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Dear Sir, 

A CONSULTATION ON THE OUTCOMES FRAMEWORK FOR PR19 

We are delighted to have the opportunity to respond to Ofwat's consultation on the outcomes 
framework for PR19. 

We are pleased that Ofwat is considering the approach to outcomes and outcome delivery incentives 
(ODls) at this time to give the opportunity to companies to fully engage in these developments. 

The introduction of the outcome framework in PR14 represented a significant step forward in the 
regulation of the water sector. While it is only in its second year, we believe that the framework is 
already starting to deliver substantial benefits to customers and investors, including: 

• enhancing the accountability of the companies to their customers;

• encouraging companies to develop a strong, innovative and balanced business plan (based on
the priorities of their customers); and

• rewarding companies for delivering against this plan.

In light of this, we support the further evolution of the outcome framework for PR19. We consider that 
the evolution of this framework should take on board the following two considerations. 

• the lessons from PR14 (e.g. what worked well and what could be improved); 1 

• interactions with the other aspects of Ofwat's methodology for PR 19 (e.g. cost of equity menu)
2 and implications on the overall balance of incentives (e.g. considering ODls in the round with
other price review incentives).

1 
Ofwat (2015), 'Reflections on the price review- learning from PR14', July. 
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On the first point, we are pleased to see that Ofwat has indeed taken on board the lessons from 
PR 14 in developing its consultation on the outcomes framework. 

On the second point, we note that this consultation will help to define the overall balance of 
incentives. We look forward to the opportunity to comment on the overall package of incentives once 
Ofwat presents all of its proposals together in its consultation on the methodology for PR19. 

There are many of Ofwat's new proposals that we agree with (further details on our views regarding 
each question are provided below). 

However, as a general point, there appears to be a number of areas where Ofwat is seeking 
standardisation and comparison based target setting - in particular in setting common ODls. We 
believe that outcomes, performance commitments (PCs) and ODls should be grounded in the 
priorities that our customers value. As these priorities will differ by company, we are concerned that 
the proposal to move to common outcomes will result in outcomes, PCs and ODls that do not reflect 
our customer's priorities, or service improvements that our customers are not willing to pay for. 
Furthermore, such an approach may not be consistent with the principle of ensuring that companies 
have full ownership of their business plans. 

As an alternative to this Ofwat could provide comparative information to water company consumer 
challenge groups (CCGs). This information would enable CCGs to challenge the proposals put 
forward by the company in preparing the business plan, while at the same time allowing the company 
to develop a business plan based on the outcomes that are most important to customers in the water 
company area. 

Such an approach would enable CCGs to decide to challenge the company to reach a national 
benchmark, or instead decide against such an approach in favour of challenging the company to 
improve performance in another service area where there is a greater willingness to pay for 
improvements. If the CCG opts for the latter approach of challenging the company to improve 
performance in another service area, we would expect Ofwat to respect the CCGs decision. The 
important distinction under this alternative is that common outcomes, PCs and ODls would not be 
mandated. 

There are two main attractions of this approach. 

• It allows for companies to tailor their plans to deliver the outcomes that their customers value
most highly; and

• By having CCGs draw on information on other companies, it further strengthens the incentive
for companies to justify their plans to customers.

Furthermore, we understand that Ofwat is considering the appropriate balance between the allowed 
return that companies earn ex-ante through the weighted average cost of capital (WACC), versus the 
return that companies can earn through ODls. In determining the appropriate balance we suggest 
that Ofwat has regard to the following principles: 

• companies are able to finance their functions in the first place - otherwise the proposals may
risk loading too much risk onto companies and ultimately customers;

• any change should not increase the level of risk facing companies and investors (e.g. the risk
profile of cash flows) to the detriment of investors' confidence in the regulatory regime;

2 
For example, as set out in Ofwat (2016), 'Water 2020: consultation on the approach to the cost of debt for PR19', September. 
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APPENDIX - RESPONSE TO THE CONSULTATION QUESTIONS 

Making performance commitments more stretching 

Q1: What is your view on the use of improved information, including comparative 
performance information, to make performance commitments more stretching? 

We welcome the principle of improving the information available to customers and CCGs, to enable 
them to engage effectively with water companies in setting outcome and performance commitment 
levels. While this is the case, there is a careful balance to be struck between providing customers 
with proportionate and targeted information in order to inform their engagement, but avoiding 
overloading them with too much information. 

Furthermore, we welcome Ofwat's commitment to provide information on several price review 
assumptions in advance of the business plan submission. We understand that this would cover the 
following assumptions: 

• the cost of capital;

• ranges for 001 rewards and penalties; and

• wholesale cost assessment approach.

