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UK WATER INDUSTRY RESEARCH LIMITED
SETTING PERFORMANCE COMMITMENTS AND INCENTIVES TO DELIVER BEST
VALUE FOR MONEY
Executive Summary
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 the next price
control review (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 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.

Lessons learned from PR14
To ensure that the future framework is based on lessons learned from the PR14 experience,
the project team reviewed companies’ written submissions, and carried out interviews with
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companies, Ofwat, the Environment Agency, the Drinking Water Inspectorate, CC Water and
a number of CCG Chairs and other stakeholders. Interviewees were generally positive about
the introduction of the framework, and supportive of retaining it. As this was the first time
PCs and ODIs had been introduced, it is unsurprising that there were suggestions for how
the framework could be improved in future. In summary, the key lessons learned from
PR14 are as follows.


The process of introducing PCs and ODIs had two main shortcomings. Ofwat’s
guidance on ODIs was initially quite complex and given the magnitude of the
changes from PR09 there was little time to develop PCs and ODIs. In addition,
some changes were made to the methodology quite late in the process, such as
the horizontal audit, which made it hard to fully reflect these changes in PCs and
ODIs. However, at the same time the framework allowed for flexibility and room
for innovation, which was appreciated by some companies.



The introduction of the framework led to significant cultural changes in the way
that business plans were developed, and to companies’ management
approaches. Companies are more focused on customers, which was considered
to be a positive change by all.



At this early stage in AMP6, companies generally appear to be focused on
avoiding significant penalties. This is not necessarily a bad outcome at this stage
in the AMP. For instance, if companies felt they could easily achieve rewards at
this early stage, it might be argued that the targets had been set too low.



In some cases where PCs were the result of the horizontal audits, companies’
focus on particular service areas is not necessarily aligned to the areas that
customers identified as ones that should receive the largest improvements.



Companies appear to place more emphasis on PCs with financial ODIs. The
financial impact is not necessarily the inherent reason for this. Generally financial
ODIs are on measures that are of particular importance to customers, so
companies are keen to focus on these measures for that reason. In relation to
this, most companies noted that adding a financial ODI onto statutory obligations
is unlikely to change behaviour, as there are already financial and reputational
incentives to meet targets in those areas.



Many companies found the standard PR14 formula relatively complex to explain
internally, and that it was hard to find robust data to use the formula effectively.
Some companies relied on top-down considerations, at least internally.



Generally, companies seemed to find it difficult to explain the more complex
service aspects to customers. There was also some concern around the use of
stated preference techniques, and interest in other valuation methods.
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Key questions and principles for PR19
The comprehensive list of detailed lessons learned was helpful to identify a complete set of
views about the current PCs and ODIs framework. At the same time, the lessons from PR14
made clear that there are four key areas that need to be considered for PR19:
1. How should comparative information be used to inform PCs and ODIs in the
future?
2. How can the timeframe over which PCs are set 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 of service improvements in setting PCs
and ODIs?
To develop and assess options for each of these questions, the project team identified a set
of principles that should guide the future framework for PCs and ODIs:


Economic efficiency – the framework should ideally achieve all three types of
economic efficiency (allocative efficiency, productive efficiency, and dynamic
efficiency);



Delivering what customers want – the framework should align with customer
priorities;



Innovation – companies should be encouraged to be innovative in the way PCs
and ODIs are set, and in the way that services are delivered;



Minimise unintended consequences – with incentive mechanisms there is a risk
that behaviour is distorted in undesirable ways, this risk should be minimised;



Trust and confidence – guidance should be transparent, clear, and be provided in
a timely manner, and customers and stakeholders should be told upfront what
their input to the framework will be;



Equity – the framework should encourage service delivery in a fair and equitable
way;



Long-term planning – the framework should recognise that many decisions made
by companies are in relation to long-lived assets; and



The framework should be aligned with other parts of the regulatory methodology
and statutory obligations.
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Options and design questions for each key question
For each of the four key questions, the project team developed a set of high level options
and then identified detailed design questions within each of the high-level options. The
following figures describe the options and design questions.
Figure 2 Options for using comparative information1

