC. The capital structure and the resulting weighted average cost of
capital in place at NJAW are within the ranges typical for regulated utilities and regulated
subsidiaries of diversified corporations. Over the past seven years, NJAW has paid
$171million more to AWK in dividends than it received in equity infusions. NJAW finances
its capital program using a combination of cash from operations and non-cash benefits of
depreciation and amortization. NJAW’s bond issuer ratings are currently identical to those of
AWK and AWCC. NJAW has the advantage of multiple sources of long-term debt
financing, and is able to select the lowest cost financing source that meets its financing
needs. NJAW has appropriate access to short-term borrowing through AWCC intra-
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company loans and a corporate outside line of credit (LOC). NJAW'’s financing is not
adversely affected by the activities of its affiliate companies, either regulated or non-
regulated. Over the past three years, NJAW was only minimally affected by write-offs by
affiliates of capital projects.

The processes used by NJAW for receiving and securing payments by customers are
appropriate. NJAW’s cash management for NJAW is handled by AWK Treasury under a
BPU-approved in-house banking arrangement which does not harm NJAW ratepayers.
AWK’s use of prime money market funds and bank overnight sweep investments for excess
cash is appropriate.

The methods used by AWK to calculate federal income tax liabilities and refunds due to
NJAW and other affiliated companies provide neither an advantage nor a disadvantage to
New Jersey ratepayers. In four of the past five years, NJAW reported taxable income and
was able to use taxable losses from its affiliates in lieu of paying income taxes to the Federal
government. AWK has pursued alternative tax treatments allowed by the IRS to the benefit
of NJAW. Rate treatment of income taxes has no effect on the calculation and payment of
income taxes for NJAW. Diversified, non-regulated activities undertaken by AWK have
received no apparent benefit from NJAW taxable income, nor has NJAW been disadvantaged
by non-regulated income or losses for tax purposes. AWK is responding appropriately to the
finding of “significant deficiency” in the area of income tax accounting, accruals and
reporting. AWK has not formally adopted the policies for calculating federal income taxes
and the sharing of tax liabilities and credits.

NJAW’s residential rates are higher than the other Class A Water Companies in New
Jersey. NJAW attributes its higher rates to historical investments in infrastructure mandated
as a result of its role as regional water supplier and lower customer density per mile
compared to its peer utilities. NJAW’s role as the regional water supplier and associated
investments in infrastructure to benefit numerous New Jersey water utilities during the 1980s
and 1990s has had a significant effect on the company’s capital investments. NJAW has
invested more than $264 million in Critical Area 1 and 2 facilities and continues to incur
capital costs and incremental O&M costs associated with the maintenance and upkeep of
these facilities. NJAW’s lower customer density contributes to higher rates, as the lower
density requires more pipes and other equipment. NJAW’s rate structure and design are
typical for regulated utilities. NJAW’s recent efforts to move its remaining customers from
quarterly billing to monthly billing should benefit customers.

Accounting, Property Records & Budgeting

The roles and relationships between NJAW finance and the SSC accounting functions are
appropriate. NJAW’s accounting procedures are in compliance with Generally Accepted
Accounting Principles (“GAAP”). However, AWK’s budgeting, accounting, and financial
reporting processes are inefficient and require a large accounting staff. AWK took effective
action to remediate a significant deficiency in its internal controls over its financial reporting
processes in its preparation for SOX compliance. The payroll functions are appropriately
placed within AWK’s organization and payroll processing costs are reasonable. AWK
payroll processes have appropriate oversight, review and controls.
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While the AWK and NJAW process for developing the five-year financial plan is not
documented, the financial plan has appropriate components and sources. AWK and NJAW
have an appropriate process for developing the five-year financial plan. The roles and
relationships between the NJAW and AWK financial planning functions are appropriate.
The financial plans for NJAW and AWK are approved by their respective boards of
directors. NJAW’s annual operating and capital budgets are based on the five-year business
plan. The FRP monthly financial report, prepared by NJAW’s FP&A group, is an
appropriate tool for reporting financial results to the NJAW VP Finance and the AWK CFO
and Controller. The BPR monthly report is an appropriate tool for monitoring progress on
Key Performance Indicators (KPIs) and reporting operating events to the NJAW senior
management team, and the AWK CEO, CFO and the executive management team, and the
President of Regulated Operations. The BPR and FRP reports are used for different
purposes, and by different organizations. NJAW has adequate information about operating
expense variances and potential overspending.

