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Glossary of acronyms

AMP
ARD
BAU

BF

CAP
Capex
CML
CSO

DB
DBFM
DBFOM
DBOM
Devex
DPC
dWRMP
EPC

ESG
IRR
ML
NEC

NPV

Asset Management Plan (Ofwat’s five-year regulatory period)
Allowed Revenue Direction

Business As Usual

Build Finance contract

Competitively Appointed Provider

Capital Expenditure

Customer Minutes Lost

Combined Sewer Overflow

Design Build contract — see EPC

Design Build Finance Maintain contract

Design Build Finance Operate Maintain contract
Design Build Operate Maintain contract
Development Expenditure

Direct Procurement for Customers

Draft Water Resources Management Plan

Engineering Procurement Construction contract — see DB
contract too

Environmental, Social and Governance
Internal Rate of Return
Mega litre (1,000,000 litres)

New Engineering Contract (a company that produces template
contracts)

Net Present Value

Yorkshire Water Services Ltd
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OBC
ODI
OFTO

Opex

PCD

PPP

PQQ
PR19/PR24
RAG
RAPID
Repex

SIPR

SOC
SuDS
SRO
STW

Totex
UDVRE
ViM
WACC
WINEP
WSS
WTW
WWTW

PR24 DPC Schemes

Outline Business Case
Outcome Delivery Incentive (set by Ofwat)

Offshore Transmission Owner (a type of PPP for offshore wind
transmission cables)

Operating Expenditure

Price Control Deliverable

Public Private Partnership

Pre-Qualification Question

Price Review 2019 /2024

Red Amber Green

Regulators’ Alliance for Progressing Infrastructure Development
Replacement Expenditure

Water Industry (Specified Infrastructure Projects) (English
Undertakers) Regulations 2013

Strategic Outline Case
Sustainable drainage systems
Strategic Resource Option

Sewage Treatment Works (also known as Wastewater Treatment
Works)

Total Expenditure

Upper Derwent Valley Reservoir Expansion
Value for Money

Weighted Average Cost of Capital

Water Industry National Environment Programme
Water Supply Security

Water Treatment Works

Wastewater Treatment Works
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1 Executive Summary

1.1 Introduction

Yorkshire Water Services (YWS) employed Ove Arup & Partners (Arup) on a
commission to determine which of its potential Price Review (PR24) investment
projects are most suitable for Direct Procurement for Customers (DPC) contracts, with
further explanation of what DPCs are in Section 2 of this report.

This is the second report issued to YWS (the ‘Phase 2’ report) which follows on from
the Phase 1 report where we shortlisted six out of 18 potential projects as warranting
further investigation. In Phase 2 we revalidated findings for four of the six projects
with further discussions with YWS staff, and market tested the projects (on an
anonymised basis) with construction companies and equity investors to assess their
attractiveness. The Scope of Work for both Phases is set out in Section 2.

1.2 Findings

We have reviewed the four proposed projects being (a) the Water Industry National
Environment Programme (WINEP) Storm Overflow reduction AMP8 Package, (b
(WTW) and Transfer Main, (c)

and (d) Ilkley Wastewater Treatment Works (WWTW). On
investigation, the AMP8 WINEP Storm Overflow reduction programme was found to
comprise six sites of a suitable scale and discreteness which had a Total Expenditure
(Totex) of £212m, whereas Storm Overflow schemes being identified for AMP9-10
were of a slightly larger scale and therefore in batches of 2-4 sites and potential greater
suitability because time can be programmed to start the DPC procurement earlier. We
have therefore reviewed three separate potential packages of overflow programmes for
DPC suitability, focusing on large grey infrastructure (civil solutions) storm overflows
sites that will be adjacent or close to Wastewater Treatment Works (WWTWs) to keep
their operations as discrete as possible.

1.2.1  Summary of Market Engagement

Market engagement has been undertaken with a variety of Contractors and Investors
who are associated with water and infrastructure projects. A full summary of the
feedback provided can be found in Section 7.2, but the main highlights were:

e Project appeal — All projects appealed to one or more of the contractors or
investors and no specific project was viewed more favourably overall.

Yorkshire Water Services Ltd
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e Long term thinking — Most parties consider a visible programme of multiple
DPCs from YWS as more attractive than a one-off DPC. A consistent
approach to contract terms would also encourage engagement.

e Specification — Most consultees prefer an output specification rather than a
design specification to allow them to add value and differentiate themselves
through greater innovation and efficiencies.

e YWS assumed construction times — Interviewees suggested that projects
that will take more than five years to build would not be attractive. Commonly,
under a DPC no money is paid to the DPC company until the project is
successfully commissioned, although this could be negotiated. YWS has
provided its anticipated construction timeframes for the projects, some of
which are longer than this. It is recommended that YWS revisit these timings,
where possible, from the perspective of a DPC company that will be very
focused on building the facilities as quickly as possible.

e Keep talking — All consultees emphasised that visibility was important, so
regular updates and market engagement will be key to building and
maintaining interest in YWS’s DPCs.

1.2.2  Summary of Ofwat Tests

Following the revalidation exercise with YWS specialists and market testing we
updated our conclusions on which projects met the Ofwat DPC tests (which are
described in Section 3.1).

The following projects are identified as potentially suitable for the DPC approach:

e  WINEP - Storm Overflow reduction AMP9-10 Packages — Three potential
bundles of 2-4 projects from the AMP 10 overflow programme could be
selected;

(WTWs) and Transfer Main — This project
includes a transfer main from the River Ouse to a new second greenfield
treatment works and a long transfer main to move this potable
water to the South of YWS’s supply areas;

. _ — A new water treatment facility.
The following projects are considered potentially unsuitable for a DPC approach:

e  WINEP - Storm Overflow reduction AMP8 Package — With the addition of
further sites to the scope at a later stage in the process, this package meets the

PR24 DPC Schemes
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£200m Ofwat Scalability Threshold with a Totex of £212m. The sites are all
located within a 25km stretch of the east Yorkshire coast with the exception
of Wetherby STW, which is located 75km inland. Even though the scheme is
of suitable scale, the constraint regarding the 2030 delivery deadline remains
and therefore this is considered potentially suitable if the programme can be
reconciled.

o Ilkley WWTW — Components of this project meet the Ofwat tests, but the
project is below the Scalability Threshold and crucially is subject to a
regulatory compliance date of 2026 which requires work to begin in AMP7.
However, WWTW projects like Ilkley could be considered for DPC if the
construction timescales and dates for required delivery are suitable.

1.2.3  Summary of Value for Money findings

We devised a quantitative and qualitative Value for Money (VfM) methodology
(explained in Section 6) that YWS will be able to utilise to assess the potential VM of
the projects in later gate stages. We performed an initial high-level VIM assessment
using this framework to provide an indication of the potential likelihood and scale of
VM benefits to help inform the selection process at this stage. Using this methodology,
the two water treatment projects, the Ilkley WWTW and the AMP9-10 Storm
Overflow reduction projects all offer good VIM potential. In the case of Ilkley WWTW,
this indicates that similar projects could be considered for DPC in the future if they
pass the Ofwat tests and have deliverable timescales.

The WINEP AMP8 Storm Overflow reduction project offers more limited
opportunities to deliver VM as a DPC because (a) the tendering timescales for
procuring DPCs will make completing all works by the 2030 deadline tight, (b) the
Scarborough sites are physically constrained potentially leaving fewer technology and
cost saving opportunities compared to YWS’s standard Business As Usual (BAU)
approach.

1.2.4  Summary of Ofwat Risk Allocation findings

Ofwat has defined a standard approach to risk allocation within a DPC structure which
is explained in Section 5.1. Our market engagement indicated that the allocations were
familiar and acceptable to most consultees and no significant reasons to deviate were
raised.

Reviewing the specifics of the shortlisted projects has highlighted some potential
variations from the Ofwat default risk positions that YWS may wish to explore further
if it pursues a DPC approach:

Yorkshire Water Services Ltd
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e Planning Risk — The Ofwat default is that planning risk rests with YWS and
the Customer. Prior to contract award outline planning permission will need
to be secured by YWS, but to allow flexibility for innovation in design against
an Output Specification some limited planning risk will need to be taken by
the DPC company. Ensuring the outline planning permission is suitably wide
should enable this flexibility in risk allocation and maintain the scope to
innovate and add value.

e Operational Performance Risk — The Ofwat default is that operational
performance risk rests with the Competitively Appointed Provider (CAP), as
the DPC delivery company. This makes most sense in a Design Build Finance
Operate Maintain (DBFOM) procurement. However, YWS may wish to

retain operational control of the Stormwater Overflow projects and

i water transfer main, due to interfaces with other assets making

that project or components of that project more suitable for a Design Build

Finance Maintain (DBFM) scheme, without operational risk transfer.

In most other cases there is no obvious reason to deviate from the Ofwat default risk
allocations at this stage. However, further development of the schemes and associated
payment mechanisms may identify risks that need to be clarified or allocated
differently.

1.2.5 Tender Model

To help consider the amount of planning water companies should undertake before
issuing a project to market, Ofwat has created four DPC options: Early, Late, Very
Late and Split, described in Section 5.3.

For the four projects under consideration the Late Model is likely to be the most
attractive, as YWS already has plans for where the two WTWs and pipeline routings,
the Ilkley WWTW and the storm water overflows will be located. In some cases, land
will already be owned by YWS, and where it does not the intention would be that YWS
would acquire the land. As is common with output specification PPP schemes, the
Client will obtain outline planning permission and the PPP company will then need to
secure the final planning permission based on its designs. As explained above, by
obtaining suitably flexible outline planning permission the CAP should be able to
secure final approval, if it stays within the outline planning constraints.

PR24 DPC Schemes
Phase 2: Validating Potential DPC Projects Page 6



1.3 Recommendation on DPC suitability and potential for value
for money

Our conclusions on suitability for DPC are summarised in Figure 1 below. Market
feedback suggested that there is a need for YWS to assess construction build periods.

Figure 1: Conclusions for DPC suitability and VfM potential
PROJECT [TOTEX| SUITABILITY |(TENDER| TYPE OF DPC POSITIVE

(M) |FOR DPC (OFWAT| MODEL VFM
TESTS) POTENTIAL
253 Suitable Late DBFOM for WTW Good
WTW
DBFOM or possibly
DBFM for raw and
treated water
interfaces
355 Suitable Late DBFOM for WTW Good
WTW )
DBFOM or possibly
DBFM for clean water
transfer
Storm 207 Suitable Late DBFM/ DBFOM Good
Overflows
— AMP9-10
Packages
Ilkley 90 Unsuitable (below Late DBFOM Good
WWTW Scalability Threshold
and delivery dates)
Storm 212 | Potentially suitable if| Late DBFM/ DBFOM More limited
Overflows constraints regarding
— AMP8 the 2030 deadline can
Package be overcome
Yorkshire Water Services Ltd PR24 DPC Schemes
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2 Introduction

Yorkshire Water Services (YWS) employed Ove Arup & Partners (Arup) on a
commission to determine which of its potential Price Review (PR24) investment
projects are most suitable for Direct Procurement for Customers (DPC) contracts.

DPC is a new contract structure for UK water companies to complement their
traditional procurement routes (Frameworks, Alliances, competitive tenders, etc.) and
procure a complete solution where an asset is Designed, Built, Financed, Operated and
Maintained (DBFOM) by a private company for many years before being 'sold’ back
to the water company with a Residual Value payment. The company that delivers the
DPC contract is called the Competitively Appointed Provider (CAP).

The rationale for DPCs is value can be achieved by getting bidders to design and
finance projects, thereby incentivising innovative design, quick construction, and
optimised operations. Having payments linked to annual delivery also incentivises
consistent operation and maintenance of assets. Our work was split into two phases,
Phase 1 and Phase 2.

2.1 Phasel

For YWS identified PR24 investment projects, as defined in the Scope of Work below,
we reviewed Ofwat’s DPC methodologies and guidance and YWS own assessment

Phase 1 Scope of Work

Our review consisted of the following activities:

e Confirmation of DPC Assessment requirements: review of Ofwat’s methodology
related to DPC.

e Assessment Framework: review and challenge of YWS framework for assessing the
suitability of DPC projects. This required the development of a revised framework
establishing a set of key technical and financial criteria.

e Testing each project against the framework: reviewed a summary of the features and
characteristics of each project against the assessment framework criteria.

e  Value for money potential: assessed candidate DPC projects in light of YWS existing
procurement and contract principles and considered the qualitative potential for value
for money opportunities that a DPC approach might enable.

e  Market appetite: reviewed likely market appetite to each project both from a contractor
and investor perspective and how the procurement model could impact this appetite.

Yorkshire Water Services Ltd
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of the technical characteristics of its identified projects to assess the suitability for 18
projects for DPC procurement.

To do this we interviewed YWS technical specialists to better understand the projects
to come up with our independent view on the potential suitability of the 18 projects.

On 14 April 2023 we submitted our final report, ‘YWS PR24 DPC Review: Shortlisting
Potential DPC Schemes’ assessing the suitability of projects for DPC utilising Ofwat
and HM Treasury methodologies. Out of 18 projects, which were labelled Projects A
to R, six projects were identified as potential projects to progress with, namely:

e Project A: Installing c.1.3 million Smart Meters;
e Project E: River Water Quality Modelling;

e  Project F: Water Industry National Environment Programme (WINEP) Storm
Overflow Spill Reduction programme;

e  Project P: A new river abstraction to a new
(WTW) along with a transfer main to the South of YWS supply area;

e Project Q: A new river abstraction to a ne_ WTW along with other
options;

e Project R: Ilkley Wastewater Treatment Works (WWTW) and pumping
station to improve river bathing quality.

In coming to our conclusions, we started to assess the Value for Money (ViM)
potential and used our professional judgement of the market appetite for a DPC scheme
if delivered as a DPC from the perspective of investors and their supply chains.

2.2 Phase?2

Following the submission of our report, a YWS DPC Steering Board reviewed our
findings and identified the same six projects as having the most potential for successful
DPC procurement. Two projects (A) SMART Meters and (E) River Water Quality
Monitoring are being investigated by another consultant YWS has employed.

Our Scope of Work listed overleaf comprises further analysis and synthesis of the four
others we identified as potentially suitable for DPC. In the production of the Phase 2
report, we provide an additional level of clarity on the projects’ suitability for DPC.

PR24 DPC Schemes
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Phase 2 Scope of Work

Our review consisted of the following activities:

Revisit four of YWS shortlisted projects: to assess their suitability for DPC
procurement, namely:
o  Project F: WINEP: Storm Overflow Spill Reduction programme

o  Project P: WTW and transfer main to the South of YWS supply
area
o Project Q: WTW

o  Project R: Ilkley: WWTW and pumping equipment
Undertake more detailed interviews: with the relevant YWS specialists and
senior management, clarifying projects in more detail.
Revisit the Ofwat Technical Discreteness Consultation tests: (Scalability,
Construction Risk and Operations and Maintenance Risk), based on findings
update our scoring in our Framework.
Revisit the Phase 1 Value for Money Tests: Reflect on the Qualitative HM
Treasury VIM tests and update and prepare a new VM methodology.
Undertake Market Research: to gather evidence of market appetite from
construction and operational contractors and infrastructure investors.
Assess each project against Ofwat’s project lifecycle risk categories and advise on
the appropriateness of a DPC.
Undertake an initial Value for Money (VfM) assessment: using the criteria of
Cost Efficiency, Innovation, Deliverability, Timing and Financing.

After validating the Phase 1 information, preparing a new high-level VIM
methodology with quantitative and qualitative aspects and undertaking the early soft
market testing exercise we conclude whether each project meets the Ofwat Technical
Discreteness tests and offers good or limited VIM potential. We also comment on the

most suitable DPC tender model for each project.

Yorkshire Water Services Ltd
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3 Summary of Phase 1 review findings

3.1 Review of Ofwat DPC Guidance

Ofwat summarised the funding principles for DPCs in its March 2023 ‘Guidance for
Appointees delivering DPC projects’ report as “the costs of a DPC project will not
be part of a Price Review but Ofwat will issue an Allowed Revenue Direction which
will enable an Appointee to recover the costs payable to the CAP from customers. The
CAP Agreements (and the Allowed Revenue Direction) are expected to be long term
arrangements that will span multiple Price Review periods. The Appointee's costs of
the project, primarily development costs, will be recoverable by the Appointee as part
of a Price Review.”!

Ofwat has wanted to increase the degree of competition in the water sector over the
last several AMP periods. In Price Review 2019 (PR19), companies were required to
assess the suitability of projects for DPC using three tests:

1. Anexpected size test: is the whole life total expenditure (Totex) of the project
over £100 million?

2. A discreteness test: is the project is sufficiently discrete to enable a third party
to deliver and operate?

3. A Value for money (VfM) assessment.

For PR24 Ofwat now wants water companies to adopt the Technical Discreteness
Guidance summarised in Box 1. For the Phase 1 assignment we used Ofwat’s February
2023 ‘Technical discreteness consultation’ document.? Box 1 explains what is
included in Ofwat’s April 2023 final ‘Direct Procurement for Customers —
Technical discreteness guidance’ which supersedes the February 2023 consultation. 3
However, the two documents are virtually identical with the only differences being:

e  Ofwat no longer requires a VIM assessment of delivery via DPC at the early
stage in the DPC process, which does not have an impact on the technical
discreteness tests;

! Ofgem. Guidance for Appointees delivering DPC projects. March 2023. p.7 (accessed here)
2 Ofwat. Technical discreteness consultation. February 2023 (accessed here)

Yorkshire Water Services Ltd
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Box 1: Ofwat Direct Procurement for Customers — Technical discreteness guidance

« For individual projects or
he sum of such

« Is there any significant
reason why
maintenance, and;
operations of the
cannot be effe
transferred to the
or managed or mitigated
through contractual
arrangements?

construction risks cannot be
effectively transferred to
the CAP and/or managed or
mitigated through
contractual arrangements,
or by adapting the proj
scope for delivery by DPC?

Scalability

ive control
periods such that the whole
life totex for all those
projects or assets combined

Operations &

Construction Risk
Maintenance Risk

into a programme is less
than £200m?

The Scalability test requires that the Totex of the project or bundle of projects over one or
more control periods exceeds a £200m threshold. Further guidance is provided stating that
bundling of projects should occur when there are similar construction requirements and/or
risk profiles and if the work is repeatable.

For the Construction Risk test there are in practice two questions:

e Discreteness test: Is the project/ programme sufficiently separable so there are no
significant construction interface issues which cannot be cost-effectively managed or
mitigated? An example is a constrained site where building works would interfere with
existing operations resulting in difficulty to cost and pricing. This would make it
unsuitable for DPC.

e Are there any construction risks that cannot be transferred and need to be retained by the
water company? If too many risks need to be retained this will potentially reduce the
cost effectiveness of a DPC. For example, if the CAP is to take on operations of an
existing site, then it will be harder for a CAP to accurately price construction, operations
and ongoing Replacement Expenditure (Repex) costs as surveys they may be allowed to
undertake prior to bidding may not be able to pick up some latent defects.

Ofwat splits the Operations and Maintenance Risk into three questions:

e Are there restrictions on the transfer of regulatory obligations and if so, is there a
restriction on the transfer of the functions to a third party?

e  Similar to the Construction Risk test, are there significant operational interface issues
that cannot be cost-effectively managed or mitigated?

e Can a CAP deliver required volume and quality outcomes? Currently most of YWS’s
construction work is built by third parties, and some operations are also provided by
third parties. Therefore, the question is more about the confidence that a CAP can
operate the facility to an appropriate standard.

3 Ofwat. Direct Procurement for Customers — Technical discreteness guidance. April 2023 (accessed here)

PR24 DPC Schemes
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o further interpretation of the Scalability Threshold test;

e guidance that projects are not required to pass all three tests to move to its
Stage 2 (Approach to Procurement Plans) of four Stages.

These differences do not impact on our approach in our Phase 2 assessment. Although
a full VIM assessment is not deemed necessary or possible at this preliminary Stage 1
(Establishing the Strategic Case), as the VM for consumers of a DPC being better than
the in-house counterfactual or YWS’s Business as Usual (BAU) is so critical proposing
schemes that are likely to fail a later VM assessment would not be an appropriate use
of consumers money.

3.2 Phase 1 Analysis

Given the level of YWS knowledge of the projects at the time, the focus during Phase
1 was on assessing the qualitative attractiveness of projects to proceed as a DPC, rather
than try to estimate actual cost savings of a DPC route versus YWS traditional
procurement options.

To develop our Phase 1 evaluation, along with the Ofwat Technical Discreteness tests,
we reviewed wider best practice guidance on the qualitative assessment of the
suitability of different delivery routes. The main other document reviewed was
Ofwat’s March 2023. ‘Guidance for Appointees delivering DPC projects’ and
chapters which are relevant are summarised in Box 24,

Chapter 2 of our Phase 1 report provided a detailed summary of all Ofwat guidance.
The same chapter also included a review of HM Treasury’s November 2006 ‘Value
for Money Assessment Guidance’ which contains Government advice on how to
assess Public Private Partnership (PPP) projects against other procurement routes®. In
principle, the only significant difference between a PPP and a DPC is that a PPP is
procured by a Public Sector entity, while a DPC is procured by a water company. Thus,
the HM Treasury report was viewed as very relevant.

* Ofwat. Guidance for Appointees delivering DPC projects. March 2023 (accessed here)
> HM Treasury. Value for Money Assessment Guidance. November 2006 (accessed here)

Yorkshire Water Services Ltd
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Box 2: Ofwat. Guidance for Appointees Delivering Projects

Chapter 3 of this document provides general information on the streamlined Ofwat approvals
process for DPCs which requires four key submissions, notably Stage 1 (Establishing the
Strategic Case); Stage 2 (Approach to procurement plans, outline of the commercial model
and designation of the project); Stage 3 (Gaining consent to procure the project); and Stage
4 (Gaining consent to enter into a CAP Agreement).

Chapter 4 outlines the standard commercial and financial structure of the CAP agreements.
It shows the tender models from its 2017 DPC Technical Review which is explained in Figure
8 on page 22. Furthermore, Ofwat has outlined the expected risk allocation in respect of
development, operational, financial, legal, regulatory and other risks. This has been
incorporated in our Phase 2 work in Section 5. Appendix 4 (Project Incentives: Commercial
and Regulatory arrangements), referenced in this Chapter then explains how DPCs can be
incentivised and discusses how an alliance with a CAP could be an effective way to keep
overall costs to consumers low.

Chapter 5 explores the Value for Money assessment and the evaluation required. Ofwat
requires water companies to compare a potential DPC solution (and other options) against a
‘base case scenario’. To perform this analysis the Net Present Values (NPVs) over the
lifetime of a DPC scheme are compared against the ‘base case scenario’. Unless the DPC
contract length and the economic lifespan of the asset are the same, a residual value and
return to the water company needs to be included, as well as post-DPC operations and
maintenance costs. Ofwat goes on to say that the model and assumptions need to follow
Ofwat’s standard modelling assumptions and information about costs of the ‘base case
scenario’ drawing data from their own databases, market insight and intelligence from recent
transactions. This information about cost savings assumptions will be particularly important
for YWS as it approaches Ofwat’s Stage 3 (Gaining consent to procure the project).

3.2.1 The lenses of the analysis

For the qualitative evaluation, we started with Ofwat’s three technical tests in its
February 2023 ‘Technical discreteness consultation’ explained in Section 3.1 and
added extra granularity with sub-questions.

To provide further precision to the ranking we adopted principles in HM Treasury’s
‘Value for Money Assessment Guidance’ described above and retained their three
titles Viability, Desirability and Achievability. We supplemented the questions with
additional criteria that became clear during the meetings with YWS personnel.
Therefore, there are six groupings, shown in Figure 2 overleaf.

PR24 DPC Schemes
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Figure 2: Attractiveness Assessment Metrics

Ofwat Technical Discreteness Consultation ‘

Scalability * Is real Totex>£200m over the proposed DPC duration (default 25 years)?

test (+ I Tess than £200m, can projects be bundled into an aligned programme 3
with a single payment mechanism? :

A crrrerererererrrrrrrerr e rrr e e r e e e e e e

~
Construction [ Discreteness test: Is the project/ programme sufficiently separable so there!
Risk test are no significant construction interface issues which cannot be cost-

------------------------------------------ ’
« Are there any construction risks that cannot be transferred and need to be

retained?

Operations & |* Are there restrictions on the transfer of regulatory obligations and if so, is
Maintenance there a restriction on the transfer of the functions to 3™ parties?

Risk test * Are there significant customer/ stakeholder interface challenges that
cannot be transferred?

[+ Arc there significant operational interface issues that cannot be cost- |

pSifectively managed or mitigated? e |
Qualitative HM Treasury Value for Money tests ‘
Viability » Will there be sufficient scope definition by Draft Ofwat submission?

* Prior to DPC procurement can a clear scope, measurable output
specification and payment mechanism be defined? | ____________ N
Will the project/ programme transfer operations of existing assets? 1

.
[\ o e s e - J

« Are there known potential large areas of material change during the DPC

I Are there high levels of future technology risk or uncertainty? !
Desirability |+ Can a DPC manage whole life risks better than the traditional delivery
method?

« Is there scope for innovation in design / service (operations) provision to
unlock value?
» Will the project enable multi-AMP investment (spreading cost)?

Achievability | Is there sufficient market interest and capacity for construction and
delivery?

* Is the project/ programme sufficiently attractive to investors?

» How challenging will it be for YWS to procure and manage the project/
programme?

» Timing of outcomes: Are the performance outputs required earlier than a
DPC route could practically deliver (assumed 2 years)?

Key: f_ ——w—s The key deciding factors
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The list has excluded any VIM financing cost advantage for DPCs compared to YWS
regulated cost of capital, particularly as YWS has an S&P A- (negative outlook) credit
rating. As a result of an unfavourable PR19 assessment by Ofwat, YWS took its case
to the Competition and Markets Authority (CMA) which ruled that the 2.96% real cost
of capital that Ofwat proposed was too low and 3.20% was the correct value. This is
explained in the Competition and Markets Authority March 2021 report ‘Anglian
Water Services Limited, Bristol Water plc, Northumbrian Water Limited and
Yorkshire Water Services Limited price determinations: Final Report’.

Market insight is there will not be any cases where a CAP will be able to secure a lower
cost of finance than YWS, especially as YWS balance sheet means it will be able to
manage the impact of one-off cost shocks more effectively than a CAP, who is just
operating one or a few assets. Even if a CAP was able to highly leverage its project,
given the risks CAPs will be responsible for they may not be able to secure a lower
overall cost of capital.

3.2.2  The key considerations

The Ofwat Technical Discreteness tests give clarity in determining whether a project
is suitable for DPC. In Figure 2 we highlighted in dark red rectangles five key
considerations we suggested are more material, where a low score would be a strong
signal that a DPC project may struggle to offer VIM above a standard competitively
tendered EPC contract. Yet, we also acknowledge that all the other tests have a role.