Figure 3 Options for longer term PCs

1

The term comparative information here refers to whatever information is available at the time that
PCs are set, it does not necessarily mean the results of any cost assessment.
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Figure 4 Options for setting incentive rates

Figure 5 Options for customer engagement

The merits of a particular option might depend on the type of measure that is under
consideration. When assessing the use of potential options in the future framework
therefore, it would be important to recognise how the options could be used for different
measures. To make this process easier, the project team defined the following categories of
measures.
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Figure 6 Four categories of measures2

Packages considered
Given the number of detailed issues to consider, there are many possible combinations of
options and the choice within each question is not independent. For example, a choice on
how to set ODIs will have implications for which customer engagement approach might be
most appropriate. As a result, packages of compatible sub-options across all four key
questions were assessed together against the principles.
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. For example, this set of packages
implies that option A for the use of comparative information is not realistic for PR19, and
that at least some cross-checks on stated preference survey results will be used.
Table 1 below summarises the three packages that were part of the final assessment.

2

It is worth noting that capex measures may not be a feature of future reviews. Ofwat’s stated direction
in “Water 2020: Regulatory framework for wholesale markets and the 2019 price review” was: “we would like
to move away from the commitments related to specific schemes, which we had to apply at PR14 to protect
customers”.
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Table 1 Summary of packages
Aspect of
packages

Package A

CCGs use
information, with
Comparative
detailed guidance
information
from Ofwat
(minimum targets)
Informal
commitment from
Timing
Ofwat on some
measures
Bottom-up formula,
Setting of
potentially
incentive rates
simplified
WTP, with crosschecks
Customer
engagement

Package B

Package C

CCGs use
information, with
less prescriptive
guidance

CCGs use
information, with
less prescriptive
guidance

PCs and ODIs for
some measures set
over longer time
period
Mix of bottom-up
and top-down used
across measures
Stated preference,
with cross-checks,
for bottom-up and
research on
rewards/penalties
for top-down

Informal
commitment from
Ofwat on some
measures
Triangulation
approach for all
measures
Stated preference,
with cross-checks.
Top-down not based
on specific customer
research

Assessment of packages
The three packages were assessed against the principles that a future framework should
fulfil. The table below provides a summary of this assessment. The assessment is meant to
reveal the key trade-offs rather than identify a preferred option as this depends strongly on
the weights placed on each principle and each stakeholder may have a different view on
this.
The three packages were designed to be credible, it is therefore not too surprising that each
of them appears to perform relatively well across the board 3. That being said, where the
three packages appear to perform relatively similarly for a given principle, this performance
is not always for the same reasons. As such, the packages do perform differently, even if
they have been awarded the same score. For example, package A and B perform similarly on
trust and confidence. Package A represents an evolution of the PR14 approach with clarity
over Ofwat’s role and some simplification of the setting of incentive rates. In contrast
package B includes larger changes to the methodology, but these are relatively
straightforward to understand and reflect lessons learned, which could help to build
confidence.

3

Initially a broader set of packages was considered but this was narrowed down as Ofwat provided
more detail on its thinking in the December 2015 Water 2020 paper.
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Table 2 Summary of assessment of packages4
Package A –
Evolution of
PR14 approach

Package B –
Split of short
and long term
measures

Package C –
Increased CCG
role

Economic efficiency
Delivering what customers
want
Innovation
Unintended consequences
Trust and confidence
Equity
Long-term planning

The following conclusions can be drawn from this assessment.


There are trade-offs in meeting the range of principles that were considered in
the assessment. As a result, there is not a clearly superior option.



The packages with higher weighting on the bottom-up approach performed well
in delivering what customers want.5 But the top-down approach could be used to
provide larger incentives for innovation in service delivery.



Setting PCs and ODIs over the longer term on some measures could result in
higher productive efficiency and dynamic efficiency. However, this could also
result in equity concerns, as customers’ preferences could change over time. In
addition, there is a risk that fixing PCs and ODIs over the longer term could result
in some unintended consequences, depending on how well this change is
implemented in practice.