NJAW does not control the scope and cost of services provided it by AWWSC. NJAW
and AWWSC have appropriate processes to manage and account for NJAW’s fixed assets,
including work order processes related to utility plant accounting. The roles and
responsibilities of the NJAW project managers and the SSC utility plant accounting group
are appropriate. The roles and relationships between organizations responsible for capital
planning are appropriate. The process to develop and approve the capital plan is appropriate.
AWK'’s practice of allocating capital to its regulated companies does not result in significant
changes to NJAW’s capital plan. NJAW and AWK have an appropriate process to review
and control capital expenditures.

Affiliate Cost Allocations & Relationships

NJAW does not prepare affiliate transactions reports. AWWSC does not direct charge
NJAW for its services to the extent possible. Less than seven percent of all hours charged to
NJAW were direct charges in 2009. AWWSC utilizes two levels of cost allocation and its
cost allocations are not entirely based on direct causal factors. AWWSC utilizes one set of
drivers at the Tier 1 level and then switches to customer count as the driver at the Tier 2
allocation level. Tier 1 and Tier 2 allocation percentages are correctly calculated and applied
to hours charged to NJAW by AWWSC. AWWSC may double count some of the customers
when it determines its cost allocations based on customer counts.

NJAW has little control over service company costs, or budget overruns, or a method of
determining the value of services received from AWWSC. NJAW does not have
independent business relationships with its affiliates. NJAW is not always in compliance
with its own procurement policy which is to obtain services through a competitive bidding
process. NJAW receives some AWWSC services at a reasonable cost. While NJAW does
not lease facilities from its affiliates, it is unclear whether NJAW has a lease with AWWSC
for its use of space at the Delran Water Treatment Plant. AWWSC employees’ time directly
charged to NJAW in 2009 was appropriate. There is no evidence that illegal improper,
irregular, or illegal transactions have occurred between NJAW and its affiliates. AWWSC’s
time reporting practices are generally appropriate. NJAW affiliate contract files lack key
documents.
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Company Contractor Performance

NJAW does not comply with certain provisions of the New Jersey one-call regulations.
NJAW has not performed an analysis to support its use of contractors or in-house resources
for mark-outs. While NJAW’s mark-out contractor has a quality control program, NJAW
does not routinely inspect the work of the contractor. NJAW has inadequate information on
its mark-out program to make informed decisions regarding its ability to comply with
regulations. NJAW does not track the division of main or service work that is performed by
contractors. NJAW does not compare T&D contractor performance and productivity against
other contractors or against in-house crews. NJAW does not have a quality control or
inspection process for its main and service contractors.

B. Summary of Recommendations

This report contains a total of fifty-five recommendations. Detailed findings and
conclusions supporting the recommendations are provided in each of the related chapters.
Exhibit 11-1 provides a consolidated listing of the recommendations and a priority ranking
for each one. NorthStar has assigned a priority ranking of “A”, “B”, and “C” to each
recommendation based on our judgment of their importance for NJAW ratepayers. For
example “A” recommendations, when implemented, should provide significant benefits to
ratepayers in terms of reduced costs and/or improved service and therefore should be
addressed by NJAW as soon as practical.  “C” recommendations, while important, are
unlikely to provide immediate or verifiable benefits when implemented and therefore should
be considered far less important by NJAW than either “A” or “B” rated recommendations.
The exhibit also provides a brief assessment of the primary benefit and a general ranking of
the level of effort required to implement each recommendation. The primary benefit
classifications include:

o Protect ratepayer interests

e Improve performance monitoring
« Improve customer service

e Improve controls

e Improve use of resources

NorthStar has classified the level of effort required as either “nominal”, “moderate” or
“significant” based on our judgment of the effort that would likely be required to implement
the recommendations. The incremental cost is classified as “nominal”, “moderate” or
significant once again, based on our judgment of the incremental dollars that might be
needed to achieve the recommendation.  The *“nominal” category is for those
recommendations that would require a re-assignment of existing internal resources, but
should be achievable with current staffing. The “moderate” or significant categories are for
those items that would require NJAW to incur additional costs.
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Exhibit 11-1