The first test is whether the proposed project is either above £200m or whether it can
be sensibly bundled in with other projects with a single payment mechanism. This
downward limit is appropriate given the significant costs to YWS for running DPC
procurements and attracting competitive bids.

The next two (“Discreteness test: Is the project/ programme sufficiently separable so
there are no significant construction interface issues which cannot be cost-effectively
managed or mitigated?’ and ‘Are there significant operational interface issues that
cannot be cost-effectively managed or mitigated?’) are drawn from Ofwat’s Technical
Discreteness tests and are effectively the same question about the degree of interface
during the construction and operations phase.

The fourth and fifth questions are ‘Will the project/ programme transfer operations of
existing assets?’ especially when the existing assets cannot easily be separated from
operation of other assets, and ‘Are there high levels of future technology risk or
uncertainty” which might make a long-term contract less appealing.

The selection of the five key criteria comes from our insight of advising on the
structuring, financing and executing PPP projects, Offshore Transmission Owner
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(OFTO) deals and other projects that align to the tenets of DPC. The five can be
summarised as:

“ DPC type projects will achieve most Value for Money where a CAP is given
an output specification for a large £200m+ new standalone asset with only
one or two interface points (e.g. connections into Y WS network) and has
flexibility to optimise the whole life costs using known mature technologies.

2

The opposite of this will be smaller projects with detailed design specifications that
give little opportunity for creativity in minimising whole life costs, or where securing
agreement on the condition of assets to be transferred to a DPC will be difficult, or
where the scheme involves fast-changing technologies. When technologies are rapidly
changing the likelihood a proposed solution being suitable for a long period of time
will be low, yet the confines and strictures of a DPC contract make it difficult to
competitively negotiate changes. There are numerous examples of PPPs projects
where the inability to competitively negotiate change has caused subsequent problems.

3.3 The projects/ work packages that were considered for
potential DPC

In the process of developing the PR24 submission, YWS identified packages of work
which were to be considered for delivery via a DPC approach.

The make-up of these packages was varied, including:
e Packages consisting of a single project;
e Programmes of technically related projects with separate target outcomes;

e  Programmes of technically distinct projects which contribute to a common
target outcome;

e  Programmes of technically distinct projects related by investment type, or
driven by similar legislative pressures.

The packages are aligned with the PR24 reporting structure and were developed based
on need, rather than being ideally formulated into DPC-favourable bundles. YWS
suggested 14 different programme or projects in an initial assessment and then added
on Project O Sewer Rehabilitation.

As well as the 15 we identified opportunities reshape some packages to extract a
suitable project or programme of projects. This added three more onto the list, being
subsets of other packages of projects.
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A full list of the projects considered is covered in the Phase 1 report in Appendixes A
to R.

3.4 Recommended ranking of suitability of packages

At the completion of Phase 1 a prioritised ranking of projects was delivered which
identified four shortlisted projects that scored highest and also passed the five ‘key
considerations’. These are shown in Figure 3. The next grouping of projects with
potential to be suitable. These are shown in Figure 4. Although Ofwat’s April 2023
final guidance states that all three technical discreteness tests do not need to be met to
be designated as a potential DPC, we believe projects that meet all their technical tests
and score highly on VM will be better candidates for DPC.

Figure 3: Arup Shortlisted Projects

Project Comments

P WTW 86 Suits DPC, however, there remains uncertainty about
whether this scheme will definitely happen, and
whether or not the WTW at will be
upgraded or a new facility built (the latter particularly

favouring a DPC route).

Q - 85 Five - major capital investment options were

presented. For costing we selected one of the most
expensive options, but it is unclear if the capital
works were repairs or upgrades to the existing WTW
or a new WTW. The latter favours a DPC route.

A | Smart Meters 81 Potential DPC. Value for Money will be a
consideration, depending on other procurement
options that may be available.

E | River Water 73 There is some concern regarding the market

Quality deliverability of this scheme. However, conceptually,
Monitoring it is considered discrete enough to be a DPC.
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Figure 4: Arup Projects Identified as Less Suitable but with Potential

Project Score Comments

R | Ilkley: WWTW 74 This project has been extracted from project K: Draft
Water Resources Management Plan ({AWRMP) as a
standalone project and is a candidate for DPC.
However, it does not achieve the scale required and
we do not believe that there is anything suitable to
bundle it with.

Further, there are questions about whether there is
any flexibility with the Environment Agency’s
Bathing Water designation date, understood to be
2026/27.

F | WINEP: Storm 68 With Phase 1 Report Totex at £638m it is of suitable
Overflow Spill scale, but as presented with 200+ sites it is not
Reduction suitable for a DPC. However, there may be
opportunities to focus on the larger sites that are
either geographically close or have the same
characteristics and prepare a smaller c¢.£200m
package that could be a DPC with the remainder
being procured through YWS’s conventional routes.
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4 Validating the shortlisted schemes

4.1 Shortlist

Of the six projects identified in Figure 3 and Figure 4, YWS confirmed that four
projects should be reviewed in the Arup Phase 2 analysis:

1. Project F: WINEP — Storm Overflow reduction — Storm water storage
facilities at multiple sites on the sewer network to protect the environment.

2. Project P: Water Treatment Works and Transfer Main — A new
WTW and treated water transfer main to help with regional water distribution.

3. ProjectQ: - Water Treatment Works — A new large WTW to improve
local water supply resilience.

4. Project R: Ilkley Wastewater Treatment Works— A new WWTW and transfer
sewer to improve capacity and treatment quality.

The remaining two shortlisted projects, Smart Meters and River Water Quality
Monitoring are also being explored by YWS for delivery by DPC as a separate piece
of work.

4.2 Validation process

At the start of this assignment more information was gathered from YWS specialists
about the four identified potential projects to better understand the drivers behind the
investments, the risks and opportunities involved, and the potential costs and
assumptions included in the build-up. The validation process included:

e Clarifying the projects in more detail and in some cases specific sites that
could form part of a package of works;

e Revisiting the Ofwat Technical Discreteness Consultation tests (Scalability,
Construction Risk and Operations and Maintenance Risk).

As a result of the discussions some Capital Expenditure (Capex), Replacement
Expenditure (Repex) and Operating Expenditure (Opex) figures were changed.
Information on Development Expenditure (Devex) was also requested, but due to the
way costs are generated for the PR24 process these are not reported. Thus, a generic
assumption was made that Design costs are ¢.10% of the total Capex costs.
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The costs for YWS to develop the project for delivery by DPC, run the DPC
procurement and then manage the CAP over the 25-year concession were estimated
later, and have been assumed to be 3% on top of Totex values reported here. It is
assumed 2% is incurred during the DPC development and procurement phase, and 1%
incurred managing the CAP over the 25-year concession.

As aresult of the discussions some changes were identified to the sites included within
the DPC packages. Where the changes or additional information affected the Phase 1
Ofwat test scores these have been noted and the reasoning behind the changes
explained in the relevant Appendix 1, 1A, 2, 3 and 4. A summary of the updated
scoring is included in Appendix 6.

In Phase 1, to support the initial sifting of projects, as explained in Section 3.2.1 we
developed a high qualitative level approach for assessment of VM based on the three
Qualitative HM Treasury VM criteria (Viability, Desirability and Achievability). For
Phase 2 we have begun to build a framework for a combined qualitative and
quantitative VfM assessment and have performed an initial high-level review using
this framework to revisit and further validate the initial VM assessments of the four
projects.

4.3 Results from the validation exercise

4.3.1 Project F: WINEP — Storm Overflow reduction

In the validation stage, the detail of the programme was explored, and a list of the most
suitable projects identified using four constraints agreed with the YWS specialists:

1. The solution proposed was based on grey infrastructure (i.e. civil solutions) and
not blue green drainage solutions such as swales or permeable pavements. The
Phase 1 assessment of the blue green solutions for the Living with Water
Programme identified that the level of customer and partner interfaces in such
schemes are not suitable for DPC.

2. Required storage volume >5,000m?, ensuring only the large individual sites are
included as previous assessment indicated that a bundle of many small sites
entailed too many construction and operational interfaces, and a small number of
larger sites was more suitable for DPC.

3. The sites are located at the end of a catchment i.e. on or close to the treatment
works. This is to reduce the operational interfaces associated with complex
upstream and downstream interactions within the remote sewer network.
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Phase 2: Validating Potential DPC Projects Page 15



4. Storm overflow sites associated with the Ilkley WWTW were excluded because
they have a regulatory deadline requiring completion in 2026 so the timescales are
not suitable for DPC.

An initial 211 AMP8 schemes, largely comprised of the smallest Combined Sewer
Overflow (CSO) sites, were assessed against the four constraints above. From this
initial batch, four sites were deemed to meet the above criteria — Corner Café CSO,
Toll House Stormwater Overflow, Scalby Ness Outfall (Scalby Mills), and Wetherby
STW. In July 2023 an extra 27 AMPS sites were released by YWS, bringing the total
number of sites to 238. Using the same assessment criteria two of these — Bridlington
STW and Scarborough STW were deemed to be suitable, which brings the AMPS§
Totex to a final figure of £212m.

To further understand the potential for DPC from the storm overflow programme, the
AMP9 and 10 programmes were reviewed to identify any additional sites that met the
constraints listed above. Potential combinations of schemes have been identified for
consideration as DPC packages, based upon bundles of 2-4 sites with a combined
Totex value of around £200m. As well as the AMPS8 package this resulted in
consideration of three more potential DPC packages, making four in total:

1. AMPS Package — 6 sites, Totex £212m

2. AMP9-10 Package 1 — 2 sites, Totex £207m (called the Lundwood Batch)
3. AMP9-10 Package 2 — 2 sites, Totex £197m

4. AMP9-10 Package 3 — 4 sites, Totex £201m

All the schemes identified for the AMP9-10 packages are currently listed in the
AMP10 programme. A full description of the sites included in each package and the
scores assigned against each of the tests is provided in Appendix 1 for the AMPS
package and Appendix 1A for the AMP9-10 Packages.

Further work to define these schemes is required for both the AMPS solutions and the
longer-term options to identify if the storage volumes at the locations are possible and
consider what land ownership and planning considerations each site will require.

4.3.2 Project P:

This package is the construction of a new WTW and a new transfer
main to deliver treated water to South Yorkshire. This work is being considered as part
of the draft Water Resources Management Plan ({AWRMP) and forms part of the wider

review of the Upper Derwent Valley Expansion Strategic Resource Options (UDVRE
SRO).
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This project is not guaranteed to go ahead as it is only one option in the UDVRE SRO,
but initial discussions indicate it is quite likely this scheme forms part of the solution.

The WTW is intended to be a greenfield development which ensures discreteness for
that element of the works and requires land purchase. A planning strategy would need
developing with outline planning obtained by YWS as a minimum prior to DPC. The
outline planning permission would need to be suitably defined to allow the CAP to
develop the final design within the constraints of the outline planning and secure final
planning permission.

The validation discussions identified that there are still multiple options being
considered for the transfer main route, including single or dual main solutions and
different routes with potential for greater interconnections to the existing YWS water
supply grid. There are also differing opinions within YWS about the target completion
date for the WTW varying from 2030 to 2035. Key considerations for determining the
timescales a DPC would be required to deliver to appear to be:

1. What drives the 2030 deadline mentioned in the dWRMP and is there any
flexibility within that date?

2. Is this timescale achievable by conventional procurement routes and / or DPC?

3. Could alternative measures bridge the gap between desired benefits and
expected delivery date?

Further work is required to confirm the principal drivers, the most suitable solution
and the delivery timescales.

4.3.3 Project Q: - Water Treatment Works

This package was a potential combination of two projects to provide a new abstraction
and raw water main from - “ WTW and a new
75MLD WTW plus additional treated water storage nearby. The new abstraction and
raw water main element has now been removed and the scope limited to the WTW and

storage facilities.

The works are intended to be a greenfield development to allow for discrete
construction and operation. Land purchase is required. A planning strategy would need
developing with outline planning obtained by YWS as a minimum prior to DPC. The
outline planning permission would need to be suitably defined to allow the CAP to
develop the final design within the constraints of the outline planning and secure final
planning permission.

The abstraction is included in the dIWRMP and the new WTW is one of the options
associated with Water Supply Security (WSS) Resilience Strategy. It is not guaranteed
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that this project will go ahead, as it is one of several options being considered to
increase overall resilience of the water network in the Bradford area.

Further work is required to confirm the value offered by this option and confirm if this
solution is being included in the investment strategy.

4.3.4 Project R: Ilkley WWTW

This is a potential project to replace Ilkley and Burley WWTWs with a single new
treatment works adjacent to the Burley WWTW site and a new transfer sewer. The
new WWTW would have increased capacity to accommodate storm return flows and
increased treatment standards to reduce nutrient discharge. The proposed solution is
for construction on land already owned by YWS. Planning risk and impact on
procurement will be similar to h

This solution is related to the bathing water designation at Ilkley and although the
project itself is quite discrete, it forms an integral part of the programme of works
needed to achieve the river water quality targets.

Timescales are a significant challenge for this scheme. Discussions with the YWS
specialists confirmed that without delivery of WWTW upgrades or replacement by
2026, the Bathing Water objectives could not be achieved. This means that the
planning, design and construction are all expected to start in AMP7 and accelerator
funding has been approved to facilitate this. Moving to a DPC delivery would mean
waiting until PR24 is approved before anything could progress which would put the
delivery deadlines at risk.

4.4 Changes to Phase 1 Assessment

The result of the validation exercise against the Ofwat tests are explained below. The
updated scores are shown in Figure 5 overleaf.

4.4.1 Project F: WINEP — Storm Overflow reduction
Original AMP8 package

e Ofwat Scalability Test: Due to the reduction in number of schemes included
in this package to six, the validated Totex figures for the AMPS8 project
package totals £212m, which is above the Ofwat scalability threshold of
£200m.
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e Ofwat Construction Test: To achieve a greater level of construction
discreteness the AMP8 programme has reduced the number of schemes,
however the sites included are mostly complex and high profile.

e Ofwat Operations and Maintenance Risk Test: The reduced number of
schemes in the AMPS8 project package, reduces the number of operational
interfaces.

Overall, the score for this project in AMPS has increased by 1 point.
AMP9-10 packages

e  Ofwat Scalability Test: two of the three proposed AMP9-10 options meet the
Ofwat scalability threshold of £200m. Package 2 falls just short of the Ofwat
threshold by c.£3m.

e Ofwat Construction Test: To achieve a greater level of construction
discreteness the projects selected from the AMP9-10 project package are the
largest and most discrete elements.

e Ofwat Operations and Maintenance Risk Test: Having a smaller number of
larger, discrete schemes in the AMP9-10 packages reduces the number of
operational interfaces.

As we did not review this package in Phase 1, the score for this project in AMP9/10 is
new.

4.42 Project P: and Transfer Main

e  Ofwat Scalability Test: Totex estimate now includes the full Capex and Opex
costs of the dual transfer main option, updated in line with latest UDVRE
SRO solution developments.

e Ofwat Operations and Maintenance Risk Test: Stakeholder interfaces to be
retained by YWS include land purchase for WTW and abstraction, access
agreements and ecasements for raw water transfer, abstraction licence,
discharge consents and environmental approvals. If only outline planning is
obtained prior to DPC then some planning risk is shared with the CAP, and
the procurement will need to be structured to account for this.

Overall, the score for this project has decreased by 1 point.
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Figure 5: Validation Exercise Summary (Including changes)

Phase 1 Totex Phase 2 Totex| Suitable for DPC |Comments Phase 1 Phase 2
(£m) (£m) Ofwat score | Ofwat score

Q 367 253 v May suit YWS to include operations of the WTW in DPC but retain 35 36 +1
responsibility for the raw water and treated water connections
(potentially including storage) as part of the wider water
management activities. (Cost reduced from Phase 1 due to removal
of River Aire Abstraction).

P 228 355 4 May suit YWS to include operations of the WTW in DPC but retain 36 35 -1
responsibility for the transfer main as part of the grid operations

F(A) |Storm Overflows — - 207 4 May suit YWS to keep Operations in house but include maintenance N/A 33 N/A
AMP9-10 Packages for complex below ground access.

Three possible AMP9-10 packages have been suggested, with Totex
ranges from £197m - £207m. As the differences in Totex values are
so small, the value provided throughout this report is that of the
Lundwood Batch as explained in Appendix 1A.

R  |llkley WWTW 131 90 X There is a regulatory deadline of 2026 to complete the project which 30 30 N/A
requires project start in AMP7. The Totex is below the Scalability
Threshold, but it is the regulatory deadline that makes a DPC

unsuitable.
Future projects of this type in the AMP9-10 programme should be
considered for DPC.

F Storm Overflows — 638 212 Potentially suitable , [May suit YWS to keep Operations in house but include maintenance 29 30 +1

AMPS8 Package if constraints are  |for complex below ground access.
addressed There are two factors that constrain the AMPS package’s suitability

for DPC:
(a) the tendering timescales for procuring DPCs will make
completing all works by the 2030 deadline tight,
(b) the Scarborough sites are physically constrained potentially
leaving fewer technology and cost saving opportunities compared to
YWS’s standard Business As Usual (BAU) approach
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443 Project Q: - Water Treatment Works
e Ofwat Scalability Test: Totex estimate updated by YWS, removal of .

e  Ofwat Construction Test: For offsite options then YWS would need to buy
the land in advance of the DPC, aside from this there are few construction
risks that could not be transferred.

Overall, the score for this project has increased by 1 point.

444 Project R: Ilkley Wastewater Treatment Works
e  Ofwat Scalability Test: Totex estimate adjusted to be based upon the smaller
of the two options being considered.

Overall, the score for this project has not changed. However, the project is unsuitable
for DPC due to the scalability and timeline for delivery.

4.4.5 Breakdown of Totex costs over DPC asset lifespan

Figure 6 shows the estimated breakdown of Totex costs for the four shortlisted projects.

This highlights that the operating costs for and Ilkley
WWTW are material which raises questions about the merit of fixing these at contract
signature, as opposed to potentially introducing some market testing, benchmarking or
for electricity and chemical prices possibly linking to reputable cost indexes. This is
explained in Appendix 7: Ofwat DPC Risk Allocation.
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Figure 6: Split of Totex costs over DPC lifespan (assumed 25 years of operations)*

120%

100%

80%

60%

40%

20%

Split of Totex (ex. DPC procurement costs) (%)

0%

F) Storm overflows: F) Storm overflows: P) Q) R) Ilkley WWTW:
AMPS Batch: £212m  AMP9-10 example: £355m £90m
£207m £253m

m Project Development Costs m Construction costs m Repex costs m Total Opex costs

*  These Totex figures exclude the AMP8 DPC related costs (£m) (which Ofwat labels SUP12.14) which

are the costs that will be incurred by YWS to develop the project for DPC delivery, run the DPC
procurement process and then manage the CAP
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5 Risk allocations and tender model
options

The balance of risk within any contract has significant impacts on both costs to the
client and the attractiveness to potential contractors and investors. To identify if
projects are suitable for a DPC delivery, the ability to apportion risk in a manner which
fits the type of contract and delivery mechanisms is important. Best value is achieved
where risks are allocated to the party best able to manage them. Allocating risks to
contractors which they cannot effectively mitigate or manage typically results in
excessive risk premiums in bids. Following guidance from Ofwat’s ‘DPC Guidance
for Appointees delivering DPC projects’ March 2023 publication, the shortlisted
projects have been reviewed against the Ofwat default risk allocations and any key risk
areas or potential for deviation from the default positions have been identified.

The risk allocation is used to help determine what may be the most appropriate DPC
tender model for each project.

5.1 Ofwat’s risk allocation process

Ofwat has prepared a standard risk allocation framework where decisions need to be
made on which party or parties should be responsible for managing each risk. Risks
are to be shared between the CAP, the Appointee (i.e. YWS) or customers, with
allocation to the party who is best able to manage each specific risk.

5.1.1 Rationale to allocate risks between CAP, Appointee and Customers

As part of the AMPS8 package Ofwat will award YWS is expected to manage cost
overruns within its total budget by offsetting overruns with efficiencies made
elsewhere. ~ Whilst Ofgem, the electricity regulator, allows distribution and
transmission network operators to come back to them to claim for reasonably incurred
additional costs through its ‘Reopener’ process, Ofwat does not have such a system®.

With DPCs Ofwat has introduced the possibility that in some circumstances cost
variations may potentially be passed through to customers. The rationale is that a DPC
is like an outsourced contract and whilst there may be cases where it is responsible for

¢ Ofgem. Reopener Guidance and Application Requirements Document. February 2023 (accessed here)
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cost overruns, in most cases it will not be responsible yet there are few ways for it to
benefit if the CAP ends up making more money than anticipated.

Ofwat have introduced two categories of cost variations. These are explained in
Ofwat’s 2020 ‘Appendix 4: Guidance on Allowed Revenue Direction’ report”:

e Compensation Event: Compensation events that arise due to no fault
circumstances (these are the equivalents of supervening events), e.g. an
unforeseeable change in relevant law or standards.

e Change Event: changes that are not compensation events.

If the issue is deemed a Compensation Event, then the cost will automatically be passed
onto the Customer. For change events Ofwat can opine on the case and decide whether
the cost should be borne by the Customer or the Appointee.

5.1.2  Ofwat’s five risk headings

The Ofwat standard framework for risk assessment considers five major risk headings
as shown in Figure 7 overleaf.

i.  Development Risks

ii. Construction and Asset Delivery Risks
iii. Operational Risks

iv. Financial Risks

v. Legal, Regulatory and Other Risks

These categories are broken into subcategories and the Ofwat default position for each
risk are explained in the same Figure. A more complete description of each risk
category is included in Appendix 7: Ofwat DPC Risk Allocation.

7 Ofwat. Appendix 4: Guidance on Allowed Revenue Direction. July 2020 (accessed here)
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Figure 7: Ofwat’s default allocation of DPC risks

Development Stage

Ofwat recommended

- i °
Planning YWS/ o

- °
Land YWs/

- °
Other Consents YWS/ o

Construction and asset delivery
- | On-time Delivery YWS /CAP

Cost Overruns

[ ]
YWS/ & /CAP

- | Site Conditions CAP

- | Works Information YWS

- | Detailed Design CAP

- | Third Parties YWS /CAP

- | Changes in Scope VWS / -

- | Interfaces with Appointee’s Existing Assets YWS

- | Commissioning CAP
Operational

- | Cost (Opex and Maintenance) CAP

- | Operational Performance CAP

- | Compliance with Statutory and Regulatory Obligations Which Impact YWS /CAP

the Scope of the Project

- | Defects During Operations YWS /CAP

- | Demand Risk YWS/ -

= | Over-utilisation YWS/ -

- | Change in Scope YWS / -

© | Value Testing - / CAP

- | Condition of Asset/ Hand Back Risk CAP
Financial

- | Financing costs - / CAP

- | Refinancing gains - / CAP

- | Customer bad debt CAP
Legal

- | Specific laws relating just to DPC projects or water sector -

- | General change of law CAP

Key: E’Customer YWS | Yorkshire Water
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CAP contractor

5.2 Risk allocation assessment

For each potential DPC on the shortlist we have reviewed the risks in line with the
Ofwat default allocations. Our assessment is based upon professional experience,
feedback from YWS specialist teams and market engagement. Based on our
understanding of the projects, our default position is to accept the Ofwat risk
allocations unless a project specific reason has been identified through these
discussions. Nevertheless, as these projects are in the early stages of development, the
risk allocations may potentially change as the projects evolve and are progressed
through Ofwat’s DPC submission stages.

5.2.1  Project F: WINEP — Storm Overflow reduction

During the validation discussions a revised package of projects was selected from the
Storm Overflow programme (see Appendix 1A: F) WINEP: Storm Overflow Spill
reduction AMP 9-10 Package) based on projects which met the three selection criteria
outlined in Section 4.3.1.

The AMP9-10 projects are at a particularly early stage and the solutions are based on
high level sewer modelling outputs of required storage volumes at each location. These
have not yet been reviewed for practicality or deliverability. Further work will be done
to confirm notional solutions, identify operational boundaries and interfaces and agree
a suitable mechanism for payment and interaction between CAP and YWS assets.

Due to the integrated nature of storm overflows, it is possible that YWS could consider
a DBFM option rather than DBFOM due to the low Opex components of the projects,
and the potential advantages of keeping overall sewer network asset operation under
one entity. If this were the case operational performance risk would be allocated at
least in part to YWS (with standard allowance for defects liability).

All other risks would be as per the Ofwat default.

5.2.2  Project P: and Transfer Main

A new greenfield WTW and a long-distance transfer main both entail risks associated
with land ownership, legal rights to access and planning, which rest with YWS and
would need to be considered in advance of any DPC.

Whilst the Ofwat Site Conditions default is for this risk to be borne by the CAP, there
may be some benefit to sharing site condition risk for the ¢.90km transfer main to the
South of YWS supply area to gain a more favourable DPC pricing or level of contractor
interest. This will be especially the case if there is no way for the bidders to access the
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route and there is uncertainty around contaminated land, waterlogging, access routes,
etc..

Hence, it is possible that YWS would consider a DBFOM for the WTW, and a
DBFOM or DBFM for the transfer main as YWS may need responsibility for enabling
full flexibility and coordination within the wider water supply network.

Depending on the relative proportion of Opex costs to the Annual CAP payment
market consultations identified a potential desire for some operational costs (e.g.
electricity or chemicals) to be open to market testing, benchmarking or linking to
reputable cost indexes. This makes sense as it is impossible to accurately predict the
future price of such items and therefore attracts significant risk premiums.

All other risks would be as per the Ofwat default.

5.2.3  Project Q:
The solution development for is at outline stage, with notional capacity

and sizing but no firm locations or footprints. A new greenfield WTW entails risks
associated with land ownership, legal rights to access and planning, which rest with
YWS and would need to be considered in advance of any DPC.

It is possible that YWS would consider a partial DBFOM, where the operation and

maintenance of the WTW is retained by the CAP, but interfaces on the raw water and

treated water (potentially including the storage) are YWS’s responsibility to enable

full flexibility and coordination of interfaces between the existing and new
and the wider network (i.e. a DBFM).

There may be a need for some operational costs (e.g. electricity or chemicals) to be
open to market testing or benchmarking. All other risks would be as per the Ofwat
default.

5.2.4  Project R: llkley Wastewater Treatment Works

If the new Ilkley / Burley WWTW were to be constructed as a DPC all risks are likely
to be as per the Ofwat default and it would most likely be a DBFOM.

5.3 Ofwat’s tender models

To help consider the amount of planning water companies should undertake before
issuing a project to market, Ofwat has created four DPC options: Early, Late, Very
Late and Split, as shown in Figure 8.
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Figure 8: Ofwat’s DPC Tender Model options

Early Late Very Late

Identify need

Appointee Appointee

Identify options, choose
preferred

[__Tender |

Tender

Initial design Appointee

Surveys / studies CAP 1

Appointee

Planning / consents

Tender

Detailed design

Procurement

Tender

Operate CAP

Source: Ofwat. DPC Guidance for Appointees delivering DPC projects. March 2023, p.27.

The first three tender models have a single tender at different times during the project
formation cycle.