As these are important drivers in relation to the price review outcome, we consider that providing this 
information should facilitate better engagement on bill levels and profiles ahead of the business plan 
submission. One observation is that we would like to understand what is meant by the cost 
assessment approach and what information would be provided - is this the cost assessment models, 
or the results of the cost assessment models? If the latter, there may need to be further consultation 
on how this information is presented (e.g. to ensure that it is presented in a way that all customers 
can understand). 

Q2: What is your view on the common performance commitments we are suggesting for 
PR19? 

We are concerned that Ofwat specifying standard outcome measures may go against the principle of 
customer-led plans. One of the most innovative features of PR14, was that there was a high degree 
of bespoke tailoring of outcomes to localised customer preferences. We note at PR14, companies 
had different approaches to the measurement of asset health and leakage, for example. 

We believe that outcomes, performance commitments (PCs) and ODls should be grounded in the 
priorities that our customers value. As these priorities will differ by company, we are concerned that 
the proposal to move to common outcomes will result in outcomes, PCs and ODls that do not reflect 
our customer's priorities, or service improvements that our customers are not willing to pay for. 

We therefore consider that it should be left up to companies (having engaged with their customers) 
to decide on their performance commitments and ODls. 

Q3: What is your view on how we might apply comparative assessments at PR19? 

We do not support the setting of commitment levels through comparative assessments. Customers 
in different water company areas will have particular service priorities and their own willingness to 
pay for improvements. Therefore, such an approach of standardisation and comparison based target 
setting may lead to outcomes, performance commitments and ODls that are not consistent with the 
priorities of customers in the water company area. Furthermore, such an approach may not be 
consistent with the principle of ensuring that companies have full ownership of their business plans 
(e.g. especially if the plan does not reflect the priorities of local customers). 

As an alternative to this Ofwat could provide comparative information to water company CCGs. This 
information would enable CCGs to challenge the proposals put forward by the company in preparing 
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There could still be merit in retaining an aggregate cap and collar to protect customers (e.g. from 
excessive rewards) and investors (e.g. given that the outcome framework is still relatively new). 

5) We could encourage efficient companies to hit an overall range for 001 reward and penalties that
was higher than the rewards companies proposed and agreed to at PR14

We welcome that Ofwat proposes to provide guidance on the range for RORE from ODls. 
Recognising that there is some element of subjectivity in setting the range, we consider that it should 
be for companies to decide on the actual range to adopt in the business plan, based on customer 
priorities as identified through customer research and engagement with the consumer challenge 
groups (CCGs). For example, it may be that customers preferences (e.g. for bill levels and profiles) 
are consistent with a narrower range for RORE from ODls. 

Furthermore, there should not be a presumption that a company with a narrower range is less 
efficient than other companies. Efficiency should be assessed in relation to the overall business plan 
and should account for several other factors (e.g. the availability of sharing mechanisms such as 
WaterShare). 

6) We consider alternative approaches to setting ODI rewards and penalties for PR 19 drawing on a
wider set of information on customer preferences

We consider that it will be important to draw on as wide a set of evidence as possible to inform 001 
rewards and penalties. This is something that we are considering in the context of preparing our 
business plan for PR 19. 

7) We could adopt industry-standard ODls for the common performance commitments with powerful
rewards and penalties

We consider it should be for companies and CCGs to engage on the incentive type (e.g. financial or 
reputational) and incentive rates. This will ensure that the ODls reflect the relative priorities of 
customers in the company area. 

8) We could encourage companies to increase the proportion of ODls with financial rewards

Ofwat could encourage companies to increase the proportion of ODls with financial rewards. 

Another relevant consideration is that it need not be the case that penalties from ODls are deducted 
from allowed revenues and passed through to customers in the form of lower bills. While this may be 
one of the ways to compensate customers for underperformance, there may alternatives. For 
example, in our case, another option could be to pay all penalties into WaterShare. Penalties could 
then be distributed to customers in several different ways in agreement with our CCG, based on 
customer priorities. For example, it could be used to deliver additional customer service 
improvements (at no cost to customers). 

9) We consider the detailed design of OD ls such as the use of deadbands

We support the continued use of deadbands. We consider that these play an important role in 
avoiding rewards and penalties when performance is within a reasonable band of tolerance (or 
margin of error) in relation to the target. However, we consider that it will be important to ensure that 
deadbands are not set too wide so as to reduce the strength of ODls or performance commitments. 

10) We consider the implications for ODls for an approach based on the variable cost of equity that is
partly based on how stretching a company's performance commitments are

As discussed in our response to Ofwat's cost of debt consultation, we consider that a variable cost of 
equity is perhaps an iteration too far from one which 'rewards' good plans with specific incentives. 

We would suggest that Ofwat focuses on enhancing incentives through the outcome framework and 
the risk based review process, rather than a variable cost of equity. To do both would risk rewarding 
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