Summary of Recommendations

Rec. . . . Level of Incremental
Number Recommendations Priority Benefits Effort Cost
-1 Revise AWK’s and NJAW’s long-term
corporate objectives and strategies to make
.. - . Protect
them more explicit relative to their . .
o A ratepayer Nominal Nominal
responsibilities to meet the future needs of interests
NJAW ratepayers relative to the cost of water.
(Refers to Findings 111-1, VI-3,VI-6 and VI-7)
11-2 Expand the number of KPIs to track Improve
performance and to address all NJAW corporate B performance Nominal Nominal
goals. (Refers to Finding 111-2) monitoring
11-3 Expedite the requirement that all independent
L Protect
AWK BOD members own a minimal number of B ratepaver Nominal Nominal
AWK shares within a reasonable period of their inteF;e)s/ts
joining the BOD. (Refers to Finding 111-5)
I11-4 | Add a member to AWK's BOD who has
extensive experience in operating a utility in
) . . Protect
New Jersey or extensive experience in New . .
) . B ratepayer Nominal Nominal
Jersey utility regulation who would represent interests
the interests of NJAW ratepayers. (Refers to
Finding 111-6)
I11-5 | Consider adding a second member of senior Protect
management to the AWK BOD. (Refers to C ratepayer Nominal Nominal
Finding 111-6) interests
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Rec. . . : Level of Incremental
Number Recommendations Priority Benefits Effort Cost
11-6 Conduct the quarterly Business Performance
Report meeting and the NJAW quarterly BOD Improve use of . .
T L B Nominal Nominal
Meeting simultaneously. (Refers to Finding I11- resources
8)
-7 Develop effective service level agreements to
. . - Protect
cover services provided by affiliates to NJAW. A ratepaver Moderate Nominal
(Refers to Findings 111-9, IV-7, V-1, X-1 and atepay
interests
X111-16)
V-1 Develop a clear and consistent policy for
defining the administrative and functional Improve use of
responsibilities of NJAW and AWWSC officers A P Moderate Nominal
. g resources
and senior management. (Refers to Finding V-
2)
V-2 Develop policies and procedures that address
affiliate relationships covering topics that
include:
o Compliance with regulatory requirements.
« Tariff transactions between affiliates. Protect inal
« Discriminatory practices among affiliated A riitfeezztzr Moderate Nomina

and non-affiliated companies.

« Confidential information transfers between
NJAW and its affiliates.

o Contracts for products and services
between NJAW and its affiliates. (Refers to
Findings 1V-3 and V1I1-17)
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Nfri%er Recommendations Priority Benefits Lél\!ler?f Incrér;intal
V-3 Obtain any required BPU approval of all Protect
contract agreements between NJAW and C ratepayer Nominal Nominal
affiliate entities. (Refers to Finding 1V-4) interests.
IV-4 | Obtain competitive bids for services provided Improve use of
by AWWSC. (Refers to Findings 1V-5, 1V-6 A ?esources Moderate Nominal
and XI11-7)
V-5 Have the Internal Audit director report
administratively to a senior officer other than ImMorove
the CFO and strengthen the Internal Audit B corl?trols Nominal Nominal
function. (Refers to Findings V-8, V-9 and
1V-10)
V-6 Determine if NJAW ratepayers have paid for Protect
SOX compliance and testing that was B ratepayer Nominal Nominal
disallowed as a condition of the RWE Rate interests
Order. (Refers to Finding 1V-13)
V-1 Continue attempts to negotiate the elimination
of the substantial sick banks which have Improve use of
accrued under prior union employee benefits B [eSOUICES Moderate Nominal
programs and replace them with short-term
disability insurance. (Refers to Finding V- 7)
V-2 Continue steps to improve succession planning, Imorove
professional development and performance c P . .
. L performance Nominal Nominal
review processes. (Refers to Findings V-9 and monitoring
V-10)
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Nfri%er Recommendations Priority Benefits Lél\!ler?f Incrér;intal
V-3 Develop and implement processes for
determining appropriate staffing requirements,
Improve use of .
spans of control and layers of management and A Moderate Nominal
. . " : resources
quantify estimated savings resulting from BT.
(Refers to Finding V-11)
VI-1 | Continue the implementation of the VDS
process, including completing the risk and gap
analysis, developing a prioritization process, Improve
building action plans and fully linking the VDS A performance Moderate Nominal
to the budgeting process, KPIs and performance monitoring
goals for NJAW. (Refers to Findings VI-1, VI-
4, V1-5 and VI-8)
VI-2 Link New Jersey consumer and public Improve
education messages to align with VDS goals. B customer Nominal Nominal
(Refers to Finding V1-9) service
VI-3 Link employee engagement and training, and Improve
other human resources activities with the VDS B performance Moderate Nominal
goals. (Refersto Finding VI-10) monitoring
VI-4 | Revise the AWK treatment of Business
Development (BD) costs to an “as
requested/fee” basis, and consider using non- Improve use of . .
B Nominal Nominal