In the Early model, the tender process occurs in the options analysis phase. In this case
the DPC contractor would be given a detailed output specification and would then
determine an appropriate design, undertake surveys, secure planning and complete the
detailed design before building and operating the facility. Potentially the DPC could
even be given the option to propose different sites for facilities and buy the land for
these sites. However, conceptually there are few instances where this could be
appropriate for a DPC contractor as water assets will often be needed on specific sites
and it is not appropriate for the DPC to take planning permission risk, given the
uncertainty with outcomes. There would also be significant concerns that the eventual
solution is VIM.
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In the Late model YWS would undertake some initial designs, undertake surveys and
obtain planning and consents. There is a question about the level of specificity YWS
would require from bidders. There could be two sub-options:

e  Output specification at defined locations;
e Detailed design specifications at defined locations.

YWS choice of option will influence the type and scope of the planning permission
that will be applied for. The former, which we label high-level planning permission,
could be a very outline planning permission for a facility capable of delivering the
output specification with an indicative schematic of what the facility could look like.
The latter would be more detailed (but not be final designs).

With both sub-options there will be a need to resubmit the application once final
designs have been prepared. However, with each approach the intention should be that
the outline/ more-detailed planning permission will provide enough certainty to the
CAP that its final design will secure planning permission. Should planning be refused
or additional costly requirements for extraneous reasons be required the CAP contract
will need to allow for CAP compensation.

In the Very Late model the project is tendered after the project has been built so the
investor only bears financing and operational risks. As a generalisation Very Late
DPCs is unlikely to be attractive for most projects because the opportunity to add value
and innovate in design and delivery has been lost. This option has been used on
Offshore Transmission Owner (OFTO) PPPs where investors bid to finance and
operate newly built offshore cables from offshore wind farms to the UK mainland. The
difference here is that the companies that bid to build offshore wind farms have already
prepared competitive tenders with innovative low-cost transmission cable designs to
reduce the overall cost of wind farm system, so the OFTO is effectively a PPP
financing competition to operate the cables.

The fourth option is the Split model, where the project is tendered in two stages, one
for the initial design and planning stage and a second stage to cover the build, financing
and operations processes.

For the four projects under consideration the Late Model is likely to be the most
attractive, as YWS already has plans for where the two WTWs and pipeline routings,
the Ilkley WWTW and the storm water overflows will be located. In some cases, the
land will already be owned by YWS, and where it is not the intention is YWS would
acquire the land prior to issuing tenders.
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6 Value for Money Assessment

One of the critical factors to understanding the viability of projects under the DPC
model is whether there is potential to deliver them in a way that provides VM for
customers compared to the viable alternative or YWS’s Business as Usual (BAU)
procurement method. For example, Ofwat’s March 2023 ‘Guidance for Appointees
delivering DPC projects’ mentions an alliance between YWS, the successful CAP
and its sub-contractors as an alternative to target cost pricing®. As well as its existing
Framework direct awards and Framework competitive tenders, YWS is actively
considering standard alliancing between itself and contractors as an AMPS8 option.

6.1 Ofwat Value for Money Guidance

In its March 2023 ‘Guidance for Appointees delivering DPC projects’ report Ofwat
has given high-level guidance on the VM assessment. This assessment is one of the
critical drivers for DPCs to ensure that significant benefits are provided to customers.

6.1.1 Timeline and Process

Ofwat has provided indicative guidance on when it expects VM assessment should be
conducted. As stated in Section 3.1, during Stage 1 (Establishing the Strategic Case),
Ofwat “no longer require a VM assessment of delivery via DPC versus the in-house
counterfactual at this early stage in the DPC process.”

In Stage 2 (Approach to Procurement Plans), Ofwat does not require a robust VM but
does provide gudiance that it would like to see an explanation of how the procurement
plan will deliver best value for customer. Following the Stage 2 submission, it expects
to have early engagements with YWS on the VIM to lead to a full VfM in Stage 3
(Gaining Conent to Procure the Project) where it expects “full details of the VM
assessment, including a full financial model and customer bill impacts”. The results of
this VIM is to be further refined in the Stage 4 (Gaining Consent to Enter Into A CAP
Agreement) with more detailed analysis on customer bill impacts forming the basis of
the detailed assessment.

Ofwat acknowledges the challenges and complexities of finalising the VM at Stage 4
where bids received may be very different to the assumptions in Stage 3. Ofwat

8 Ofwat. Guidance for Appointees delivering DPC projects. March 2023, p.
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respond that approvals will be given if a competitive procurement was run, a ‘fair’
market price was achieved, and the water company acted in the best interest of its
customers.

6.1.2  Assumption Guidelines

As indicated, in Ofwat’s Stage 3 YWS will be expected to build a full financial mdoel
to analyse the difference in Net Present Value (NPV) of the costs (in real terms) under
a DPC procurement and under in-house delivery. Some of Ofwat’s important
components of this include:.

e Under the BAU, Capex, Opex and Repex costs should be based on recent
information from similar schemes (or parts of schemes) that the water
company has built;

e Capex and Opex for the DPC case should also include efficiency assumptions
and an acknowledgement of Optimism Bias given YWS information on
outturn costs on other similar schemes will have inbuilt into them an average
Optimism Bias.

e Financing costs are likely to be different. For the DPC case, Ofwat expects
YWS to develop financing costs based on similar transactions and market
engagement, and then to justify the assumptions. For the in-house
counterfactual, Ofwat expects YWS to use its own actual Weighted Average
Cost of Capital (WACC);

e Capital structure is likey to be different for the DPC versus the in-house
counterfactual with differences in gearing assumptions;

e Normisations/ adjustments for differences in risk allocation are generally not
permitted;

e Sensitivity scenarios are expected on costs, financing costs and on different
contractual arrangements.

6.2 Our approach to Value for Money

We agree with Ofwat’s approach but suggest there is merit at this stage in undertaking
a high-level qualitative VM analysis to avoid pushing projects through Ofwat Stage 1
that are likely to have a high probability of failing the more detailed quantitative VM
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tests in Stages 2 and 3. Thus we have chosen to undertake preliminary VM assessment
so that YWS does not propose projects to Ofwat that are unlikley to get through later
VM hurdles by providing VM for customers.

6.2.1 Our framework to assess Value for Money

We have developed our framework by utilising as a start a VfM framework prepared
by KMPG in PR19, as shown in Figure 9 which was aligned to Ofwat’s PR19
methodology. Their approach assesses VIM against five customer value layers, which
are areas which potentially create value to customers under DPC.

The five customer layers are:

e Financing Costs — DPC financing costs are compared with the in-house
counterfactual which is assumed in the WACC. The DPC financing cost will
include cost of debt and equity and gearing.

o Cost Efficiencies — Cost efficiencies that reduce costs and costs increases
(e.g. from new contractual interfaces) compared to existing arrangements.

e Innovation Opportunities — Innovation in the project design, construction
processes or operations that lead to cost efficiencies or more reliable service
standards for customers.

e Timing and Bill Impact to Customers — The ability of DPCs to defer Capex
expenditure on customer bills.

e Deliverability and Lead Time — Risks associated with variations in the
delivery timeline including early or late delivery of the asset.

Their methodology assesses the layers from both a qualitative and quantitative
perspective. Our approach includes all of the Qualitative criteria and a high-level view
on Quantitative Criteria where feasible.

6.2.2  Our Value for Money criteria

Figure 10 overleaf explains our VM Money criteria, with High (H) being seen as very
positive and Low (L) as negative.

Our approach includes most of KPMG’s Qualitative criteria but has excluded the Cost
Efficiencies: Core business to water company sub-criteria as there is no reason a
DPC cannot perform a water company’s core functions (supplying potable water and
disposing of wastewater) more efficiently than a water company.
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Figure 9: KPMG’s Qualitative and Quantitative VM assessment criteria

Potential Customer Criteria
Value Layers

Qualitative

Quantitative

Financing costs

Market appetite &
bankability

A) Financing costs

Risks

C) Innovation Innovation
opportunities
D) Timing and bill Start of revenue stream
impact to
P Expenditure profile
customers

E) Deliverability Deliverability and lead
and lead time time

Source: Anglian Water. PR19 Submission: 11C. Anglian Water Direct Procurement for
Customers DPC Eligibility Assessment. August 2018 (accessed: here)

Our approach also includes a very high-level view on four of KPMG’s Quantitative
sub-criteria, namely Financing costs, Cost savings due to efficiency and combines
the Procurement and contract management costs and the Bid costs and interface
costs into one sub-criteria as they are very similar.
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Figure 10: Our Value for Money Criteria

Customer Criteria Description Low Medium High
Layer
A conversion of the CAP’s gearing level, debt and equity costs into a WACC to | Higher WACC than YWS The WACC fora CAP and | Lower WACC than YWS
Wt Cls be able to compare to the WACC for YWS on balance sheet investments. For based on a combination of | for YWS is likely to be based on a combination of
PR24 Ofwat’s allowed real rate of return for a ‘notional’ company is 3.29%°. gearing, interest rates/ bond | similar. gearing, interest rates/ bond
yields and equity returns. yields and equity returns.
Market appetite includes the potential number of bidders and market interest in | Few market players are Market interest in the project | Majority of investors and
the project, both amongst the supply chain and the financing community. likely to be interested in the | from some market players. | supply chain companies
Market o . . . . . . . .
. Competitive bids with several bidders can reduce financing costs as equity project and/or many expressed interest in the
Appetite . . . .
investors may need to lower return expectations. concerns were indicated project.
about the project.
Bankability refers to the ability of the project to raise private finance which Capex of the project less Capex of the project £50m to | Capex of project is £150m to
Financing impacts financing costs. Very small projects are less attractive to the market, than £50m. £150m, or £500m-+. £500m. Investors noted a
Costs and whilst very large (£500m+) projects bond launches may be cheaper, result in Capex sweet spot may be
Bankability an extended time for financial close. In reality, on very large projects whether around £200m-£350m.
bank loans or bonds end up being cheaper is partly dependant on YWS’s views
as to whether the CAP needs to have an investment grade rating during the
construction period, and whether Target Cost pricing is allowed.
Projects with more unknowns (e.g. actual ground conditions where the CAP is | Projects within YWS Projects where the CAP is Self-contained greenfield
liable) or brownfield investments within existing operational YWS facilities will | operational sites, or with liable for site condition risk | investments with few site
be seen by investors as more risky as there will be greater chance of significant site condition which can be priced or conditions risks and no or
Risks construction delays and cost overruns. Projects which have large pass-through | risks for CAP (e.g. for long | within YWS operational very limited pass-through
Outcome Delivery Incentive (ODI) penalties for poor performance beyond a pipe networks) or with large | sites but still self-contained, | ODI penalties.
lack of availability deductions will also be seen as riskier ODI penalties. or with some ODI penalty
pass-through costs.
. Potential for cost saving due to efficient management of Capex and Opex across | There will be immaterial Capex and Opex efficiency | Capex and Opex efficiency
Cost Savings . ; . . o . s
due to the lifecycle of the project. saving compared to BAU. saving over the lifetime of | saving over the lifetime of
BT iy the asset are expected to be | the asset are expected to be
between 0 to 10%. over 10%.
Likelihood of increased risk and costs associated with the procurement and All DPC projects will be All DPC projects will be All DPC projects will be
tendering of the DPC contract and of managing the CAP Agreement. This will | ranked low. ranked low. ranked low.
Cost apply to all DPC projects. At this early stage of project selection procurement
Efficiencies and bid costs for YWS have been assumed at 2% of total Totex costs.
Procurement From a bidders’ perspective, our experience of PPP schemes is that the
and Bid Costs | combined procurement and bid costs are higher than a standard EPC
procurement as consortia of bidders (construction company, operating
companies and financiers) need to be found and their level of due diligence is
likely to be higher than an EPC financed out of YWS regulatory allowance.
Hence, all DPC projects are ranked low.

® OFWAT. PR24 Appendix 11 Allowed return on capital. December 2022 (accessed here)
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Figure 10: Our Value for Money Criteria (continued)

The costs of interoperability are linked to the discreteness from YWS activities,

Has not passed Ofwat’s

Passes Ofwat’s Construction

Comfortably passes Ofwat’s

Deliverability

and Lead
Time

Lead Time
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and/or operations.

Cost of both in the construction phase but especially in the operations phase. The more | Construction Risk and/ or Risk and Operations & Construction Risk and
Interoperability | interfaces an asset has with YWS network the greater the cost of interoperability | Operations & Maintenance | Maintenance Risk tests. Operations & Maintenance
which can limit cost savings. Risk tests. Risk tests.
All projects, however procured have a chance of failing to meet planned Investment has high ODI Moderate ODI penalties, Investment has low ODI
construction timelines, but a DPC project is more likely to be delivered on time. | penalties, PCD, PCD penalties, Environment | penalties, PCD penalties,
In passing operations to a third party there may be a perception there is more Environment Agency, Agency penalties, Environment Agency
risk of issues arising during the operational period, although the payment reputational or ESG risks. reputational risks, or ESG penalties, reputational risks,
. mechanism mitigates much of this. risks. or ESG risks.
Risks and Cost
i Pl A concern for the CAP investor will be if the contract has high pass-through
ODI penalties, Price Control Deliverable (PCD) penalties, Environment Agency
penalties / enforcement actions for failings as these would be in addition to
availability deductions. Further, some investment areas may have particular
negative reputational and Environment Social and Governance (ESG) risks.
Further, projects that will affect lots of people will also be seen as riskier.
Innovation and technology can be used to create better efficiencies and/or Standardised technology Innovative technology, but | An innovative use of proven
performance. with very little ability to with some questions about | technologies (e.g. offsite
. Technology innovate. the track record of the Methods of Modern
Innovatlop. technology Construction fabrication,
Opportunities ability to optimise use).
Complexity More complex projects can benefit from CAP experience in design, construction | Simple process. More complex process. Complex process.

The longer the lead time, the more likelihood of increase in cost overruns/
inflationary pressures and the greater chances of further delays. These can all
mean bidders add on very large risk pots.

Time from contract signature
to commissioning more than
5 years.

Time from contract signature
to commissioning 4 — 5
years.

Time from contract signature
to commissioning less than
three years.
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6.2.3  YWS Counterfactual approach

In order to assess VIM, there is a need to compare the DPC solution to YWS's
counterfactual costing if procured with existing methods. The counterfactual Devex,
Capex, Repex and Opex costs should be “based on a recent, robust cost estimate using
up to date information. which takes into account the maturity of the design and
development of the project."'* In YWS’s case this will be Framework direct awards
and Framework competitive tenders.

Currently there are about 25 organisations on the YWS Frameworks ranging from large
contractors to specialised contractors. Since the start of AMP7 YWS has run a number
of competitive tenders amongst Framework contractors for contracts worth more than
£25m. YWS’s experience of its 21 AMP7 within Framework mini competitions is
they have yielded on average 10% savings compared Framework direct awards.
However, on storm overflows YWS are targetting a 15% saving with competitive
tendering.

Contract terms for both Framework direct award and Framework competitive
tendering will be similar. YWS contracts commonly either ask for a Parent Company
Guarantee (PCG) for 10% of the Capital value or a £1m Performance Bond. A Parent
Company Guarantee for 12 years is requested, and all Performance Bonds are for
contruction duration plus 12 months to allow for defects.

Each of the four projects, being above £200m, are likely to be tendered competitively
and similar savings to those achieved to date would be envisaged. For information, in
determining the Totex values in Section 3 and in Appendixes 1, 1A, 2, 3 and 4 the
Capex values have not assumed any procurement efficiencies. Seperately Ofwat has
asked for a prescriptive format of costs for potential DPC proejcts and this is included
in Appendix 5.

Seemingly excluded from the comparison would be YWS and construction contractor
alliancing as YWS will have no recent experience of this, but it is questioned whether
such a comparison should be added as another procurment option as it may have better
VM than Framework direct awards, Framwork competitive tenders or DPCs.

1 Ofwat. Guidance for Appointees delivering DPC projects. March 2023, p.42 (accessed here)
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6.2.4  Our assessment of the projects
Figure 11 overleaf includes our scores for the five projects (if the two WINEP Storm
Overflow projects are considered separately). The rationale for not allocating scores to
a Low, Medium or High award is because the assessment is more perceptual with some
criteria have more importance than others.

Financing costs
Within the value driver financing costs there are four sub-criteria:

¢ Financing Costs. We are not aware that any DPC will be able to secure a
lower cost of finance than the cost of finance YWS will be able to secure.
This is particularly the case for A- rated YWS. Hence all projects are awarded
a Low (L).

e  Market Appetite. Different interviewees had different thoughts and interest
about the schemes, with interest in particular schemes varying. Therefore, the
Medium (M) description (‘Market interest in the project from some market
players’) is applicable for all projects, although the AMPS8 Storm Overflow
package with projects in the Scarborough/ Bridlington area and then one in
Wetherby may have marginally lower market appetite than the more tightly
grouped AMP9-10 Storm Overflow packages

e  Bankability. According to the scoring approach in Figure 10, the Ilkley
WWTW project (Totex £90m with development and construction costs being
£72m) scores a Medium (M).

e Risks. Although all projects have been selected to be as discreet as possible,
all projects are awarded a Medium (M) score primarily because all projects
with have some Ofwat penalties, Environment Agency or Drinking Water
Inspectorate actions for failing to deliver the service which would result in
penalties beyond a daily unavailability deduction and so could be seen as
adding additional risk to the projects. On many other PPP schemes the only
penalties that can be levied are just for lack of availability. For instance, some
interviewees were particularly concerned about the risks of failing storm
water overflows attracting large fines.
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Figure 11: Value for Money Assessment against BAU of the four projects

Criteria Project F: WINEP —

Storm Overflow
reduction (AMP9-10)

Totex = £207 m

Potential Customer
Value Layers

Project F: WINEP —
Storm Overflow
reduction (AMPS8)

Totex =£212 m

Project P:

Totex = £355 m

Proiject Q:

Totex = £253 m

Project R: Ilkley

Wastewater

Treatment Works

Totex = £90 m

L L L |
| M | M | M M M |
Financing Costs
| H [ H | H H M |
I M I M I M M M I
Cost Savings Due to M M H H H
Efficiency
.. Procurement and Bid Costs L L L L L
B) Cost Efficiencies ‘ ‘
Cost of Interoperability I H I H I H H H I
Risk and Cost of Failure M L L L ‘
. Technolo M M H H M
C) Innovation &
Opportuniti
pportunities Complexity | M | M | H H M I
D) LeadTime  Lead Time Y 1 1 y
M if long lead time M if long lead time
Overall Qualitative Score M if lead time can be bl M/H if lead time can be | M/H if lead time can be bl
reduced reduced reduced
Key: Low LM Low/Medium M Medium M/H Medium/High High
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Cost Efficiencies
Within this value driver there are four sub-criteria:

Cost Savings Due to Efficiency. This is one of the most important VIM
drivers as our perception is the main way a DPC project can be VIM is if there
is enough flexibility for bidders to devise ways to significantly reduce whole
life costs to offset the higher financing costs DPCs will pay.

The interviewees provided a number of ways significant cost savings have
been able to be achieved by allowing output specifications on WTWs and
WWTWs. Therefore, the two WTW projects both score a High (H).

The Ilkley project would also score a High (H) if YWS again provided an
output specification, not limiting the solution to a Nereda® packaged process
which some interviewees explained did not have the flexibility to be
optimally operated (e.g. only operating the WWTW at night when electricity
prices are very low, or modulating with on-site solar PV generation that
bidders may select to add). If a Nereda® process was mandated a Medium (M)
score would be awarded.

Storm water overflow projects will have less scope for cost savings compared
to EPC projects given the maturity of the sector, especially as YWS is
anticipating being able to save 15% on its EPC storm overflow projects by
various means including a dedicated Stormwater Alliance to deliver this
programme in AMP8 and potentially competitive EPC tenders amongst the
Frameworks companies for AMP7 schemes. Despite this, new larger
specialist contractors may be attracted to bid for these much larger storm
overflow schemes that are not going to apply to be Framework contractors.
Hence a Medium (M) is awarded.

Procurement and Bid Costs. For all the reasons explained in Figure 10 a
Low (L) score is awarded for all the projects.

Cost of Interoperability. In selecting the projects, we have focused on
choosing those which are as self-contained as possible, by selecting:
o  Grey infrastructure (civil solutions) storm overflows which are at or
very near WWTWs, making the sites more discrete,
o Greenfield new WTWs and WWTWs that can be built offline,
connected once complete and then operated by a CAP under a
DBFOM.

Therefore, all are awarded a High (H) score.
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Risk and Cost of Failure. Four of the projects have a Low (L) score (i.e.
perceived high risk) for different reasons. The six AMP8 Stormwater
overflow projects are included in the Proposed PR24 list of projects to meet
the minimum number of overflows Ofwat requires to be built within the
period. Failure to deliver by the end of AMPS8 would lead to failure to achieve
EA targets for number of sites addressed and spill reduction. In particular
the sites in Scarborough (Toll House CSO, Corner Café Stormwater Overflow
and Scalby Mills CSO) are physically constrained and have a high public
profile due to their locations on the promenade and influence on the local
bathing waters. The initial estimate for delivery duration for Scalby Mills SPS
is given as 7 years, with construction running into AMP9, however this would
need to be brought forward as a 2030 completion date will be imposed.

Incorrectly operating a WTW could result in harm to water consumers, and
the Ilkley project has a regulatory deadline of 31 March 2026. The only
project which may be perceived a lower risk (awarded a Medium (M) score
is the AMP9-10 Stormwater overflow package as starting these in AMPS
would ensure delivery well in advance of original intended delivery dates.

Innovation Opportunities
Within this value driver there are two sub-criteria:

Technology. During the interviews the level of innovation that may be
possible (e.g. using offsite Methods of Modern Construction, building tunnels
not storage tanks, adding renewable energy solar PV and wind turbines to
sites wherever possible, operating sites at night when energy use is lower,
changing maintenance regimes and using different technologies on sites)
became clear. The opportunities on WTW and WWTW appear to be greatest
hence would be awarded a High (H) score. However, because of site
constraints at Ilkley WWTW opportunities will be less, thus a downgrade to
a Medium (M). Opportunities on Stormwater overflows are less, due to the
AMPS8 batch containing very physically constrained sites where solution
options may be limited but are still there, hence a Medium (M) score.

Complexity. Both WTW and WWTW are complex for different reasons.
With the former there are many different processes that need to be performed
to clean water, deal with bacterial contamination and operate in an
environment where incorrect dosing of chemicals can have severe impacts.
For the latter there is the settling, cleaning and safe disposal of residues.
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Thus, for the same reason as for Technology section, the WTW works are
awarded a High and Ilkley WWTW a Medium (M). Although building
storage tanks does not sound complicated, for large tanks there are particular
complexities in avoiding collapsing earthworks, so again a Medium (M) score
is awarded.

Lead Time

This has one criterion, namely the Lead time. A few interviewees said that any
construction period longer than five years would be seen very unfavourably as the
financing costs during the build period would become extremely high with CAP
Annual Payments only starting from successful commissioning and operations. As an
example, if a £200m Capex project takes three years to build then with an effective
cost of finance of 8% nominal would become c.£225m. The same project over five
years would end up costing c.£244m (an extra 8%).

For each of the projects YWS has provided its estimated Capex, Opex and Repex costs,
and along with that a Capex duration. This duration will include the time for detailed
design, but time for detailed design will also be needed in the DPC projects if Output
Specifications are provided. We are unsure if the Capex costs include preliminary
works or Optimism Bias.

Figure 12 reports the construction periods YWS has supplied. As can be seen, the
periods are all quite long.

Figure 12: YWS assumed construction periods for the selected projects

Construction Comments
period (years)
Project F: WINEP — Storm 4-5 YWS assumption is the projects we have

Overflow reduction identified will take 4-5 years. The
(AMPS) exception to this is the Scalby Mills CSO,
which has a construction period of 7 years.
It was noted however this forecast may be
revised to suit a 2030 deadline as
progression is made through scheme
development. Delivery by DPC may make
achieving the 2030 deadlines more difficult
if the procurement period is extensive.

Project F: WINEP — Storm 4-5 Given the AMPI10 Storm Overflow
Overflow reduction projects are that much larger, the 4-5 years
(AMP9-10) YWS assume for the AMP8 projects may

be an underestimate.
Project P: >5

The WWTW are estimated to take 6 years
Yorkshire Water Services Ltd
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Construction Comments
period (years)
Project O: project is estimated to take 6
years.
Project R: Ilkley 4-5 years Given there is a regulatory delivery date of
Wastewater Treatment 1 April 2026 we are unsure how under any
Works procurement route Ilkley can be delivered
in time.

During the market testing interviews we collected some views on YWS’s assumed
build periods. An example of a WTW larger than (50MLD) was given with
a two-year construction programme, highlighting the perception that the current YWS
estimates appear conservative and should be reviewed. With external financing, every
day that passes means more financing costs. PPP projects typically are completed
within the timeframes planned.

It is recommended that YWS further investigate the opportunities for quicker
delivery as this will be a key determinant for VIM. For example, by setting an
Output Specification will time be able to be saved, or will that only bring forward the
date for the Capex costs starting?

6.2.5 Value for Money conclusion
Trying to add up all the scores awarded to each project is not appropriate as VIM is
more nuanced. The main question will be, can the benefits of whole life costing and
consistent operations offset the higher costs of finance along with appropriate risk
transfer and more consistent operations?

Perceptually the five projects have been awarded the following scores:

o Project F: WINEP - Storm Overflow reduction (AMPS8): A Low/ Medium
(L/M) score is awarded, as getting a DPC-procured package complete by the
end of AMPS8 may prove challenging, and the constrained Scarborough sites
may limit the scope for innovation. If the timelines could be revisited to
enable procurement, design, and delivery by 2030 and the site constraints are
further revisited to consider whether they are a major barrier to contractor
DPC interest, the combined impact of these factors means the AMP8 package
could be more suitable for DPC and would be scored a medium (M).

e Project F(A): WINEP — Storm Overflow reduction (AMP9-10): A
Medium (M) score is awarded, more than the smaller AMP8 WINEP Storm
Overflow package as the development and construction costs are £191m
which will make it more bankable and increase the attractiveness to bidders
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for whom the costs for bidding for a large ¢.£200m Capex scheme will not be The conclusion is that apart from the AMP8 Stormwater Overflows projects, all

much higher than the costs for bidding for a smaller £100m scheme.. Like projects have a potential to offer good VM, with WTW and larger WWTWs than
the AMPS8 Storm Overflow package there is a need for YWS to reassess the Ilkley probably offering the most potential. The AMPS8 Stormwater Overflows package
actual length of time the projects would take from financial close to could offer good VM if procurement, design, and delivery could be achieved by 2030.

commissioning, but even if the projects could be constructed within a three-
year timeframe it would not influence the overall score.

e Project P: _ This project is awarded a
Medium (M) score benefitting primarily from the cost savings that may be
achieved through a combination of technology, complexity management and
efficiency savings. Having Totex above £200m is also beneficial. A
Medium/ High score would be awarded if it is possible to deliver these
projects in shorter timescales so our advice about YWS relooking at timelines
for how long it will take from financial close to commissioning is particularly

pertinent.
e  Project Q: _: The rationale for these
scores is the same as for WTW. What didn’t come out fully from

the interviews was the fact that from a VIM perspectiv- is probably
marginally more attractive than- given the amount of work that will
need to be done by YWS to secure land agreements for all the sites and the
c.110km of transfer mains prior to tender launch, and the pressures on YWS
to ensure that all land parcels are available for pipe laying according to the
winning CAP’s timelines. There will also be more site condition risks for the
CAPs on - as it may not be possible for bidders to assess the full
route as the easements and wayleaves may not allow that or it may be the
wrong time of year (e.g. if a route crosses arable farmland).

e Project R: Ilkley WWTW: If there was not the 2026 regulatory deadline
that automatically excludes a lengthy DPC procurement it would score
Medium (M). This is partly because the constrained site and YWS’s
preference for a Nereda® packaged solution will potentially limit
opportunities for innovation.

