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The water industry has now seen 
two regulatory reviews with the 
same fundamental approach 
to the customer voice, service 
quality, cost allowances and the 
price control process. While PR19 
clearly built on the innovations of 
PR14, the methodology was largely 
based on refining PR14 rather than 
more profound change.  

Yet even before the disruption 
brought about by Covid 19, the 
world had significantly moved on 
since 2014. In light of the changed 
circumstances, the regulatory ap-
proach in our view needs to tackle 
three main challenges:
❙ The legitimacy and social value 
agenda has progressed to the 
top of the priority list as custom-
ers are questioning the merits 
of the privatised water industry 
model and increasingly care about 
companies’ social footprint. The 
regulatory approach needs to 

balance economic effciency and  
environmental protection against a 
wider concept of the social value 
that water companies deliver. 
❙ Technological progress, including 
AI and machine learning, opens 
up great opportunities for data 
collection and analysis. This has the 
potential to drive productivity and 
service improvements across the 
sector and transform the way it is 
regulated. 
❙ The climate change emergency 
and the UK government’s long-
term commitment to net-zero car-
bon emissions and net environmen-
tal gain will have a wide-ranging 
impact on the way water and 
sewerage services are provided 
and environmental improvements 
are achieved. This means that cur-
rent regulatory approaches may 
not be fit for purpose in the future. 
It also puts pressure on companies 
to innovate so that bills remain 

affordable despite the cost of 
meeting the challenge of climate 
change.   

In our view, tweaks to the PR19 
approach are not going to be suf-
ficient to address these challenges.   
In thinking about PR24, therefore, 
the aim should not be to identify 
what modest improvements could 
be made to the PR19 methodol-
ogy but instead to focus on how 
economic regulation of the water 
sector needs to evolve in the long 
run. To that end, we discuss in this 
article: 
❙ What could economic regula-
tion look like in 10 years?  How 
can we respond to the challenges 
described above? 
❙ What does that mean for PR24? 
What do we need to discuss and 
decide in the next couple of years 
so that regulation in the future is 
fit-for-purpose? 

Regulatory reform needs to be 
carried out gradually. It also needs 
to be well sign-posted to reflect the 
long-term nature of the decisions 
influenced by the regulatory frame-
work. It is vital, therefore, to think 
about PR24 as the start of a journey 
but with a clear destination in mind. 

Regulation in ten years 
Looking a decade ahead, we 
have identified the key features 
that an effective approach to 
economic regulation needs to 
incorporate (see chart). 

integrated approach to costs, 
service and risk & reward
 To date, the integration of sepa-
rate elements of costs, service and 
risk & reward has been piecemeal. 
The new approach ought to be 
based on integrated models, feed-
back loops and transparent ways 
of dealing with the links between 
decisions in each area.    For ex-
ample, this needs to include:
❙ Benchmarking costs and service 

quality at the same time to create 
coherent incentives and reduce 
the risk of setting unachievable 
challenges (see data paper on 
Frontier website www.frontier-eco-
nomics.com); and
❙ Future assessments of upside and 
downside risk informed by a model-
ling approach that integrates costs 
and service as well as external 
factors (see RoRE paper on Frontier 
website).  

An integrated approach will 
increase confidence in the overall 
price control determination. It 
reduces the risk of setting unachiev-
able challenges in each area 
without properly assessing the links 
between them. This is particularly 
important in a world where climate 
change means that historical rela-
tionships between costs and service 
quality may not hold in the future.  

An integrated approach can 
also support the legitimacy of the 
sector in the eyes of the public as 
it allows us to re-consider the way 
customer views feed into the price 
control process. We would be able 
to move away from focusing mainly 
on service quality and instead 
provide customers with a realistic 
menu of choices. Their feedback 
could then directly inform key price 
control decisions. An integrated 
approach can also ensure that the 
role of social value is clearly defined 
and that trade-offs with effciency  
and service quality are identified. 

using more and better data 
Looking ten years ahead, the op-
portunities to use more and better 
data to transform the regulatory 
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evidence base and inform key 
decisions are huge (see paper on 
the Frontier website).  We envisage 
a world where:
❙ We use more and better data 
to transform our understanding 
of how external factors influence 
water companies’ ability to deliver 
service targets while keeping costs 
down. This would increase con-
fidence in the benchmarking of 
costs and services and let us proj-
ect how climate change will affect 
future investment needs. Instead 
of relying on extrapolations of 
historical data, we can model the 
future at a more granular level and 
therefore make better decisions 
on cost allowances for both base 
activities and enhancements. 
❙ We analyse customer behaviour 
in depth to add to our understand-
ing of customers’ views and prefer-
ences on surveys. Behavioural 
analysis will be central to running 
a successful water company. It 
will not only enable companies 
to become more effcient and  
provide a better service, it will also 
contribute to a much more solid 
evidence base for business plans 
and regulatory decisions. 