AWK providers of training and other Business
Development services. (Refers to Finding VI-
11)

resources
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Rec. . . : Level of Incremental
Number Recommendations Priority Benefits Effort Cost
VI-5 Modify the KPIs for NJAW to reduce
redundancies, focus on controllable activities Imorove
and clearly link with the VDS process and P . .
. o B performance Nominal Nominal
develop action plans for achieving performance monitorin
improvements. (Refers to Findings VI-12 and g
VI-13)
VI-6 Install a process to ensure that SSC provides
low-cost, efficient, competitive, and valuable A Improve use of Moderate Nominal
support services to NJAW. (Refers to Finding resources
VI-15)
VI-7 Implement the Business Transformation project
within budget and on schedule. (Refers to A Improve use of Sianificant Sianificant
Findings VI-16, V-2, VI-8, VII-5, VIII-10, resources g g
VI11-24, X-10 and XI1-3)
VII-1 | Take steps to improve the asset management Improve use of
systems, tools and processes. (Refers to B P Moderate Moderate
o resources
Findings VII-1)
VII-2 | Revise the models which NJAW’s uses to
e\_/aluate _a_nd prioritize projects and programs to B Improve use of Moderate Moderate
give additional consideration to asset condition. resources
(Refers to Finding V1I-2)
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Rec. . . : Level of Incremental
Number Recommendations Priority Benefits Effort Cost
VII-3 | Implement a computerized design tool that
includes at a minimum: a compatible units Improve use of
feature; and interfaces with  materials, B P Moderate Moderate
. . i resources
PowerPlant and graphical design and mapping
software. (Refers to Finding VII- 3)
VII-4 | Implement systems to enable NJAW to capture
and compare actual work units completed to Improve use of
those designed and budgeted. (Refers to B resources Moderate Moderate
Finding VII-4)
VII-5 | Benchmark detailed work performance metrics Improve
against other AWK companies and other water B performance Moderate Moderate
companies. (Refers to Finding V1I-5) monitoring
VIII-1 | Perform an analysis of the relative costs of in- Improve use of
house versus outsourced call center operations B I?esources Moderate Moderate
for NJAW. (Refers to Finding VI1I1-6)
VIII-2 | Discontinue 24/7 operation of the call center.
Determme the systlems/staff necessary to B Improves use Moderate Nominal
transition after hours' emergency calls to the of resources
local level. (Refers to Finding VI11-7)
VIII-3 | Determine whether call center staffing levels
could be reduced while maintaining the overall Improve use of
average speed of answer (ASA) target and B l?esources Moderate Nominal
consider changing the ASA target. (Refers to
Findings VII1-8 and V111-9)
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Rec. . . : Level of Incremental
Number Recommendations Priority Benefits Effort Cost
VIII-4 | Shorten the window between meter read and B Improve use of Moderate Moderate

billing. (Refers to Finding VI11-12) resources

VIII-5 | Implement a system that integrates the customer

mfor_ma’glon system with the schedullr_1g, B Improve use of Moderate Moderate
monitoring and performance of new service resources
work. (Refers to Finding VI111-16)

VIII-6 | Take steps to improve non-pay disconnect Improve use of . .