If the 2026 deadline is negotiable then like other projects there is a need for
YWS to reassess the actual length of time the projects would take from
financial close to commissioning, but even if the projects could be constructed
within a three-year timeframe it would not boost the score to a Medium/ High
given the site constraints.
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7 Market sounding / engagement

Initial market sounding discussions were held with the following parties:

Five delivery contractors (follow links for further details) including:

e Enpure;
e Glan Agua;

e  Mott McDonald Bentley.

Four infrastructure investors (follow links for further details) including:

e Equitix: Focuses on mid-market infrastructure projects and is part of a
consortium bidding the Haweswater Aqueduct Resilience Programme DPC;

e DIF Capital Partners: Targets high-quality, long-term infrastructure projects.
Invested in Thames Tideway Tunnel and other water PPP projects.

7.1 Engagement process

Prior to the interviews, to provide a briefing for the companies/ investors we
approached we prepared a one-page summary of the DPC approach, a one-page
summary overview for each project, and a one-page indicative risk allocation matrix.
We then had different questions for the delivery contractors and the investors.

The information we shared was suitably anonymised to remove project names or
specific location information. Appendix 8: Market testing material shared with
Supply Chain and Investors contains the material that was shared with the parties.

7.1.1  Discussion topics

Discussions with both the contractors and investors focussed on the following key
areas:

e Company background and experience;

e  Understanding of DPCs and contract terms;

e QOutline of YWS proposed DPC packages;

o  Features of potential DPCs that may make them more or less attractive;

Yorkshire Water Services Ltd
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e  Ofwat risk allocation matrix;

o Investment structures.
7.2 Engagement feedback

7.2.1  Summary of key findings

The below summarises the key findings from the market engagement exercise
undertaken:

e Project appeal — Different projects appealed to different contractors and
investors. No one project was identified as more attractive than the others,
and all would be considered by some interviewees.

e Long term thinking — Across the board the feedback was that a Water
Company launching a single DPC project would receive less interest than one
with a visible rolling programme of multiple DPCs to be released in a planned
sequence.

o Residual Value payment — The concept of a nominal payment at the end of
the operational period was well received, with work needed to ensure hand
back conditions are objective, technical and clearly defined to offer sufficient
comfort to investors that the end of contract payment will materialise.

e  Specification — Most consultees prefer an Output Specification rather than a
Design Specification to allow for greater innovation and efficiencies.

e YWS assumed construction times — As explained in Section 6.2.4,
interviewees suggested that projects that will take more than five years to
achieve commissioning would not be attractive as under a DPC normally no
money is paid to the DPC company until the project is successfully
commissioned. For instance, one interviewee evidenced that it had built a
WTW as large as the new project (SOMLD) in less than two years.

All of YWS's project timings are longer than this. Thus, it is recommended
that YWS revisit these timings, where possible, from the perspective of a DPC
company that will be very focused on building the facilities as quickly as
possible.

e Keep talking — All consultees emphasised that visibility was key, so regular
updates and market engagement will be vital to building and maintaining
interested in YWS’s DPCs.
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7.2.2  Project-specific feedback
The following is a list of project specific feedback gathered during the interviews:

Project 1 - WINEP Storm Overflows

This is a classic civil engineering project and appealed to contractors who specialise
in complex construction and below ground works. The bundling of several of projects
was accepted so long as they are geographically grouped for construction efficiency.

To create an attractive DPC will require a very clear payment mechanism and
definition of responsibilities for potential spills and associated penalties. Reputational
risks for being responsible for sewage overflows were perceived by some, but others
were impressed that YWS was considering a DPC approach for this type of work.

Given the scale of the programme interviewees expressed an interest in seeing a rolling
programme of stormwater overflow projects being launched to the market over the
years. This would increase the level of market engagement. Such a programme would
also create opportunities to learn and innovate and build market capacity in a resource
constrained sector.

It should be noted that the AMP8 batch presented during the market engagement was
smaller than the one YWS are now proposing for DPC as it excluded the Bridlington
STW. The Totex value of the batch presented to the market was £108m compared to

£212m in this report.
-

These two projects appealed to contractors who specialise in process engineering. It
stimulated a rich discussion about opportunities for renewable energy, efficiency
improvements and the use of digital technologies to drive operational performance.

Projects 2 & 3 —

The perception was that to be most attractive as a DPC the scope would have to be
output based to provide maximum flexibility to the CAP to design the process within
DWI constraints and Regulatory requirements.

Civil engineering focussed consultees were less enthusiastic about these projects due
to perception that Water Companies will struggle to allow the technical freedom of
output specifications.

The addition of the transfer main with the project did not significantly affect
attractiveness for most consultees, but the realities of YWS needing to secure
wayleaves and easements for the route prior to tendering and find a way for bidders to
assess ground condition risks, archacology and environmental impacts along the route
may make it more challenging.
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Project 4 — Ilkley WWTW

During the interviews we deliberately did not mention the 2026 regulatory deadline as
we wanted to focus on the interest in WWTWs schemes and also test the market
appetite for smaller projects. Being below £200m generated interest particularly
amongst some of the contractors less familiar with DPC delivery. However, for some
investors the lower Totex value will be at the lower end of what they would want or
expect but they would consider a small scheme if it was part of a wider YWS DPC
programme.

Further, the project is currently scoped for a Nereda® packaged wastewater solution,
and this was considered by negatively as they felt it would curtail the freedom to
innovate. As with the WTW solutions, an output specification would be preferred to
allow scope for more efficient approaches to reduce whole lifecycle costs.

7.2.3  Other feedback from consultees

Beyond the key messages provided in 7.2.1, the following is a list of other findings
and themes that were discussed:.

The market generally accepts Ofwat’s DPC principles

e In general consultees were happy with Ofwat’s Default Risk Allocation
explained in Section 5.1 and Appendix 7: Ofwat DPC Risk Allocation.

e  Consultees support the idea of an availability-based payment mechanism, and
then for facilities with varying demand like WTWs and WWTWs paying the
marginal costs of variations, e.g. covering additional chemicals or electricity
that may be needed when demand is higher. Additionally, if Opex costs are
material, there were some suggestions to be able to reprice some operational
costs on a periodic basis (e.g. electricity and chemical prices) or link to
reputable market indexes to avoid large Opex risk premia.

e There is acknowledgement that the time from tender launch to selecting a
preferred CAP and signing contracts will be about two years, although one
consultee advised that even before Pre-Qualification Questions (PQQs)
launch there is merit in issuing information to the market as it may take 6-12
months to form consortia. This links to the key message of keep talking.

e Asset lives will partly determine CAP contract lengths, but the interviewees
were supportive of our suggestion of 25 years for the identified projects.
Some said longer would reduce the CAP annual payment as long-term debt
markets have returned since the 2008 Lehman’s crash,. Our response would
be the longer the contract the greater the chance of variations which if not
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carefully drafted with clear methods to price can end up being very costly.
Thus, there is a balance to selecting an appropriate contract length.

Many interviewees mentioned they were concerned there is no Standardised
CAP contract, and different ones are being drafted for the DPCs currently in
procurement. The advice is for YWS to hold off from issuing tenders until
the market has settled on a standard CAP contract template or Ofwat has
issued one.

There were differing views on the willingness of construction companies to offer
Lump Sum contracts

Many consultees gave different views on whether Lump Sum construction
contracts are still available in the UK water sector. Some commentators said
they were, others said they are rare apart from in the housing sector and others
said UK companies are more reluctant to offer Lump Sum contracts but large
European construction companies that may be interested in bidding for
£200m+ Capex deals are still offering Lump Sum prices.

Target costing was welcomed by some interviewees, but some investors
commented that Target Costing, where construction prices are not finalised
at financial close, makes it harder for project finance markets to operate. For
instance, they may result in higher costs of finance, and lower gearing (debt/
equity allocations) during the construction phase. There is thus a trade-off
between potentially YWS customers indirectly paying less for DPC
construction works on average, against the higher costs of finance. This is
explained in Box 3: Lump Sum and Target Cost Pricing on page 60 of
Appendix 7.

Linked to the point about construction timeframes in Section 7.2.1 above, a
shorter construction period is likely the make Lump Sum construction
contracts more acceptable.

Ultimately by the time YWS DPCs are launched the construction market will
have changed, inflationary pressures may have lessened, and global supply
chains may have returned to being more stable.

Securing sufficient DPC interest may prove challenging

Across the UK water sector there will be much more capital investment in
AMPS8 which will place additional strain on an already stretched construction
industry. Some consultees said they were struggling to find appropriately
skilled workers, but others said it is not an issue, so the message is mixed.
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All water companies will issue AMP8 DPC tenders so YWS's will need to
stand out to attract sufficient interest.

If construction companies are already resource constrained some said that
they would prefer to bid for Framework contract where there could be a lot
of work, compared to a DPC which will take significant effort and cost and
where they have potentially a lower chance of winning.

The debt markets may also struggle if 20+ DPC projects require financing at
the same time.

As stated in Section 7.2.1, although the principle of a Residual Value payment
was generally accepted, with the caveat about needing to ensure very
objective asset hand back standards, some consultees were concerned about
the guarantee for where the money (which could be 40%+ of the original
Capex) would come from. They await guidance from Ofwat that in 30+ years
hence it will provide approvals and a mechanism for the water company to
make the payments.

There is also a concern that after expending considerable effort on bidding,
Ofwat may ultimately decide that the bids received do not offer VIM and halt
the procurement resulting in abortive costs for all bidders.

But there are actions YWS do to increase interest

YWS is already being proactive by focussing on discrete greenfield projects
that can be built offline, in most cases operated by the CAP as a DBFOM and
are either in one location or are on different geographically proximate sites.

Consider offering bid fee support to garner interest, e.g. giving an allowance
of £250k for the top three evaluated bidders paid at financial close.

Already mentioned in Section 7.2.1 consider marketing a rolling programme
of projects each around the £200m-£300m Capex scale, although some of the
smaller construction companies were interested in considering Capex projects
around £100m if Ofwat is flexible on its £200m, Totex Scalability Threshold.

Issue PQQs by the latest of the end of Year 3 of AMPS8 so that contracts can
be signed before the end of AMP8, and construction works can commence in
Years 1 and 2 of AMP9 as the first two years of each AMP normally have
less building works.
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e Consultees are keen to ensure that contract terms are fair in transferring
regulatory penalties, otherwise the combination availability deductions and
penalties could curtail interest.

e  Make sure that the tender evaluation questions do not focus wholly on the
lowest annual CAP payment, but include evidence of building similar projects,
carbon emissions, the consortium’s approach to stakeholder engagement, etc.
However, they emphasised the questions need to set criteria to avoid
excluding many companies, e.g. experience of operating a WWTW as UK
companies' experience of operating WWTW will be less as works tend to be
operated by the water companies themselves.
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Appendices
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Appendix 1: F) WINEP: Storm Overflow Spill reduction (AMP 8 Phase 1 package)

Interviewed:

AMPS8 Programme Schemes

Michael Wynn and Iain Wolsey (24/03/2023), Mark Russell (05/05/2023), Michael Wynn (31/07/2023)

New or Replacement New Start Date 2025 End Date 2055

Expenditure Profile Total (£m) AMP 8 AMP 9 AMP 10 AMP 11 AMP 12 AMP 13 AMP14
Development Costs* 22 22 0 0 0 0 0 0
Construction Costs 186 172 14 0 0 0 0 0
Repex* 0 0 0 0 0 0 0 0
Opex * 4 0 1 1 1 1 1 0
Totex » ** 212 194 15 1 1 1 1 0

Key: * The Capex values provided by YWS did not split costs into construction and design costs. It is assumed that design costs are 10% of total Capex costs and all occur in AMP8. Land and planning costs were supplied
separately by YWS, and these have been added onto the 10% design costs to give the development costs shown here.
# No Repex included in data provided by YWS.
~  Opex rounding to nearest £1m, Total Opex and Totex based on unrounded values.
**  Totex excludes the additional YWS DPC costs for developing the project for delivery via DPC, running the procurement process and then managing the CAP over the 25-year concession.

Recommendation

AMPS8 Programme Package

This package is a combination of the largest and most discrete projects from the AMPS8 programme. These could be delivered with a DPC provided further development of these
solutions demonstrates they are practicable for the given locations, and it is accepted by Ofwat as below threshold for scalability.

If taken in combination with the AMP9-10 Storm Overflow (Appendix 1A) then there could be a rolling programme of Storm Storage DPCs incorporating these AMP8 and AMP9-
10 schemes and potentially some of the remaining large storage packages. Market feedback indicates a programme of DPC packages is likely to be attractive.

If it was to be a DPC it would be a late DPC. The recommended approach to market would be a DBFM or ideally a DBFOM depending on how integrated the overflow is in the
network.
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The DPC Package

Background

The AMPS programme of works to reduce storm overflows to rivers and coastal waters comprises 238 schemes, selected to allow YWS to slightly exceed Ofwat targets for the
period. The programme has a total Capex estimated at over £950m. A subset of this programme may be considered suitable for DPC if the right schemes are selected.

Most of the storm overflows require the construction of new or additional storm storage capacity and flow return for treatment. There is some scope for blue/green infrastructure
(defined by the European Commission as ‘strategically planned network of natural and semi-natural areas with other environmental features designed and managed to deliver a
wide range of ecosystem service') to replace or complement grey (civil) solutions where possible. Many of the solutions are small and there are operational complexities associated
with storage that is embedded within sewer networks.

To find the most operationally discrete solutions for DPC the following selection hierarchy has been applied:

1.  Grey infrastructure proposed
2. Required storage volume >5,000m?>;
3. Overflow located at the end of a catchment, i.e. on or close to the treatment works.

Some of the Storm Overflow Schemes associated with the AMP8 Ilkley Bathing Water compliance are included in Appendix 4. However, it is understood that none of these will be
able to be constructed by a DPC because there is to a regulatory deadline of March 2026.

Schemes which are predominantly green or blue infrastructure have been excluded due to the number and complexity of interfaces with customers and partners (see Appendix B
(Living with Water) of Arup’s Phase 1 report “Shortlisting of Potential DPC Projects”).

Potential DPC Packages

From the AMP8 programme this results in a package of six schemes over a 25-year concession period:

Design &
Storm Overflow Constrguction (grfli;) rl;;;f;‘
Costs (£m)
Scalby Ness Outfall (Scalby Mills CSO) 44 0.02 44
Wetherby WWTW 27 0.03 28
Toll House Stormwater Overflow 21 0.02 22
Corner Café CSO 12 0.02 12
Bridlington STW 61 0.02 62
Scarborough STW 42 0.03 43
Land & Planning Costs - - 1
TOTAL 207 0.12 212

This package meets the Ofwat Scalability Threshold.
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The DPC Package

DPC Development

The level of development of the sites is relatively low, and there is more work required to develop the modelling and solution selection for each location. It is therefore possible that
the required overflow volumes and the associated scheme costs may increase or decrease for the following reasons:

1. Storage volume may be decreased by increasing the associated WWTW capacity;
Sizing is currently based on achieving a maximum of 10 spills per year per overflow. There is also a ‘No Harm’ criteria to be assessed which may require greater storage
volumes at sensitive sites. The methodology for assessing this has not yet been agreed,;

3. The modelling relies heavily on assumptions about climate change impacts on rainfall. Any changes in the climate change assumptions could increase or decrease the
required storage volumes at each location.

Operation and Maintenance

This package has very low Opex compared to other potential DPCs reviewed in this report, as the storm tanks require minimal power, consumables or operational input. The selection
of storage at the end of the sewer network limits operational interfaces and risks, however there would need to be a careful definition of responsibilities in relation to spills as it is
expected that the regional average spill reduction to 10 spills per year will become an ODI.

BAU Procurement Arrangements

The storm overflow programme from AMP8 onwards is significantly larger than any similar programme of network storage that has been delivered previously. The grey infrastructure
solutions required are well understood and deliverable. The works may either be procured through a call off Framework contract, packaged into £25m+ projects and competitively
tendered (as has been successfully done in AMP7) or procured using an Alliance. However, it is understood that Ofwat BAU should be against existing procurement approaches,
rather than new options.
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Assessment against Criteria (with changes from Phase 1 report highlighted)

Test Criteria

Sub-Criteria

Scoring Criteria

Narrative

Ofwat:
Scalability

Is Totex>£200m over the proposed DPC duration
(default 25 years)?

1-5 (5 for clearly >£200m, 3
for just about £200m (i.e.
>£180m)

Previous score 5 — The package of 238 sites is over £950m but reducing the number of sites in the package
to meet the selection hierarchy reduces to 6 sites from the AMPS programme, the Totex of which is £212m.

If less than £200m, can projects be bundled into an
aligned programme with a single payment
mechanism?

1-5 (5 for clearly >£200m, 3
for just about £200m (i.e.
>£180m)

Previous score 5 - This is already a bundle of projects.

Ofwat:
Construction

Discreteness test: Is the project/ programme
sufficiently separable so there are no significant
construction interface issues which cannot be cost-
effectively managed or mitigated?

1 - 5 (5 for totally discreet)

Previous score 1 - To achieve a greater level of construction discreteness the AMP8 programme has been
drastically reduced in number of schemes, bringing this score up significantly.

Are there any construction risks that cannot be
transferred and need to be retained?

1 - 5 (5 for none)

Previous score 2 — By reducing the package to the largest sites only the overall construction risk is reduced
however the sites included are mostly complex constrained sites and high profile e.g. sea front positions.

Ofwat:
Operations &
Maintenance

Are there restrictions on the transfer of regulatory
obligations and if so is there a restriction on the
transfer of the functions to 3rd parties?

1- 5 (5 for none, 1 if there is
a restriction on transfer of
functions to 3rd parties)

No change

Are there significant customer/ stakeholder
interface challenges that cannot be transferred?

1- 5 (5 for none)

Previous score 3 — By reducing the number of sites in the package significantly the number of interfaces is
also reduced.

Can a DPC deliver required volume and quality
outcomes?

1 -5 (5 for easily)

No change

Are there significant operational interface issues
that cannot be cost-effectively managed or
mitigated?

1 -5 (5 for none)

Previous score 3 - To achieve a greater level of operational discreteness the AMPS programme has been
drastically reduced in number of schemes, bringing this score up.
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Appendix 1A: F) WINEP: Storm Overflow Spill reduction AMP 9-10 Package

Interviewed: Michael Wynn and Iain Wolsey (24/03/2023), Mark Russell (05/05/2023), Mark Russell, Claire Seymour, Michael Wynn (11/05/2023)

AMP9-10 Programme Schemes (Package 1)

New or Replacement New Start Date 2030 End Date 2060

Expenditure Profile Total (£m) AMP 8 AMP 9 AMP 10 AMP 11 AMP 12 AMP 13 AMP14
Development Costs* 20 20 0 0 0 0 0 0
Construction Costs 172 0 172 0 0 0 0 0
Repex* 0 0 0 0 0 0 0 0
Opex” 16 0 0 3 3 3 3 3
Totex** 207 20 172 3 3 3 3 3

Key: * The Capex values provided by YWS did not split costs into construction and design costs. It is assumed that design costs are 10% of total Capex costs and all occur in AMPS8. Land and planning costs were supplied
separately by YWS, and these have been added onto the 10% design costs to give the development costs shown here.
# No Repex included in data provided by YWS.
~  Opex rounding to nearest £1m, Total Opex and Totex based on unrounded values.
**  Totex excludes the additional YWS DPC costs for developing the project for delivery via DPC, running the procurement process and then managing the CAP over the 25-year concession.

Recommendation

AMP 9-10 Programme Package

This package is a hypothetical combination of projects from the AMP10 programme. We tried to find suitable AMP9 projects but none met our criteria (explained below). These
AMP10 projects could potentially be fast tracked and brought to the market in Year 5 of AMP8, for construction in AMP9 and possibly the early years of AMP10 depending on the
scale.

If it was to be a DPC it would be a late DPC. Like Appendix 1 the recommended approach to market would be a DBFM or ideally a DBFOM depending on how integrated the
overflow is in the network.

Given there are three potential packages — if further work confirms the scale assumptions are correct, then there could be a rolling programme of Storm Storage DPCs incorporating
these and potentially some of the remaining large storage packages. Market feedback indicates a rolling programme of DPC packages each around the £200m Totex threshold is
likely to be more attractive.
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The DPC Package

Potential DPC Packages

As the AMPS8 programme focusses on the smallest schemes in the overall storm overflow programme, the decision was taken to review the programme for AMP9 and 10 to identify
if a better DPC package could be constructed from those schemes using the same selection hierarchy as in Appendix 1.

Three possible DPC packages were identified which comprise a small number of large storm overflow solutions, grouped by geographical area to achieve over £200m Totex over a
25-year concession period. WWTW’s are listed as Sewage Treatment Works (STW):

Package Barnsley and Rotherham Area Planned Delivery | Design and Opex (£m/y) | Totex (£m)
Construction
Costs (£m)
Lundwood CSO AMP10 151 0.62 167
1) Lundwood | Lundwood STW AMP10 40 0.02 41
Batch Land & Planning Costs AMP10 - - 0.5
Total 191 0.6 207
Package Barnsley and Rotherham Area Planned Delivery | Design and Opex Totex (£m)
Construction | (£m/y)
Costs (£m)
Aldwarke STW AMP10 39 0.03 40
2 Wombwell STW 3DWF AMP10 156 0.02 157
Land & Planning Costs AMP10 - - 0.5
Total 195 0.1 197
Package Leeds and Harrogate Area Planned Design and Opex Totex (£m)
Delivery Construction | (£m/y)
Costs (£m)
Dowley Gap STW AMP10 50 0.02 50
Garforth STW AMP10 32 0.02 32
3) Harrogate North STW 3DWF AMP10 51 0.03 52
Harrogate South STW AMP10 65 0.03 66
Land & Planning Costs AMP10 - - 1
Total 199 0.1 201
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The DPC Package

All of the schemes identified are from the potential AMP10 programme, as using the selection hierarchy and data provided, there was no AMP9 scheme package that appeared
suitable or scalable. There could be options to combined Packages 1 and 2 into a larger c.£400m Totex DPC if required.

It is suggested that a DPC based upon these packages could be launched in late AMP8 with construction expected to commence early AMP9 (and possibly the first years of AMP10),
with operation beginning in AMP10 onwards. The DPC could then run in parallel with the BAU AMP 8 and 9 programmes and achieve early delivery on some AMP10 targets.

DPC Development

The level of development of the solutions is very early stage, and there is a considerable level of work required to develop the modelling and solution selection for each location. It
is therefore possible that the volumes required and the associated scheme costs may increase or decrease for the following reasons:

1. Storage volume may be decreased by increasing the associated STW capacity;
Sizing is currently based on achieving maximum 10 spills per year per overflow. There is also a ‘No Harm’ criteria to be assessed which may require greater storage
volumes at sensitive sites. The methodology for assessing this has not yet been agreed;

3. The modelling relies heavily on assumptions about climate change impacts on rainfall. Any changes in the climate change assumptions could increase or decrease the
required storage volumes at each location.

To ensure that the AMP10 packages proposed for DPC are sufficiently well developed, there will need to be further investigation of each individual solution which would need to
be accelerated at the start of AMPS8 so funds would need to be set aside for that.

Operation and Maintenance

This package has very low Opex compared to other potential DPCs as the storm tanks require minimal power, consumables or operational input. The selection of storage at the end
of the sewer network limits operational interfaces and risks however there would need to be a careful definition of responsibilities in relation to spills, as it is expected that the
regional average spill reduction to 10 spills per year will become an ODI.

BAU Procurement Arrangements

The storm overflow programme from AMP8 onwards is significantly larger than any similar programme of network storage that has been delivered previously and the AMP9 and
AMP10 programmes are larger still. The grey infrastructure solutions required are well understood and deliverable, but market resource constraints are considered a risk.
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Assessment against Criteria (with changes from Phase 1 report highlighted)

Test Criteria

Sub-Criteria

Scoring Criteria

Narrative

Ofwat: Is Totex>£200m over the proposed DPC duration | 1-5 (5 for clearly >£200m, 3 Not evaluated in Phase 1 Report. For the schemes from the AMP 9-10 Programme package there is the
Scalability (default 25 years)? for just about £200m (i.e. potential to build a package that reaches £200m Totex. However, of the three AMP9-10 batches presented
>£180m) in this report, one — Aldwarke and Wombwell STW 3DWF group — has a Totex value of £197m, slightly
below the Ofwat threshold.
If less than £200m, can projects be bundled into an | 1-5 (5 for clearly >£200m, 3 The packages are all bundles of storm overflow projects in geographical proximity to each other. In order
aligned programme with a single payment | for just about £200m (i.e. to increase the Totex values of the AMP9-10 batches, less optimal sites from wider geographical areas
mechanism? >£180m) would have to be selected.
Ofwat: Discreteness test: Is the project/ programme | 1 -5 (5 for totally discreet) Not evaluated in Phase 1 Report. To achieve a greater level of construction discreteness the projects selected
Construction sufficiently separable so there are no significant from the AMP 9-10 programme are the largest and most discrete elements that can be identified, bringing
construction interface issues which cannot be cost- this score up significantly.
effectively managed or mitigated?
Are there any construction risks that cannot be | 1 -5 (5 for none) Not evaluated in Phase 1 Report. By defining the package based on a small number of the largest sites the
transferred and need to be retained? overall construction risk is reduced.
Ofwat: Are there restrictions on the transfer of regulatory | 1-5 (5 for none, 1 if there is Not evaluated in Phase 1 Report.
Operations & | obligations and if so is there a restriction on the | a restriction on transfer of
Maintenance transfer of the functions to 3rd parties? functions to 3rd parties)
Are there significant customer/ stakeholder | 1-5 (5 for none) Not evaluated in Phase 1 Report. By reducing the number of sites in the package significantly the number
interface challenges that cannot be transferred? of interfaces is also reduced.
Can a DPC deliver required volume and quality | 1 -5 (5 for easily) Not evaluated in Phase 1 Report.
outcomes?
Are there significant operational interface issues | 1 -5 (5 for none) Not evaluated in Phase 1 Report. To achieve a greater level of operational discreteness the largest and most
that cannot be cost-effectively managed or discrete projects have been selected, bringing this score up.
mitigated?
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Appendix 2: (p)

WTW

Interviewed: Suzanne Dunn, Granville Davies (14/03/2023), Ian Watts and David Taylor (27/04/2023)
New or Replacement New Start Date 2025/26 End Date 2062
Expenditure Profile Total (£m) AMP 8 AMP 9 AMP 10 AMP 11 AMP 12 AMP 13 AMP 14
Development Costs* 25 25 0 0 0 0 0 0
Construction Costs 176 152 24 0 0 0 0 0
Repex 34 0 0 0 0 0 34 0
Opex 120 0 19 24 24 24 24 5
Totex** 355 177 43 24 24 24 58 5
Key: * The Capex values provided by YWS did not split costs into construction and design costs. It is assumed that design costs are 10% of total Capex costs and all occur in AMP8. Land and planning costs were supplied

separately by YWS, and these have been added onto the 10% design costs to give the development costs shown here.
**  Totex excludes the additional YWS DPC costs for developing the project for delivery via DPC, running the procurement process and then managing the CAP over the 25-year concession.

