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Managing in an Economic Downturn:
Using Customer Behavior Analyses to Improve Bad-Debt Performance

In an economic recession, more consumers assign
utility bills a low priority, especially given the wide-
spread perception that delinquent gas and electric
accounts are not likely to be terminated (versus cable
TV or wireless phone). For electric and gas utilities,
it’s increasingly important to know how customer
payment behavior is changing, how quickly, and how
much the risk of bad debt is rising.

Oliver Wyman recently completed a benchmarking
study on how utilities estimate their receivables risk,
what risk trends they are seeing in the current eco-
nomic environment, and what tactics they are using
to stay ahead of the situation. Out of a dozen partici-
pating major utilities, ten reported increased receiv-
ables, and most were finding it necessary to increase
their uncollectible accounts reserve as the result of
reduced customer payments. These findings, coupled
with our experiences working with utilities on collec-
tions and bad-debt issues, highlight the importance
of several practices that are particularly useful when

economic conditions cause customer behavior to
change:

Collecting and analyzing real-time customer behav-
ior data. Observing customer behavior in real-time

is the most effective way to anticipate potential bad-
debt problems as customers wait longer to pay, more
accounts go delinquent, and accounts receivable
deteriorate rapidly.

Applying customer behavior analytics across the
customer lifecycle. From customer acquisition through
delinquent noticing and termination targeting, there
are many opportunities to reduce bad debt through
the smart application of customer behavior insights to
credit and collections processes and policies.

Building a flexible yet sustainable bad-debt reserve
model. Leading utilities are moving to reserve frame-
works that are forward-looking, well-integrated, and

aligned with operational strategy.

Exhibit 1 Real-time behavior analytics linking bad-debt performance and estimation
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/ and operational perspectives on bad debt \

Revenue management
Improved credit and collections performance
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¢ Terminations prioritization and workforce
management

* Customer response to delinquency notice

e Credit history at time of service application or
balance transfer

Real-time
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behavior data,
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Financial performance
Improved bad debt estimation

 Risk methodology to determine uncollectible
accounts reserve

¢ Alignment of risk model with credit and
collections operations

¢ Payment behavior
¢ Balance tracking
* Response to notices

e Leading indicators of deteriorating
receivables risk and earnings impact

¢ Behavioral scoring

Real-time customer behavior analysis can help address the dual problem of enhancing reserve estimation
and minimizing bad-debt expense through improved credit and collections performance.
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Collecting and Analyzing Real-time Customer Behavior Data

In various situations, such as an economic downturn or

after a period of reduced terminations, customer pay-
ment behavior can deteriorate rapidly, and large vol-
umes of delinquent customers can overwhelm the sta-

nation of service. The customer response to termination
is measured by the percent of accounts (and of outstand-
ing dollars) falling into each category, X weeks after ter-
mination. It can be monitored on a daily basis to identify

tus-quo collections process, increasing bad-debt expense any changes in restoration patterns. Various behaviors,

and therefore eroding earnings. This change can occur
so quickly that managers may not notice the problem
until it has snowballed out of control. To prevent this,

such as no-payment restorations, are then segmented
in ways to understand the customer mix and how seg-
ments respond to termination differently.

companies must monitor such changes continually, and

have a flexible credit and collections operation that is
ready and able to respond quickly to changes in cus-
tomer behavior.

At every customer touchpoint in the meter-to-cash pro-

cess, there are several possible outcomes: A customer
may choose to pay his full bill or not, establish a pay-
ment arrangement, or attempt to game the system at

each step of the way. Understanding the likelihood (and
volume) of each outcome—and how the outcomes may

change along with economic conditions or other exter-
nal influences—provides valuable insight to help utili-
ties manage bad debt and customer operations.

Exhibit 2 illustrates how real-time customer payment
data can be used to monitor behavior following a termi-

By monitoring this data regularly, companies can antici-
pate an increase in receivables risk when customers pay
less often following a termination. In more desperate
times, customers may increasingly seek alternatives to
payment such as medical certification, regulatory com-
plaint, or self-restoration of service. Those behaviors
can then be examined in greater detail as needed.

