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To support development of our Early Competition Plan and our Phase 2 and 3 consultations we considered a
number of relevant case studies, as set out below.
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Background to OFTOs

This section presents the high-level end-to-end delivery model for the offshoretransmission owner
(OFTO)regime.

Ofgem runs competitive Tender Roundsto select and licence OFTOs to own and operate the assets that connect offshore wind far ms to
the onshore network for offshore transmission assets for a fixed contract of 20 to 25 years. OFTOs operate the assets once th ey have
been commissioned and are operational.

The OFTO will own the transmission assets between the offshore pointof connection with the generator and the point of connec tion with
the onshore transmission operator. This will include the cables and associated connection equipment. The diagram below shows what
the transmission assets to be transferred to the OFTO are likely to include.

Under the enduring OFTO regime arrangements, developers may Onshere TO HH Generator
choose either a “generator build” option or an “OFTO build” option
and there are differences between the two build options (for example
the cost assessment process for each). OFTOs to date have utilised
only the generator build option.

Onshore

Under the generator build option, the offshore wind farm developer Substation
builds the OFTO assets and tests and commissions the assets. The
competitively procured OFTO takes over the OFTO assets once the
assets are operational.

OFTOs are responsible for financing, operating and maintaining the
assets during the licence period.
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Key features of the OFTO assets

Below we summarise some of the key characteristics of the OFTO assets and the salient feature of the Tender Process based
on Tender Round 5.

Tender Round 5 was amongst the largest Tender Rounds with 5 OFTO assets. Of these 3 OFTOs have reached Financial Close
and 2 OFTOs are at the Preferred Bidder Stage. Ofgem has recently commenced Tender Round 6.

+ OFTOs are considered to be a mature (well established) asset class with a wide range of investors, lenders, service providers
+ The procurement process and contract documents (licence, transfer agreements, etc) were streamlined over the Tender Rounds
+ The OFTO assets have become larger as the offshore windfarms became larger and went further offshore

+ The OFTO assets are similar in nature with only a smaller number of project specific differences (compared to some other asset
classes)

+ OFTO bidders typically used a project finance structure, with non recourse or limited recourse Special Purpose Vehicle (SPV), and
high gearing.

* OFTOs have been financed using a range of debt sources including bank debt, private placement bonds, public bonds and
combination of these

* Under the current model, several OFTOs were procured togetherin a single Tender Round

+ The Prequalification Stage was combined for all the OFTOs in the Tender Round albeit different bidders were prequalified for different
OFTOs within that prequalification process. In some cases OFTOs in a Tender Round were grouped into more thanone
prequalification round

+ The OFTO s paid a Tender Revenue Stream (TRS) based on the TRS bid by the successful bidder as part of the competitive proce ss
+ The TRSwas fixed for the licence period except for specific adjustments such as indexation, availability incentive, etc.
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Outline of the tender process

The figure below provides an high-level overview of the OFTO tender process from Pre-Qualification (PQ)to the
selection of the successful bidder. Provided below is an indicative structure as there are some differences between
each Tender Round. All timelines are the expected period, while the actuals have typically beenlonger.

Qualifying Projects & Tender Starts

Bidder
Enhanced PQ PQ and QTT The output of the EPQ (merger of the PQ and QTT
Pre-Qualification Merged in Bid 1.5 months stage) is a shortlist of qualifying bidders whow illbe
lifvi (EPQ) Qualification to  recent TRs Evaluation 2 months  jnvited to participate in the ITT Stage.
Q_lé?jlfylng tender (QTT)
Bidder
/ N
Best and Final The purpose of the [TT stage is to identify a
Offer (BAFO Bid 4 months Preferred Bidder. If required selection of the PB can
Evaluation 3months | he gone through a BAFO stage.
Preferred S )
Bidder/
Reserve The Preferred Bidder and the generator work
Bidder together to finalise arrangements for transfer of the
6 months transmission assets fromthe generator to the
licenced OFTO.
- J
Successful
Bidder Successful Bidder (SB)
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Outline of the tender process (TR5)

The tender process was developedto be robust, fair and transparent to developers and bidders. It has been demonstrated and
established through five Tender Rounds. This process for the most recent Tender Round, TR5, is setout below.

1. EPQ

For TR5, Ofgem ran a EPQ process similarto those in TR3 and TR4. Thiscombinedthe Pre -qualification (PQ) and the Qualification to tender (QTT) stagesthat were undertaken for TR1-
2. Ofgem set out the EPQ questionnaire, processand evaluation criteria inthe EPQ documentpublished at EPQ launch. The outcome of thisstage was a shortlist of qualifying bidders
who were invited to participatein the ITT Stage for the qualifying project. Asthere were 5 projectsin TR5 with varying first power dates, Ofgem decidedto splitthe EPQ phase intotwo
groups, EPQ Group One and EPQ Group Two. EPQ Group One consisted of Dudgeon, Rampionand Race Bank, EPQ Group Two consisted o f Walney Extension and Galloper.

2.1TT

The purpose of the ITT Stage wasto identify a preferred bidder for each project. TheITT round wasseparate foreach OFTO asset. Atthe ITT Stage, shortlisted qualifying bidderswere
granted access to the data room forthe relevant qualifying project(s), which were populated predominantly with information p rovided by the developer. The data roomincluded sufficient
information relating to the qualifying project(s) to enable biddersto make an informed investment decision. Thisincluded in formation relatingto contracts, leases, warranties, assets and
liabilities, investment and operating plans, sea-bed surveys and evidence of compliance with all applicable legislation andregulations.

During the ITT Stage, Ofgem evaluated the tenderssubmitted by each shortlisted qualifyingbidder for each qualifying project. It evaluated tendersagainst a set of evaluation criteria, which
were published atthe start of the ITT Stage. Thisincluded an evaluation of the financial and non -financial deliverability of each qualifying bidder'ssubmission, including the tenderrevenue
stream submitted by each qualifying bidderto compensate it forthe cost of acquisition, financing and operation of the transmission assets overthe 20-yearrevenue stream. The outcome
of this stage was eitherthe selectionof a preferred bidder (and possibly also a reserve bidder) for each qualifying project, ora decision to run a BAFO stage.

3. BAFO (optional)

The purpose of the optional BAFO Stage wasto determine a preferred bidder for a qualifying project. Ofgem set out the criteria forrunninga BAFO Stage in the ITT document. The
outcome of thisstage was the selection of a preferred bidder (and possibly also a reserve bidder) forthe qualifying project.None of the OFTOsin TR5 required a BAFO round.