4

Harvey balls are used to represent how the package performs against the principles: a full ball denotes
when a package largely fulfils the principle; a half filled ball denotes when it fulfils part or some of the principle;
and a white ball when it does not fulfil the principle. A score is not provided for alignment with the regulatory
methodology, as interdependencies with other parts of the price control review are identified separately.
5

Note that an assumption was made that the implementation of the packages was done well, which
means that any values from the customer engagement would accurately represent customer views.
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Trust and confidence could be fostered where changes lead to a simplified
framework that is easy for customers to understand. For example, a triangulation
approach to setting ODIs might not be transparent, and could be complex to
carry out in practice. This major change could therefore lead to less confidence in
the framework, even if the intention was to increase the accuracy of ODIs. This
risk could however be somewhat mitigated if the triangulation approach was
clearly explained to customers when engagement was carried out.

Key implementation issues
The assessment of packages assumed that each package is implemented in an effective way.
However, in practice some of the aspects of the packages raise significant implementation
issues. The project team has considered two potential implementation issues in particular.


How to implement long-term targets: the question is how to implement longer
term targets so that the benefits from more long-term investment are maximised
without creating other unintended consequences. The project team’s assessment
of this issue highlighted the following aspects that should be considered in detail
when developing any long-term targets.
o When to apply long-term targets – the optimal approach for PR19 is likely
to be to test the new approach for a small number of well-defined
measures. For example, one or two measures could be picked that are
clearly important to customers over the longer term and that require
long-term decision-making. At the price control after PR19 the lessons
learned from the new approach could be assessed before rolling it out to
a wider set of measures.
o Whether long-term investment should be incentivised on the basis of
chasing rewards or avoiding penalties – this is linked to the general issue
of the risk and reward balance. More changes could be required to make
rewards sufficient enough for companies to focus on chasing them rather
than avoiding penalties, but could ultimately be a more positive approach
to encouraging innovation. However, long-term investment to avoid
penalties may be more widely accepted by customers. The pros and cons
of either approach would need to be weighed up.
o Certainty of long-term investment over flexibility – an approach that fixes
only the target could be adopted to leave room for future adjustments.
In this case, the incentive to invest is not as strong, as the remaining
uncertainty may weigh against the long-term investment. The approach
will need to balance the benefit of certainty on investments with the
merits of an approach that can be adjusted in the future. This may also
support testing the long-term approach on a small number of measures.



How to use customer valuations from different sources: while cross-checking
customer valuations from WTP surveys is important to improve the robustness
and credibility of the values used, this also raises the question of how to combine
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different values. If different methods result in values of a similar magnitude, this
provides re-assurance to companies that WTP values are valid. However, it is not
clear how companies should approach situations where different methods lead
to widely different values. The current lack of guidance in this area could create
a number of issues as companies will need to build their business plans on the
basis of sound cost-benefit analysis and calibrate their ODIs using customer
valuations. If there is uncertainty around customer valuations, this could lead to
extensive re-work by companies after they submit their business plan. It is
therefore in Ofwat’s and companies’ interest to ensure that the values used in
initial business plan submissions are as robust as possible. The project team has
identified five criteria that could be used to consider the various estimates.
o Statistical robustness – e.g. statistical tests on survey results or
robustness of revealed preference data.
o Psychological robustness – this criterion tests to what extent a piece of
research can be considered valid from a behavioural psychology
perspective.
o Track record or time series – this criterion is about whether the company
can demonstrate that this value is persistent over time.
o Relationship with qualitative evidence – this criterion tests to what extent
the estimate is aligned with evidence from qualitative research.
o Implication of using this value – this is an important consideration as
adopting different values could change the business plan significantly as
different service level improvements may be targeted.
o Completeness of value - this should capture the extent to which the
estimate provides a complete valuation of the social impact of any change
in service levels. For example, an estimate may not factor in
environmental impacts of a service change.
In addition to considering key implementation issues, the project team recognises that the
overall regulatory methodology is much wider than PCs and ODIs. This means that PCs and
ODIs need to work in the context of other parts of the methodology. The project team
identified six key areas of interdependencies that need to be taken into account.