Tracking payments over time, and by different cus-
tomer segments, will show when customers are more
stretched financially, or less likely to pay. Companies
that monitor payment behavior will notice degradations
as they happen, rather than months later. They can
then increase reserves as necessary, ramp up termina-
tions, or increase customer outreach or assistance, to
counter the trend before it spins out of control.

Exhibit 2 Example of real-time, ongoing behavior tracking

Cutout account response
Residential

100%
90
80
70
60
Il 000 leeeqeececccccoococo- REEEEREERERERE

40 Partial

ayment
30 pay

20
Full

payment

Percentage of pre-cut balance outstanding

10

0
0123456 7 8 9101112131415

Weeks after cut

Accounts with no payments
By risk segment, income level

100%
.9 ]
million 80
60
$12.8
million 20

20

Illustrative

$11.5
million

---———_
20 40 60

80 100%

$11.7

million



Macro-level analyses will not always suffice, as you may
need customer-level granularity to understand customer
techniques for gaming the collection processes, or opera-
tional bottlenecks where accounts get stuck in the system.
Exhibit 3 illustrates techniques for tracking behavior on
more of an individual customer basis. This exercise can
highlight where the customer behavior should be ana-
lyzed across the population to quantify issues and then
target them with initiatives.

Implications for the Organization

Acquiring this capability has some requirements that
may not be existing in the customer service organiza-
tion. The foremost is the ability to collect and gather
the required information. While this falls mainly in the
realm of the customer information system, many orga-
nizations overlook some relatively fast and straightfor-
ward solutions and, instead, rely on the IT organization
to deliver a complex, time-consuming solution. In our
work with clients we have been able to help utilities
quickly build and implement robust data warehouses
(using inexpensive components) with available system
data while the longer-term IT solutions are developed.

Another critical requirement is analytic ability within the
organization—the skills to collect and understand the

Exhibit 3 Case study of collections status

right data, perform quantitative analyses, and incorpo-
rate key learnings into financial reserve estimates and
credit and collections policies. These skills are often new
to the organization, and given limited internal resources,
these skills might be developed in-house through train-
ing, found in other parts of the organization, or brought
in from the outside.

Questions for Managers
Do we adequately understand customer behavior in
a timely manner?

u [s the payment behavior of our customers changing?
Are we missing opportunities to improve their behavior?

B Are customers changing their games? Do we know
what those are?

= Do our uncollectible account reserves closely reflect
the default risk of our receivables?

B Is our understanding of the risk of default current,
or is the data stale?

B Are our collections resources focused on the
highest-credit-risk customers?
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A simple qualitative study of the highest-risk accounts can quickly illustrate behavioral trends that require further
analysis. In this example, tracing the collections status of a high-balance account over time could lead to an
evaluation of how cut-eligible accounts are continually avoiding termination.



Applying Customer Behavior Analytics Across the Customer Lifecycle

Terminations and the bad-debt reserve calculation are
not the only ways to benefit from an improved under-
standing of customer behavior. At each step in the pro-
cess, from customer acquisition through delinquent
noticing and termination targeting, deep insights can be
generated by closely monitoring customer behavior and
how it changes over time, as shown in Exhibit 4. These
insights can then be applied to improve customer target-
ing and collections policies and practices.

Exhibit 4 Behavior analysis across the customer lifecycle

Sample questions: What portion of our service
applications are truly new customers? How many
have had past accounts with us—and which of
those were ever written off or terminated?

Delinquency Management

e Customer risk scoring/
segmentation

Each utility and service territory will have different char-
acteristics of customer behavior depending on the regula-
tory framework, the demographics of the customer base,
and how the utility has “trained” customers to behave.
Utilities thus should develop their own set of metrics or
analyses to monitor the control points in their revenue
management processes. The table below highlights some
useful example metrics that can be further refined by an
individual utility.