Using more and better data to 
transform economic regulation will 
benefit all stakeholders as it low-
ers the risk of making the wrong 
choices and thereby strengthens 
legitimacy. For example, custom-
ers gain because there is less 
chance of funding unnecessary 
investment while companies ben-
efit from the reduced risk of Ofwat 
rejecting the funding of invest-
ment that is clearly needed.  

Better long-term incentives
A perennial challenge since 
privatisation has been the need to 
balance short-term and long-term 
incentives. Water companies have 
a strong motivation to outperform 
their cost allowances and improve 
service over the next five years. But, 
on a ten-year view, work is needed 
to create a regulatory approach 
that provides a coherent set of 
short-term and long-term incen-
tives. This is particularly important 
as projects to strengthen resilience, 
address climate change and 
upgrade data systems call for 
longer-range planning. 

The challenge is to find ways to 
combine the flexibility of periodic 
price controls with regulatory com-
mitments that support long-term 
decisions. To date there has  been a 
strong commitment to respect past 
investment in the Regulatory Capi-
tal Value but the commitment to 
service improvements or enhance-
ment opex has been less strong.  

A balance could be struck in 
various ways. For example, there 
could be a method to reset base 
opex, while enhancement expen-
diture and capital maintenance 
could be fixed on a 20-year basis 
with re-openers if circumstances 
change significantly. Similarly, 
performance measures that are as-
sociated with long-term investment 
and are likely to be still relevant to 
customers in two decades’ time 
could be set on a 20-year basis. 

While we need to avoid a 
complex patchwork of setting costs 
and service,  coherent short-term 
and long-term incentives can 

be implemented in a way that 
simplifies the overall price controls. 
Long-range incentives can help 
deliver legitimacy and social value 
by incentivising companies to take 
a longer-term view on delivery and 
outperformance. 

Reducing the regulatory burden 
Regulatory reform provides an 
opportunity to improve incen-
tives, increase the accuracy 
of decision-making and adapt 
methodology to new challenges. 
But there is a risk that companies 
will have to spend more time and 
money on what is an increasingly 
complex approach. The meth-
odology of PR19 already imposes 
a substantial burden as a result 
of the breadth and depth of 
the regulatory requirements and 
the iterative nature of the price 
control process. But there are ways 
to lighten the regulatory burden 
without compromising the quality 
of decision-making:  
❙ Integrated modelling of costs and 
service can simplify the process of 
setting cost and service targets.
❙ Data used in regulatory decisions 
can be aligned with the customer 
and operational data that compa-
nies use to provide their services. 
❙ Creating stronger long-term 
incentives reduces the need to 
reset the full suite of enhancement 
decisions or service targets during 
every price control review.
❙ Using an ongoing monitoring 
framework for areas such as vulner-
able customers, social value, cus-
tomer engagement, etc instead of 
including these in the price control. 
❙ The price control process can 
be simplified by creating stronger, 
clearer incentives for the initial 
business plan and reducing the 
number of iterations. 

The future approach to eco-
nomic regulation needs to be 
targeted so that effort is spent on 
those decisions that are complex 
and matter most to customers and 
stakeholders. 

implications for PR24
In this article we have set out some 
of the longer-term shifts in eco-
nomic regulation that are needed 
to ensure an approach that is 
ready for the future.  Some of these 
have been considered in previous 
price reviews and need finally to 
be implemented. The changes we 
have identified are not exhaus-
tive but would go a long way 
towards creating a more effective 
regulatory approach. We think that 
significant progress can be made 
at the next price review and that 
PR24 can lay the foundations for 
future regulation. This would require 
discussions to start now on:
❙ Starting the process of fully inte-
grating costs and service instead 
of assessing them in isolation. 
❙ Clearly articulating how more 
and better data will be used in the 
long run and at PR24.
❙ Identifying a set of cost allowances 
and service quality targets that 
can be set on a longer-term basis 
– environmental performance com-
mitments and the associated invest-
ment may be the best test bed.
❙ Simplifying the price control 
process, including the timing and 
nature of customer engagement. 

Regulatory reform provides 
exciting opportunities to improve 
the methodology for customers, 
companies, investors and Ofwat. 
In our view, the sector needs to 
approach PR24 with an eye to 
longer-term changes that are 
unfolding. The imperative is to settle 
on a direction of travel that deals 
effectively with the challenges 
facing the water industry, improves 
the sector’s legitimacy in the eyes 
of the public and helps companies 
to create social value. 
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Frontier economics counsels approaching PR24 as  
the start of a journey with a longer term destination.

Key features of the future approach to economic regulation 