4. Preferred Bidder and OFTO licence grant

Afterthe preferred bidderwasselected, the preferred bidder and the relevant developer worked togetherto finalise arrangem entsfor transfer of the transmission assets from the developer
to the licenced OFTO. Ofgem expectedthat most of the issues arising during thisstage would be resolved on a commercial basisbetween the preferred bidd er, the developerand any
otherrelevant parties. Once arrangementswere finalised, there wasa 28-day public consultation on the proposed modificationsto the OFTO licencein orderto incorporatethe OFTO-
specific provisionsin the licence. Following the consultation (and a standstill period) the OFT O licence couldbe granted. Financial close usually occurred at the same timeasthe OFTO
licence wasgranted and asset transfer took place on the same day or shortly afterfinancial close. Licence grantand asset transfer doesnot occur until construction iscompleted.
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Pre-licence roles and responsibilities

The diagram below describesthe relationship betweenthe partiesinvolved beforethe licence award.

Agreementto lease
Consents and planning permission
Connection agreement

Crown * Inputsfor cost assessment

Estate + Consenting information
- Detailed project informatione.g. operating plans, assets and liabilities
+ Lease information

Offshore + Tendersubmissions

+ Indicative transfervalue into TRS

- Clarificationquestionsand responses

+ Guidance on expectationsfor transfervalue
+ Access to ‘data room’for qualifying bidders
+ Licence grantto preferred bidder

Consenting g |
eveloper

bodies

ESO

The rolesand responsibilitiesin the OFT O delivery model pre-licence
award are characterised by a) the procurement processand b) the : : : _
dependency of OFTOson the developerse.g. detailed project Bidders Bidders Bidders Bidders
information, transfer value and consents. Information from the latteris
key to the development of bidsand the award of preferred bidders.

The three key entitiesin the pre-licence stage are the developer,
Ofgem and the bidders.
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Pre-licence roles and responsibilities

The table below outlines the roles and responsibilities of Ofgem,the developerand the bidders.

Areas of responsibilities

Consent and construction

Ofgem

Must make all consentingand detailed project
information (e.g. detailed operating plans) available
to biddersso that they can make informed investment
decisions.

Dev eloper

Obtain all necessary consents and property rightsfor
construction and operation and ensure that they are
assignable to the OFTO

+ Complete construction of, orenterinto all necessary

contracts for the construction of the transmission
assets and ensured that any such contractsare
assignable to the OFTO.

Bidders

+ Review all relevantinformation inthe ‘data

room’ to make informed investment
decisions. The due diligence issupported
by specialist advisors.

Financing & transfervalues

Conduct a cost assessment exercise ahead of the
ITT stage in orderto provide an indicative transfer
value, based on Ofgem’sestimate of the economic
and efficientcostsincurred in developing and
constructing the relevant transmission assets

Once construction iscomplete, conduct the final cost
assessment of developingand constructing the TRs
which form the basisof the determination of the final
transfer value.

Secure financing to construct the transmission assets
and to fund all of the otherrelevant enabling works
e.g. consenting, design etc

Provide sufficient cost estimatesto Ofgem for the
transfer value estimates.

+ Incorporate the indicative transfer value

into theirITT revenue stream bidsas the
transfer price forthe transmission assets

For the preferred bidder make all the
necessary arrangementsforfinancial clos
the day following licence award.

Tender process

Determine the projectsthat qualify forthe tender
round

Run competitive tender exercisesin orderto
determine the entiiesto whom OFTO Licenceswill

Satisfy the qualifying project requirements

- Ensure board approvals, meet deadlinesset out by

Ofgem and comply with the requirementsof each
stage of atenderexercise

« Produce an individual transfer agreement for each

Provide guidance on itsexpectationsfor
the transfer agreementinthe tender
documentation published atEPQand ITT
stage.

+ Make submissionsto Ofgem where and

o ) project when required at each stage of a tender
be granted for each qualifying project exercise
) ) ; - Pay Ofgem for costs forrunning the tender exercise
» Provide access forthe appropriate bidderson the - - Responsible foritsown costs of
project information. « Take all reasonable stepsto facilitate the developing and submitting its Submission
development andfinalisation of the Transfer ’
Agreement and effectasset transfer.
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Post-licence roles and responsibilities

The diagram below describesthe relationship betweenthe key partiesinvolved inthe OFTO delivery
modelpost-licence award and commissioning.

Developer ESO

Ofgem
« Transferagreement

Licence compliance monitoring

Post-Tender Revenue Adjustment - Performance monitoring
(PTRA)mechanisms + TenderRevenue Stream (TRS)
Crown OFTO
Estate

The rolesand responsibiliiespost-licence underthe OFT O delivery
model are characterised by a) the fixed nature of the OFTO contractto
the TRS b) mechanistic av ailability based payments c)lack of
milestone or deliveryrequirements. The ESO playsa key role in
monitoring and reporting on the OFTO and providing the TRS. Ofgem’s
0o&M role islimitedto (high level) licence compliance monitoring. The
contractors developersand Crown Estate rolesare limited to lease and transfer

agreements.

+ Seabed lease agreement
+ Feesfor seabedlease
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Post-licence roles and responsibilities

The table below outlines the roles and responsibilities of Ofgem,OFTO and other key parties.

Areas of
responsibility

Licenses and contracts

Developer

+ Holdsa transfer agreement

with the OFTO
Licence to operate with
Ofgem

+ Contract for Differences

(CfD) managed by the Low
Carbon Contracts
Company.

Ofgem

* Monitorcompliance of

licenseeswith the
provisionsofthe OFTO
Licence

Counterparty to licence with
OFTO, developerand ESO

« Consultwith stakeholders

on material changesto
approach

« Revocation of licence.

OFTO

Own the transmission

assets

Make the Successful Bidder
paymentto Ofgem

Pay Final Transfer Value to
generator

Pay seabed lease feesto
Crown Estate and
transmission licence feesto
NG ESO.

Crown Estate

» Hold lease agreementswith

developers

* Holdslease agreements

with OFT Os.

ESO

+ Holdsa connection
agreementwith the OFTO

+ Holdslicence through
Ofgem.

» Operatesthe offshore

windfarm during the contract
period.

« Review claimsforrevenue

adjustmente.g. Income
Adjusting Event

Ensure asset availability
Complywith STC (System
Operator—Transmission

Very limitedresponsibilities
intermsof OFTO
operations.

- Establish operational
coordination arrangements
for safety, availability and

(however Transmission
Network Use of System
charges (TNUoS)would
cover most of TRS).

* Income Adjusting Event.

