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How to Construct a Service
Quality Index in Performance-
Based Ratemaking

- Nothing will derail the movement to competition quicker

than a falloff in service quality. During the uncertain
transition to a more competitive electricity market, utility
regulators should carry out their duty to ensure adequate
service quality by adopting innovative performance

tracking methods.

Barbara R. Alexander

Despite all the talk—and there
is plenty of that—the restruc-

turing of the electric utility indus-
try is not yet upon us. But many
state regulatory bodies—having
already experienced restructuring
in the telecommunications indus-
try, in which many employed new
regulatory models known under
the rubric of performance-based
regulation (or ratemaking)—are
beginning to experiment with some
form of PBR in the increasingly

| competitive electricity industry.

PBR is usually undertaken on
the assumption that, in a more

competitive industry, a lighter
regulatory hand coupled with the
discipline of market competition
will produce better results for
both utility customers and share-

| holders. PBR, as an alternative to

traditional base rate regulation,
typically retains strict control over
basic service rates for core custom-
ers, either by freezing prices or es-
tablishing a formula that restricts
the utility’s ability to raise prices
for these customer groups. The

| utility is usually given significant

pricing and marketing flexibility
over more competitive services
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and the ability to retain earnings
from these services. A hallmark of
these alternative schemes is their
multi-year nature: the utility is of-
fered the opportunity to earn
higher profits over, say, a two-to-
five year period, in return for
stricter regulatory controls on
prices charged to core customers.

owever, most utility com-

missions have struggled
with how to retain sufficient over-
sight of customer service and reli-
ability during the term of the per-
formance-based regulation. Early
PBR decisions contained no spe-
cial provisions for maintenance of
customer service,’ as commis-
sions reasoned that they would
rely on their existing rules and in-
vestigatory authority to address
any problems that later arose.
Many commissions have since
tound that this approach is insuffi-
cient. Particularly in the western
U.5., states are scrambling to ad-
dress deteriorating telephone serv-
ice quality that occurred after per-
formance-based regulation was
approved.’

As a result of this unsatisfactory
early experience, more recent al-
ternative regulatory plans contain
specific customer service and reli-
ability provisions. The purpose of
this article, based in large part on
the telecommunications experi-
ence, is to describe why it is neces-
sary to address customer service
issues that are inherent in PBR
and to provide the basic tools to
create a customer service and reli-
ability index that can be included
in any alternative rate plan for a
utility.

L. Why Is it Necessary to
Regulate Customer Service?

Some advocates reason that, be-
cause in a competitive world cus-
tomers choose their supplier
based on both price and customer
service, the traditional close over-
sight of customer service by regu-
lators—e.g., credit and collection
rules, constraints on disconnec-
tion, service reliability and cutage
standards—should also be

There are several
compelling reasons
why regulators should
include specific
performance criteria

- for customer service.

phased out or eliminated immedi-
atelv. However, the adoption of an
alternative rate plan does not usu-
ally change the commission’s
authority to enforce its customer
service rules or open an investiga-
tion upon allegation of unreason-
able service even if rules do not
exist. Indeed, there are several
compelling reasons why regula-
tors should include specific per-
formance criteria for customer
service and reliability categories
in any alternative rate plan.

A. Skimping on Quality
Degraded service quality is
more likely to occur when a util-

ity can increase profits by slashing
Oé&M costs. This is, of course, the
Imperative set in motion by a clas-
sic price cap plan that links profits
to sales. Once a utility is allowed
to make more money by selling
competitive services under flex-
ible pricing schemes, it is only
natural for corporate manage-
ment to want to reduce opera-
tions and maintenance budgets in
areas that are still monopolistic
under the drive for efficiency, and
divert the resulting savings into
more lucrative unregulated mar-
kets. Indeed, even well meaning
managers who seek to improve ef-
ficiency may engage in such an
orgy of downsizing and centrali-
zation of far flung local offices
that, even though not intended,
poor service quality results.”

his may be a short-run con-

cern. If the electricity busi-
ness is ultimately to be competi-
tive at the retail level, power
providers, whether utilities or not,
cannot survive long if they fail to
provide high-quality customer
service. But there are several big
“ifs” here, not least of which is
how far and how fast meaningful
competition will penetrate. Even
if retail competition comes to
pass, in the transition service qual-
ity risks are real. Any decrease in
service quality soon arrives ata
commission’s doorstep in the
form of customer calls and com-
plaints, followed by reporters hot
on the trail of a good story.* Until
competition is a reality for core
customers and market informa-
tion allows customers to make a
realistic choice between provid-
ers, utility commissioners need to
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create tools to monitor and re-
spond to poor performance in util-
ity customer service programs.

