EXPLANATORY MEMORANDUM TO

THE WATER INDUSTRY (SPECIFIED INFRASTRUCTURE PROJECTS) (ENGLISH
UNDERTAKERS) REGULATIONS 2013

2013 No. 1582

This explanatory memorandum has been preparedebpépartment for Environment,
Food, and Rural Affairs and is laid before Parliattey Command of Her Majesty.

Pur pose of the instrument

2.1  The Water Industry (Specified Infrastructurej@cts) (English Undertakers)
Regulations 2013 (“the Regulations”) enable thatioa of Infrastructure Providers (IPs)
regulated by the Water Services Regulation Autiig@tfwat) to finance and deliver large
or complex high-risk water or sewerage infrastreefrojects.

2.2 They provide for the procuring, licensing aadulating of an IP that is separate
from a water or sewerage company (an undertakbgy also lay out how the Secretary
of State and/or Ofwat ‘specify’ which projects shibbe subject to these rules and how
they ‘designate’ the company which is to becoméPalicensed by Ofwat.

2.3  The Regulations are generic and apply to akmend sewerage undertakers and
large infrastructure projects that meet the cateri

2.4 Within the next ten years the Regulations areeatly expected to affect the
proposed Thames Tideway Tunnel, a Top 40 Prionifsaktructure Investment in the
National Infrastructure Plan 2011. They would erahk undertaker, Thames Water
Utilities Ltd, to tender competitively an Ofwat-ndgted IP to finance and deliver the
project.

M atters of special interest to the Joint Committee on Statutory Instruments
3.1 None
L egidlative Context

4.1  These Regulations implement Part 2A of the Watdustry Act 1991 (as inserted
by the Flood and Water Management Act 2010) irticeido water and sewerage
undertakers whose appointment areas are whollyaanlynin England.

4.2  Under ordinary procurement law, water and sageundertakers have to tender
infrastructure construction contracts competitivéya process regulated by Ofwat they
charge customers the cost of financing projectedbas their normal cost of capital. But
if they are faced with an unusually large or compidrastructure project of a different



risk profile then the real cost of capital for tipabject may be higher or lower than is
typical.

4.3  Currently, there is no requirement to tenderfiliancing for infrastructure

projects and so in these circumstances it is diffior Ofwat to judge the correct cost and
customers’ risk of being over or under charged.tR@rreason the Flood and Water
Management Act 2010 amended the Water Industryl8@i and provided a power to
make Regulations to compel an undertaker in cedianmstances to tender not just the
construction but also the finance of unusuallyésagd complex projects and so help
deliver better value for money for customers.

Territorial Extent and Application

5.1 This instrument applies to the provision of infrasture for use by any undertaker
whose area is wholly or mainly in England, and fepart of the law of England and
Wales.

European Convention on Human Rights

Richard Benyon M P, Parliamentary Under Secretary of State for Environment,
Food and Rural Affairs has made the following statement regarding Humght&

In my view the provisions of the Water Industry €Sppied Infrastructure Projects)
(English Undertakers) Regulations 2013 are comfgawiiith the Convention rights.

Policy background
* What is being done and why

7.1  The objective is to help deliver necessarydangcomplex high-risk
infrastructures such as the Thames Tideway Tunh#sthelping isolate, contain and
minimise risks to undertakers, customers and Uldg®rs to provide overall better value
for money so helping keep customers’ bills as Iavwpassible.

7.2 The effect of the policy is to create a patakgulatory regime for delivering
large or complex high-risk water or sewerage irtftacdure which provides value for
money for customers and safeguards the abilityndettakers to continue delivering their
required level of existing services. Another intedeffect is to help promote innovation
in the financing and delivery of future water amaverage infrastructure projects.

7.3 Two other options to achieve these objectiverevalso considered.

7.4 First, the existing baseline whereby wateresveyage undertakers continue to
finance and deliver all water and sewerage infuastire projects under the existing
regulatory regime. This provides undertakers witle &acto monopoly in their appointed
service areas, including the delivery of infrastuwe. The regime has enabled undertakers



to attract enough capital to fund almost £108dnillof infrastructure (in today’s prices)
since privatisation in 1989. For the vast majootyuture infrastructure projects, the
existing regime will suffice.

7.4.1 However this was rejected for two reasons.

7.4.2 Firstly, Ofwat would not have an objectiveame of testing whether the
financing costs of a proposed large or complex-nigk infrastructure are
appropriate or reasonable.

7.4.3 Secondly, the existing level and cost ofises/which customers receive
could be detrimentally affected by undertakers h@vo include the financing and
delivery of a large or complex high-risk projear £xample by increasing the
cost of capital for all of an undertaker’s agreegjgrts which is subsequently
passed onto customers, which could in turn alssaten or overwhelm an
undertaker’s ability to deliver their existing rexqd level of service and already-
agreed improvements to current infrastructure.