performance. (Refers to Finding V111-20) ¢ resources Nominal Nominal

VIII-7 | Implement programs to track and increase the

. Better use of .
theft of service revenue recovered. (Refers to C capital dollars Nominal _
Finding V111-23) P Nominal
IX-1 | Assign administrative responsibility for the Improve use of
NJAW state external relations to the NJAW B ?esources Nominal _
president. (Refers to Finding 1X-1) Nominal
IX-2 | Take steps to improve communicating with B Improve
customers including making better use of bill customer _ Nominal
inserts. (Refers to Finding 1X-2) service Nominal

X-1 Periodically, benchmark IT costs against similar Improve

utilities. (Refers to Finding X-16) B performance Nominal Nominal
monitoring

X-2 Forr_nal!ze the IT disaster recovery plan. (Refers B Improve Nominal Nominal

to Finding X-17) controls
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Rec. . . : Level of Incremental
Number Recommendations Priority Benefits Effort Cost
X-3 Conduct periodic reviews of records retention
. o . Improve . .
practices to ensure that policies are being C controls Nominal Nominal
adhered to. ( Refers to Finding X-18)
XI-1 Update the tax sharing agreement policies and Improve . .
procedures. (Refer to Finding XI-19) ¢ controls Nominal Nominal
XI1-1 | Document the process for developing the five- Improve . .
year business plan. (Refers to Finding XI1-8) ¢ controls Nominal Nominal
XI1-2 | Take steps to improve controls over the scope Improve use of
and cost of support provided NJAW by A ?esources Moderate Moderate
AWWSC. (Refers to Finding XI1-18)
XII-1 | Develop a monthly affiliate transaction
financial report which lists and totals NJAW
intercompany and  affiliate  transactions Protect
throughout AWK. The report should include B ratepayer Nominal Nominal
product or service, cost quantity, and associate interests
contract numbers as necessary. (Refers to
Finding XI11-1)
XI-2 | Expand the use of direct charging of AWWSC
. . Protect
employee time where feasible. Use causal
S : A ratepayer Moderate Moderate
factors to justify cost allocations. (Refers to interests
Findings XI111-2, XI11-3and XI11-5)
XI11-3 | Assess the practice of applying two allocation Protect
factors for a single cost. (Refers to Finding C ratepayer Nominal Nominal
XI11-6) interests
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Rec. . . : Level of Incremental
Number Recommendations Priority Benefits Effort Cost
XI-4 | Execute a lease for AWWSC’s use of space at Imorove
the Delran Water Treatment Plant. (Refers to C P Nominal Nominal
- controls
Finding XI11-9)
XI11-5 | Discontinue counting customers that receive
: Protect
both water and wastewater service as two B ratenaver Nominal Nominal
customers when determining allocation factors. inte?e)s/ts
(Refers to Finding X111-10)
XI11-6 | Complete documentation of affiliate contract B Improve Moderate Nominal
files. (Refers to Finding XI111-14) controls
XIV-1 | Modify the mark-out process and practices to Protect
ensure compliance with NJ regulations. A ratepayer Moderate Moderate
(Refers to Finding XIV-1) interests
XIV-2 | Evaluate the actual costs of using the mark-out
) ) Improve use of . .
contractor versus using in-house resources. B [eSOUICES Nominal Nominal
(Refers to Finding X1V-2)
XIV-3 | Develop a program for inspecting mark-out Improve use of
work rather than relying on contractor self- C ?esources Moderate Moderate
inspection. (Refers to Finding XIV-3)
XIV-4 | Collect and retain appropriate information on
Protect
the mark-out process whether performed by
. - B ratepayer Moderate Moderate
contract or in-house crews. (Refers to Finding .
interests
X1V 4)
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Rec. . . : Level of Incremental
Number Recommendations Priority Benefits Effort Cost
XIV-5 | Incorporate contractor work into the work
management systems to ldentlf)_/ th_e _actual costs B Improve use of Moderate Nominal
and resources required to do individual tasks. resources
(Refers to Findings XI1V-5 and XIV-6)

XIV-6 | Develop a qua!lty control _and inspection Improve use of _
process for main and service contractors. B [BSOUICES Moderate Nominal
(Refers to Finding X1V-7)

EXECUTIVE SUMMARY 11-18 ‘ NORTHSTAR




1. EXECUTIVE MANAGEMENT & CORPORATE
GOVERNANCE (3.1)

This task area covers the corporate structure and function of the New Jersey American
Water Company, Inc.’s (NJAW) senior management and the Boards of Directors (BOD) of
American Water Works Company, Inc. (AWK) and NJAW. It evaluates senior
management’s ability to anticipate and respond to opportunities and problems. Effective
executive management and governance has the following attributes:

e An experienced and knowledgeable BOD with appropriate committees to provide
effective oversight and direction.