B. Regulatory Lag Redux

During the term of an alterna-
tive regulatory plan such as PBR,
traditional rate cases will not oc-
cur, The commission will not,
therefore, be able to review com-
pliance with customer service
rules and customer satisfaction
with utility services as part of the
accustomed review of aperating
and maintenance expenses. This
means that a common practice of
using a rate case as a means of re-
viewing service quality—and
sometimes adjusting the rate of re-
turn to reflect poor service—is not
available to regulators. The lack of
a rate case is a liability with re-
spect to service quality concerns.
If a commission lacks statutory
authority to assess fines or penal-
Hes for violation of its rules, the
void created with the elimination
of base rate cases effectively viti-
ates enforcement of customer
service rules during the term of a
price cap plan.”

C. Lax Service Rules

While some commissions have
detailed customer service rules in
some areas, most are deficient or
less than complete. For example,
while most states regulate the dis-
connection process, many do not
regulate more modern service
quality issues such as the perform
ance of a utility’s phone center, in-
stallation and repair deadlines,
complaint resolution procedures
or bill accuracy, or require utilities
to track and report customer satis-

faction surveys,® Even the model
telephone service quality stand-
ards prepared by the National As-
sociation of Regulatory Utility
Commissioners’ address technical
standards for telephone compa-
nies (e.g., dial tone quality), but
do not include measurements of
service reliability and outages: the
true measure of service quality
from a customer s perspective. A
utility-specific service quality in-
dex can overcome these deficien-
cies without a lengthy rulemaking
proceeding,.

II. How to Construct a Service
Quality Index

A. Performance Measurement
Categories

What should be measured is a
function of the type of utility, its
previous record on customer serv-
ice compliance, current “hot-
spots,” existing state statutes and
regulations, and the availability of
the utility’s historical data. How-
ever, most service quality monitor-
ing plans include selections from
the following types of customer
service measurements:

1. Customer Satisfaction. Utili-
ties measure how customers react

to service quality by asking cus-
tomers what they think. While
most utilities have asked their cus-
tomers the general “How'm I
doin’?” question, a more useful
set of survey questions is being
asked of customers with recent
transactions at the phone center
or with field personnel on installa-
tion or repair visits. These ques-
tions often ask whether the cus-
tomer thought the utility
representative was knowledge-
able or responsive to their request
or concern, as well as whether
service was provided courteously,
promptly and professionally. Cus-
tomers are then asked to rate their
overall satisfaction with the con-
tact. The general survey of cus-
tomers who have done nothing
more than receive a bill and pay it
is not as good a predictor of serv-
ice quality as the responses of
those customers who have initi-
ated a request for service or called
the utility with a question or con-
cern on their bill. These transac-
tion-based surveys should be
done routinely (monthly or quar-
terly), by telephone or postcard,
and should show a statistically
valid response rate.

2. Business Office Performance.
Typical measurements in this area
include the performance of the
phone center (percentage of calls
answered within 30 seconds; busy
signal rates; average speed of an-
swer, etc.}, response time on cus-
tomer complaints, as well as the
performance of field personnel
(percentage appointments kept;
repair or installation delays; accu-
racy of meter readings). Other
itemns that could be included in
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this category are billing error
rates (percentage cancel and re-
bill) and violations of commission
rules determined by commission-

| sponsored audits.