Recommendation

If it was to be a DPC it would be an early or late DPC. The recommended approach to market would be a DBFOM.

WTW is considered to be a suitable candidate for DPC. The project is considered suitably discrete, of the correct scale and with limited Operation & Maintenance and
construction risks. The main construction risk will be ground condition risk for the ¢.90km of transfer mains to the South of the YWS supply area and potentially the c.18km raw
water supply from the river to the WTW. There is some uncertainty within YWS about the principal drivers which the project is intended to achieve and the associated delivery
dates. Thus, there is further work required to confirm this and fix timescales for delivery with any short-term targets mitigated in another manner to suit DPC procurement.
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Context ‘

Background

YWS has a long-term water supply contract with Severn Trent Water to supply water to Rivelin WTW from the Upper Derwent Valley Reservoir Group. The current agreement
includes a break clause in 2035 where Severn Trent Water may terminate the transfer if required to maintain supplies to its own customers. It is possible that after this date YWS
will lose this water supply, and additional water resource capacity would be required to avoid a deficit in supply. Both Severn Trent Water and YWS are exploring options through
the Upper Derwent Valley Expansion Strategic Resource Options (UDVRE SRO) process. Severn Trent Water are investigating options that would permit extension of the water
sharing agreement beyond 2035, including increasing the capacity of several reservoirs. YWS are investigating possible alternatives to backfill, one of which is creation of a new
WTW near- outside York and a new transfer main to deliver increased flows to South Yorkshire.

The additional capacity provided by the new WTW could also have potential benefits in helping deal with supply and demand deficits across the region, it would also provide
operational flexibility for periods when the existing - WTW is affected by maintenance or emergency repairs. A second WTW connecting to the existing network and
potential interconnections from the new transfer main south into the regional grid could also be used to increase the resilience of the network and reduce the risks Customer Minutes
Lost (CML) which is a regulatory measure.

Initial stages of the UDVRE SRO indicate that extension of the reservoirs may be difficult, therefore there is a reasonable likelihood that the backfill options will be required, and
given the additional benefits, it is possible that a second WTW would be constructed regardless of the outcome of the SRO. The new WTW and bulk water transfer could potentially
be considered for DPC either together as a package or individually, but the Totex for other WTW’s Totex is £148m, below Ofwat’s £200m Scalability Threshold.

DV8(v) Increase WTW capacity to existing Site footprint capacity
This project would utilise spare licenced abstraction capacity at Acomb Landing WTW and build an bulk raw water transfer to a new WTW , sized to

provide an additional 50 Megalitres/day (ML/d) into supply. The decision has been made to build a new WTW rather than expand the existing WTW because it will improve the
resilience of the network and allow planned maintenance works to be conducted more effectively.

Delivery period is currently estimated at 6 years’ but this excludes planning application period. Market consultation indicated contractors anticipate they could deliver more quickly.

Totex for this element of the work is £149m (Development Costs £10m; Construction Costs £78m; Opex £42m; Repex £19m).

DV8(iv) WTW to South Yorkshire treated water transfer
This project will be a new treated water transfer pipeline with capacity to move SOMLD from York area to South Yorkshire. There are a number of options for the

routing the pipeline could take. The first is a direct transfer from York to Rivelin WTW via Hoober Service Reservoir with minimal connections to other existing gird or network
assets. This would require over 90km of transfer main, booster pumping stations and associated break pressure tanks.

The second option being considered seeks to enhance the resilience benefits that the transfer can offer by amending the pipeline route to provide greater connectivity to the existing
YWS supply system. This option may comprise a 93km pipeline towards Selby, Leeds and the south towards the Sheffield supply area, to enable transfer of flows to more locations
and balance supplies. New pumping stations and break pressure tanks would be required and there is potential to twin some sections or provide additional grid connections along
the route.

At present the dWRMP indicates project start in 2029/30, with operations commencing in 2035/36. Delivery period is given as four years, but this is excluding the planning
application period. Totex for this element of the work is £206m (Development Costs £15m; Construction Costs £97m; Opex £78m; Repex £16m).

DPC Development
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Context ‘

At present the dWRMP indicates a need for benefits from the new WTW for local supply/ demand imbalance to begin in 2030, with the bulk transfer main being required from
2035, however these timescales are being reviewed. The key considerations are:

1.  What drives the 2030 deadline and is there any flexibility within that date?
2. Are those timescales achievable by conventional procurement routes and / or DPC?
3. Could alternative measures bridge the gap between desired benefits and expected delivery date?

YWS will need to understand and prioritise the many different drivers that apply to this project and ensure that realistic and manageable timescales are developed for the project.
Operation and Maintenance

The ideal solution for the WTW and the water transfer from the river to the WTW would be a DBFOM with operations remaining with the CAP. As the transfer main has potentially
more interfaces with other assets on the network, YWS may wish to consider if this is included or excluded from the operational responsibilities of the CAP, i.e. the main becomes
a DBFM.

BAU Procurement Approach

These projects fall within YWS and framework contractor’s capabilities, similar projects have been delivered in the past. The project is under early stages of development, so the
location of the WTW and routes for the transfer main are not yet determined, so there is a reasonable element of development still required to confirm the scope required.
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Assessment against Criteria (with changes from Phase 1 report highlighted)

Test Criteria

Sub-Criteria

Scoring Criteria

Narrative

Ofwat: Is Totex>£200m over the proposed DPC duration | 1-5 (5 for clearly >£200m, 3 If the Severn Trent Water supply to South Yorkshire is discontinued, a combination of a new WTW at
Scalability (default 25 years)? for just about £200m (i.e. plus a new transfer pipeline to South Yorkshire may be required to replace the supply capacity.
>£180m)
As a bundle these two projects exceed £200m. However, the WTW with the river transfer main on its own
has a Totex of £148m, which is below the Ofwat £200m Totex threshold. Nevertheless, market insight is
even the WIW on its own would still be attractive and perceived as less risky than the two projects
combined.
If less than £200m, can projects be bundled into an | 1-5 (5 for clearly >£200m, 3 The two schemes are already above £200m so there is no need to look for other projects.
aligned programme with a single payment | for just about £200m (i.e.
mechanism? >£180m)
Ofwat: Discreteness test: Is the project/ programme | 1-5 (5 for totally discreet) If the preferred option is a new WTW to provide the additional capacity, this, combined with the transfer
Construction sufficiently separable so there are no significant pipeline, would be a very discrete project and interfaces easily managed by DPC.
construction interface issues which cannot be cost-
effectively managed or mitigated?
Are there any construction risks that cannot be | 1-5 (5 for none) The main risk remains the construction of the 90km transfer main and archaeology, ground conditions that
transferred and need to be retained? may be encountered. This is manageable in the contract but requires careful attention.
Ofwat: Are there restrictions on the transfer of regulatory | 1- 5 (5 for none, 1 if there is Not aware of any. DWI water quality compliance is assumed.
Operations & obligations and if so is there a restriction on the | a restriction on transfer of
Maintenance transfer of the functions to 3rd parties? functions to 3rd parties)

Are there significant customer/ stakeholder
interface challenges that cannot be transferred?

1- 5 (5 for none)

Previous Score 4 — Reduced for consistency with- Stakeholder interfaces to be retained by YWS
include:
. Land purchase for WTW and abstraction
. Access agreements and easements for raw water transfer and then the treated water transfer main
to the South
. Abstraction licence, discharge consents, environmental approvals

There is merit in YWS retaining planning permission risk to secure outline planning as without that the risks
to the DPC will be too high. However, with any project which has an Output Specification (as opposed to
a Design Specification) the CAP will need to reapply for Final Planning permission, but this should be
procedural if YWS outline planning application is carefully crafted.

Can a DPC deliver required volume and quality
outcomes?

1 -5 (5 for easily)

DPC should offer efficiency if given freedom to innovate and adjust the design of the plant for optimum
Totex.

Are there significant operational interface issues
that cannot be cost-effectively managed or
mitigated?

1 - 5 (5 for none)

Interfaces may include:
. Shared water supply connections and treated water storage with- WTW
. Supply network connections
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Appendix 3: (q) -

Interviewed: dWRMP- Suzanne Dunn, Granville Davies (14/03/2023), WSS - Ian Watts (17/03/2023),-WTW - Ian Watts and David Taylor (28/04/2023)
New or Replacement New Start Date 2025/26 End Date 2057
Expenditure Profile Total (£m) AMP 8 AMP 9 AMP 10 AMP 11 AMP 12 AMP 13 AMP14
Development Costs* 17 17 0 0 0 0 0 0
Construction Costs 147 116 31 0 0 0 0 0
Repex 18 0 0 0 1 0 16 0
Opex 72 0 9 14 14 14 14 6
Totex** 253 134 40 14 14 14 14 6
Key: * The Capex values provided by YWS did not split costs into construction and design costs. It is assumed that design costs are 10% of total Capex costs and all occur in AMP8. Land and planning costs were supplied

separately by YWS, and these have been added onto the 10% design costs to give the development costs shown here.
**  Totex excludes the additional YWS DPC costs for developing the project for delivery via DPC, running the procurement process and then managing the CAP over the 25-year concession.

Recommendation

This scheme is considered to be a suitable candidate for DPC. The project is considered suitably discrete, of the correct scale and with limited Operations & Maintenance and
construction risks. The project would be considered viable, attractive and deliverable by a CAP and the timescales are suitable for DPC.

If it was to be a DPC it would be a late DPC. The recommended approach to market would be a DBFOM.
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Context ‘

Background

At present many customers rely on _ as their only water supply. YWS has an internal policy ambition to improve resilience of its water supply operations so that no
treatment works shall supply more than 75,000 properties without an alternative supply option and falls within this category. _ is also one of YWS’ older
WTWs and in need of significant repair and upgrade works. It is difficult to take the plant offline to undertake these works because of the lack of alternative supplies to customers.
This potential DPC package is intended to reduce this risk.

New 75 Ml/d Offsite WTW and 150 M1 New Storage

A new 2 WTW with treatment capacity of 7SMLD and 150 ML of additional treated water storage in two treated water reservoirs. This option will increase local capacity
but also reduce the risk of loss of supply in the event of failures at_ This additional resilience would allow for better flexibility to perform maintenance and keep
existing assets in good condition.

Totex for this element of the work is £253m (Development Costs £17m; Construction Costs £147m; Opex £71m; Repex £18m).
DPC Development

The WSS Resilience Strategy is based upon achieving improved resilience for customers. At this point the solution could comprise one or two large projects (such as the proposed

) or potentially by a portfolio of smaller works upgrades, mains twinning or replacement activities. These options will need to be very carefully assessed to ensure that the
selected solution is optimal and provides appropriate levels of resilience. If it is decided that the package of smaller projects offers better value for money the new- project
may not proceed or might be considered for longer term investment, not AMPS.

Originally this DPC package also included a new Abstraction from the , this has now been removed as it is no longer the preferred solution to the particular
operational risk YWS are addressing.

Operation and Maintenance

The ideal solution for the WTW would be a DBFOM. If YWS wanted to maintain overall control of the raw water and treated water connections it could retain operations of
interfaces elements, potentially including the storage systems, which would become a DBFM.

BAU Procurement Approach

These projects fall within YWS and framework contractor’s capabilities, similar projects have been delivered in the past. The project is under early stages of development, so the
location of the WTW is not yet determined. There is still a reasonable element of development required to confirm the final scope.
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Assessment against Criteria (with changes from Phase 1 report highlighted)

Test Criteria Sub-Criteria Scoring Criteria Score Narrative
Ofwat: Is Totex>£200m over the proposed DPC duration 1-5 (5 for clearly >£200m, 3 5 The value of the new WTW is sufficient to meet the scalability test.
Scalability (default 25 years)? for just about £200m (i.e.
>£180m)
If less than £200m, can projects be bundled into an 1-5 (5 for clearly >£200m, 3 5 N/A
aligned programme with a single payment for just about £200m (i.e.
mechanism? >£180m)
Ofwat: Discreteness test: Is the project/ programme 1 - 5 (5 for totally discreet) 4 Yes. The selected option of an offsite, offline WTW construction would be discrete from existing
Construction sufficiently separable so there are no significant facilities and limit impact on existing work to a minimum.
construction interface issues which cannot be cost-
effectively managed or mitigated?
Are there any construction risks that cannot be 1 - 5 (5 for none) 5 Previous score 4. For offsite options then YWS would need to buy the land in advance of the DPC.
transferred and need to be retained? Apart from that there would be few construction risks that could not be transferred.
Ofwat: Are there restrictions on the transfer of regulatory 1- 5 (5 for none, 1 if there is a 5 None aware. DWI water quality compliance is assumed.
Operations & obligations and if so is there a restriction on the restriction on transfer of
Maintenance transfer of the functions to 3rd parties? functions to 3rd parties)
Are there significant customer/ stakeholder interface 1- 5 (5 for none) 3 Stakeholder interfaces to be retained by YWS include:
challenges that cannot be transferred? . Land purchase for WTW
. Discharge consents, environmental approvals
There is merit in YWS retaining planning permission risk to secure outline planning as without that
the risks to the DPC will be too high. However, with any project which has an Output Specification
(as opposed to a Design Specification) the CAP will need to reapply for Final Planning permission,
but this should be procedural if YWS outline planning application is carefully crafted.
Can a DPC deliver required volume and quality 1 -5 (5 for easily) 5 Yes. To create maximum cost efficiency opportunities, the project should be tendered with an output
outcomes? specification. This type of output-based project has been successfully undertaken through DBFOM
in Scotland and Northern Ireland and with Design Build Operate Maintain (DBOM) in Ireland.
Are there significant operational interface issues that | 1 -5 (5 for none) 4 Interfaces may include:

cannot be cost-effectively managed or mitigated?

. Shared water supply connections
. Shared treated water storage with
. Supply network connections
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Appendix 4: (1) llkley WWTW

Interviewed: Mike Wynn, Graham Weston, Leah Humphries (16/03/2023), (05/05/2023)
New or Replacement New Start Date 2025 End Date 2055
Expenditure Total (£m) AMP 8 AMP 9 AMP 10 AMP 11 AMP 12 AMP 13 AMP14
Profile
Development Costs* 8 8 0 0 0 0 0 0
Construction Costs 64 64 0 0 0 0 0 0
Repex 13 0 0 0 0 2 11 0
Opex 6 0 1 1 1 1 1 0
Totex** 90 72 1 1 1 3 12 0
Key: * The Capex values provided by YWS did not split costs into construction and design costs. It is assumed that design costs are 10% of total Capex costs and all occur in AMP8. Land and planning costs were supplied

separately by YWS, and these have been added onto the 10% design costs to give the development costs shown here.
**  Totex excludes the additional YWS DPC costs for developing the project for delivery via DPC, running the procurement process and then managing the CAP over the 25-year concession.

Recommendation ‘

As specified currently, the scheme is unlikely to suit a DPC because the delivery is required by 2026.

The package is also below the £200m target for Totex, however market engagement suggests that smaller schemes may be considered by both investors and
contractors, particularly until the market gains maturity. Even if Ilkley is procured though other routes, the concept of an offline construction of wastewater treatment
plant is one that should be considered if other projects of this type are identified in AMP9 or later programmes.

If it was to be a DPC it would be a late DPC. The recommended approach to market would be a DBFOM.
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Context ‘

Background

As part of the drive to achieve improved river water quality for the bathing water designation on the river Wharfe at Ilkley, there is an option to replace two existing WWTWs with
a single new treatment works delivering higher standards of treatment for all flows. The scope of this package would include:

e  Construction of a new transfer pumping station and transfer sewer;
o New WWTW which may replace both Ilkley WWTW and Burley WWTW with increased capacity.

Totex for this scheme is estimated at around £90m.

The timescales for delivery of this project would be tied into the wider Ilkley Bathing Waters programme and therefore would require delivery by the DWI 2026 deadline. This
presents a problem for DPC although the concept of an offline construction of a wastewater treatment plant is generally suitable for DPC.

BAU Procurement Approach

YWS would procure this work through a direct Framework award or a competitive tender amongst its Framework contractors.
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Assessment against Criteria (with changes from Phase 1 report highlighted)

Test Criteria  Sub-Criteria Scoring Criteria Score Narrative
Ofwat: Is Totex>£200m over the proposed DPC duration 1-5 (5 for clearly >£200m, 3 2 The Totex estimate of £100m is below the target threshold of £200m.
Scalability (default 25 years)? for just about £200m (i.e.
>£180m)
If less than £200m, can projects be bundled into 1-5 (5 for clearly >£200m, 3 2 No obvious bundling opportunities have been identified which do not significantly increase the
an aligned programme with a single payment for just about £200m (i.e. complexity of construction or operation.
mechanism? >£180m)
Ofwat: Discreteness test: Is the project/ programme 1 -5 (5 for totally discreet) 4 If the new Burley/Ilkley WWTW is constructed offline and separate to the existing works then the
Construction sufficiently separable so there are no significant construction risks and interfaces are relatively limited.
construction interface issues which cannot be
cost-effectively managed or mitigated? The pumping station and transfer main would require works within highways and third party land
and therefore has additional stakeholder interfaces but not especially complex.
Main construction interfaces would be with the existing sewer networks and would increase if the
wider CSO projects are included in a bundle.
Are there any construction risks that cannot be 1 -5 (5 for none) 4 Land ownership and planning risks may be retained by YWS.
transferred and need to be retained?
Ofwat: Are there restrictions on the transfer of regulatory 1- 5 (5 for none, 1 if there is 5 None aware
Operations & | obligations and if so is there a restriction on the a restriction on transfer of
Maintenance transfer of the functions to 3rd parties? functions to 3rd parties)
Are there significant customer/ stakeholder 1- 5 (5 for none) 4 All bathing water projects are high public profile and have extensive stakeholder and public
interface challenges that cannot be transferred? interfaces with reputational risks that would be retained by YWS.
Can a DPC deliver required volume and quality 1 -5 (5 for easily) 5 This should be possible
outcomes?
Are there significant operational interface issues 1 -5 (5 for none) 4 The new Burley/Ilkley WWTW will be new and separate from the two previous WWTWs so the
that cannot be cost-effectively managed or operation and maintenance risks and interfaces are relatively limited.
mitigated?
Main operational interfaces would be with the existing sewer networks and would increase if the
wider CSO projects are included in a bundle.

Yorkshire Water Services Ltd PR24 DPC Schemes

Final | 18 September 2023 | Ove Arup & Partners Limited Phase 2: Validating Potential DPC Projects Page 55



Appendix 5: DPC Data Table for Ofwat requirements (£m 2022/23 prices)
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SUP12.7: Whole life Totex. These are assumed as the sum of Project Development Costs, Construction Costs and Opex and Repex (lifecycle/ capital maintenance) costs provided by YWS for 25-years of
operations, that being an anticipated DPC duration.

SUP12.8: Project development costs. These are costs to design the project, obtain planning consents and to acquire land. At this early stage of development, no consideration has been taken of a need for
AMPS enabling works or interface works, such costs being assumed subsumed within the Capex costs YWS has provided. For each project, the design costs have been estimated at 10% of the Capex
expenditures YWS provided. Land costs have been estimated by YWS’s Estates Team and added onto the design costs. All Development Costs have been put into AMPS.

SUP12.9: Total construction costs. During the build phase construction costs are estimated at 90% of the Capex expenditures YWS has provided. YWS has also included Repex (Replacement
Expenditure) which is also called Lifecycle costs after the construction period. These are the costs for replacing or refurbishing the assets during the project’s life, for example some mechanical and
electrical components in a Water Treatment Works may need replacing every 15-25 years, whilst most civil and structural elements will have a longer asset life.

Asset life data is as provided by YWS for each project, reflecting the average asset life of the components.

SUP12.14: Total AMP8 DPC related costs. A value of 2% of the SUP12.7: Whole life Totex is assumed, noting that the whole life costs in SUP12.7 do not include these additional YWS DPC related
costs. These are the costs to develop the project for delivery via DPC and run the procurement process. As no project is operational in AMPS8 no costs of managing the CAP are included in the 2% estimate
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Appendix 6: Ofwat tests and Value for Money scoring
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Appendix 7: Ofwat DPC Risk Allocation

Ofwat has provided guidance on its assessment of where risks should reside within a
DPC framework. This is contained in Chapter 4 (Commercial framework) of the March
2023 publication ‘Guidance for Appointees delivering DPC projects’. The principle
is that the party best able to manage the risk should do so (i.e. the party that can manage
the risk most cheaply, whether by having the ability to mitigate risks, pay for insurance,
or use its balance sheet to self-insure or other ways).

In the subsections below Ofwat default risk allocation is defined in more detail.

Development Risk

Ofwat Default

The Ofwat default is that risks are largely borne by YWS as it is likely the projects will
be tendered using the Late Stage model, i.e. it will likely be the responsibility for YWS
to buy any land needed (labelled Land), negotiate any easements and wayleaves for
mains and at least secure outline planning permission (labelled Planning). Further,
additional consents, such as abstraction and discharge licences will likely fall within
YWS responsibility, however, to complete the applications some design information
may be required from the CAP (labelled Consents).

The Ofwat guidance also says that some of the costs may be shared with Customers
through higher costs, if for example land purchases end up being much more expensive
than anticipated, or a very conditional planning approval is granted requiring
significant extra investment to meet conditions.

Market Acceptance
There is no reason to suggest that on any of the four projects under consideration the

Development Risk allocation would need to be significantly different from the Ofwat
default. This was confirmed through our initial soundings with the market.

Yorkshire Water Services Ltd
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Construction and Asset Delivery Risks

Ofwat Default

Ofwat’s view is that the Appointee alone should bear the risks that its project needs
are incorrectly specified (labelled Works Information) and the interfaces that will be
required between the CAP and YWS during the construction phase (labelled
Interfaces With Appointee’s Existing Assets), for example, operating procedures
that YWS staff need to perform at the site.

Risks that Ofwat believe should be solely the CAP’s risk are Site Conditions on
greenfield sites, preparing a detailed design that does not meet requirements (labelled
Detail Design) or not building the facility correctly (labelled Commissioning).

If the project is late in being delivered (labelled On-time Delivery) the CAP will not
receive any payments until the asset is operational. However, it is possible that there
may be some additional costs for YWS e.g. if the late delivery of an asset requires
YWS to mitigate the delay by temporary works to other sites incurring cost. Normally
this would be dealt with using late delivery penalties, but there may be some costs that
cannot be reimbursed; hence Ofwat propose that the CAP and/or the Appointee should
pay depending on the circumstances.

Just as On-time Delivery is to be shared between YWS and the CAP, there could be
third party issues that are hard to control (labelled Third parties), which could include:

e the Appointee not meeting its timelines for passing land to the CAP, although
this could be included within the Development Risk Land title;

e delays due to other utilities or local authorities not allowing access to
highways or other routes for laying pipes at particular times;

e customer management which may be a joint effort between YWS and the
DPC contractor in informing customers and other stakeholders of works
being undertaken. Here YWS would provide the direct customer link and the
DPC contractor should use considerate contractor practices to minimize
disturbances to customers.

There are two instances where Ofwat suggest the Customer may need to contribute.
These are Cost Overruns where the works cannot be completed to budget (where the
risks may lie with the Customer, the Appointee or the CAP depending on the
circumstances) and Changes in Scope (which may be shared between the Appointee
and the CAP depending on the reason for the change).
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Regarding Cost Overruns, if the DPC contract allows for Target Cost pricing then the
CAP bidders are likely to submit their bids with such a structure. With a Target Cost
model risks may be shared between the Appointee, the Customer and the CAP
depending on the cause. The introduction of Target Cost models is partly a result of
the British construction industry pushing back on committing to Lump Sum
Engineering Procurement and Construction (EPC) contracts. However, feedback from
the interviews is that there are still large European construction companies who are
prepared to offer Lump Sum EPC contracts. YWS will be aware of Target Cost pricing,
but for completeness Box 3 explains Target Cost pricing in more detail and its
advantages and disadvantages.

For the latter, Changes in Scope, an example could be given where there is an
unanticipated change in law that just applies to the water sector which will require
significant adapting of the facility. Here the Customer should bear the risk, but another
example could be where the Appointee late in construction phase realises it forgot the
include some requirement.

Lastly, Ofwat’s view is that Interfaces with Appointee’s Existing Assets should be
borne by the Appointee, which is appropriate.

Market Acceptance

There was near unanimous acceptance amongst the nine companies we spoke to of the
Ofwat risk allocation proposals, although clearly in reality once projects are scoped
out there may be market disagreement on the specifics on risk allocation. The only
exception was one of the investors stated it was prepared to accept all Cost Overrun
risk. However, we believe when it comes down to an actual project the view may
change to this mixed allocation. For instance, participants have explained there are
varying degrees of reluctance by construction companies to being prepared to bid non-
inflation linked Lump Sum contracts, and if that is the case then the investors’ position
would have to change, unless the CAP was prepared to take the risk itself, possibly by
adding on a very large risk contingency to its pricing.

It is also possible, that depending on the characteristics of Project P _
* that it may be VIM for Customer to take site condition risk for the
¢.90km of transfer mains to the south of] depending on the degree of access
to sites, site topography, etc.
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Box 3: Lump Sum and Target Cost Pricing

The majority of PFI and PPP schemes are priced on a Lump Sum basis. More recently Target
Cost Pricing is being adopted.

Lump Sum and DPC

In Lump Sum contracts the contractor quotes a fixed price for the Capex elements, which will
include the known costs, estimated costs, and an allowance for risks which may occur during
the delivery period. This is then built into the overall pricing mechanism from the CAP to the
customer.

The assumption is that contractors are better able to identify, quantify and manage the risks of a
project than the client, so using a lump sum fee should give a relatively efficient risk allocation
to the project as a whole.

The cost to the client/customer is a higher price than they may have achieved if they had taken
risk ownership themselves, but the benefit is lower risk exposure. The client and customer will
not have full visibility of the actual costs, and what profit or loss was made.