« Top management with the right number of people with the right skills.

e A proper organizational focus and direction supported by effective corporate
planning.

o Effective communications among executives on important business, legal and
regulatory issues and comprehensive reports on cost and performance results.

e A process for developing management talent and filling key positions with highly-
qualified individuals.

In reviewing NJAW’s executive management and governance, NorthStar focused on the
utility’s structure and management processes. The intent was to determine whether NJAW
has the management foundation that is necessary to achieve its strategic goals and objectives,
while maintaining compliance with various regulatory requirements.

AWK, the parent of NJAW, has an eight member BOD and has a non-executive
chairman. NJAW has its own BOD which has seven members including two independent
outside members.

A. RFP Objectives

In its RFP for this audit, the BPU identified the following objectives for the review of
NJAW's executive management and corporate governance.

o Evaluate NJAW'’s corporate structure and determine whether the BOD and senior
management are able to anticipate and respond to strategic issues on an ongoing basis
by ensuring that the ratepayers are insulated as much as possible from financial harm.

o Determine whether the BOD has the experience and knowledge to fulfill the
corporate goals and objectives and ensure that no director has any conflicts of
interest, self-interest, or unreasonable influence while sitting on the BOD.
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o Evaluate the selection of directors for NJAW.

o Examine the separation of the Chairman of the BOD (Chairman) and Chief Executive
Officer (CEOQ) titles.

e Review NJAW’s executive compensation, including a comparison with other
comparable utilities.

e Assess the independence of NJAW’s senior management, relative to its own
performance and the best interests of its ratepayers.

o Evaluate the appropriateness of BOD committee structures.

o Evaluate lawsuits brought before NJAW’s BOD and/or officers, determining if they
relate to executive management or corporate governance issues, and their potential
impact upon NJAW.

B. Evaluative Criteria

In conducting our review of NJAW's executive management and corporate governance,
NorthStar used the following criteria:

o Does the AWK BOD have the experience and knowledge to fulfill the corporate goals
and objectives?

o Does AWK have an effective process for selecting directors for its BOD?

e Is NJAW'’s executive compensation program reasonable and in-line with that offered
by comparable utilities?

« Are management performance and compensation programs aligned with the corporate
mission, objectives and goals at all organizational levels?

e Do members of AWK’s BOD have an in-depth understanding of NJAW’s service
territory and its unique characteristics?

o Are New Jersey ratepayers’ interests enhanced by NJAW having independent
directors on its BOD?

C. Audit Tasks

To complete the review in this area, NorthStar performed the following tasks:

1. Evaluated the corporate structure and determined whether the AWK’s BOD and senior
management are able to anticipate and respond to strategic issues on an ongoing basis by
ensuring that NJAW ratepayers are insulated as much as possible from financial harm.
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2. Evaluated AWK'’s BOD and senior management’s anticipation of and actions directly
related to NJAW strategic issues in recent years, as well as the results of these actions.

3. Assessed the independence of the NJAW’s senior management relative to its own
performance and the best interests of its rate payers.

4. Determined whether the AWK’s BOD has the experience and knowledge to fulfill the
corporate goals and objectives and ensure that no director has any conflicts of interest,
self-interest, or unreasonable influence while sitting on the Board.

5. Reviewed processes used to identify potential conflicts upon selection of AWK BOD
members.

6. Evaluated the selection process for members of the BOD of AWK.
7. Examined the separation of the AWK chairman and chief executive officer roles.

8. Reviewed NJAW’s executive compensation, including a comparison with other
comparable utilities.

9. Evaluated the appropriateness of the AWK BOD committee structures.

10. Evaluated lawsuits brought before AWK’s BOD or officers to determine whether they
relate to executive management or corporate governance issues and their potential effect
on NJAW.

11. Determined the need and value of NJAW having independent members on its BOD.

12. Evaluated the development and articulation of corporate goals and objectives, strategic
orientation, relationship and dissemination to the utility organization, tracking and
feedback directly to the AWK BOD.