Operation - Management of OFTO of Owner Code). outage planning
last resort process. + Successful completion of
dry run exercise.
* ‘Revenue stack are made |- Post-TenderRevenue * TRSispaid from ESO OFTOs pays lease feesto - Payment of revenue stream
up of CfDs and merchant Adjustment Mechanism if » Adjustmentsto revenues the Crown Estate. tothe OFTO
revenue costs could not be assessed are requested from Ofgem + Availability monitoring and
» No revenue ispaid directly pre-tender - Lease feesare paid directly reporting.
Revenue from developerto OFTO - Market Rate Adjustment to the Crown Estate.

14
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OFTO contractual structure

Overview of atypical OFTO commercial structureis set out below.

KEY
cusc: Connection and Use of System
Crown Code
Estate "
lease | Offshore DNO: Distribution Network Operator
———— generator sTC: System Operator—
=T Transmission Owner Code
-
cown =7 A TNUoS:  Transmission Network Use of
Estate fees | System
: To: Transmission Owner
Planning & i ~o
! ~
en:;:;’::w B Generation T -
decommissioning. );::eernt licence CUSC Grid = -
obligations \ Code ~o
/ i o
~
~
~
EY
Planning & . - i
) < Tcs:mem —— Transmission — Hlectricity
= dec:?nn::gnh — Ofgem Ncence Transmission
obligations ¢ i icence SN ot €~ e System
fee* fee* Operator

~
N Revenue Stream
N (affected by pre- 4
defined adjustments
and adjustments linked
to performance
incentives

(NETSO)

STC, CUSC Grid
e,
Distribution
Code etc.

|

__________ >
The Transfer Agreementisthe detailed Red dashed lines represent payment * Cost passthrough items: any changein these
terms of transfer for the transfer of the flows, with the arrow representing costs over the lifetime of the revenue stream
transmission assets from the developer the direction of payment flow will lead to an automaticand proportional
1 6 to the successful Bidder adjustment to the revenue stream

Source: Ofgem (2017), Preliminary Information Memorandum

The OFTOs in this structure comprise the SPV
along with itsinvestors and funders.

While thereis no requirement for the OFTO to
be an SPV, traditionally the OFTO assets have
been primarily delivered through project
finance route with a separate SPV for each
OFTO asset.
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OFTO contractual structure

The table below outlines the contractual structure of the OFTOregime.

Area

Contractual arrangements

Recovery of
investment

For each Tender Round, Ofgem not only provided accessto the relevant regulatory materialssuch as the conditionsof the OFTO Licence but hasalso published materals
to support investors understanding of the overall package. See forexample, the Information Memorandum thatwasissued at the start of each Tender Round, the
illustrative OFTO revenue modelsforbidders, etc

In addition to frameworkmaterials, Ofgem published guidance documents for each Tender Round which summarise the mannerin which potential investorsaccess
project specific information relevantto projects(such asthe ITT document, accessto a data room, etc.)

Both Ofgem and itsconsultantshave also summarised the riskallocation package relevantto OFT Osaspart of several other publications. See Ofgemdecision “Hinkey -
Seabank: Decision on delivery model’”, CEPA report “Review of cost of capital rangesfornew assets for Ofgem’sNetworks Division” and fora summary of this risk
allocation package

The OFTO regime is implemented through a mixture of legislativ e, regulatory (licence)and contractual provisions

The Electricity Act 1989 requiredthose engaged in the generation, transmission, distribution or supply of electricity to be licensed. The Energy Act 2004 granted the
Secretary of State powers to putin place new regulatory arrangementsfor offshore electricity transmission. Underthe Electricity Act, Ofgem granted a licence authorising
a person to participate inthe transmission of electricity, including offshore transmission and make regulationsthat enableitto determine on a competitive basisthe entity
towhom an OFTO Licence should be granted

Following consultation from October 2005, Ofgem concludedthat the most appropriate model was granting licences to build, own and operate point-to-point
offshore transmission assets. Secondary legislation wasimplemented and modificationswere made to existing transmission licencesand associated codesto
implement the offshore transmission regime and allow Ofgem to run the competitiv e TRs for offshore transmission assets

Between 2009 and 2018 Ofgem hasrun six Tender Rounds, which have beengoverned by the Electricity (Competitive Tendersfor O ffshore Transmission Licences)
Regulations(the Tender Regulations). The Tender Regulationsset out the TR process frameworkfor the granting of an OFTO Licence, including how Ofgemran a
competitive TR processfor generator buildand OFTO build projects

The Tender Regulations provided a transfer agreementbywhich transmission assets are to be transferred from the developerto an OFTO (the Transfer
Agreement). The Tender Regulationsrequired a Transfer Agreementto be in the form of either an agreement for the transfer of property, rightsand liabilitiesin respect of
the transmission assets (an assetsale)oran agreementforthe transfer of sharesin an undertaking which holdsthe transmission assets (a share sale)

Once a successful bidderin a Tender Round hasbeen awarded an OFTO Licence, the conditions of the OFTO Licence gov ern the OFTO for the term of the OFTO
Licence.

17
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OFTO contractual structure

Area Contractual arrangements
The TRS is paid to the OFTO underits OFTO Licence and the OFTO Licence sets out the calculation of the TRS amount thatis payable on an annual basis.
However, the TRS costassessmentis undertaken by Ofgem during the relevantTender Round (i.e. pre-OFT O Licence award)
The OFTO rev enue model givesan illustrative example of how the speciallicence conditions, asset outin the Generic OFT O Special Licence Conditions
Aecertai document published by Ofgem, contribute in practice to determining OFTO revenue streams
scertain
: The Tender Regulationsrequire Ofgemto determine the value of the transmission assets to be transferred to the OFTO, by calculatingthe economic and
certainty of . ; ) ! o ; . o . .
revenues efficient costswhich ought to be incurred inconnection with developing and constructing the transmission assets. In accord ance with the Tender Regulations,

Ofgem undertakesan assessment of the TRS and publishesthisin a consultation, which isadjusted at licence grant to confirm a final TRS amountpayableto the
OFTO underitsOFTO Licence

Ifitisnot possible for Ofgem to finalise the assessment of costs in time forthe licence award, the PTRA is used at the date of grant of the OFTO Licence to adjust
the TRS (to date, Ofgem hasfinalised the assessment of costs for each OFTO priorto licence award).

Circumstances
in which the
regulatoror

another party

can amend the
revenues
agreed upon or
projected at
financial close

The OFTO Licenceincludes alistof adjustment mechanisms thatallow for amendment of the TRS during the term of the OFTO Licence including:

+ Passthrough costs: the OFTO licence providesforrevenue adjustmentsto reflect allowed coststhat can be passed through to corsumers as part of Allowed
Transmission Owner Revenue

*  Market Rate Adjustment (MRA): the MRA in the OFT O licence accountsfor the difference between the market ratesassumed in the TRS and the market rates
on the date that the licence comesinto force (note that Ofgem determinesthislaterdate butit must be as soon as possible afterthe licence comesinto force
and no laterthan the relevant asset transfer date)

+ Income Adjusting Event (IAE): the IAE part of the allowed passthrough itemsin the OFTO licence.