For PFI/PPP or DPC the inclusion of the financing element to the project works best where there
is certainty on costs, so a Lump Sum mechanism is most suited. The main challenge of Lump
Sum for DPC is that in an unstable market or high inflationary economy, the contractor’s risk
allowance within the quoted price will increase as the contractor seeks to protect themselves
against higher risk of cost overrun. So, whilst there may be an appetite for Lump Sum contracts
within the construction market, the financing costs may be higher and therefore the overall CAP
annual payment may be greater.

Target cost and DPC

Target cost pricing is an incentivisation mechanism which shares risks and benefits of cost
variation between the contractor and client through a pain gain mechanism.

In a Target Cost model the relationship is open book with the contractor supplying invoices for
all large work orders, so the client understands the actual costs. In an environment where costs
may be volatile, this ensures justification for any increases in cost to the client, and also the
shared pain reduces the likelihood of overpricing due to uncertainty in a Lump Sum.

The main challenge of target cost for DPC is that lenders dislike uncertainty of the Capex
required and there may be cost implications for financing if funders have to make allowance for
the chance of the target cost being exceeded.

Contract Selection

While traditionally Lump Sum costs have been applied to PFI/PPP projects there is a difficult
balance to be assessed, particularly in an inflationary environment, and it will depend on market
competitiveness and conditions at the time of tender which model is most able to deliver VIM
for DPC.

It will be a case of weighing the higher (on average) Capex of a Lump Sum delivery, with the
potential increase in financing cost due to the retained uncertainty in a Target Cost model.
Further detailed investigation should be undertaken during the procurement planning stages to
identify which model is suitable.
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Operational Risks

Ofwat Default

With similar principles to those for construction risks, Ofwat suggests that the risk of
higher than anticipated operating and maintenance costs (labelled Cost: Opex and
Maintenance), failures to operate the asset correctly (labelled Operational
Performance) or the risk that significant remediation works is needed to transfer the
asset back to the standards required at the end of the contract (Condition of Asset/
Hand Back Risk) should all lie with the CAP.

There are two risks which Ofwat suggests will be split between the CAP and the
Appointee depending on circumstances. They are:

e Compliance with Statutory and Regulatory Obligations Which Impact
the Scope of the Project. There may be some services the CAP performs
where the Appointee cannot contract out of its regulatory or statutory
obligations for a CAP’s failure. In these cases, the CAP may have to bear
some of the risk, e.g. fines, but the CAP should have responsibility for
delivering the services and be penalised for not doing so with performance
deductions. It is also possible the Appointee will try to pass the cost of
Outcome Delivery Incentive (ODI) or Price Control Deliverable (PCD) fines
and deductions onto the CAP where the CAP is singularly responsible.

e Defects During Operations. We are not sure of the rationale for an
Appointee being liable for defects during operations unless the project is a
DBFM contract rather than a DBFOM. Here the Appointee is taking operating
risk, for example for CAP pipeline projects where the Appointee may operate
the network and the CAP may be able to argue that the Appointee has not
operated the system correctly which has caused faster than anticipated
deterioration.

Ofwat proposes three risks are shared between the Appointee and the Customer,
namely Demand Risk (use of the facility is more or less than anticipated), Over-
utilisation (like demand risk) where overuse of an asset means it needs to be
maintained more often or has a shorter economic life, and Changes in Scope with the
Appointee taking the risk if it mis-specified the requirements, or by Customers if there
is a change in law specific to the water industry (for example laws about water quality
that were not anticipated at the time of tender preparation).

' Wastewater Digest. The U.K. water industry leads the way to net zero. April 2023 (accessed here)
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The last case Ofwat considers is Value Testing. This is where the DPC contract may
include a requirement for the CAP to tender (or benchmark) particular operational
functions say every five or seven years, with cost increases or decreases being passed
onto Customers. This is common in PFI Schemes where Soft FM (the caretaking,
cleaning, catering and grounds maintenance of schools, hospitals, etc) is retendered or
benchmarked every five or seven years. This means the CAP is exposed to Opex risks
for shorter periods of time.

Market Acceptance

Interviewees correctly also raised there may be cases where if the selected CAP model
is a Design Build Finance Maintain (DBFM) then the operational risks would lie with
YWS.

During the interviews a few participants explained the impact of higher electricity
prices on projects they have invested in. The water industry is responsible for about 3%
of the UK ’s electricity consumption!!. Similarly, the water industry uses large amounts
of chemicals. Covid, Brexit and the impacts of the Ukraine War have pushed up both
these prices. Therefore, interviewees advised that if annual operational costs (as
opposed to Repex costs) are a material contributor to the Annual CAP charge then
there is merit in linking operational costs to an index. An alternative could be
benchmarking or market testing through the Value Testing route.

Financial Risks

Ofwat Default

Normally on PPP projects the investor (the CAP in this case) bears financing risks
(labelled Financing Costs) and mitigates this by fixing interest rates on the day of
financial close so the CAP’s annual interest and debt repayments are fixed. If bank
debt is used then commonly the interest rate margin above market interest rates is
higher during the construction phase than the margin during the operational period.
This is because once an asset is built and operational many of the risks disappear.
However, Ofwat conceive of cases where ‘because of the length of the construction
period, it may not be possible or represent best value for customers to fix financing
costs’’?. Therefore, risk would be allocated between the Customer and the CAP.

12 Ofwat. DPC Guidance for Appointees delivering DPC projects. March 2023, p.32. (accessed here)
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Other reasons for a potential share of financing risks include:

o the fact that a significant time (e.g. one year) may pass between submitting a
DPC bid and contracts being signed, so it would not be appropriate for the
CAP to take market interest rate risk. Therefore, during this period the
Customer effectively takes the risk. The Appointee may also insist (and/ or
the bidder may suggest) that Funding Competition is run in the weeks running
up to financial close;

e for more complex projects it may be difficult to obtain competitive operating
period margins. After the 2008 Lehman Brother’s collapse banks stopped
offering long-term debt, normally only providing 7-year debt. Therefore,
there may be a share of risks (both general interest rates and margins) between
the CAP and the Customer.

Ofwat also suggest that Refinancing Gains should be shared between the CAP and
the Customer. Refinancing Gain opportunities can arise in specific cases where long-
term interest rates fall and/ or where the operating margins that were agreed at financial
close would be much lower if new debt was sought, as the project may be performing
very well so the financial market’s perception of operating risk is much lower.

There are various ways a PPP can take a refinancing gain. For example, it could
borrow a larger sum, keeping the annual total debt and interest repayments the same,
and distribute the additional funds to shareholders. Alternatively, it could reborrow
the same amount, and benefit from a reduction in the annual debt and interest
repayments giving larger dividend payments over time.

Ofwat propose that in addition to the annual water bills that are authorised every five
years through the Regulatory Allowance setting process, the Appointee will also be

able to levy the CAP Charges on bills. This will be the mechanism through which the
Appointee will pass on lower costs to the Customer.

Market Acceptance

All interviewees accepted Ofwat’s principles.

Legal, Regulatory and Other Risks

Yorkshire Water Services Ltd
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Ofwat Default

Ofwat’s position is any risks associated with the water sector should be borne by YWS
with the DPC contractor taking responsibility for any non-specific changes to
regulation and/or laws.

Market Acceptance

There was consensus that water industry specific changes in law that are reasonably
foreseeable at the time of bidding although should lie with the Customer. The test is
the reasonable bidder test, i.e. would others in the water sector agree the change was
reasonably foreseeable at the time of bidding? If it was reasonably foreseeable the risk
should have been priced by the bidders, and if a bidder did not it will need to manage
the impacts.

There was some push back to general change in law risk, for example if corporation
tax rates change in the future, but this is not a market norm so we would advise YWS
does not accept general change in law risk.
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Appendix 8: Market testing material shared with Supply Chain and Investors

The following material was made available to all the Contractors and Investors involved in the Market Engagement exercise as a high-level overview of the types of
projects YWS may deliver as DPC.

Costs were based on initial estimates, and some were subsequently updated using further detail from YWS specialists. Where there is any variation between the costs
in this appendix and the main body of the report, the costs in the main body of the report should be assumed to be the correct values.

The Project 2 package was a combination of the new - WTW plus a new abstraction from _, with raw water transfer pipeline. The raw water
abstraction and transfer element has been removed from this package.
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DPC concept and structure

Introduction

Ofwat's Direct Procurement for Customers (DPC)
scheme is a new contract structure for UK water
companies to circumnavigate their

traditional procurement routes (Frameworks,
Alliances, competitive tenders, etc.) and procure a
complete solution where an asset is Designed, Built,
Financed, Operated and Maintained (DBFOM) by a
private company for many years before being 'sold'
back to the water company with a Residual Value
payment. They are effectively a type of Public
Private Partnership (PPP), albeit with a private
customer (the water company) not a public sector
customer.

Instead of the water company paying contractors
during construction, the Competitively Appointed
Provider (CAP) as the DPC provider will make those
payments and need to raise finance for this. The DPC
will not get paid until the start of operations and will
then be paid a daily availahility-based

payment. Demand risk will tend to be borne by the
water company. The water company will allocate
construction, operational and regulatory risks to the
party who is best able to manage each risk.

Ofwat's aspiration is that because DPCs force
providers to focus on minimising whole lifecycle
cost, not building cheaper EPC (effectively Design &
Build) facilities that need a lot of maintenance, they
will offer Value for Money (VfM) for the water
customer with cost and efficiency savings.

DPC contract structure
The figure below shows the DPC contract structure.

Figure: Ofwat DPC contract structure

... Customers Regulatory ring fence

-
Customer Water services
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Business Cases
Appointee — Ofwat

—
DPC Licence Conditions

CAP agreement

iz — CAP

Construction & Operations
Investors and P
lenders

l

==

|
x Contractors

pesign and build

Operating & Maintenance

Source: Ofwat. Draft Guidance for Appointees delivering DPC
projects. September 2022. p.6. Accessed here: here

Parties to a DPC
Appointee: The water company that enters in the
contract to carry out a DPC.

CAP: The DPC company that delivers the asset.

Contractors: The companies that build, operate and
maintain the asset over the contract duration.

Investors and lenders: That finance the project over
the asset life. Some of the investors may be the
contractors.

W_‘
YorkshireWater

DPCs in the market

There are already three DPCs under procurement:

* United Utilities' Haweswater Aqueduct Resilience
Programme (HARP): a £1.7bn project to replace
parts of the 110km Haweswater Aqueduct that
brings drinking water to Cumbria, Lancashire and
Greater Manchester (accessed here);

*  Dwr Cymru's (Welsh Water's) Cwm Taf Water
Treatment Works: a new large water treatment
works to serve c. 1.4 million people in Wales
(accessed here);

* Southern Water's Hampshire Water Transfer and
Water Recycling scheme: a new water transfer
from the planned Havant Thicket Winter Storage
Reservoir to ensure water supplies to Southern
Water's Hampshire region (accessed here).

DPC Requirements

As part of its AMP8 (2025/26-2029/30) regulatory
cycle Ofwat wants all water companies to issue at
least one DPC project to the market. Therefore,
there will be many coming to market.

Before considering VfM issues, DPC projects must

first meet three tests which Ofwat explained in their

DPC Technical Discreteness report (accessed here):

* Is Totex (Capex + Opex + Repex (Replacement
Expenditure)) greater than £200m over the
contract length?

* Construction Risk test: can most construction
risks be effectively transferred to the CAP, or
mitigated with contractual terms?

Operations and Maintenance Risk Test: can
maintenance and ideally operations of the asset
be effectively transferred to the CAP?

Yorkshire Water Services Ltd
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Project 1: Stormwater overflow reduction

Introduction

Yorkshire Water is exploring opportunities for
building a DPC programme from AMP8 and AMP9
Storm Overflow schemes.

Project driver

Under the Environment Act 2021, Water Industry
National Environment Programme there is a need to
reduce storm water discharges to inland and coastal
water bodies. This is an area of focussed investment
for AMP8 across the Water Industry to reduce
pollution and improve water quality.

Project detail

The project for DPC would comprise a package of

sewer network infrastructure activities to:

* Divert storm water discharges to new storage
facilities

* Provide screening and/or return pumping
facilities as required

* Operate the facilities in accordance with
instruction from Client's sewer network
* Inspect, maintain and repair the assets

DPC Package

* The DPC package would comprise no more than
5 discrete project locations

* The discrete sites will be reasonably close to each
other

* There are some very large schemes, and no site
will have a Capex less than £40m

Technical challenges

The main challenges are:

* Multiple construction sites

* Interfaces with Client's sewer network assets
at each location

* Division of responsibility for operation

* Sewer network modelling accuracy and climate
change allowances

YorkshireWater

Timelines

.

.

.

.

.

.

Tender launch = 2027/28

Contract signing = 2029/30
Construction period = 6 years
Operations start = 2035/36

Contract length = 25 years of operations
Contract end = 2060/61

Commercial terms

.

Payment mechanism based on daily availability
payments & pass-through specific Outcome
Delivery Incentives (ODI) penalties or deductions
Residual value payment = ¢.40% Capex

Indicative annual costs (Em 2022/23 prices)

ﬂﬂﬂﬂﬂﬂﬂﬂﬂﬂlﬂmlﬂﬂlﬂEIEIEIEIEEEIEEEEEE 32 |33 [34 35
Contract period

Capex 385 31 58 69 81 104 42 0 0 0 O O O O O O O 0 O 0 O O o0 O O O O O O O O O O O 0 O

Opex 8 00 00 00 00 00 00 03 03 03 03 0203 030303030303030303020230203030303030303 0 0 0 o0

Repex 0 o o o o o o o oo o0 00 0000000 0 00 0 0 0 00 00 0 0 0 0 0 0 O

Totex 394 31 58 69 81 104 42 03 03 03 032 03 02 03 03 030303030303 0302030203030303030303 0 0 0 o0
2
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Project 2: Raw water supply,

Introduction

Yorkshire Water is exploring a potential DPC solution
for new Water Treatment Works (WTW) and
associated raw and treated water transfer mains.

Project driver

Water supply resilience is a critical element of
Yorkshire Water's husiness, to achieve this can
require large scale treatment and transfer of water
between locations to serve population centres.

Project detail
The project scope comprises:

1. Pipe from river to new WTW

. A new river raw water abstraction point
using an existing licence

. Screening and pumping facilities

. Raw water transfer main ~20km

2. Greenfield site WTW with capacity to treat 50
million litres per day (MLD)

Indicative annual costs (Em 2022/23 prices)

———
YorkshireWater

water treatment and treated water transfer

3.  New 90-100km water transfer main with 50MLD
capacity, along with up to 8 transfer / booster
pumping stations and break pressure chambers

Notional WTW Design

— T
— AR WATE

Raw Water From
Reservoir(s)

Technical challenges

The main challenges are:

* Land acquisition

* Raw and treated water pipeline construction

* Seasonal water quality variations

* Operational requirements to interact with other
grid assefs

Timelines

Tender launch = 2026/27

Contract signing = 2028/29
Construction period = 5 years
Operations start = 2033/34

Contract length = 25 years of operations
Contract end = 2058/59

Commercial terms

Payment mechanism based on daily availability
payments & pass-through specific Outcome
Delivery Incentives (ODI) penalties or deductions
Residual value payment = c.40% Capex
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) YorkshireWater
Project 3: Raw water supply, water treatment and treated water storage

Introduction 2. Greenfield site WTW with capacity to treat Timelines
Yorkshire Water is exploring a potential DPC 75MLD * Tender launch = 2026/27
based upon a new raw water abstraction, new water * Contract signing = 2028/29
treatment works (WTW) and treated water storage 3. Two new treated water storage tanks — one + Construction period = 5 years
at two locations. being 60 million litres (MI) and the other 90 ML. * Operations start = 2033/34
* Contract length = 25 years of operations

Project driver Technical challenges * (Contract end = 2058/59
Water supply resilience is a critical element The main challenges are:
of Yorkshire Water's business, to achieve this can Commercial terms
require redundancy in raw water supplies and * Raw water pipeline construction * Payment mechanism based on daily availability
treatment facilities to cope with maintenance and * Seasonal and source related water quality payments & pass-through specific Outcome
unplanned outages elsewhere in the network and variations (upland reservoir and river sources) Delivery Incentives (ODI) penalties or deductions
water shortages. * Shared treated water after WTW * Residual value payment = c.40% Capex

* QOperational requirements to interact with other
Project detail grid assets

The project scope comprises:

1. Pipeline from river to new WTW

. A new river raw water abstraction
point where a new licence is required

. Screening and pumping facilities

. Raw water transfer main ~5km

Indicative annual costs (Em 2022/23 prices)

(112 0slals e |7 |a]o J10]u 2] 15 |14 1516 |17 |18 [19 |20 |21 |22 |23 |24 |5 |26 |27 |28 |29 |50 [sa [s2 [ss [sass)

Contract period

Capex 203 2r 36 39 38 33 20 10 0 0O O 0 O O o0 o o o o o 0O O O OW® OO OO ODWOTUOOT OGO O O O
Opex 125 N RN REIAN ROAN ST B2 N RGN RGEN RGN RGEN (5 BR5 h ({5 (5 (5 |5 [&5 [& & (&5 |5 (56 |5 |& [5 (56|58 |5 (3 |0 0, 0|0
Repex 34 o o 0o 0o 0O O O O O O D0 O 0 0 0 O 1 0 0 0O 0O 0 O O 1r D 15 1 0 0 0o O 0 ©0O
Totex 362 2r 36 39 38 33 22 15 5 5 5 5 5 5 5 5 5 5 6 5 5 5 5 5 5 b5 22 5 206 5 3 0 0 0 0
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Project 4: New transfer sewer and wastewater treatment

Introduction

Yorkshire Water is exploring a potential DPC for a
new wastewater treatment works (WWTW) to
combine two existing plants and a new transfer
sewer.

Project driver

Under the Environment Act 2021, Water Industry
National Environment Programme there is a need to
increase treatment capacity, reduce storm water
discharges and provide higher standards of
treatment. This is an area of focussed investment for
AMPS across the Water Industry to reduce pollution
and improve water quality.

Project detail
The project scope comprises:

1. Storm overflow storage at an existing WWTW

Indicative annual costs (Em 2022/23 prices)

2. 300 litres/second (I/s) pumped and gravity
transfer from the first WWTW to a secondary
site 5km away.

3. Construction of a new ~400l/s greenfield
WWTW incorporating the Nereda™ process for
phosphorous removal.

Technical challenges
The main challenges is the transfer sewer
construction (may include micro tunnelling)

|
YorkshireWater

Timelines

.

.

.

.

.

.

Tender launch = 2025/26

Contract signing = 2027/28
Construction period = 5 years
Operations start = 2032/33

Contract length = 25 years of operations
Contract end = 2057/58

Commercial terms

.

Payment mechanism based on daily availahility
payments & pass-through specific Outcome
Delivery Incentives (ODI) penalties or deductions
Residual value payment = ¢.40% Capex
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DPC Potential Risk Allocation * YorkshireWater
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Key: II' Customer Yorkshire Water CAP contractor

* More information is found in Section 4.3 of Ofwat’s March 2023 Guidance for Appointees delivering DPC projects (accessed here)
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Supply Chain Questions

Your company

1. What is your company’s specialism? Where in the UK do you operate?
What types of contracts (£m size) and contract structures (Framework,
Competitive Tender, Alliancing, PFl-type) do you normally operate
under?

General gquestions about DPCs

2. What is it about DPC contracts you find attractive?

3. For the identified projects, the expectation is DPC contractors will tender
fixed price contracts. Would you have any concerns with this approach?

4. Are there any general market conditions that may impact your decision

to tender for works?

Payments at the end of the contract (if relevant)

5. Ofwat requires a residual payment at the end of the contract with a
defined asset hand back standard. On the four projects this could be in
excess of 40%.

. What are your thoughts on this?

. How will it impact on tender pricing?

. What asset condition protection should be put in place to help
reduce contract uncertainty?

Features that will make DPCs attractive
6. There may be 20+ DPC contracts released to the market in the next Price
Review. Which of the following are the more important features in
deciding whether a specific DPC contract is attractive:
. Project types (e.g. pipes, reservoirs, Water Treatment Works, Waste
Water Treatment Works, storm overflows)
. Qutput specification v. design specifications

YorkshireWater

. Contract length (for all we are proposing 25 years from commissioning)
. Capex size (Em)

. Opex amount (£m p.a.)

. Build duration

. Payment mechanism

. Greenfield v. build in existing Yorkshire Water facilities

. Performance guarantees/ performance bond requirements
. Single site investments v. multiple site investments

. Particular locations

. Counterparty risk (i.e. the balance sheet of water company)
. Other features

Ofwat’s DPC Risk Allocation matrix

7. Looking at Ofwat’s Risk Allocations guidance (previous slide) are there
any allocations you would ohject to? What would you propose? Are
there others where you believe the CAP should take the risk instead of
others?

The projects

8. Which, if any, of the four projects would be of interest to you?

9. DPC schemes need to represent Value for Money (VM) for customers
compared to standard competitively procured EPC contracts. Do you
think these projects will be able to demonstrate VIM?

Investment into project (if relevant)

10.  If you will invest equity in the projects (and can share with us) what
equity returns would you normally expect and would these projects
meet your expectations?

-l
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Investor Questions

Your company

1. What is your company’s specialism and do you invest equity and debt? What
sizes of projects do you normally finance? Do you have any specific investment
requirements for projects?

General questions about DPCs

2. What is it about DPC contracts you find attractive?

3.  For the identified projects, the expectation is DPC contractors will tender fixed
price contracts. Would you or the contractors you partner with have any
concerns with this approach?

4. Are there any general market conditions that may impact your decision to
tender for works?

Payments at the end of the contract (if relevant)

5. Ofwat requires a residual payment at the end of the contract with a defined
asset hand back standard. On the four projects this could be in excess of 40%.
The residual payment will be based on the asset’'s depreciated historical
cost. There is a lack of clarity on Ofwat expectations, but two options could be:

i. A defined residual value payment for meeting asset hand back
standards, with deductions if standards are not met
ii. A defined guaranteed residual value payment, and then separate asset

hand back requirements

. What are your thoughts on residual value payments?

. How will it impact on tender pricing?

. Do you have a view on the two options?

. What asset condition protection should be put in place to help reduce

contract uncertainty?

Features that will make DPCs attractive

6. There may be 20+ DPC contracts released to the market in the next Price
Review. Which of the following are the more important features in deciding
whether a specific DPC contract is attractive:

. Project types (e.g. pipes, reservoirs, Water Treatment Works, Waste
Water Treatment Works, storm overflows)

. Output specification v. design specifications

. Contract length (for all we are proposing 25 years from commissioning)

YorkshireWater

. Capex size (Em)

. Opex amount (Em p.a.)

. Equity amount (£m)

. Build duration

. Payment mechanism

. Greenfield v. build in existing Yorkshire Water facilities
. Performance guarantees/ performance bonds requirements
. Single site investments v. multiple site investments

. Particular locations

. Counterparty risk (i.e. balance sheet of water company)
. Other features

Ofwat’s DPC Risk Allocation matrix

7. Looking at Ofwat’s Risk Allocations guidance (previous slide) are there any
allocations you would object to? What would you propose? Are there others
where you believe the CAP should take the risk instead of others?

The projects

7. Which, if any, of the four would be of interest to you?

8. DPC schemes need to represent Value for Money (VfM) for customers
compared to standard competitively procured EPC contracts. Do you think
these projects will be able to demonstrate ViM?

Possible investment structure
10. How may you structure your bid:

. What debt/ equity split would you anticipate, or would you finance on-
balance sheet?

. If you can share with us, what equity returns would you normally
expect and would these projects meet your expectations?

. If you do not provide yourself, how would you approach the market for
senior debt, and what bond/ private placement/ bank debt syndication
strategy would be followed? What debt margins would you envisage
or what bond spread above AA rated UK Government gilts would you
envisage?

. What features (see lists above) will make a DPC contract more / less
attractive for banks/ bond investors?

8
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Yorkshire Water Our PR24 Business Plan / For the period 2025 - 2030

2. River water quality monitoring
analysis (Baringa)



A

4% Baringa

A

Initial DPC Assessment — River Water Quality Management (RWQM)

1. Summary

All scope potentially suitable for DPC, apart from YW IT data storage
and analytics. There remains one key risk areas:
e Land Purchase/Lease & Access Rights

Based on Construction, Ops and
Maintenance Risk

Based on Scalability Suitable for DPC (DPC relevant scope: £280m > £200m threshold).
Overall DPC Suitability Suitable for DPC (dependent on mitigation of Land Purchase/Lease
Risk).

Good potential to offer positive VFM

2. Introduction

2.1 Programme Outcome and Benefits

The River Water Quality Management (RWQM) programme is an activity mandated by regulators to
automate the measurement of river water quality at points near to YW owned discharge points into rivers.
Frequent measurements must be automatically shared with public monitoring sites, as well as with YW.

To meet the regulatory requirements, YW has estimated that 4509 sensors are required, 40% of these are
required in AMP 8, with the remainder in AMP 9. Indicative roll-out profile below.

AMPS8
AMP 9 Total
25/26 26/27 27/28 28/29 29/30
53 100 550 550 550 2706 4509

Programme delivery scope includes:

Sourcing/producing measurement assets

Survey of best sensor locations, and agreement with local Environment Agency (EA)
Acquiring or leasing agreed locations

Installation and maintenance of assets

Provision and maintenance of comms network to obtain data at frequent intervals
Interfacing with public platform and YW IT estate to provide data within the hour.

O O O O O O



2.2 Scope of Assessment

This paper provides an initial assessment of DPC as a funding option for RWQM. The paper is divided as
follows:

e Ofwat Technical Discreteness Outcomes Assessment (Qualitative):
o Scalability Test
o Construction Risk Test
o Operations and Maintenance Risk Test
e (Qualitative HM Treasury Value for Money test
o Visibility
o Durability
o Achievability
e Value for Money statement

3. Ofwat Technical Discreteness Tests:

3.1 Scalability Test

Test: What is the scope of programme that could be met by DPC. If Totex for suitable scope is over £200m,
the programme should evaluate DPC as an option for financing and delivery. If Totex is less than £200m, is
there an option for additional scope/bundling of programmes?

The diagram below provides a view of the RWQM programme capabilities that may be suitable for DPC.

Based on the Construction Risk Test and the Ops and Maintenance Risk Tests (next two sections), our view is
that he key elements of the programme are candidates for DPC. The only areas that aren’t candidates for
DPC are:

e Data capture, storage, and analytics within the YW IT estate,

e Strategy and benefit management.

e Engagement with the Local EAs (Environment Agencies) to agree locations of sensors and the
measurement process/strategy.

There is one key risk area. For Land Purchase/Access Rights the approach needs to be determined.
Evaluation is required within YW as to whether YW would be responsible for land purchase/lease, or
whether this could sit with a CAP. Vendor engagement is required to understand whether a CAP would be
willing to take on this responsibility (including any risks around land procurement timelines, costs, and legal
complexities). There may also be an option to explore a mixed approach for this capability area, for example
YW completing the procurement and legal work, and a CAP funding the purchase/lease.