3. Service Reliability. Custom-
ers expect continuous and high-
quality service. Electric utilities
have monitored outages and col-
lected such data for many vears:
System Average Interruption Fre-

| quency Index (SAIFI); Customer

Average Interruption Duration In-
dex (CAIDI); and Customer Aver-
age Interruption Frequency Index |
(CAIFI). Telephone utilities have |
not routinely monitored service
outage in a meaningful way, i.e.,

as a function of number of cus-
tomer affected, length of outage, |
and number of services affected. |
However, the Network Reliability
Steering Committee has devel-
oped a proposal for monitoring
telephone service reliability that
shows great promise.” The Maine
Commission has required
NYNEX to devise such an index
for use in the recently mandated
Service Quality and Reliability In-

| dex as part of a five-year price cap

| would measure utility programs
| that respond to commission man-

plan’
4. Regulatory Performance
Measurements. This category

dates—e.g., the ratio of com-
plaints appealed to the commis-
sion per 1000 customers;
penetration ratios for low income
programs (such as lifeline tele-
phone assistance or an electric or
gas utility’s low-income bill pay-
ment assistance program); per-
formance measurements for DSM
programs; and utility credit and

| collections programs. For exam-

ple, a commission concerned
about the utility’s commitment to
a utility low-income weatheriza-
tion program could include a
penetration target for delivery of

the program to eligible customers.

A commission could mandate a
tracking account for a particular
program, requiring a utility to
monitor and track expenditures
for a program and requiring that
spending below a target level be
returned to ratepayers (and con-
versely for above-target spending
to be recovered from ratepavers).

Another area of vital concern is
a utility’s disconnection policies.
A utility driving toward a more
competitive environment may
pursue tougher collection poli-
cies, permit fewer payment exten-

sions and require swifter discon-
nection for nonpayment with stiff
reconnection requirements. This
suggests the need for closer moni-
toring of pavment arrangements
and disconnections, particularly
with respect to residential and
small-business customers. A serv-
ice quality index could track the

| frequency of disconnection com-
| pared to historical performance

and prevent a significant increase
in this performance categorv by
assessing penalties for an increase
over the baseline."

B. A Service Quality Index

A service quality index recently
approved by the Maine Public
Utilities Commission for
NYNEX" includes the categories

| shownin Inset 1.

! Inset 1: NYNEX Service Quality Index

Customer Service

1. Installation appointments not met (company reasons).

3. Business office calls answerad over 20 seconds.

Service Reliability

1. Customer trouble reports per 100 access lines.
| 2 Trouble reports not cleared within 24 hours-residence.
| 3. Trouble reports not cleared within 24 hours-business.

4, Dial tone speed over 3 seconds.

5. Service outage index.

Customer Satisfaction

|
I
|! 1. Service provisioning, not meeting expectations-residence.

3. Maintenance of service, not meeting expectations (residential).

‘I 4. Maintenance of service, not meeting expectations (business).

2. Held orders (average total delay days).

{| 2. Service provisioning, not meeting expectations-business. ||
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A service quality index for an
electric utility is very similar. The
first service quality index ap-
proved for an electric utility was
devised in New York for New
York State Electric & Gas and Ni-
agara Mohawk Fower Corp. as
part of a multi-vear incentive rate
plan. These were referred to as
“customer service incentives” and
were constructed primarily on the

“carrot” approach; that is, com-
pany profits would increase in re-
turn for improved service quality
performance.” However, the first
comprehensive price cap plan for
an electric utility was ordered by
the Maine Commission for Cen-

tral Maine Power Co." The serv-
ice quality index for that utility
contains five items (bwo reflect sat-
isfaction with a recent contact
with the company at its phone
center and for installation of new
service; two involve outage-re-
lated statistics; and the last in-
volves a PUC complaint ratio)

and establishes a penaltv struc-
ture that will require the company
to suffer revenue reductions of up
to 53 million per vear for failure
to comply with the baseline per-
formance indicators.

C. Setting the Baseline
Performance Standard

One of the most perplexing is-
sues that confront commissions in
establishing a service quality in-
dex is how to set the baseline
from which to measure changes
in service quality over the term of
an alternative regulatory plan.
The answer to this problem is rela-
tively easy if the utility’s service
quality performance has been

above average or even adequate
in the recent past. In that case, the
utility’s own historical data
should be used to establish a base-
line that reflects the most recent
performance.

The actual baseline number
used in the index should reflect
some allowance for normal vari-
ation and statistical error. For ex-
ample, recent cases in Maine have
calculated the average perform-
ance over the last two to three

Omne of the most
perplexing issues is
how to set the baseline
from which to measure
changes in service
quality.

vears ilongef for outage and reli-
ability categories), and then set
the baseline as the average minus
some factor that reflects statistical
variation. However it is done, the
objective is to establish a numeri-
cal value that reflects recent per-
formance and then allows for
some margin of error.