D. Findings and Conclusions

1. AWK’s and NJAW'’s long-term corporate objectives and strategies could be more
explicit relative to their responsibilities to meet the future needs of NJAW
ratepayers relative to the cost of water.

e AWK’s mission is “to deliver value for our customers, investors and employees while
enhancing the quality of life in our communities by managing the most basic resource
of life — water.

e AWK’s 2009 goals were in the areas of finance, customer service/satisfaction,
process and employee.” In 2010, AWK modified the wording of the original four
categories/perspectives and broke out the following three: diversity, environmental
and health/safety.
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e In 2010, NJAW developed departmental goals in alignment with the corporate and
NJAW goals. The 2010 NJAW goals are to:

- Deliver shareholder return and enhance long-term value (financial).

- Deliver a positive and high quality customer and stakeholder experience
(customer service/satisfaction).

- Expand collaborative relationships with community and business leaders,
regulatory agencies and other key stakeholders (customer service/satisfaction).

- Provide and sustain integrated processes that effectively and efficiently deliver
high quality customer and stakeholder experiences and meet necessary
governance requirements (process improvement/business transformation (BT)).

- Create and sustain a culture that is focused on health, wellness, safety and an
injury free environment (health/safety).

- Create, implement and support sustainable and responsible programs, practices
and partnerships to become New Jersey's environmental leader in the
water/wastewater industry (environmental).

- Foster and promote a culture and work environment where employees: are
engaged in and contribute to the success of NJAW/AWK; work in high
performing teams; respect and learn from each other; are recognized for their
contribution; seek out and are provided opportunities for learning and
development; are prepared to meet future challenges and opportunities.

e The NJAW 2010 departmental goals added “delivering high-quality and cost effective
water and wastewater services to our customers” to the financial goals for selected
departments.

2. NJAW’s KPIs are primarily financial measures and do not address all corporate
goals.

« Financial measures include: operating revenues, sales, customer connections, growth,
operating income and margin, expenses, net income to common stock, construction
expenditures and cash flow from operation.

o Customer service measures include: customer satisfaction survey and service quality
survey ratings.

o The safety KPI is the OSHA recordable injury rate
e The environmental KPI is the number of Notice of Violations (NOV).

e The BPR overall KPIs do not address employee development, environmental
leadership or external relations.
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3. AWK's BOD and senior management are able to anticipate and respond to strategic
issues on an ongoing basis to ensure that NJAW ratepayers are insulated as much as
possible from financial harm.

e AWK has established and typically maintains a target capital structure for its
regulated subsidiaries, including NJAW, of 50 percent equity and 50 percent debt.
Typical capital structures for regulated utilities range from 40 percent to 60 percent
equity.

e AWK has appropriately identified the need for a business transformation (BT)
program as its key strategic initiative to improve the existing information technology
infrastructure and out-dated application systems. The AWK BOD and senior
management understand the risks and high costs involved in the effort and are
carefully monitoring its progress.

e NJAW senior management, AWK executive management, and the AWK BOD are
involved in the development, review and approval of NJAW’s financial “business
plans”.

e« NJAW senior management regularly reviews performance against its financial
business plans and other KPlIs.

4. Members of AWK's BOD have significant utility operations, financial and
regulatory experience to ensure that AWK attains its corporate goals and objectives.

e Three of the seven independent directors have served as senior officers of investor-
owned utilities and one director has served as chairwoman of the Florida Public
Service Commission.

e Four of the seven independent directors of AWK’s BOD either sit on or previously
were board members of other investor-owned utilities.

e One independent AWK BOD member has significant water utility experience having
served as the Commissioner for Philadelphia Water Department for eighteen years.

e Three of AWK’s independent directors have served as chief financial officers (CFO)
of investor-owned companies including one who was the CFO of a major multi-state
investor-owned utility.