More detail on scope is provided in the Construction Risk Test and Operations and Maintenance Risk Test
sections.



le. 1f.
Procurement & IT & Data
Contract Mgmt Delivery

1. Programme Management

la. 1b. 1c.
Programme Strategy & Business Stakeholder
Management Case Mgmt Engagement

Op Model Design &
Business Change

2. Identify/Agree Location 3. Secure Land 4. Asset Production and Management
2a. 3a. 4a.
2b. 3b. 4b.
Site Survey & Land Purchase / . Asset Production & :
. Local EA Agreement Civils / Land Pre Supply Chain Mgmt
Options Access Rights / > Asset Mgt A

5. Deployment Readiness 6. Deployment & Maintenance

5a. Sb. Sc. 6a. ob
Deployment Scheduling Install Journey Install Fo— &Maintain
Planning & Field Mgt Engagement & Commission P

7. Comms and Data Interfacing 8. Deployment & Maintenance

7a. 7h Tc. 8a. 8b.
Comms Data Interface - Data Capture & Analytics
Data Interface - YW
Network(s) sta NEeriace Website Storage Platform

The table below contains the volume of assets and installs required, and indicative cost per asset over the
next 2 AMPs. Total value of the programme is expected to be £485m which is over the £200m DPC
threshold, meaning that this project should be considered as a candidate for DPC.

AMP 8 AMP 9 Total
Volume 1803 2706 4509
Indicative Cost Per Asset £100k

SUBTOTAL £189m £284m £473m

Opex (YW Data Analytics) £1m £1m £2m
YW Project Development £9.5m £9.5m

Costs (2%)

TOTAL £200m £285m £485m

YW will need to provide for development costs, which have been included in the above table. YW intend to
request for funding at the 2% of project cost level (OFWAT suggest a range of 1-2%). The reason for the
upper end of the range is due to the lack of in-house knowledge, meaning expertise will need to be bought
in, and the nascent nature of this investment and contracting route.

Scope risks around land purchase/lease need to be resolved to remove risks around scalability. For example,
removing full costs of land purchase/lease from DPC scope (management, legal and purchase/lease costs)
could result in a notable decrease in DPC relevant costs, potentially below the £200m threshold. As
previously mentioned, there may be an option of sharing responsibility for land purchase/lease meaning that
the bulk of the cost (i.e., the purchase/lease cost) could be funded upfront by the CAP.



3.2 Construction Risk Test

Test: Is the programme sufficiently separable so there are no significant construction interface issues that cannot be cost-effectively managed or
mitigated? Are there construction risks that cannot be transferred so need to be retained? Are there restrictions on the transfer of regulatory
obligations and if so, is there a restriction on the transfer of functions? Are there significant customer/stakeholder interface challenges that cannot
be transferred?

The only programme areas not suitable for DPC are:

e The provision of YW data storage and analytics capability, which will remain the responsibility of YW.
e Strategy and benefit management, which is best placed with YW.
e Engagement with Local EAs, where it was agreed that YW is best placed to continue this relationship.

The key risk area is Land Purchase / Lease. Resolution of the Land Purchase / Lease issues will require a more involved process of:

o Review by YW legal and property/land teams to define and agree an approach within YW and aligned regulatory policies, mitigating any
associated legal risks.

o Engagement with potential vendors to understand appetite to take Land Purchase / Lease activities and/or costs within their scope,
whether they could manage risks, and how they may comply with YW guidelines and rules in this area.

Site Survey / Options has little or no interaction with existing YW processes or assets.

. * YW would be comfortable with the CAP completing this work on YW behalf. It
G

*  YW’sview is that it is best placed to maintain the relationships with Local EAs (as
Local EA Engagement part of existing processes). Therefore, this area is not suitable for DPC.

Location / Land * Thisis the biggest risk area. This requires:

* Review by YW legal and property/land teams to define and agree an
approach within YW and regulatory policies, mitigating any associated
legal risks.

Land Purchase / Lease A




* Engagement with potential vendors to understand appetite to take Land
Purchase / Lease activities and/or costs within their scope, whether they
could manage risks, and how they may comply with YW guidelines and
rules in this area.

There may be an option to share responsibility for this area, for example YW
completing the procurement and legal work, and a CAP funding the
purchase/lease.

Civils/Land Prep

Assumed that the CAP will be able to complete any civils and land prep as part
of the install process.

Production/procurement
of water testing
equipment via CAP

During initial proof of concept testing, the tested assets were built by the
vendor. YW has little experience in producing such assets and there is no
intention for YW to do so.

Therefore, asset production would likely be the responsibility of the CAP in a

Asset DPC arrangement.
. As the CAP will produce and fit the asset, it follows that the CAP should also be
Supply Chain Mgt . .
responsible for supply chain management.
Planning, scheduling and This can logically be included in CAP scope. Vendors have indicated a willingness
completing install to produce/procure assets and install them.
Install
Interaction with rest of Limited or no interaction with existing assets. The only interaction would be
network and existing asset with the YW data management solution through providing regular data feeds.
Water and Energy utilities have limited experience of delivery in this area, and
Set-up and run comms - . . .
Comms there is little or no customer engagement involved, so outsourcing responsibility

network

to a CAP would be appropriate.




Programme Mgt,
Stakeholder Engagement,

It is expected that the CAP will take on overall programme and vendor
management of asset sourcing, delivery and installation, and obtaining and
sharing data feeds.

Responsibility for Stakeholder Engagement, Op Model Design & Business
Change and Procurement and Contract Mgt, will likely be shared.

Programme Op Model Design &

Mgt Business Change,
Procurement & Contract
Mgmt.

Strategy &

Business Case
Mgmt

Strategy & Business Case
Mgmt

Strategy and business case management will remain the responsibility of YW.

IT and Data

Interfacing with public
platform and YW estate

As the CAP will run the comms network, it makes sense for the CAP to also
provide the data (as a service) to all those that require it, including sending the
data to the YW IT estate.

YW data governance and
analytics capabilities.

YW will retain responsibility for storing data in its own systems, and producing
reports based on the data. This is likely to be a relatively small cost.




3.3 Operations and Maintenance Risk Test

Test: Are there restrictions on the transfer of regulatory obligations and if so, is there a restriction on the transfer of functions? Are there
significant customer/stakeholder interface challenges that cannot be transferred? Are there significant operational interface issues that cannot be
cost-effectively managed or mitigated?

The only maintenance and ops area not suitable for DPC is the maintenance of YW data storage and analytics capability, which will remain the
responsibility of YW.

All other maintenance and ops areas could be suitable for DPC.

* ltis expected that any maintenance of land rented or owned as part of the
Land Land maintenance G programme, or maintenance of land access (where applicable), will be
completed by the CAP.

Water testing equipment e tis expected that, z?s the CAP prod‘uced/sourced and installed the asset, the
Asset via CAP G CAP will be responsible for any maintenance to the asset.
Install Asset replacement G * ltis expected that, as the CAP produced/sourced and installed the asset, the

P CAP will be responsible for any replacement of the asset due to faults.

Comms Set-up and run comms G *  The CAP will be responsible for maintaining the comms network and ensuring

network that connectivity KPIs are met.

Interfacing with external * The CAP will be responsible for maintaining the data interfaces and ensuring

IT and Data . G .
website and YW estate that data provision KPIs are met.




YW data governance and
analytics capabilities.

YW will retain responsibility for maintaining its own IT systems.

4. Qualitative HM Treasury Value for Money Test

Validity

Will there be sufficient scope definition by
draft Ofwat submission

Sufficient scope definition is likely for most components.

The only scope item at risk (which could account for a reasonable
proportion of cost depending on outcome) is land purchase. Actions
underway to define a mitigating solution to this risk.

Prior to DPC submission, can a clear scope,
measurable output specification, and
payment mechanism be defined

The biggest risk factor is resolving questions around Land Purchase /
Lease within YW, and with vendors. If this can be resolved quickly
then scope can be confirmed prior to DPC submission.

Will the project/programme transfer
operation of existing assets.

No. This programme will only cover new water quality
measurement assets.

Are there known potential areas of
material change during the DPC period
that can’t be managed affordably through
a contract.

The biggest risk factor is the cost of land, and time taken to purchase
the land. There are avenues to mitigate some of this risk (e.g.
compulsory land purchase).

Full assessment of this risk is required from YW land/property and
legal teams.

Potential vendors to be engaged on willingness to manage land
purchase activities, and associated risks, and confirm how this may
be contracted.




Desirability

Achievability

Are there high levels of future technology
risk or uncertainty

Can DPC manage whole life risks better
than traditional method?

Is there scope for innovation in
design/service (operations) provision to
unlock value?

Will the project enable multi-AMP
investment (spreading cost)?

Is there sufficient market interest and
capacity for construction and delivery?

AND

Is the project/programme sufficiently
attractive to investors?

How challenging will it be for YW to
procure and manage the
project/programme?

Timing of outcome: Are the performance
outputs required earlier than a DPC route
could practically deliver (assume 2 years)?

Devices used to measure water quality are generally a new concept
in the UK and may need to be built for this need. Therefore, there
will be some associated risk with this new technology.

Trials are underway to test accuracy and reliability of assets.

YW currently does not have the capability to deliver this end-to-end
process, therefore a DPC method using experts as vendors and
delivery managers would seem to address some of the risks.

Yes, there is scope to innovate through creation and placement of
devices, and strategy for communicating with devices, as this is a
completely new capability that will likely use new technology.

Yes. DPC will enable roll-out across both AMP 8 and AMP 9, with
cost recovery spread across the asset lifecycle (potentially 10 years).

Vendors have been engaged and have shown interest in the asset
production, install, maintenance, and providing data as a service.

The key risk area is land purchase/lease arrangements and costs.

Engagement with vendors underway to understand willingness to
include this area in scope.

Based on initial vendor engagement, there shouldn’t be too many
challenges in contracting for asset production, install, maintenance,
and providing data as a service.

However, as per above response, the key risk will be land
purchase/lease arrangements and costs.

This is a mandated roll-out. There is a need to roll-out 40% of assets
at high value locations in AMP8, and the reminder in AMP9.



e The roll-out profile will start lower in years 1 and 2, meaning any
delay in programme start due to DPC procurement should be able to
be mitigated.



Early Value for Money Statement:

We believe that using DPC as a mechanism to deliver the RWQM programme would deliver good
value for money. VfM view provided below:

Innovation — This is a new capability area, with new technology, processes and skillsets
required. There is therefore lots of scope for innovation in asset design/build, how/where
measurements are taken, and how data is communicated within the hour at potentially high
volumes. As YW has limited experience or capability in this area, it makes sense that the
challenge could be packaged up and delivered by SMEs in this area, who can naturally bring
with them greater innovation in addressing the challenge.

Efficiency & Op Model — This will depend on the contracting scope, approach, and CAPs.
There is an opportunity for CAPs to design and deploy solutions across multiple water
companies, increasing efficiency and value to customers. On the other hand, competition
between CAPs in this area could drive innovation and efficiency. CAPs have an opportunity
to become more efficient than Water Companies themselves in delivering these capabilities.

Lower Cost of Capital — Given YW has a good credit rating, it is unlikely that a CAP would
offer a better Cost of Capital for this size of programme. Some CAPs (particularly small
companies) could offer a worse Cost of Capital than YW could secure itself.

Quicker Delivery / Outcomes — DPC would allow for funding to facilitate roll-out across both
AMP 8 and AMP 9. This will help YW to meet the mandated target of 40% deployment by the
end of AMP 8, with the remainder in AMP 9.

Confidentiality and Limitation Statement

This document: (a) is proprietary and confidential to Baringa Partners LLP (“Baringa”) and should not
be disclosed to third parties without Baringa’s consent; (b) is subject to contract and shall not form



part of any contract nor constitute an offer capable of acceptance or an acceptance; (c) excludes all
conditions and warranties whether express or implied by statute, law or otherwise; (d) places no
responsibility on Baringa for any inaccuracy or error herein as a result of following instructions and
information provided by the requesting party; (e) places no responsibility for accuracy and
completeness on Baringa for any comments on, or opinions regarding, the functional and technical
capabilities of any software or other products mentioned where based on information provided by
the product vendors; and (f) may be withdrawn by Baringa within the timeframe specified by the
requesting party and if none upon written notice. Where specific Baringa clients are mentioned by
name, please do not contact them without prior written approval.

This report has been prepared for Baringa's client (“Client”) and has been designed to meet the
agreed requirements of Client as contained in the relevant contract between Baringa and Client. Itis
released to Client subject to the terms of such contract and is not to be disclosed in whole or in part
to third parties, altered or modified without Baringa's prior written consent. This report is not
intended for general advertising, sales media, public circulation, quotation or publication except as
agreed under the terms of such contract. Information provided by others (including Client) and used
in the preparation of this report is believed to be reliable but has not been verified and no warranty
is given by Baringa as to the accuracy of such information unless contained in such contract. Public
information and industry and statistical data are from sources Baringa deems to be reliable but
Baringa makes no representation as to the accuracy or completeness of such information which has
been used without further verification. This report should not be regarded as suitable to be used or
relied on by any party other than Client. Any party other than Client who obtains access to this
report or a copy, and chooses to rely on this report (or any part of it) will do so at its own risk. To the
fullest extent permitted by law, Baringa accepts no responsibility or liability in respect of this report
to any other person or organisation. Copyright © Baringa Partners LLP 2023. All rights reserved.
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Initial DPC Assessment — Smart Metering Programme

1. Summary

Baringa

Based on Constriction, Ops and
Maintenance Risk

Some Smart scope is suitable for DPC:

Asset

Installs
Comms
Maintenance

Based on Scalability

Suitable for DPC (DPC relevant scope: £300m > £200m threshold).
However, cost may change during modelling and programme scope
definition, so this should be revisited.

Based on VfM

Based on current information, it is unlikely that DPC will offer
notable Value for Money benefits over and above direct financing
options (and CAC). DPC may also lead to higher bill costs over the

asset lifecycle.

(However, if YW have concerns around ability to finance the
programme, off balance sheet may have a potential to reduce this
risk, and DPC may offer an opportunity to remove this constraint).

Based on Customer Affordability

Overall impact of DPC on bill value across asset lifecycle could be

larger due to full repayment in the 15 years.

Overall DPC Suitability

TBC — depends on business ability to finance the Smart programme
given other AMP 8 priority commitments.

Limited potential to offer positive VfM over and above that offered by a CAC and RCV funding option.

(due reduced benefits in DPC option and potentially higher bill impacts)

eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number
0C303471 and with registered offices at 62 Buckingham Gate, London, SW1E 6AJ, UK.
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2. Introduction

2.1 Programme Outcome and Benefits

The YW Smart metering programme intends to install c.1.6m Smart (AMI) meters in AMP8. The number is
made up of:

e C.1.4m meter replacements of AMR meters that are due to reach end of life in AMP8. If these are
not replaced, they will need to be visually read twice a year until a new meter is fitted (to meet
Retail commitments).

e 125k optant installs (customer request). AMR meters may need to be installed instead of AMI
meters if the Smart programme did not go ahead.

e 75k New Connection installs. Whilst the new connection install/asset cost is met by the developer,
AMR meters may need to be installed instead if the Smart programme did not go ahead.

Smart will be an enabler for c.£113m of benefits across AMP8 (note: number being refined/validated and
will be subject to change). Key benefit drivers will be:

e Customer Side Leakage (CSL) reduction, impacting leakage ODIs, marginal cost of water, and
alternative supply costs (WRMP balancing).

e  Per Capita Consumption (PCC) reduction impacting PCC ODlIs, marginal cost of water, and alternative
supply costs (WRMP balancing).

e Non household demand reduction impacting PCC ODIs, marginal cost of water, and alternative
supply costs (WRMP balancing).

e AMR read cost reduction.

Smart facilitation of WRMP not only delivers some of the biggest benefit, but it also can be associated with
an alternative cost if Smart is delayed. The WRMP team may need to find and fund another method of
balancing the water network (supply or demand) to offset any shortfall in leakage and usage reduction from
Smart.

2.2 Base vs Enhance Funding

Funding for the Smart programme is split into Base cost and Enhance costs. This is important consideration
when choosing the funding option as it determines how much YW may need to self-fund and influences the
amount of funding through DPC. The general assumptions around Base-Enhance split are:

e Base costs:
o Cost of meter asset
o Cost of meter installation
o Internal fixed costs
e Enhance costs:
o Smart meter comms network
Smart Ops Centre
MDMS
Benefit realisation — CSL and PCC
Digital capability and customer journeys
Technical meter support/investigations

O O O O O
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2.3 Scope of Assessment

This paper provides an initial assessment of DPC as a funding option for Smart. The paper is divided as

follows:

e Ofwat Technical Discreteness Outcomes Assessment (Qualitative):
o Scalability Test
o Construction Risk Test
o Operations and Maintenance Risk Test
e Qualitative HM Treasury Value for Money test
o Visibility
o Durability
o Achievability
e Value for Money analysis
o Based on the Smart business case, an initial view of how cost and benefit analysis informing
a high-level Value for Money view.
o Thisis an early view of VfM and will need to be evolved further dependent on a decision
around DPC.
o The business case data is still in development and will be subject to change, which could
influence recommendations.

eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number Certified Baringa is a certified B Corp™
with high standards of social
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3. Ofwat Technical Discreteness Tests:

3.1 Scalability Test

Test: What is the scope of programme that could be met by DPC. If Totex for suitable scope is over £200m,
the programme should evaluate DPC as an option for financing and delivery. If Totex is less than £200m, is
there an option for additional scope/bundling of programmes?

The diagram below provides a view of the required Smart capabilities that are likely suitable for DPC.

Our conclusion, based on the Construction Risk Test and the Ops and Maintenance Risk Tests (detailed in the
next two sections), is that the assets, installs, comms network and maintenance areas are potentially
suitable for DPC. These areas also account for c.70% of the programme cost.

Based on the risk tests, the areas of programme management, strategy and business case, overall
solution/journey design and business change activities, and IT and analytics delivery, are not suitable for DPC
and should be delivered via direct or alternative funding and/or delivery channels.

1. Programme Management

Op Model Design &
Business Change

le. 1f.
Procurement & IT& a
Contract Mgmt Delivery

la. 1b. 1lc.
Programme Strategy & Business Stakeholder
Management Case Mgmt Engagement

2. Metering & Comms Network(s) 3. Data Infrastructure
2a. 2b. ) EER 3b. 3c.
Smart AMI Comms & . Data Capture & Analytics Data Interfaces
. Meter Reading S
Device(s) Network(s) Storage Platform (tbc) (e.g. with billing)
4. Deployment Planning & Engagement 5. Install & Maintenance
4a. 4c. Sa. Sb. e
Deployment Install Journey Scheduling Install . e
Planning Stpeplly Cieiin iz Engagement & Field Mgt & Commission ey (& (WMl

6. Customer Benefit Enablement 7. Water Networks Benefit Enablement

6a. 6b. 6c. 7a 7b 7c.
U PCC Billing & Servi . . Smart Syst
Cust?mer Leakflzge .sage ( ), illing & Service Briemiel el Water Balancing mart Systems/
Insight & Eng’t Insight & Eng’t Enhancements Network Mgmt

This paper therefore focuses on costs associated with the elements deemed appropriate for DPC, namely the
cost of assets, installs, comms, and maintenance. Indicative cost profiles are shown in the table below
(these are subject to change as the business case is developed).

eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number Certified Baringa is a certified B Corp™
0C303471 and with registered offices at 62 Buckingham Gate, London, SW1E 6AJ, UK. @ with high standards of social
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Meter 161 6 167
Replacement
Optants 16 1 17
New Connections 11 0.5 11.5
AMP 8 Maintenance cost 1.2
10% Contingency 20
Indicative Return on RCV (WACC 3.29%) 83
INDICATIVE DPC CONTRACTING AMOUNT 300
Indicative AMP8 Base Funding -25
AMP7 Base Funding (not fully used for installs) -25
INDICATIVE FUNDING THROUGH DPC 250

The indicative contracting amount is currently above the £200m threshold, therefore the Smart programme
currently meets the scalability criteria.

Indicative funding through DPC could be £250m. This is lower than the contracting amount as:

e Circa 70% of the cost is ‘base cost’, as 1.4m of the 1.6m Smart installs will be for end-of-life AMR to
AMI replacements.

e We need to deduct the AMP 8 base allocation for meter replacement so that this value isn’t double
counted for funding. For illustration purposes we’ve assumed this will be the same as the AMP 7
allocation (c.£25m), but this amount will be subject to change.

e A proportion of the AMP 7 base allocation for meter exchanges was reallocated to fund other high
priority projects within YW. Therefore, as some of this amount wasn’t used for meter installs, we
have deduced this from the DPC funding amount. We’ve used the full £25m for illustration
purposes, but this amount may change based on volume of replacements completed in AMP 7.

There may be an option to add an additional c.£20m of scope to the programme by adding Change of
Occupancy install profile, delivering c.80k of additional installs. However, this does come with some risk:

o This additional scope adds complexity around scheduling and financing, as volumes and profile of
Change of Occupancy can only be estimated.

o Change of Occupancy locations tend to be spread unevenly across regions, so cost per install could
be higher.

o A new Change of Occupancy journey will need to be rolled-out. There are risks this could negatively
impact the CoO journey experience, or add complexities to billing due to the switch, so extensive
design and planning would be required to understand if this is suitable.

eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number Certified Baringa is a certified B Corp™
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o Theincreased volume of installs could lead to a potentially greater impact from supply chain and
install capacity constraints, which will be driven by the large volume of companies running intensive

Smart rollouts in parallel.

eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number Certified Baringa is a certified B Corp™
0C303471 and with registered offices at 62 Buckingham Gate, London, SW1E 6AJ, UK. @ with high standards of social
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3.2 Construction Risk Test

Test: Is the programme sufficiently separable so there are no significant construction interface issues that cannot be cost-effectively managed or
mitigated? Are there construction risks that cannot be transferred so need to be retained? Are there restrictions on the transfer of requlatory
obligations and if so, is there a restriction on the transfer of functions? Are there significant customer/stakeholder interface challenges that cannot
be transferred?

The asset, install and comms components of the Smart programmes have a medium to low risk for DPC delivery, meaning they are good
candidates. These components require minimal interaction with YW existing assets, can be bundled discretely, are areas where potential vendors
have a lot of experience in independently managing delivery (particularly from the Smart Energy roll-out), and the comms component is an area
where YW itself has little expertise or experience.

The areas of leakage remediation, IT and Data, Programme Mgt and Customer Ops, and Benefit Realisation, have higher risks for inclusion in DPC
as these require notable updates to existing YW assets or operational processes, require notable customer interaction, and require coordination
and management across DPC and non-DPC scope. Therefore, our recommendation is that these components are not considered for DPC.

Procurement of meter *  Common for install, comms or full rental partners to procure assets. Flexibility
Meter . G
assets via CAP to adapt to YW preferences.
Planning, scheduling and G * This can logically be outsourced. Most installers offer this capability and a lot of
completing install experience in this area (from Energy and Water).
Install * Partners offer booking portals and tools, comms capabilities and call centres.

Install journey customer

i i A * YW may wish to maintain influence over overall journey, may receive calls from
engagement (incl booking)

customers in the journey, and may need to be more involved with NHH
customers due to wider number of retailers and larger implications of outages.

Baringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number
0C303471 and with registered offices at 62 Buckingham Gate, London, SW1E 6AJ, UK.
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Interaction with rest of

network and existing asset *  Work that’s limited to point of meter installation, including civils work, is already
(e.g. civils work and conducted by third party vendors so no issues with DPC.

boundary boxes)

* Any remediation or enhancement work to wider assets (e.g. fixing a customer
side leak) identified during an install will remain the responsibility of YW, as YW
owns the wider assets and customer relationship (as well as downstream

Leakage and wider
network remediation

work .

consequences, e.g. billing).
‘On demand’ installs, such * TBCif this is suitable for a DPC relationship given uncertainty of work vols,
as Optant installs and New A profiling, location and type. This could potentially be met through a variable
Connections cost component of a DPC contract.

* Water and Energy utilities have limited experience of delivery in this area, and
G there is little/no customer engagement involved, so outsourcing responsibility to
a CAP would be appropriate.

Set-up and run comms

Comms
network

Programme Mgt, Overall
Solution Design, Overall
Quality Assurance,
Strategy & Business Case
Programme Mgt | Mgmt, Stakeholder
Engagement, Op Model
Design & Business
Change, Procurement &
Contract Mgmt.

* These capabilities will cut across all components of the programme, including
CAP delivery and non-CAP delivery (and across multiple partners/vendors), and
includes overall cost and benefit realisation. It therefore will need to be
delivered by YW and not a CAP.

eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number Certified Baringais a certified B Corp™
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Upgrade of key billing and
service systems to realise
benefits from Smart data.

* |T and Data will require changes to, and interfacing with, exiting YW assets so
should remain overall responsibility of YW.

IT and Data ' ) ) )
* YW wishes to retain control of all customer consumption data going forward,
Data governance and particularly as YW is responsible for benefit realisation using the Smart data
analytics capabilities. received. YW may choose to outsource components of data analysis, but this

will still sit within a wider YW data management and data security framework.

Extra contact centre * Any general billing or service queries that customers have will remain the
capacity during roll-out responsibility of YW, so the responsibility for meeting any increased demand in
Customer _OPS due to increased demand this area will remain with YW.
and Benefit
Realisation ] ] ] o o ]
Resource Teams to drive benefit * Benefit realisation capabilities are key to the success of the Smart programme in
realisation (particularly for delivering customer value. YW will retain overall responsibility for benefit
leakage and PCC) realisation and associated customer engagement.

For non AMI meters, or
Meter Reading AMI meters not A
connected properly.

*  TBC who will have responsibility for any ad-hoc reading due to AMI meter faults.
Likely this could be the responsibility of a CAP.

eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number Certified Baringais a certified B Corp™

0C303471 and with registered offices at 62 Buckingham Gate, London, SW1E 6AJ, UK. @ with high standards of social

Baringa Confidential and environmental performance,
Gorporation transparency and accountability.



3.3 Operations and Maintenance Risk Test

% Baringa < Baringa

Test: Are there restrictions on the transfer of requlatory obligations and if so, is there a restriction on the transfer of functions? Are there
significant customer/stakeholder interface challenges that cannot be transferred? Are there significant operational interface issues that cannot be
cost-effectively managed or mitigated?

The areas of asset, install and comms maintenance are medium to low risk for DPC. These require minimal interaction with YW existing assets, can
be bundled discretely, are areas where potential vendors have a lot of experience in managing independently (particularly from the Smart Energy
roll-out), and the comms component is an area where YW itself has little expertise or experience.

The areas of leakage remediation, IT and Data, Customer Ops and Benefit Realisation are higher risk areas for DPC as these require notable
updates to existing YW assets or operational processes, and/or require notable customer interaction. Our recommendation is that these
components are not considered for DPC.

Meter /Assets

E2E meter asset
maintenance

Can be managed by a CAP, many of which have a lot of experience of E2E Smart
asset maintenance from Energy and Water.

