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UK WATER INDUSTRY RESEARCH LIMITED
SETTING PERFORMANCE COMMITMENTS AND INCENTIVES TO DELIVER BEST
VALUE FOR MONEY
Overview
Background and objective
At PR14, Ofwat made a number of changes to the regulatory framework, including the
introduction of performance commitments (PCs) and outcome delivery incentives (ODIs).
This feature of the price control helped to increase companies’ focus on delivering those
outcomes that customers care most about. As PR14 was the first time PCs and ODIs had
been used, this raises the question of how the framework should evolve for PR19. The future
framework should build on lessons learned from the experience at PR14, and adapt to the
challenges and priorities for PR19. Ofwat is currently considering how it will set the PCs and
ODIs framework at the next price control review (PR19). Early indications of Ofwat’s thinking
were included in “Water 2020: Regulatory framework for wholesale markets and the 2019
price review”, and more detailed consultations on this topic will occur during 2016.
UKWIR asked Frontier Economics, together with SYSTRA (specialists in market research and
customer engagement) and Tynemarch (specialists in investment planning), to develop
options for an effective framework for designing PCs and incentives for future price controls.
As Ofwat is still developing its approach to PR19, the purpose of this project is not to provide
a detailed methodology for PCs and ODIs for PR19 but instead to identify the trade-offs and
detailed issues that need to be considered when deciding the framework for PCs and ODIs
for PR19. The flow chart below shows the steps undertaken in this project.
Figure 1 Key steps in project

The findings from this project are intended to be used by companies and stakeholders to
develop their views on the future PCs and ODIs framework.

Key findings
Based on the lessons learned from PR14, the key questions that need to be considered for
the PR19 framework for PCs and ODIs are:
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1. How should comparative information be used to inform PCs and ODIs in the
future?
2. How can the method for setting PCs be used to encourage long-term planning?
3. How should incentive rates be developed in the future?
4. What is the role of customer valuations in setting PCs and ODIs?
The key findings from this project are:


The PR14 approach is not fundamentally flawed but incremental improvements
should be carefully considered. In particular, the way that comparative
information is used to set PCs could be improved, and there is some potential to
increase long-term certainty in the way that PCs and ODIs are set. The way that
incentive rates are set could also be improved, and the robustness of the
information on customer valuations that is used to set incentive rates could be
increased.



There are many different ways in which these improvements could be carried
out, and detailed design questions within each of the potential options. Based on
feedback from the Steering Group, the project team developed three packages
that broadly align with the high level direction that Ofwat has already indicated,
and reflect a narrowing down of some of the potential options. These packages
varied in terms of the detailed design choices across the four key questions
above.



The best approach for PR19 will depend on how the industry views the trade-offs
between the different options and on how much weight is placed on each of the
principles. For example, a top-down incentive rate may provide strong incentives
for innovation but not encourage allocative efficiency in the same way as a
bottom-up incentive rate. To develop a view on the preferred option in the
future, each stakeholder needs to consider the appropriate weighting for each of
the principles in the assessment.

The conclusions from this project are:


Determine the detailed methodology for PCs and ODIs in a timely way,
recognising trade-offs and interdependencies. To ensure successful
implementation of the final methodology, decisions on key parts of the
methodology (e.g. customer engagement) need to be made sufficiently early so
that companies can implement these.
o The key trade-offs need to be considered in more detail. The way forward
on long-term PCs needs to balance certainty and flexibility. For the
incentive rate the key trade-off is between delivering what customer want
and incentivising innovation. Another important trade-off is between
tailoring the framework by selecting the most appropriate approaches for
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different measures and keeping the framework sufficiently simple to
foster trust and confidence.
o The final methodology
interdependencies.

also

needs

to

reflect

the

following



Cost assessment – consideration should be given to how service
levels and costs could be assessed at the same time, and whether
it would be appropriate to adjust the cost allowance on the basis
of a subset of measures.



Sub-caps – while measures could apply to service quality aspects
that are delivered by multiple parts of the value chain, the
methodology should be clear on whether and how the relative
contributions of different parts of the value chain should be
measured.



Role of the CCG – there are significant interdependencies between
the role of the CCG and the approach to PCs and ODIs that need to
be reflected in the final methodology.



RoRE and scenario analysis – a bottom-up approach to ODIs and an
Ofwat-specific RoRE range are likely to become increasingly
difficult to reconcile, as most measures are already associated with
financial incentives. As a result, a specified RoRE range works
better with a top-down approach.



SIM – this should also reflect customers’ valuations to ensure
consistency.



Further research into long-term commitments. The findings from this project
suggest that long-term commitments are likely to create difficult trade-offs
between flexibility and certainty. Building on this, further research should be
carried out to consider the potential benefits and risks of introducing long-term
commitments for specific measures. This could determine whether it would be
beneficial to introduce longer term commitments, and for which measures.



Explore the options for customer valuations. Additional research could be done
on consistent definitions and approaches for use in stated preference surveys.
Further work could also be carried out in relation to alternative approaches,
including consideration of potential issues with using these approaches in the
water industry and how these alternative methods could be carried out in
practice. Using a range of approaches to customer research and engagement will
mean that the method for setting incentive rates is likely to be less mechanistic.
This report sets out a number of criteria that could be used to consider a range of
estimates from different valuation techniques. Clear guidance should be provided
on how companies will be expected to set incentive rates in the context of
multiple estimates from various engagement approaches.
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