A more difficult challenge exists
when a commission determines
that current service quality is in-
adequate and should not be used
as the baseline from which to
measure future performance. Still,
it is vital to review and analyze
historical data. It may be that re-
cent degradation in service can be

detected and removed from the
calculation to arrive at an accept-
able baseline. If such data do not
exist, second-best options are
available:

o Use standards that exist in com-
mission rules. Obviously if the util-
ity's recent performance does not
meet these mandated standards,
the baseline should be set to as-
sure compliance.

o Lise actual performance of compa-
rable utilities or other industries in
the state or region. If a nearby util-
ity can achieve higher results, the
burden should be on the non-per-
forming utility to demonstrate
why similar results cannot be
achieved.

e Litigate or negotiate the perform-
ance goal or objective and then estab-
lish a gradual movement toward that
standard during the term of the
plan."* Again, using benchmark
data from other utilities or even
nonregulated business may pro-
vide guidance. For example, a
common service quality standard
for phone center performance is
to answer 80 percent of all calls
within 30 seconds. There is no rea-
son to believe that utilities should
be held to a lesser standard.

D. How to Track Performance;
Reporting Requirements.

If the utility has been collecting
the required performance data for
several years, it is relatively easy
to require the same information to
be compiled monthly and re-
ported annually as part of an an-
nual price cap review or other an-
nual performance review under
the rate plan. If the data collection
is relatively new, reporting for-
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mats should be agreed upon up
front. It is vital to have specific
agreement on the definitions of
the data to be gathered, as well as
the source of the information
within the utility’s information
system. For example, if “com-
plaints” are to be measured, this

| term must be defined carefully to

prevent later arguments about

| whether it includes all contacts or
| only those appealed to the com-

muission. Installation appoint-
ments should be tracked based on
whether the customer or the util-

| ity failed to keep the appointment.

Ideally, the data should be pro-
vided to the commission on com-
puter disk in a previously agreed-
upon spreadsheet format. Com-
missions should accept the data
subject to audit by their staff or in-
dependent consultant. When sig-
nificant penalties or incentive pay-
ments are tied to performance
categories, the integrity of the
data should be monitored rou-
tinely and with the same degree
of importance as annual financial
data.

E. What if the Baseline

Performance Is Not Met?

Should the utility be rewarded
for service quality above the base-
line or only penalized for failure
to achieve at least the baseline
level? Should good performance

| in one category outweigh bad per-

formance in another? These sorts

of issues have vexed commissions
in many states. While there are le-
gitimate arguments that can cause

| these questions to be decided dif-

ferently, the following policies
should be considered:

1. Keeping Performance Up. The

| basic purpose of a service quality
| index is to make sure that the util-
| ity does not degrade service while
| it uses its new-found authority to

make more money:. It is an insur-
ance policy against the utility’s de-
sire to reduce customer service
spending in the short term while
positioning the company to meet
competitive threats. This basic pol-
icy orientation suggests that the
penalty-only approach is better.

' Should the utility be

rewarded for service

- quality above the base-

 line or only penalized
' for failure to achieve at
least the baseline level?

The purpose of the index and the

| penalty is to prevent poor per-

formance, In the long run, utility
profits will increase because of ex-
cellent customer service; efficient
debt collection and increased mar-
ket share as a result of satisfied
customers will go directly to the
bottom line. The commission’s
main objective is to prevent short-

| term degradation of service and a

penalty is best suited to that objec-
tive.

2. Subpar Performance. If cur-
rent service quality is subpar, the
combination of both incentives
and penalties makes some sense.
In a recent New York case involv-

| ing New York Telephone, the

New York Public Service Commis-
sion approved a complex series of
both penalties (for performance
below stipulated levels) and in-
centives (to obtain improved serv-
ice quality in some targeted areas
of the state and for some service
quality measurements)." The
Maine PUC, on the other hand, re-
jected NYNEX's attempt to obtain
a reward for performance in ex-

| cess of the baseline because the

company's historical service qual-
ity was excellent and the commis-
sion sought only to prevent its

| degradation.'®

3. Offsets. It is probably not a
good idea to allow the utility to
offset less-than-acceptable per-
formance in one measurement
with excellent performance in an-
other category. Presumably each
item was selected for the index be-
cause its performance was valued
independently of other items.
Customers who suffer missed
service installation appointments
are not consoled by the fact that
the phone center that handled
their complaint answered
promptly. Utilities that violate
commission rules cannot offset
that violation by compliance with
another one.