The OFTO Licencealso hasan indexation mechanic. The Base Transmission Revenue iscomprised of the TRS, MRA and PTRA andeach of the TRS, MRA and
PTRA are adjusted forinflation wholly or partially inaccordance with a biddableindexation constant thatisdetermined duringthe Tender Round.

18
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OFTO contractual structure

Area Contractual arrangements
Ofgem isrequired to actin accordance withitsobligationsset outin the Electricity Act and associated legislation, includ ingthe Tender Regulations. Any failure to act
and/oract beyond the scope of itspowers would be open to challenge, since Ofgemwould not have the viresto perform such acts
If Ofgem wishes to make modificationsto electricity licencesit must follow the statutory requirementsunderthe Electricity Act and associated legislation. Any
Apf)peal a”dt appeals are made to the Competition and Markets Authority (CMA)
enforcemen
rights Ofgem isrequired by statute to actin accordance with legislative obligations, including those set outin the Tender Regulations concerning calculation of the TRS
and associated costs assessment
If Ofgem soughtto amend the OFTO Licence inrespect of the TRS, itwould be requiredto follow a statutory consultationin o rderto gatherand thenundertake a
careful consideration of stakeholders views. Any decision that did not follow the correct processwould be open to challenge by stakeholders.
While Ofgem isrequired to actin accordance withitsstatutory obligations, the legislation does not include granular detail on every aspectofthe OFTO regime.
As such, Ofgem has a degree of discretion in exercising its pow ers under the Tender Regulations
G inth For example, the Tender Regulationsset out the requirementfor Ofgem to calculate, based on all relevantinformation availab leto it at that time, the economic and
apsinthe efficient costswhich oughtto be, oroughtto have been, incurred inconnection with developing and constructing the offshore transmission assets in respect ofa
;gr?]'g]aeﬂ’;n qualifying project. The Tender Regulationsdo not stipulate how the Authority should calculate the economic and efficient costsof developing and constructing the

offshore transmission assets

While Ofgem producesguidance documentsand consultsstakeholderson material changesto itsapproach (provided that Ofgem ca n demonstrate ithascomplied
with legislative obligationsand itsown duties), Ofgem retainsa degree of flexibility of control.

19
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OFTO contractual structure

Area Contractual arrangements
Force majeure protection under the OFTO Licence is afforded by way of the IAE mechanic. Underthe OFTO Licence, where the licensee considers(and can
provide supporting evidence that) costsand/orexpenseshave been incurred or saved by an IAE, the licensee isrequired to give written notice of such IAE to
Ofgem.
The scope of an Income Adjusting Eventislimited to an eventthatis:

FO_"CG +  Force majeure underthe STC

majeure + Anamendment of the STC not allowed forwhen the Allowed Transmission Owner Revenue wasdetermined forthe Relevant Year; or
+ Is considered and approved by the Authority to be an IAE.
The increase/decrease in costsand/orexpensesis also limited by a “threshold amount” (determined on project basisforrelevant Tender Rounds)
The OFTO licence setsout the procedure foran IAE claim, includinghow Ofgem determined ifit consideredthat an IAE had ocaurred.
During a Tender Round, the Tender Regulations provide an ability for withdraw al/exclusion: A participant (being a bidder, qualifyingbidder, preferred bidder,
reserve bidderorsuccessful bidder)may withdraw from a tender exercise by giving notice to Ofgem orisdeemed to have withdrawn ifit failsto comply withthe TR
processes
There isonly limited scope underthe Tender Regulationsfora participant to be re-admitted to a Tender Round — a permitted change to the membership of a bidder
group
Abandonment

of the project

The OFTO Licence sets out the specified circumstanceswhen Ofgem may revoke an OFT O Licence,including when both partiesagree, OFT O failure to comply
with a final or provisional order, orto pay a financial penalty

Since ifan OFT O were to fail there isarisk of the generatorbecoming stranded and beingunable to export electricity to the onshore transmission network, Ofgem
introduced the OFTO of Last Resort mechanism to mitigate thisrisk. The OFT O of Last Resort allowsOfgem to appoint an OFT O outside of the competitive tender
process. However, the OFT O of Last Resort is the final step of a three step process (step one being proactive stepsto prevert the need for furtheraction; step two
being Ofgem seeking to appointan OFT O using variousregulatory and statutory options).

Decommissioning

BEIS has set out guidance for decommissioning of offshore renewable energy installations. Companiesare expected to submit final draft decommissioning plans
to BEIS no more than 6 monthsbefore the start of construction. The processincludesa decommissioning notice by the Secretary of State, detailed discussionswith
BEIS, consultationwith interested partiesand formal submission of and approval of the decommissioning plan

OFTOs licence allowsfora Decommissioning Cost Adjustment (DCA) for additional costsin respect of decommissioning and changesin legislative requirements.

20
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OFTO contractual structure

Area Contractual arrangements

Thereis no general change in law mechanic inthe OFTO Licence. The resultisthat, apart from specified adjustmentmechanicsand identified passthrough items,

changein law risk is an OFTO licenseerisk.

Protectionsthat are included inthe OFT O Licence are limitedto:

+ |AE—see above

« Allowed passthrough itemsunderthe OFTO Licence.Revenue adjustmentsto reflect allowed coststhat can be passed through to consumersas part of Allowed
Transmission Owner Revenue in the OFTO Licence islimitedto:
« Licence fee costadjustment

Changein ©  Network rates cost adjustment
law +  Crown Estate Lease cost adjustment

+ Decommissioning cost adjustment
* Income Adjusting Event adjustment
+  Temporary physical disconnection payment
+  Tenderfee costadjustment
+Marine and Coastal AccessAct 2009 cost adjustment
+ Refinancing Gain Share.

Payments are made to the OFTO by the System Operator (SO)

Underthe OFTO Licence the licensee preparesstatements, approved by Ofgem, setting out chargesto be made by the licensee to the SO (for Transmission Owner

Failure to Services, connection to the Licensee'sTransmission System and Outage Changes)
re\feanyue While the GB electricity transmission system is owned and maintained by regional transmission companies, the system as a whol e isoperated by a single SO, National

Grid Electricity System Operator (NG ESO)who is responsible forensuring the stable and secure operation of the wholetransmission system. Given the importance of
the SO to the entire GB electricity network, and the natural monopoly of the SO function, the SO isone of the most highly re gulated rolesin GB (through legislation,
licence conditions, regulatory codes, etc. Thus, a failure to pay or to transfer funds to an OFTO by NG ESO performingits role as SOis considered alow risk.
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Background to PFI/PF2 precedent

Belowwe summarisethe high-level end-to-end delivery modelfor the PFI/PF2 models.
The Private Finance 2 (PF2) model was the Government’s successor to the Project Finance Initiative (PF1) for the delivery of infrastructure
projects such as hospitals and schools through Public Private Partnerships (PPPs).