Meter warranty

Can be managed a CAP, many of which have experience of asset management,
vendor engagement and warranty management.

Leakage and wider network
remediation work

Any remediation or enhancement work to wider assets (e.g. fixing a customer side
leak) will remain the responsibility of YW, as YW owns the wider assets and
customer relationship (as well as downstream consequences, e.g. billing).

Baringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number
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* Maintenance of the comms network could be fully completed by a CAP as does not
G involve customer engagement or interaction with YW assets. CAPs will also have
much more maintenance experience of in this area.

Comms Maintenance of comms
Network network

* IT assets will be owned by YW, and overall maintenance will therefore remain the
responsibility of YW. Maintenance of some systems could be outsourced (e.g. a
Saas$ solution), but the vendors for software maintenance will likely be different to
those providing meter asset and comms maintenance services.

Key billing and service
systems to realise benefits
from Smart data.

IT and Data . .
* Overall data governance and analytics will be owned by YW, and overall

maintenance will therefore remain the responsibility of YW. Maintenance of some
systems could be outsourced (e.g. a SaaS solution), but the software maintenance
vendors will likely be different to those providing meter asset and comms
management.

Data governance and
analytics capabilities.

Customer Ops

Teams to drive benefit * Benefit realisation capabilities are key to the success of the Smart programme in

and Benefit . . L . ) - .
Realisation realisation (particularly for delivering customer value. YW will retain overall responsibility for benefit
leakage and PCC) realisation and associated customer engagement.
Resource
For non AMI meters, or AMI
Meter Reading meters not connected A *  TBC who will have responsibility for any ad-hoc reading due to AMI meter faults.
properly.
eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number Certified Baringais a certified B Corp™
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4. Qualitative HM Treasury Value for Money Test

Validity Will there be sufficient scope definition by e We believe the scope of the project is well defined, with a view of
draft Ofwat submission G which components (asset, installs, comms and maintenance) are
suitable for DPC.

Prior to DPC submission, can a clear scope, e Whilst the scope of the Smart programme is well known, there
measurable output specification, and remains a risk around how the DPC scope will be bundled, so
payment mechanism be defined whether the 4 components (asset, installs, comms, maintenance)

will be met under one management and payment framework, or
whether multiple frameworks are needed. Moreover, there is risk
that YW will not be able to find an appropriate offer from a vendor
to manage the whole piece and therefore accept associated risks at
a reasonable cost. An insufficient number of vendors willing to take
the CAP/Prime role across all areas of asset, install, comms and
maintenance may also impact procurement effectiveness.

e Therefore, certain decisions around procurement bundling and
payment terms and value for money may not be possible until
procurement has commenced, which will be after the Ofwat pre-
procurement review.

Will the project/programme transfer e If any assets are installed prior to DPC contract execution, YW could

operation of existing assets. have the opportunity to request that vendors transfer assets to the

DPC scope. This could include AMI assets installed in AMP 7 (trials),

A and any assets installed in AMP 8 before contract execution (mainly
optant and new connections).

e The volume of such assets can be estimated but is not known for
certain as these are customer driven install events.

eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number Certified Baringais a certified B Corp™
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Are there known potential areas of
material change during the DPC period
that can’t be managed affordably through
a contract.

Are there high levels of future technology
risk or uncertainty

eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number
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Whilst YW has stated a desire to transfer such assets to the CAP, the
final decision over whether assets will be transferred will likely be
confirmed during procurement based on a view of proposed value
for money analysis based on the CAP procurement proposals.

There are two uncertainty areas for Smart roll-out:

o Type of installs — YW will estimate the type of installs
required for each premise in scope of the Programme,
however there will remain some risk as trials have shown
that some intalls/sites can be more complex than expected,
pushing up install costs, creating a risk for any potential CAP.

o Volume of installs — whilst the volume of replacement
installs is known, the volume of optant and new connection
installs can only be estimated. This can create a risk for
CAPs as the volume of installs could be greater than
expected.

There may be methods of mitigating some of the risk, such as a risk
premium, variable cost components of the DPC contract, or a clause
where extra funding can be sought.

However, any premiums and/or recharge caveats could reduce the
Value for Money of DPC, and this impact may not be fully confirmed
until procurement commences.

The technology risk for Smart is low to moderate. Some key risks
are:

o Vendor’s ability to stand-up sufficient comms network
capacity and reach to meet desired comms success targets
(c.95%). Failure to do this can notably impact YW benefits.
This risk could be partly managed through contract SLAs.

o Reliability of meter and AMI assets. Whilst asset providers
will provide a warranty, replacement of assets itself is often
not covered leading to a cost and benefit risk. YW will look

Certified Baringa is a certified B Corp™
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Desirability Can DPC manage whole life risks better
than traditional method?

Is there scope for innovation in
design/service (operations) provision to
unlock value?

eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number
0C303471 and with registered offices at 62 Buckingham Gate, London, SW1E 6AJ, UK.
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to mitigate this through contract SLAs, warranties, and
testing of meters as part of procurement and mobilisation.

o It may be possible for some of this risk to be transferred to
the CAP, although impact on risk and cost premiums will
need to be considered.

It is unlikely that DPC will reduce the risks associated with Smart roll-
out.

Whilst many potential CAPs will have experience of Smart roll-out in
Energy, experience in Water is more limited.

There may be an option to outsource some risk cost to CAPs,
however this may result in a risk premium cost which may impact
the Value for Money of DPC. This will not be fully known until
procurement is underway.

As part of the Smart delivery scope will remain with YW (IT,
Programme Mgt, Ops Teams, Benefit Realisation), YW will also
remain responsible for overall programme delivery and
coordination. Therefore, there will remain notable shared risk even
if DPC was used as a procurement method.

Smart allows for less innovation than some other construction and
transformation projects. Much of the overall design work will be
completed by YW rather than the CAP, given that processes and
journeys run across areas of varied responsibility.

CAPs may be able to provide some design innovation around comms
networks to help increase connectivity and comms success rates.
However, this could also be achieved through a non-DPC approach.
CAPs may also be able to use economies of scale (across multiple
water companies if applicable) to have a more secure and efficient
sourcing strategy for assets. Again this could also be achieved via a
non-DPC approach.

Certified Baringa is a certified B Corp™
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Will the project enable multi-AMP
investment (spreading cost)?

Achievability Is there sufficient market interest and
capacity for construction and delivery?

AND

Is the project/programme sufficiently
attractive to investors?

How challenging will it be for YW to
procure and manage the
project/programme?

eBaringa Partners LLP is a Limited Liability Partnership registered in England and Wales with registration number
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One of the advantages of DPC to YW will the ability to spread cost,
and customer payments via bills, across multiple AMPs. It is possible
to contract for the lifecycle of a meter asset, so circa 15 years across
3 to 4 AMPs.

This will have the advantage of improving customer affordability,
whilst still enabling faster benefit realisation.

There is notable market interest in supporting the YW Smart roll-out.
However, the roles vendors are willing to assume does vary. Some
vendors are only willing to be responsible for one component of
delivery (comms and assets or installs/maintenance), a small
number (one or two) would be more willing to take on overall
‘Prime’ responsibility across all components in scope of DPC, whilst
others would be willing to provide financing for the whole scope but
wouldn’t want to assume overall management for delivery.

YW wouldn’t necessarily want to rule out a large proportion of the
potential vendors by restricting scope to only those willing to offer
financing and ‘Prime’ responsibility over the full scope, as this could
lead to worse value for money outcomes due to notably reduced
competition and options.

As such the approach to grouping delivery and providing finance
may need to be revisited during the PQQ and a decision on best
value for money and management of risk made at that point.

Smart programmes are typically challenging to manage, and come
with notable cost, timeline, and quality risks (as illustrated with the
Energy Smart roll-out). YW will need to ensure a suitable project
team and controls are in place to ensure project success.
Procurement will also be a new challenge to YW, as the scale of
Smart roll-out, financing options on offer (DPC, CAC, and Alternative
Financing), and vendor grouping options are new to Water
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companies. The approach is also new to potential vendors
themselves. It is therefore safe to assume that the procurement
process will be more complex, require more focus and effort, and
may take longer than traditional procurement approaches. Section
6 provides an indicative timeline that shows that a more complex
DPC procurement could potentially take 9-12 months longer than a
traditional procurement approach.

Timing of outcome: Are the performance e The YW Smart benefit case covers customer side leakage benefits,
outputs required earlier than a DPC route PCC benefits, read related benefits, and a small amount of customer
could practically deliver (assume 2 years)? service benefit.

e The key benefits will be in the areas of reduced leakage and PCC.

e Any delay in benefit realisation in AMP 8 will reduce ODI benefit
achieved, and will impact the WRMP, potentially requiring
alternative investment to help balance water demand-supply which
will impact the overall Smart benefit case, as well as requiring
alternative Capex investment which is currently constrained.

e If contract execution is not possible from the start of AMPS8, there
will also be a cost implication due to end of life meters needing to be
read manually, as they cannot be replaced until contract execution
and mobilisation.

e There is a real risk that the extended procurement timelines of DPC
could mean that contract execution may not start until early 2026,
therefore reducing benefit realisation in AMP8 and increasing
associated mitigation costs.
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Initial Value for Money Analysis:

5.1 Funding Scenario Overview

For this VfM analysis we are focused solely on the c.£210m of costs associated with components in
scope for DPC, namely assets, installs, comms, and maintenance. There is further c.£40m of delivery
cost related to IT changes and programme and benefit delivery that would need to be funded
separately (much of this could utilise enhance funding, but there will be some base cost).

The funding options for costs related to Smart assets, install and comms must be considered
together to determine a relative VfM, as well as a view of customer affordability. There are three
main funding options available:

Cost Adjustment Claim (CAC) — whilst YW can apply for additional funding for the enhance
cost elements of the programme, it will not necessarily receive funding for the full base cost
(beyond the amount typically allocated each AMP for meter installs/replacement, which was
¢.25m in AMP 7). Circa 70% of the programme cost will be ‘base cost’ due to 1.4m AMR
meters reaching end of life within the AMP, with a Base replacement cost of c. £144m. This
leaves a large funding gap of over £100m. A Cost Adjustment Claim is a mechanism through
which YW could request higher base funding for meter replacement costs. Such a claim will
need to show that AMP 8 install requirements are nontypical and explain why this is the case
and illustrate how the proposed approach offers value for money. There may also be a need
to evaluate wider base funding impacts on other water company funding. If approved, the
CAC may cover most of the shortfall of base funding. One further consideration is that YW
has reallocated some of the AMP 7 base allocation (c. £25m) to other high priority AMP 7
investments, rather than using this for meter replacements, so a CAC may need to deduct
this value from the amount requested for AMP 8. A CAC would allow YW to internally
finance the programme and minimise bill impacts by spreading payments via a RCV run-off.

DPC - DPC can also be used to mitigate a large proportion of the base funding gap. If
approved by Ofwat, DPC would fund the enhance and base elements of the programme cost
within scope, minus the base amount allocated for meter replacements in AMP8 (this was
€.25m in AMP 7). Ofwat could potentially take a similar approach to the CAC and deduct the
amount of meter replacement funding not used in AMP 7 from the DPC amount. DPC also
allows for repayment to be spread across multiple AMPs, with YW and CAPs potentially
spreading payments for the lifecycle of the asset (c. 15 years). DPC can allow for CAPs to
offer attractive financing arrangements. However, recovery of all debt and cost of capital
within 15 years could lead to larger bill impacts across asset lifetime when compared to a
RCV run-off. Nevertheless, if YW have concerns around ability to finance the programme
DPC may offer an opportunity to remove this constraint. Based on experience of DPC
programmes to date, DPC may also have a longer procurement lead-time (circa 9-12 months)
which may impact benefit realisation in AMP 8 and require additional WRMP funding to
address a resulting imbalance.

No new funding from Ofwat — YW does have the choice to not follow either option above.
YW may obtain funding within AMP 8 for the enhance elements of the programme but would
need to directly fund the gap between base allowance and the required base funding for
Smart (over £100m of cost).
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Alternative (off balance sheet) vendor financing options could be an option for each of the cost
scenarios above. This may be an attractive option if YW has concerns around ability to finance

the programme.
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5.2 Initial Financial Data for Each Option:

The following table provides an overview of each option:

The internal financing and CAC funding option is illustrated with a 6.67% RCV run-off rate. There may be a funding shortfall of c.£15m-25m
due to reallocation of base meter replacement costs in AMP 7.

DPCis illustrated with a 15-year linear depreciation/repayment over the asset lifecycle (a typical approach for metering/data as a service for
example). As with CAC, there could potentially be a funding shortfall of c.£15m-25m due to reallocation of base meter replacement costs in
AMP 7.

We have been informed by some potential CAPs that they hope to be able to match the YW WACC and interest rates, so we have assumed this
in the modelling. We have assumed that DPC and CAC have a similar WACC (3.29%) and interest (2%) for the modelling. However, the ability
of CAPs to match internal funding cost of capital will need to be further validated. CAPs have not given any indication that they will be able to
improve on the assumed internal funding WACC (3.29%) and interest (2%).

The modelling indicates that value for money could be similar across the CAC and DPC options.

o Inthe model, DPC has a lower cost of capital by c.£35m across the 15 years of repayments. This is because the RCV method used for
CAC modelling does not depreciate linearly and depreciates slower in later years, leading to a higher cost of capital in later years.

o However, as DPC will likely start later due to a longer procurement lead time, the benefit impact of the delays has been modelled at
c.£31m (for a 12-month delay). This mostly offsets the lower cost of capital for DPC, meaning that overall value for money between
the two options is similar.

A 12 month delay due to DPC could also reduce the volume of installs in the AMP by ¢.300k, delivering less value to customers, and less
opportunity for customers to reduce their leakage and therefore their bill charges.

The combined CAC and internal funding (RCV) approach used for internal financing does potentially allow for a smaller bill impact for existing
customers over the asset lifetime. An RCV approach could allow for a c.£30m reduction in customer payments over the asset lifetime
compared to a linear depreciation approach, assuming a similar deployment profile.
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Indicative Cost/Payment Profiling

AMP8 Total Benefit Impact
2025-6 2026-7 2027-8 2028-9 2029-30
Volume of Installs 184,130 322,709 391,999 391,999 322,709 1,613,545
Base Cost - Asset, Install, Comms (Em) £14.36 £28.72 £35.90 £35.90 £28.72 £143.59
Internal Cost - Enhance Cost - Asset, Install, Comms (Em) £7.49 £9.78 £11.39 £12.18 £12.00 £52.83
6.67% RCV Run AMP 8 Maintenance Cost (Em) £0.03 £0.12 £0.23 £0.36 £0.47 £1.20
off (e Base Contingency / Risk Premium (E€m) £1.44 £2.87 £3.59 £3.59 £2.87 £14.36
lné::::]:d Enhance Contingency / Risk Premium (£m) £0.75 £0.98 £1.14 £1.22 £1.20 £5.28
Base Indicative Return on RCV @ 3.29% (£m) £0.25 £1.00 £2.10 £3.28 £4.28 £20.86 £16.31 £12.75 £60.82
Enhance Indicative Return on RCV @ 3.29% (£m) £0.13 £0.43 £0.78 £1.16 £1.53 £7.60 £5.94 £4.64 £22.22
Revenue £1.19 £4.43 £8.93 £13.75 £17.99 £88.14 £68.91 £53.88 £257.21
Terminal Value £92.30

Indicative Cost/Payment Profiling

AMP8 Total Benefit Impact
2025-6 2026-7 2027-8 2028-9 2029-30
Volume of Installs 184,130 322,709 391,999 391,999 322,709 1,613,545
) Base Cost - Asset, Install, Comms (Em) £14.36 £28.72 £35.90 £35.90 £28.72 £143.59
Lm?ar Enhance Cost - Asset, Install, Comms (Em) £7.49 £9.78 £11.39 £12.18 £12.00 £52.83
Depreciation -
Asset, AMP 8 Maintenance Cost (Em) £0.03 £0.12 £0.23 £0.36 £0.47 £1.20
No DPC Install and |Base Contingency / Risk Premium (£m) £1.44 £2.87 £3.59 £3.59 £2.87 £14.36
Comms  |Enhance Contingency / Risk Premium (Em) £0.75 £0.98 £1.14 £1.22 £1.20 £5.28
Base Indicative Cost of Capital @ 3.29% (Em) £0.26 £1.04 £2.17 £3.39 £4.42 £21.01 £14.01 £7.11 £53.40
Enhance Indicative Cost of Capital @ 3.29% (£Em) £0.13 £0.42 £0.75 £1.08 £1.37 £6.51 £4.31 £2.19 £16.77
Indicative Repayment (Em) £0.39 £3.06 £7.36 £12.39 £17.26 £99.98 £90.79 £56.33 £287.57
Indicative Cost/Payment Profiling
AMP8 Total Benefit Impact
2025-6 2026-7 2027-8 2028-9 2029-30
Volume of Installs 0 184,130 322,709 391,999 391,999 1,290,836
. Base Cost - Asset, Install, Comms (Em) £0.00 £14.36 £28.72 £35.90 £35.90 £114.88
Lm?ar Enhance Cost - Asset, Install, Comms (Em) £0.00 £7.49 £9.78 £11.39 £12.18 £40.84
Depreciation - :

Asset, |AMP 8 Maintenance Cost (Em) £0.00 £0.03 £0.12 £0.23 £0.36 £0.74

DPC Install and |Base Contingency / Risk Premium (£m) £0.00 £1.44 £2.87 £3.59 £3.59 £11.49| £31m Reduction
Comms  |Enhance Contingency / Risk Premium (£m) £0.00 £0.75 £0.98 £1.14 £1.22 £4.08
Base Indicative Cost of Capital @ 3.29% (Em) £0.00 £0.26 £1.04 £2.17 £3.39 £17.37 £11.85 £6.09 £42.16
Enhance Indicative Cost of Capital @ 3.29% (Em) £0.00 £0.13 £0.42 £0.75 £1.08 £5.38 £3.64 £1.86 £13.27
Indicative Repayment (£m) £0.00 £0.39 £3.06 £7.36 £12.39 £80.12 £72.85 £51.36 £227.53
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6. Appendix — Example Smart Pre-Contract Plan

The Plan below shows a typical procurement process versus an indicative timeline for DPC (see dark blue sections).

Wm:f;(;eam May-Jul 2023 | Aug-Oct 2023 AprJun2024 | Jul-Sep2024 | Oct-Dec2024 | Jan—Mar2025 | Apr—Jun 2025 | Jul-Sep2025 | Oct—Dec2025 | Jan-—Mar 2026

Programme SUme\Zsi‘on Maintainand Refine Business Case

Agree Funding & — ; " Al G- . P g et
Delivery Ramp Up Team Manage Programme Delivery, Internal Stakeholder Engagement and Internal Communications

Technical Specifications for Procurement Provide Design Input and Clarification Into Procure it Process
Business

Design and CSL Policy Review and Rollout Design Future Operating Model Business Change Readiness Onetationa
Benefit Design Use Cases and Supporting i § Prepare Customer Communications
Enabl " Capabilities & Requirements Design Future Customer Journeys mpaign(s)
nablemen
Scope, Design, Deliver & Monitor Smart : , P
Opps Using Existing Data & Technology Design Benefit Enablement Hub Recruit Into Benefit Enablement Hub

IT and Data Rérq(ijilrteer(r:lt;:fs%z‘\,tlle\gig [gflli‘éear(‘:llir?gsit Deliver IT and Data Capabilities for Deployment and New Operating Model
Delivery

Prepare Tender umentation | Launch Construction Tender Process

Proc'j"ement Design Commercia
- Typical Strategy

Operational Mobilisation

Meter Hardware Delivery & Comms

Comms & Meters Tender Process Network Readiness

Kick OfT IT

Prem eTER IT & Data Tender Process (TBC)

- - T . Firm Financial
Deswggﬁg{gg\;ercwal — *mmmm Notice * Reduce c.3 Bidders * Initial Bid *Inmal Feedback *

Commitments) -

Procurement Required Pre- - ITN Final Operational Mobilisation

Prep for Ofwat Procurement Evaluation po— - .
— Indicative Procurement Review Review — n - OF eter Hardware Delivery & Comms

PQQ Prep ITN Prep ITN Prep Financi

Deployment Strategy and Design Metering Operations Centre Journeys, Processes and Bu Deployment M
Deployment Plan Build Operating Model, Incl. Supply Chain Performance Management Sc
and Buﬁfgﬁyg‘ﬂeys Design & Implement Meter and Data Management Solution
Metering Design Metering

a Operations Centre

Operations

Meter & Data Targeted Local Authority Engagement NHH Customer & Bus.
Mgmt Regs for Mobilisation and Year 1 Target Areas Retailer Engagement

Full contract
execution
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Confidentiality and Limitation Statement

This document: (a) is proprietary and confidential to Baringa Partners LLP (“Baringa”) and should not
be disclosed to third parties without Baringa’s consent; (b) is subject to contract and shall not form
part of any contract nor constitute an offer capable of acceptance or an acceptance; (c) excludes all
conditions and warranties whether express or implied by statute, law or otherwise; (d) places no
responsibility on Baringa for any inaccuracy or error herein as a result of following instructions and
information provided by the requesting party; (e) places no responsibility for accuracy and
completeness on Baringa for any comments on, or opinions regarding, the functional and technical
capabilities of any software or other products mentioned where based on information provided by
the product vendors; and (f) may be withdrawn by Baringa within the timeframe specified by the
requesting party and if none upon written notice. Where specific Baringa clients are mentioned by
name, please do not contact them without prior written approval.

This report has been prepared for Baringa's client (“Client”) and has been designed to meet the
agreed requirements of Client as contained in the relevant contract between Baringa and Client. Itis
released to Client subject to the terms of such contract and is not to be disclosed in whole or in part
to third parties, altered or modified without Baringa's prior written consent. This report is not
intended for general advertising, sales media, public circulation, quotation or publication except as
agreed under the terms of such contract. Information provided by others (including Client) and used
in the preparation of this report is believed to be reliable but has not been verified and no warranty
is given by Baringa as to the accuracy of such information unless contained in such contract. Public
information and industry and statistical data are from sources Baringa deems to be reliable but
Baringa makes no representation as to the accuracy or completeness of such information which has
been used without further verification. This report should not be regarded as suitable to be used or
relied on by any party other than Client. Any party other than Client who obtains access to this
report or a copy, and chooses to rely on this report (or any part of it) will do so at its own risk. To the
fullest extent permitted by law, Baringa accepts no responsibility or liability in respect of this report
to any other person or organisation. Copyright © Baringa Partners LLP 2023. All rights reserved.
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0C303471 and with registered offices at 62 Buckingham Gate, London, SW1E 6AJ, UK.
Baringa Confidential



	DPC cover
	1. PR24 DPC Schemes Phase 2: Validating Potential DPC Projects (Arup)
	2. River water quality monitoring analysis (Baringa)
	3. Smart metering analysis (Baringa)

	FINAL Phase 2 Report 18 Sept 2023
	Click or tap here to enter text.
	Click or tap here to enter text.
	Click or tap here to enter text.
	Click or tap here to enter text.
	Glossary of acronyms
	1 Executive Summary
	1.1 Introduction
	1.2 Findings
	1.2.1 Summary of Market Engagement
	1.2.2 Summary of Ofwat Tests
	1.2.3 Summary of Value for Money findings
	1.2.4 Summary of Ofwat Risk Allocation findings
	1.2.5 Tender Model

	1.3 Recommendation on DPC suitability and potential for value for money

	2 Introduction
	2.1 Phase 1
	2.2 Phase 2

	3 Summary of Phase 1 review findings
	3.1 Review of Ofwat DPC Guidance
	3.2 Phase 1 Analysis
	3.2.1 The lenses of the analysis
	3.2.2 The key considerations

	3.3 The projects/ work packages that were considered for potential DPC
	3.4 Recommended ranking of suitability of packages

	4 Validating the shortlisted schemes
	4.1 Shortlist
	4.2 Validation process
	4.3 Results from the validation exercise
	4.3.1 Project F: WINEP – Storm Overflow reduction
	4.3.2 Project P: Elvington Water Treatment Works
	4.3.3 Project Q: Chellow Water Treatment Works
	4.3.4 Project R: Ilkley WWTW

	4.4 Changes to Phase 1 Assessment
	4.4.1 Project F: WINEP – Storm Overflow reduction
	4.4.2 Project P: Elvington Water Treatment Works and Transfer Main
	4.4.3 Project Q: Chellow Water Treatment Works
	4.4.4 Project R: Ilkley Wastewater Treatment Works
	4.4.5 Breakdown of Totex costs over DPC asset lifespan


	5 Risk allocations and tender model options
	5.1 Ofwat’s risk allocation process
	5.1.1 Rationale to allocate risks between CAP, Appointee and Customers
	5.1.2 Ofwat’s five risk headings

	5.2 Risk allocation assessment
	5.2.1 Project F: WINEP – Storm Overflow reduction
	5.2.2 Project P: Elvington Water Treatment Works and Transfer Main
	5.2.3 Project Q: Chellow Water Treatment Works
	5.2.4 Project R: Ilkley Wastewater Treatment Works

	5.3 Ofwat’s tender models

	6 Value for Money Assessment
	6.1 Ofwat Value for Money Guidance
	6.1.1 Timeline and Process
	6.1.2 Assumption Guidelines

	6.2 Our approach to Value for Money
	6.2.1 Our framework to assess Value for Money
	6.2.2 Our Value for Money criteria
	6.2.3 YWS Counterfactual approach
	6.2.4 Our assessment of the projects
	6.2.5 Value for Money conclusion


	7 Market sounding / engagement
	7.1 Engagement process
	7.1.1 Discussion topics

	7.2 Engagement feedback
	7.2.1 Summary of key findings
	7.2.2 Project-specific feedback
	7.2.3 Other feedback from consultees


	Appendices
	Appendix 1: F) WINEP: Storm Overflow Spill reduction (AMP 8 Phase 1 package)
	Assessment against Criteria (with changes from Phase 1 report highlighted)

	Appendix 1A: F) WINEP: Storm Overflow Spill reduction AMP 9-10 Package
	Assessment against Criteria (with changes from Phase 1 report highlighted)

	Appendix 2: (p) Elvington WTW
	Assessment against Criteria (with changes from Phase 1 report highlighted)

	Appendix 3: (q) Chellow
	Assessment against Criteria (with changes from Phase 1 report highlighted)

	Appendix 4: (r) Ilkley WWTW
	Assessment against Criteria (with changes from Phase 1 report highlighted)

	Appendix 5: DPC Data Table for Ofwat requirements (£m 2022/23 prices)
	Appendix 6: Ofwat tests and Value for Money scoring
	Appendix 7: Ofwat DPC Risk Allocation
	Development Risk
	Construction and Asset Delivery Risks
	Operational Risks
	Financial Risks
	Legal, Regulatory and Other Risks

	Appendix 8: Market testing material shared with Supply Chain and Investors

	River Water Quality Monitoring Baringa DPC Analysis
	Smart Metering Baringa DPC Analysis