Cost assessment – Ideally, service levels and costs would be considered at the
same time. The key question for the water sector is whether the cost allowance
could be adjusted on the basis of a small number of industry measures or
whether this would imply that too much emphasis is put on these measures.



Sub caps – As measures of success are designed to be as closely related to the
outcome that customers experience as possible, some of the measures will cover
more than one of the four future sub-caps. If Ofwat wants to undertake a
separate RoRE analysis, it is important to either split the measures between subcaps or agree an internal split.
10
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Role of CCG – There are significant interdependencies between the role of the
CCG and the approach to PCs and ODIs. For example, package C requires the CCG
to play a significant role so this needs to be aligned with the overall
methodology.



RoRE and scenario analysis – A bottom-up approach to ODIs and an Ofwatspecific 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 – In order for companies to carry out consistent customer engagement, SIM
would also have to reflect customers’ valuations to ensure consistency.



Retail competition for households and non-households – It is expected that over
time a competitive retail sector would not be regulated so PCs and ODIs would
not apply for the retail sector.

Risk and reward balance
One implementation issue that has been considered in more depth is how certain changes
in the way PCs and ODIs are set in future may affect companies’ overall risk and reward
balance. At future reviews, Ofwat could choose to increase the potential return on ODIs,
reduce the allowed financial return, and maintain the scale of the total expected return. The
potential impact of this change on companies, investors, and customers is likely to depend
on how it is carried out in practice. The project team considered these potential impacts
across the following three ways of implementing the change:


Option 1: increasing the return earned through outcome incentives by the same
amount for all performance levels;



Option 2: increasing the return for all performance levels, and by a larger amount
for higher performance levels; and



Option 3: increasing the return on rewards and decreasing the return on
penalties.

The figure below illustrates how these three options would affect ODIs.
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Figure 7 Options for altering financial return
Option 1

Option 2

Option 3

The project team analysed the impacts of each of these three options. The first option
should not alter company behaviour. This is because the slope of the relationship between
performance and rewards has not changed, which means that for any given improvement in
performance, the increment in returns is the same as before. However, the greater focus on
rewards may present challenges in terms of customer reaction. The second and third
options would increase rewards for performance above the PC level. This may therefore
encourage companies to target higher performance levels, which may not be in customers’
interests. In addition, these two options would increase risk, as total financial returns would
depend more heavily on achieved performance. This would, other things being equal, feed
through to a higher cost of capital. More generally, investors may be concerned that further
changes could occur in future. They may also not be confident that companies would find it
straightforward to claim rewards, which would have a larger impact if this change was
made.
Options 2 and 3 raise the question of whether higher rewards would lead to socially optimal
outcomes. This depends on whether companies’ current estimates understate the benefits
that customers would get from higher service levels. If companies’ current estimates are
correct, then there should be no need to increase the incentive for companies to target
higher levels of performance, as companies are already incentivised to deliver the socially
optimal level of performance.
Consideration should be given to how this change might be implemented in practice. One
option is for PCs and ODIs to be set, and then an adjustment to be made by Ofwat at the
end of the process. An alternative option would be to alter the RoRE guidance such that
companies set ODIs that align with Ofwat’s objective to set stronger incentives. Within this
option it might be more practical to adopt the top-down approach to setting ODIs.

Recommendations
The purpose of this assessment is to help stakeholders draw their own conclusions about
how particular options might perform, and which of the identified options might best suit
their business, customers, and align with their objectives. The key findings from this paper
should help to inform the debate around how the PCs and ODIs framework could be
developed in future, and what the potential impacts of certain options might be. In
12
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particular, the following key findings should help to frame the development of the future
framework.


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.



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 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.
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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.

For further information please contact UK Water Industry Research Limited,
Floor, 50 Broadway, London, SW1H 0RG quoting the report reference number

8th
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