7.5 In the second considered option, Ofwat woultkenchanges to an undertaker’s
appointment conditions (operating licence) to regthe financing and delivery of a large
or complex high risk project be put out to tendéris would allow for competition in the
provision of some infrastructure and give Ofwabéiective means of assessing whether
the costs of the project are appropriate and redsen

7.5.1 However this was rejected for three reasons.

7.5.2 Firstly, because Ofwat would either havegieea or impose changes to an
undertaker’s operating licence. Agreeing amendmemitd potentially give rise

to a lengthy negotiation period, whereas imposimanges would be a lengthy
process with no guarantee of a successful outcenigeachanges would have to
be approved by the Competition Commission.

7.5.3 Secondly, it is not possible to establislirectly regulated separate IP
with this option. If a separate vehicle were usedulation would be indirect via
the undertaker. If the project were delivered imitdn undertaker and it would not
be possible to ring-fence the project to the extdrith would occur under new
Regulations from the rest of the undertaker’'s @ais.

7.5.4 Finally, as it is not possible to ring-ferthe activities (and the associated
risks) of the IP from the activities of the und&gg the existing level and cost of
services which customers receive could be detriatigraffected by an undertaker
having to include the financing and delivery of dae or complex high-risk
project. This could also threaten or overwhelmrthbility to maintain at a
reasonable cost their existing required level ofise and already-agreed
improvements to current infrastructure.



* Consolidation

7.6 There is no consolidation associated withittsgument.
Consultation outcome
8.1  There have been two public consultations orRiagulations.

8.2  Aninitial 12-week public consultation was éadrout between February and May
2011 seeking initial views on proposals for newutations. 13 replies were received and
a summary published on Defra’s website in Septerd2L.
(http://www.defra.gov.uk/consult/2011/02/22/watewseage-infrastructure-england-
1102)

8.3  The second consultation ran for 4 weeks betsddavember and 4 December
2012. Its purpose was to inform stakeholders wpoesented interests likely to be
affected about taking the proposals forward antuded draft regulations and a
corresponding Impact Assessment. It was issuearayl ¢o 73 contact addresses
previously contacted for the 2011 consultationluding:

e Mayor of London;

* London MPs with a known interest;

«  EFRA Committee MPs;

* Water and Sewerage companies;

* Ofwat;

* Consumer Council for Water.

8.4 Seven responses were received and a summialigi@d on Defra’s website in
March 2013 fittp://www.defra.gov.uk/consult/2012/11/05/watewseage-infrastructure-
england-phasep/ There has also been an on-going dialogue beteéa, Ofwat and
Thames Water Utilities Ltd as the key stakehold®raediately affected by the
proposals.

8.5 In light of consultation, Government has deditteproceed with laying the draft
Regulations before Parliament in spring 2013. Thizecause they would allow for
Ofwat-regulated IPs to be created which would:

» enable the risks and costs associated with largeraplex high-risk projects to be
more transparently captured,;

* ring-fence and contain the risks and likely higbests of financing a large
complex high-risk project and so help prevent thassts being transferred to all
other “typical” and less risky projects for which andertaker is responsible;

* help to minimise total final project costs and Hereistomers of undertakers, by
requiring undertakers to competitively tender IPs;

» provide the most clarity to all undertakers anceottompanies on the delivery of
any future large or complex high-risk water and es@ge infrastructure projects;



10.

11.

12.

13.

* enable any Government financial support given unfderexample, section 154B
of the Water Industry Act 1991 (as inserted by\Weter Industry (Financial
Assistance) Act 2012) to be better targeted tdelaoge or complex high-risk
project, rather than directed at a specific undtertavith its range of services.

Guidance

9.1 Defra will announce the Regulations coming keffect in the following ways:
* by a Press Release;
* through the Twitter social network;
« an emalil to all the original consultees; and
» on the Defra/GovUK website.

9.2  Asthe instrument largely applies the Wateustdy Act 1991, as amended,
presenting a net annual benefit to business witherea net cost nor a requirement for
enforcement, there is no need for specific guidance

I mpact

10.1 The impact on businessa¢ed on an assessment relating to the Thames Tidewa
Tunnel and summing the costs and benefits to Offiemes Water Utilities Ltd and an IP) is for
an overall net benefit estimatedf237m (Present Value over 30 years, best estimate).dve
high range is £53-547m.

10.2 An Impact Assessment is attached to this manaum and will be published
alongside the Explanatory Memorandumvemw.legislation.gov.uk

Regulating small business

11.1 The legislation does not affect small busines

Monitoring & review

12.1 The instrument gives the Secretary of Stahetyto carry out a review of the
Regulations and publish a report setting out itsctigsions at the end of a period
of five years beginning with the day on which thegRlations come into force.

Contact

John Manning (020 7238 2019) or emdithamestunnelteam@defra.gsi.govaikthe

Department for Environment, Food, and Rural Affdrsanswer any queries regarding the
instrument.