4. The U.K. Experience. The
United Kingdom privatization of
its electric utility industry was ac-

| companied by close monitoring of

service quality. Specific service
quality requirements are estab-
lished by the Director of the Of-
fice of Electricity Regulation and
imposed on the regional electric
companies (RECs) which have a
monopoly for the distribution of
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electricity for customers with less
than 1 MW demand until at least
1998, The minirmurn service qual-
ity standards are enforced with
customer-specific rebates. During
the 1991-92 fiscal year, the RECs
and two Scottish companies re-
ported a failure ratio of 0.1 per-
cent in all services rendered and
incurred penalty payments total-
ing £140,000. Media interest in the
annual report on service quality
compliance is significant.” This

approach has the advantage of tar-

| geting the utility penalty dollars

| to those directly affected. Several
states have taken this approach to

| the US West service quality deba-
cle. For example, the Colorado
PUC requires a telephone utility
that fails to keep an appointment
for installation of new or up-
graded service by more than four
hours to provide the affected cus-
tomer a credit equal to one-third

| of the installation fee. A rule

change is also pending which

would require the utility to pro-

| vide alternative service, including
vouchers for cellular service,

when a new installation order is

held more than 30 days.” These
innovative customer-specific
remedies are particularly useful
when a specific customer is af-
fected by service quality. They
will not work as well to ensure
adequate phone center perform-
ance, service reliability or delivery
of low-income programs, for ex-
ample.

E. Establishing the Level and
Consequence of a Penalty

The penalty amount is a matter
of wide discretion and should ob-
vipusly be set as a function of the
size and revenues of the utility. In
addition, it is proper to take into
account the utility’s recent service
quality performance. If, as in the
New York Telephone case, the util-
ity has been the subject of prior
commission investigations and
unkept promises, the penalty
should be set at a significantly
higher level than for a utility
whose service quality has gener-
ally been good.™

Perhaps the greater impact of a
failure to meet the service quality
index during the term of the plan,

however, is not the shareholder
dollars at stake but the potential
loss of market share and public
confidence that may accompany
such publicity. Any marketing
manager knows that a company's
reputation can be damaged
quickly, but rarely recovers as fast
even if the cause of the loss of cus-
tomer confidence is remedied
quickly. Barring any unusual cir-
cumstances, a general starting
point for discussion might be 0.5
percent of jurisdictional revenues.

Each item in the index should
be assigned points (usually 10 for
ease of calculation). Future per-
formance is then compared to the
baseline value. The percentage
change in performance should
then be related to the ten points
assigned to that item. If the pen-
alty dollars are assigned to points
(5X per point), the total points for
all categories are then added and
penalty dollars assigned accord-
inglv. If there are eight items in
the index, each of which is worth
11} points, and the utility reports
performance at 80 percent of the
baseline in two of the eight catego-
ries, a total of 76 out of a maxi-
mum of 80 points results. If each
point is worth $100,000, the utility
pays a penalty of $400,000.

This penalty must be paid in a
way that benefits ratepayers, such
as a one-time credit on customer
bills or in the form of rebates to af-
fected customers where that is
possible to identify (e.g., free or re-
duced-price installation for those
who suffered late or missed ap-
pointments). Alternatively, the
amount can be offset for any rate
increase otherwise due under the
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alternative rate plan. In any case,
customers should be informed of
the failure to achieve adequate
service quality levels on a bill mes-
sage or similar communication
from the utility. The Maine Com-
mission has ordered NYNEX to
return any future service quality
penalty as a one-time credit on
customer bills labeled as "Rebate
For Below Standard Service Qual-
ity.”

II. Conclusion

Commissions have for the most
part retained their responsibility
to ensure adequate service quality
and should now adopt innovative
methods to address service qual-
ity and reliability concerns during
a time of transition to new regula-
tory regimes, such as perform-
ance-based regulation in which
utility rates or revenues are
capped. Nothing is more likely to
" derail the movement to increased
competition than a dramatic drop
in service quality for residential
and small commercial customers.
Both commissions and utilities
have a self-interest in devising
regulatory oversight mechanisms
that make sure this does not
occur. |
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