Sample questions: When customers receive a
past due notice or notice of termination—
how many will make a partial or full payment?
How quickly? How does it vary by segment?

¢ Past-due noticing
- Rates of “self-cure”

* Receivable “roll rates”

Customer acquisition

e Positive ID

* “Name game”

¢ Deposit policy

e Collection of past debts

Terminations

e Past-due $ threshold

e Prioritization and
workforce management

e UTCs
* Methods of restoration

Non-customer management

* Usage on unregistered/
inactive meters

* Usage on cut meters

e Third-party recoveries

Sample questions: How do customers

behave following a termination of service—
how many make payment? How many will
seek “loopholes”? How many will self-restore?

Sample customer behavior analyses for managing bad debt

Metric or analysis

Description

% of customers who pay following a past due notice. Can serve as an early warning of an increase in

Past due notice response—

by segment customer groups.

Termination notice response—
by segment

Cut response

Termination backlo
9 accounts receivable risk.

delinquent accounts or terminations. Segmented by risk score, income level, etc., to differentiate across

% of customers who pay following a termination notice. Can serve as an early warning of an increase in
future bad debt. Segmented by risk score, income level, etc., to differentiate across customer groups.

Are customers paying to restore service or seeking other means of reconnection? Can be used to
predict response to terminations—cash generation, future write offs, etc.

Non-seasonal increases in the number of accounts awaiting termination is an indication of increased



Building a Flexible and Sustainable Bad-Debt Reserve Model

Our recent survey gathered information about meth-
odology and processes used to estimate receivables

risk and calculate bad-debt reserves, and any trends

or changes in bad-debt levels over the past 12 months.
The results showed a broad range of methods used to
estimate bad-debt exposure, but a nearly unanimous
response that utilities were experiencing a deterioration
over the past year.

Variation in reserve methodology. Utilities employ

a wide range of methodologies to estimate bad-debt
reserves, as shown in Exhibit 5. The simplest calculation is
a pure percent-of-revenue approach, which may be suffi-
cient in a steady-state business climate, but can be slow to
account for changes in customer payment behavior, shifts
in the risk profile of receivables, or economic impacts.

A more robust approach, which an increasing number of
utilities are adopting, combines the use of loss percent-
ages for customer populations or segments that share
similar risk characteristics. These factors are applied

Exhibit 5 Spectrum of reserve-estimation approaches

Bad-debt reserve methodology “staircase”

Relative level of rigor

. Represents one utility surveyed
using that reserve methodology

Will be sufficient in constant business
and economic conditions-but slow to
adapt to an evolving receivables profile
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to accounts receivable age groups to account for the
increased risk inherent in older receivables. The most
advanced variation on this approach recognizes that his-
tory does not always predict future performance, and
incorporates real-time customer behavior into assump-
tions. This helps to ensure that bad-debt reserves are a
current and accurate reflection of customer receivables.

Organization alignment. Any reserve methodology must
be aligned and integrated with the operational strategy.
Too often, reserve frameworks are built and maintained
separately from collections or operational groups and do
not incorporate the knowledge of customer risk from the
business point of view. This can create misalignment of
performance metrics and incentives, causing problems
that are costly to correct. The finance and revenue man-
agement or collections organizations should agree on a
definition of risk categories and customer segmentation.
Ideally, any payment or default analysis should involve
both groups; both should agree on how to use the results
and share responsibility for the metrics.
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Staying Ahead of the Bad-Debt Problem

Economic recession raises the stakes for utilities to
understand their customer behavior patterns as they
relate to collection of revenue. Understanding behavior
changes in real-time will help managers anticipate prob-
lems and respond before they deteriorate. Sharing this
understanding among work groups will keep the orga-
nization aligned on ways to best preserve and protect

revenues. Executives should objectively evaluate whether
they understand their customer behaviors adequately,
whether they have the right skills and resources in

the organization to accomplish this, and whether the
insight is applied in a coordinated manner across the
organization.
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