In the PFI/PF2 model, a special purpose vehicle (SPV) is awarded a contract by a public sector authority through a competitive tender
process to design, build and operate an asset for a period of time.

The SPV is responsible for financing, building and operating the asset, including undertaking maintenance and capital replace ment during
the life of the contract.

It finances the project and leases it to the Governmentfor an agreed period (typically between 20 and 30 years) after which the asset
reverts to government ownership.

The SPV is owned by a number of private sector equity investors, and usually include construction company and a service provider as part
of the supply chain to the SPV.

PFI/PF2 projects were envisaged to give the public sector access to private sector skills and capabilities and funding and ac cess to a wide
variety of private sources of finance. As a single supplier is responsible for the delivery and operation of the project, it was meant to ensure
better consideration of whole-life costs.

The PF2 model was introduced to replace the PFI model with greater levels of efficiency, flexibility and transparency. However, since
2018, the Governmentno longer use PF2 for its new projects.

As of January 2018, there are over 700 operational PFland PF2 deals, with a capital value of around £60 billion. Annual char ges for these
deals amounted to £10.3 billion in 2016-17.
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Outline of the tender process

The figure below provides an high-level overview of the PFI/PF2 tender process from PQQ to the selection of the
successful bidder.

Qualifying Projects & Tender Starts

+  The output of the PQQ isa shortlist of qualifying bidderswho will be invited to participate in
Pre-Qualification the ITN stage

Questionnaire The PQQ stage aimsto assess bidders capacity, technical or professional ability and

(PQQ) « For PFI, the financial and economic standingin order to establish whetherany should be excluded from
average further consideration because they fail to meet the procurement authority’srequirements.
procurement

Invitation Initial ITN Bestand t?me (t_enderto + Atthe ITNstage, biddersproduce detailed solutionsbased on full project specifications
. Final Offer financial close) Thisstage is sometimessplitinto two tendering rounds: a preliminary ITN and a final ITN
to negotiate Einal ITN (BAFO) was 35 months? L . . . .
(ITNY) : : + The purpose ofthe ITT stage isto identify a Preferred Bidder. If required, selection of the PB
ITN is sometimes ) * The competitive can be done through a BAFO stage.
splitin two steps Optional tendering
timescaleis
cappedat18 + Ahead of financial close and signing of the contracts, negotiationstake place between the
monthsfor PF2 Preferred Bidderand the procuring authority on many aspectsof the deal, such asfinalising
to encourage the detaileddesign, obtaining planning approvals, land and property,employment, pensions
efficiency. and energy issues
Thisstage include funders due diligence, finalisation of contract documentsand compliance
] with any planning conditionsleadingto the financial close.
Successful Bidder (SB)

1 The ITN stage is similar tothe ITT stage in other procurements models. The decision touse ITT or ITN depends on the type ofprocurement route selected by the authority.
2 HMT (2012), A new approach to public private partnerships
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Outline of the tender process

The tender process takes place after the scope of the project has been defined and the approval of the business case (both Strategic Outline
Case (SOC) and Outline Business Case (OBC)) has been secured. From the early stages of the process, bidders must dedicate significant
resources as a high level of detail is expected from bids.

1. Preparation for procurement

The procuring authority forexample, a Local Authority, definesthe scope of the project and buildsthe SOC which isapproved by Her Majesty’s Treasury (HMT) (through the sponsoring
department). The procuring authority then buildsthe OBC which isapproved by the relevantdepartmentand HMT.

2. PQQ

The PQQ will be used to shortlist bidderswith respect to theirtechnical capability and capacity, financial and economic strength in order to determine their ability to deliverthe project. The

main objectivesof the PQQ evaluation processare to:

» Reviewand assess bidders capacity, technical or professional ability, financial and economic standing;

» Establish whetherany biddersshould be excluded from further considerationbecause they fail to meet the procurement authori ty’srequirements; and

» Identify a shortlist of biddersforthe ITN stage. Analysisof PFI projectsclosing in April 2004 -May 2006 suggest that most projectsreceived only two bidsat ITN because of insufficient
bidderinterest?.

The PQQ sets out the framework, process, criteria and weightingsto be used in evaluating the responsesforthe project. Typi cally 3 to 5 biddersare taken to the ITN stage.

3. ITN

The shortlisted biddersare allowed to progressto the ITN, which includesthe output specification, payment mechanism (inclu ding performance standards) and model contract. The purpose
ofthe ITN stage isto identify a preferred bidder forthe project. Itisequivalent to the Invitation to tender (ITT) stage, which isan alternative procurementroute. The ITN setsout requirements
in more detailand the corresponding evaluation criteria, and biddersare invitedto substantially develop their bids. The outcome of thisstage will either be selection of a preferred bidderora
decision to run a BAFO stage.

4. BAFO (optional)

Afterthe bidssubmitted in response to the ITN, two biddersmay be invitedto submit a Best and Final Offer when they normally have a tied score in the evaluation, orthisstage may be
omitted if the ITN bidsallowthe choice of a preferred bidder. The BAFO stage involvessupplementary submissionsand clarificationswith refined key commercial and financial terms. The
outcome of thisstage will be selection of a preferred bidder from the shortlist to carry out exclusive negotiationswith the Local Authority.

5. Preferred Bidder and contract grant

The preferred bidderisappointed, normally along with a reserve bidder. The negotiationswith the preferred bidder are not supposed to resultin major changesto the project, yetina number
of cases this may have happened. These issuesinclude matterssuch as finalisingthe detailed design, obtaining planningapprovals, landand property issues, employment, pensionsand
energyissues. Forinstance, the preferred biddersdesign forthe development of the Royal London Hospitalin2006 required modificationsand subsequent negotiationswith planning
authoritiescaused a delay of ten monthst. When the termsof the contract are clear, the Final BusinessCase (FBC) is prepared by the preferred bidder forapproval by the relevant
departmentand HMT, whichisrequired ahead of the financial close.