5. While no member of AWK's BOD director has any material conflicts of interest,
self-interest, or unreasonable influence, three of the current independent directors
have no beneficial ownership of AWK stock.

e No independent member of the AWK BOD owns more than 0.1 percent of AWK
stock, and the CEO owns less than 0.2 of the stock.

e Three of the independent AWK BOD members do not hold any stock which suggests
that they may not have sufficient interest in the company or confidence in its future.
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Most directors of investor-owned companies own stock in the companies on whose
board they sit.

e AWK has a written procedure for approval of related-person transactions. Such
transactions require approval in advance by the BOD “which will be granted only if it
is determined that, under all of the circumstances, the transaction is in the best
interests of American Water and only as long as those interests outweigh any negative
effects that may arise from permitting it to occur”.

e« AWK directors are required to hold shares equaling four times their annual cash
retainer, by the later of February 2015, or the fifth anniversary of the commencement
of service as a Director.

6. While AWK has an appropriate process for selecting members of its BOD, its BOD
does not currently have a member who is a strong advocate for NJAW and it has
only one member of AWK senior management — the CEO.

e Over the last two years, AWK has added two new members to its BOD each year and
has used an executive recruiting firm to assist its efforts. As a group, the four new
members all bring extensive utility, regulatory and director experience to AWK's
BOD.

e None of the members of AWK's BOD has extensive utility regulatory or utility
operations experience in New Jersey. Since NJAW provides about 25 percent of
AWK's operating revenues, NJAW ratepayers should have at least one member of the
AWK BOD who is knowledgeable about operating a utility in New Jersey and can
serve as their advocate.

e The CEO is the only member of senior management on the AWK BOD. The BOD
may benefit from having a second member of senior management in its membership
to assure that it has the input from two members of senior management on strategic
issues. The presence of a second member can be useful in the planning for
management succession.

7. AWK has appropriately separated the roles of the Chairman of the BOD
(Chairman) and Chief Executive Officer (CEO).

e The Chairman is an independent member of the Board and runs the BOD meetings.
He also serves as the chairman of the nominating and governance committee.

e The CEO who is also the President of AWK prepares the agenda for BOD meetings
which is approved by the Chairman.

e The roles of the two individuals are clearly defined and understood with the
Chairman being responsible for managing the BOD and the CEO managing the
company.
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8. NJAW’s BOD has two independent non-executive members, a practice which
provides limited value to NJAW’s ratepayers.

e The NJAW BOD consists of seven members including five members of management
and two independent members. The five members of senior management on the BOD
have a clear majority and control the decision-making process. In reality, the two
independent members can have little effect on management decisions. The BPU does
not require NJAW to have independent members on its BOD.

e NJAW senior management holds two meetings quarterly. It has a quarterly Business
Performance Report (BPR) meeting which is attended by the AWK CEO, the AWK
CFO, and the President of Regulated Operations and NJAW senior officers.
Similarly, there is a quarterly NJAW BOD meeting which covers the same issues as
the BPR meeting. The NJAW BOD meeting also discusses strategic issues affecting
NJAW which are under the direction and control of AWK management.

e« The AWK CEO is not on the NJAW BOD and does not attend its meetings. NJAW
does not have a CEO or CFO.

e The two independent members of NJAW's BOD are active in New Jersey civic and
regulatory affairs. They consider themselves ambassadors for NJAW and AWK and
provide valuable feedback to NJAW and AWK senior management about issues in
New Jersey that might affect the companies.

9. NJAW’s senior management does not have sufficient independence relative to its
own performance and the best interests of its ratepayers.

e In 2009, NJAW paid $37.1 million to AWWSC for services for central shared
services, customer call centers, central lab services, procurement, information
systems, human resources, water quality and environmental, security, engineering,
risk management finance, building/property management, investor relations, business
development, internal audit and regulatory programs. The total paid to AWWSC in
2009 included an additional $2.9 million for capital expenses. It also paid $17.7
million to American Water Capital Corp. (AWCC) for cash management and
financing services.

« NJAW does not have effective service level agreements to ensure that it has control
of the costs and quality of services it receives from affiliates like American Water
Works Service Company (AWWSC) and AWK. For example, the NJAW President
is only one of 16 members on the AWWSC BOD. However, AWWSC Board
meetings do not serve as an effective forum for NJAW to have meaningful input
regarding the scope or cost of services provided it by AWWSC.

e« AWK:’s practice of allocating capital to its regulated companies does not result in
significant changes to NJAW’s capital plan.

e« NJAW is not always in compliance with its own procurement policy which is to
obta