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document regarding the proposed introduction of Menu Regulation (MR) for PR09.

In summary, whilst we broadly welcome the introduction of MR, we are unable to
give unqualified support until we obtain further clarity from Ofwat on a number of
fundamental issues, principally concerning the setting of the baseline level.
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will not alter our strategy of developing and delivering an affordable, cost effective
AMPS5 Plan which provides the best possible value for money for our customers.

Our summary responses to the specific questions you asked, together with other
issues and suggestions are summarised in the attached annex. We look forward to
working with Ofwat to develop these, and other, areas at the forthcoming workshop
on 5" December.

Peter Jones
Head of Economic Regulation



a. The benefits associated with MR.

Initially, there is unlikely to be a reduced regulatory burden on companies

through the introduction of MR as suggested by Ofwat. Any benefit for

companies from the introduction of this approach will only begin to be

experienced for PR14.
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much dependant on the approach employed when setting the baseline and
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AMP5 period.

The scope of MR.

We are unsure whether the menu will relate to water and sewerage

collectively (then split into capital maintenance and capital enhancement) or
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enhancement) and for sewerage (maintenance and enhancement). Further

clarification would be helpful.

Whilst the worked examples provided by Ofwat (via the website) gave some

clarity, we believe more varied worked examples would help. In particular we
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over 2+ AMP periods (with reward/ penalty impacts) would facilitate a

common understanding of MR across the industry and the indicative impact

this might have on cash flows.

The approach to setting the expenditure baseline.

The baseline is arguably the most important component of the menu. Whilst

the consultation sets out the high-level determinants of the baseline level,

we remain unclear how this would work in practice. Again, examples showing

the approach in greater detail would be helpful.

We remain unclear how the capital estimating scorecard tool will be used to
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at this stage whether this would be at the driver or programme level. We also
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and it would be useful to understand what this means in practice.

d. The structure of the menu incentives.
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intention but note that the derivation of this figure is dependent on the use
of approaches (indicated above) which we do not currently fully understand
in practice. Further clarification would be helpful.

At first glance, the menu incentives appear more stringent than those used in
the Ofgem approach. For example, there is currently no extra premium
available for a company choosing an expenditure level at the baseline.



The timing and delivery of rewards/ penalties.

We note that your proposal for the ex-post reconciliation of rewards/
penalties (undertaken at PR14 when outturn costs are known) will be an
addition/ subtraction from the revenue requirement for the following PR
period. We understand this to mean that rewards/penalties will not fully
accrue to the company until the end of AMP6. Further clarification would
assist our understanding.

The approach to regulating outputs and delivery.
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than companies have previously experienced from Ofwat. However, it must
be recognised that companies would still have an obligation to report in
detail to the Quality regulators, so the potential for reducing the regulatory
burden on companies in this area may be limited.

We also consider that MR could be introduced without making any change to
the current approach concerningh F & lregulstion of outputs and delivery.
Given the range of new initiatives proposed for PR09 ¢ not just through the
proposed introduction of MR - this could be an area which continues
unchanged.

The timetable and process for setting baseline assumptions and making
menu choices.

We note that companies are currently asked to submit their Draft Business
Plans prior to Ofwat setting initial baseline figures and the menu table. We
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requirements for MR (by March 2008 at the latest) could enable companies
to derive an indication of their likely baseline level.

We welcome the opportunity to review the baseline level with Ofwat during
the process, and assume that this would mean that companies are able to
make representations to Ofwat concerning the derived baseline (which may
or may not be reflected in the adjusted baseline figures). The proposed
timetable offers the opportunity for three iterations of both the baseline and
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explore any material differences.