26 1 NAO (2007), Improving the PFI tendering process, nationa|gr|d ESO
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Pre-contract roles and responsibilities

The diagram below describesthe relationship betweenthe partiesinvolved before the contract
award signing. This structure applies to typical availability based project such as schools or

hospitals.

e.g. Department
for Education for

Provide polic
p y DITOEIRINIENN schools or

framework

. Department of
Submitand approve Health
SOC

* Submitand approve
OBC

* Approve procurement -
process

e.g. Education

Submitand approve I Funding Agency
OBC Authority (EFA), Local

Authority or NHS
Trust

Ahead of the competitive process, the authority orthe
department submitsthe SOC which definesthe scope
of the project and must be approved by HMT.

The procuring authority definesthe project’s
specificationsand buildsthe OBC that must go
through a two-line approval process, first by the
department, second by HMT.
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Bidders

Bidders

Scope and requirementsof the project
Clarificationquestionsand responses
Tendersubmissions

Contract award to preferred bidder

Bidders

Bidders
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Pre-licence roles and responsibilities

The table below outlines the roles and responsibilities of key stakeholders.

Areas of

responsibilities

Project scope

Department (e.g. Department for

Education)

Procurement authority

» Provide policy frameworkasan

initiative

« Approval of SOC at the initiation state

of the project and approval of OBC
before Official Journal of the
European Union (OJEU) notice.

- Develop and approve SOC that setsout
the project’sscope (along with the Local
Authority if applicable)

* First-step approval of OBC.

+ Develop (SOC and) OBC that sets out the
project’'sspecifications

+ Clearly definethe range of serviceswhich
need to be provided throughthe contract

- Define the output requirementsand any
constraintswithin which the output
requirementsmust be achieved.

Supportin market engagement
eventsby the procurement
authority.

Issue contractual principlesforthe
contractual arrangements

+ Supportin adaptation of the contractual
principlesforthe asset class

+ Prepare contract documents, and risk
allocation

+ Reviewthe bidders proposalsfor
achievingthe outputsin termsof approach,
methods, resources, timetable,

Negotiate all contractual termswith
the procurement authority

+ Approve the procurement process.

Provide access forthe appropriate bidders
on the projectinformation.

Contract . ignifi ) S . .
@]pep(:gx?r:;yt:r?nnsn:/lv%aiQLC:rznngoetsto - Evaluate material changesto the managementandorganisation (including | - Work with the lendersto complete
oot if contractterms. design, maintenance and operational due diligence asrequired.
projectspecitic. proceduresand method statements)
» Negotiate all contractual termswith the
preferred bidder.
» Produce detailed solutionsbased
- Run competitive tender exercise in orderto|  On pProject specifications
) + Provide any tender processguidelines. dt_etermmethe entity towhom the contract | - Make submlsmnsto_ the
Tenderprocess |+ No role in the tender process. will be granted procurement authority where and

when required at each stage of a
TenderExercise.
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Once the asset is builtand available for
use, unitary charge paymentsare made

Reviewany material to the SPV overthe life of the contract,

changesin the contract to

HM h ¥ typically 20 to 30 years
Treasury the policy Around 90% of Atthe end of the contract period the
. 0 asset transfers back to the procurement
Debt capital . ;
. authority at nil value.
R investment
The FBC has a two- Ijgbartment

tierapproval process, for Education
first by the DISEYIEIE o schoolsor APProve

department, second Department FBC
by HMT. of Health

Interest and debt repayment
Seniordebt (bankloansorbonds)

e.g. Including
Education Equi shareholderloans
Procurement [ERSValeligls] quity Around 10% of
Authority Agency, investment

Local Contract
Authority or

NHS Trust

Return to shareholders

Unitary Share capital and shareholderloans
charge

The SPV will contractwith construction and facilities
The “unitary charge”isa (monthly)fee thatincludes management firmsand other suppliers. It will use the private
construction, financing, lifecycle replacement finance raised to pay for construction. The main construction

expenditure, maintenance and services D(;ign oo Services contractormay be part of initial equity investor'scorporate
Itis subjectto performancei.e. the paymentisreduced construction | contractor contractor group.

if services are notdeliveredto the standardsset outin contractor
the contract.
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Post-control roles and responsibilities

The table below outlines the roles and responsibilities of the stakeholders.

Areas of
responsibility

Contract

Provide a pro-formaChange
Protocol as a framework for
amendments tothe contract.

Department

+ Review of the change requests

forwarded by the Procurement
Authority .

Procurement Authority

Hold the contract with the SPV.

Counterparty tocontract with the
Procurement Authority

Hold contract with contractors.

Contractors

Counterparties to contracts with SPV.

Design and
construction

Second step approval of the
FBC. This technically happens
just bef ore financial close

Review contract progress and
Value for Money (VfM) (along
with National Audit Office).

First step approval of the FBC (just
before financial close)

Review contract progress and VM.

Submit FBC on contract negotiation.

Reviewdesign quality and feedback
tothe SPV

Responsible for monitoring the
delivery of the asset and services.

Responsible for the design
dev elopment

« Carry out its construction or

dev elopment obligations and putsin
place the operational procedures
which it believ es will meet the
Service requirement.

Design and construction contractor to
build the asset to specifications.

Operation

No role in operation other than
monitoring Vf M.

Ongoing monitor of the programme
and VfM.

Provide ‘soft services e.g. catering,
cleaning and security (if not part of
contract)

Review of the quality management
sy stem of the SPV with certain
planned and random spot checks
(with an ability to increase monitoring
on repeated failure or poor
performance) in line with the contract.

» Responsible for the asset operation

during the contract period
Ensure asset availability

Sy stematic monitoring through a
quality management system
measuring availability and
performance.

O&M contractor of faciity management
contractor to operate the assetto
perf ormance requirements.

Payment

Set out the budget to the
department which provides
funds to the procurement
authority topay the SPV.

+ Allocate funds to the procurement

authority topay the SPV.

Pay ment of the ‘unitary charge’ to the
SPV on a monthly basis

Approv e any refinancing (including
any gain share).

Receiv ethe unitary charge payment
from the procurement authority

» Responsible for the payment of the

contractors

Recommend any refinancing (which
may also be initiated by the
Authority ).

Receivepaymentby the SPV fromthe
unitary charge payment

Contractors’ exposure todeductionsin
limited to receiving zero payment from
the SPV.
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Procurement

authority

e.g.
Education
Funding
Agency
(EFA) or
Local
Authority or
NHS Trust

Contract
Unitary
charge

Design
and

construction
contractor

Debt

0&M

contractor

Around 90% of
capital
investment

Interest and debt repayment
Seniordebt (bankloansorbonds)

Equity

Return to shareholders
Share capital and shareholderloans

Services
contractor

Including
shareholderloans
Around 10% of
investment
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PFI/PF2 contractual structure

The table below outlines the contractual structure of the PFI/PF2 models.

Area Contractual arrangements
Duration The contract must specify its duration, with a service commencement date and a service period. The service period terminates on the earlier of the
expiry date and the termination date.
e t?nnqém * In most PF2 projects involving buildings, the authority ow ns the land and grants a licence or lease to the SPV
ang Fr)o orty The authority must ensure that it conducts due diligence over its property rights early in the procurement process to ensurethat the Project will not be
intgreStsw jeopardised during the procurement due to a late discovery of a problem relating to the nature of the Authority’s interest inthe property.
- Private Finance projects are typically highly leveraged (debt is normally around 90% of the total capital)
- Larger projects likely to need to find (new er) alternative sources of finance, including having recourse to the capital markes
Financing of To secure finance from institutional investors, a project requires a credit enhancement in order to achieve an investment grale rating and injecting
projec%s higher levels of equity into a project will help achieve this

- Private capital comes at a higher cost. This can be mitigated how ever by the public sector injecting equity alongside the private sector. Public sector
capital contributions has restrictions how ever including concerns on risk allocations
+ Some institutional investors are only interested in investing in projects post construction, for example pension funds.

The procuring authority may seek to impose restrictions on the ability of shareholders to transfer their shareholdings in the SPV. Shareholders usually
object to suchrestrictions other than restrictions on transfers of equity prior to the end of the defects liability period (at the end of the construction phase).
Change in  Asa general rule, the only restrictions to the transferability of equity should be:
ow nership - on particular classes of shareholder being involved in the project for particular reasons
= on the level of transparency required by the procuring authority over the ow nership of the SPV and the transfers of ow nership interests and price of
shares sold.
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PFI/PF2 contractual structure

Area

Contractual arrangements

Services

The procuring authority must consider carefully, at an early stage in their procurement planning, the range of services w hich need to be provided
through the contract. There are three categories of services:

- “Services” are provided by the SPV.

« “Authority services” are retained by the procuring authority and performed by itself or its ow n sub-contractors. These may include soft services (such
as cleaning, catering, security) together w ith the ongoing replacement of furniture and loose equipment and are excluded fromthe Contract, exceptin
exceptional circumstances (such as in the prisons sector) w here these services are integral to the delivery of the project and better value for money
can be demonstrated by transferring them.

“Hective Services” are individually priced by the bidder and the procuring authority may choose to transfer them (at the pre-agreed price).

Flexibility and

change

The service requirements set out in the contract take into account the procurement authority’s long-term (and not just its current) requirements,
anticipating any changes in service that can reasonably be foreseen.

An appropriate amount of flexibility should be designed into the initial bid solution to cope with anticipated changes, and a w ell-developed change
mechanism put in place in the contract to cope w ith the residual unanticipated changes to the service over the length of the contract period.

Supervening

events

There may be circumstances in whichthe SPV should fairly be relieved from liability for failure to commence or provide the service. Abalance must
be struck betw een encouraging the Contractor to manage the risk and protecting the Authority from non-performance.
Supervening events for w hich some relief is appropriate are divided into three categories:
« Compensation Events w hich are clearly at the procurement authority’s risk and in respect of w hich the SPV should be compensated
- Relief Events w hichare best managed by the SPV (although not necessarily in its control) and for w hichthe SPV bears the financial risk, but in
respect of w hich no rights of termination should arise
+ Force Majeure Events whichinclude a limited set of events w hich arise through no fault of either party, w hich are best managed by the SPV
(although not in its control) and in respect of w hichrights of termination can arise.
+ Certain events may be dealt with differently in specific projects, depending on the nature of the project, the likelihood of the event occurring and the
value for money obtainable if the SPV prices the risk of such event occurring into its price. Given the effecton the procuring authority of adding risks
to compensation events, this should only be done after careful consideration in specific cases.
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PFI/PF2 contractual structure

Area Contractual arrangements

* The Contract must specify a procedure for handling disputes under the terms of the Contract.
+ As going through the courts may not be appropriate for the disputes that can arise under the contract, an alternative formal dispute resolution
procedure may offer a more efficient and cost—effective method of resolving disputes
« A common form of dispute resolution involves a three stage process as follow s:
« The procuring authority and SPV consult with each other for a fixed time period (possibly involving different levels of internal consultation) in an
attempt to come to a mutually satisfactory agreement
Dispute « If consultation fails, the parties may then (exceptin the case of certain types of dispute) put their case before an expert to decide. The expert is
appointed from a panel (e.g. of construction or operation experts) w hose appointment is regulated by the Contract. It may be appropriate in
certain circumstances to substitute other forms of alternative dispute resolution for this type of expert determination. Disputes relating to the
mechanics of price variations may go to a financial expert agreed betw eenthe parties at the time and if either party is dissatisfied w ith the
expert’s decision, it may refer the matter either to arbitration or to the courts for a final and binding decision. The method of appointing the
arbitrator should be set out in the contract.
- It is often proposed that a fast—track dispute resolution process is included in the contract to deal with certain pressing issues.
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The TTT project is to upgrade the London sewer network to reduce the incidence of the overflow of untreated sewage mixed with rainwater
into the tidal river Thames and to comply with legal requirements.

TTT was vital to London’s future and a priority for the Her Majesty’s Government (HMG) and Ofwat. The sewers which were built by Sir
Joseph Bazalgette in the 1860s still form the backbone of London’s sewerage system today. They were simply running out of capacity. A
solution was urgently needed to help address an unacceptable and growing problem: tens of millions of tonnes a year of sewage spills into
the river, harming wildlife, making it unhealthy for river users, tarnishing London’s reputation and ultimately constraining its growth.

TTT was a major UK infrastructure project with an estimated cost of £4.2bn (in 2011 prices). It will modernise London’s sewer age system,
delivering environmental and economic benefits to the UK’s capital for generations. The project being built from three main c onstruction
shaft sites in Fulham, Battersea and Southwark is expected to take sevenyears to build and involve the use of 24 constructio n sites. The
main construction work will start in 2016 and complete in 2023, with system testing and acceptance expected to run until 2027 .

The projectis financed by private sector investors and benefits from an enhanced regulatory framework and HMG support. In 2011,
Thames Water (TWUL), the HMG and Ofwat began work on their preferred option to deliver the project through a newregulated bu siness,
dedicated to the implementation of the project. A specially created infrastructure provider (IP) received its own project licence from Ofwat.
To enable the IP to raise the finance it needs and to successfully implement the project, Ofwat agreed in principle a number of specific
adaptations to the standard regulatory regime. Furthermore, in respect of the exceptional risks inherent in executing a proje ct of this
nature, the HMG agreed in principle to provide contingent financial support to the IP under a Government Support Package (GSP).
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Outline of the tender process

The figure below provides an high-level overview of TTT tender process and the indicative procurement

timetable.

Pre-Qualification
Questionnaire

(PQQ)
c. 4 weeks

Round 1

c. 5 weeks

41

High-level projectinformation

Information Memorandum
Outcome of indicative rating process (previously carried out by TWUL)
Financial modeltemplates

Heads of Termsof key project documents

Key information provided to bidders Key bidder submission requirements

PQQ submission covering financial, legal andtechnical standing of
bidder

Consortia details(if applicable)

Indicative Bid WACC

Indicative financing proposals

Financial model

Commentson key commercial principlesof Headsof Terms
Proof of equity funds(in consortia if applicable)

: . 4 N
Full S?“te ofvendorduedlhgence(VDD) - Bid Weighted Average Cost of Capital (WACC)
Meetingswith management team and other stakeholders . . . . ) . .
. ; + Detailed financing proposals, including relevant supporting materials
Financial model templates S .
. oL . + Indicativeratings
Detailed feedbackfrom indicative rating process . .
. ) o « Financialmodel

Draft project documents(includinglicence) \_ Yy
(. Binding, final Bid WACC )

Final construction contractor costsand contracts » Final, detailed funding proposals, including relevant supporting materials

VDD update fornew information + Confirmation of indicative ratings

Standardised (non negotiable) project documents Detailed financial model
\, Committedequity confirmation )
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Outline of the tender process

TWUL will have sole legal responsibility for the procurement of the IP. HMG and Ofwat will have visibility over the procurement process
and have agreed the evaluation criteria on which the IP will be selected. Throughout the process bids will be evaluated in 4 key areas,
as set out below. The specifics of the evaluation criteria will be clear, objective and published in advance.

Cost
+ A key objective of the process is to deliver the lowest cost to customers

+ Cost will therefore be the primary component of evaluation and will be measured through the Bid WACC in the construction / ac ceptance period (which
will be bid by potential investors).

Financial deliverability
+ Bidders will be required to demonstrate that their financing plan is robust and deliverable
+ Financial deliverability is considered to be an absolute requirement and will not be used to rank bids but will be assessed on a pass / fail basis

« Certain elements of deliverability will be mandatory, such as a minimum level of equity investment up front, a minimum credit rating as per the project
licence from Ofwat and a cap on net debt / regulatory capital value (RCV)

» Given these requirements, bidders may not require fully committed debt funding.

Legal/Commercial

- Bidders will be given the opportunity to review and comment on key transaction documents early in the process
+ Extent of comments will be subject to evaluation at bid submission.

Technical

» Experience, track record and relevant management expertise will be assessed at PQQ stage (with re-test for any consortia changing its membership
post PQQ stage)

+ Structure of main works procurement and transition plan (incl. creation of independent project team) is such that bidders will not be assessed from a
technical perspective beyond PQQ.
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Pre-licence roles and responsibilities

The diagram below describesthe relationship betweenthe partiesinvolved beforethe contract

award signing.

Secretary of
State for
Environment,

Food
and Rural
Affairs (HMG

44

* TTT project

specification notice

« TTT project

preparatory work
notice

Incumbent
undertaker

TWUL

« Licence amendmentsto

enable TTT procurement

Bidders

Bidders

» Scope and requirementsof the project
« Clarificationquestionsand responses
+ Tendersubmissions

- Contract award to preferred bidder

Bidders

Bidders
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Pre-licence roles and responsibilities

The table below outlines the roles and responsibilities of key stakeholders.

Areas of
responsibilities

Project scope

HMG

» Responsible forthe

specificationof the project

Ofw at

= No role in scope and preliminary
works, except forenabling

TWUL

Develop the Development Consent Order (DCO)
application
Conduct a land acquisition programme

Carry out surveys and investigations, including
environmental surveys, ground condition surveys, desk top
surveys of any heritage and archaeological sitesalong the
proposed tunnelsroute and build mitigation strategies,

Bidders

» No role in scope and preliminary

IP.

and prtzl:glnary :Jnr:‘(rjaesrt:hcetsrpe)elfg'eedct ngl_ré%ueﬁzﬁzkerel'm'na surveys in respect of third party assets needing to be works.
w Re I:t'orls(SIP:?) s porklsJ nder'tsl'cgnc:e inary diverted alongthe proposed Tunnelsroute, site
gufati ’ w u st investigationsand monitoring activities
Procure the installation of infrastructure to enable the
supply of powerto the project
Undertake diversionsand protection of utilitiesand
services e.g. communication and gas.
+ Produce detailed solutionsbased
. on project specifications
- lssue Fhe project + Designate the IP pursuant to the . o : . Make submissions to the
Tenderprocess | Specificationnotice and the | o 5o Run competitive tender exercise in orderto designate the horitywh d
and contract prol_ectpreparatorywork Grantth octli toth infrastructure provider forthe project (including negotiations prr(])cureme_nt:utt ontﬁg ere afn
procurement notice. rantthe projectlicence to the with Biddersand evaluation of the bids). when requiréd ateach slage ora

TenderExercise, includingthe
WACC earned by the IP on its RCV
during the construction period.
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Government support package (GSP)

Return to shareholders
Share capital and
shareholderloans

Revenue collection
Operation of sewage network

Licence
Construction

West

Construction
Central

contractors

East

Equity

P
(Bazalgette) Interest and debt repayment
Seniordebt (bankloansorbonds)

Technical

Project assessment

management

Project Independent
management Technical
contractor Assessor
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Post-licence roles and responsibilities

The table below outlines the roles and responsibilities of the stakeholders.

responsibility

Areas of

HMG

Enter aseries of
contracts with the IP

Ofw at

Hold the licence with IP

TWUL

Transfer the ITA and
construction contracts to

IP

Enter into contracts with
the ITA construction

ITA

Enter into contract with the
IP.

PMC

Enter into contract with the
IP.

Construction
contractors

Enter into contracts with the
IP.

i + Monitor compliance of
Heence and known as the GSP. the IP with thr:a provisions the IP. contractors procured by
contracts . TWUL on its behalf pre-
of the licence. .
licence.
. As part of the liaison |+ As part of the liaison - Transfer or novate any + Responsible for the + Verify the IP's expenditure « Provide services, execute + Responsible for the
committee, oversee committee, oversee the contract for the provision of|  design and construction, - Report tothe liaison and complete works and project’s construction.
.the prfJJ' ect's progress proj egt’s progress a power supply anq pursuant to the contracts committee on the assm_t the_IP in d_evelopmg
including the including the mechanism associated substations to procured by TWUL engineering aspects of the solutions in relation to the
mechanism for for dealing with any the 1P  Report regularly to Ofwat construction. design and construction of
: dealing with any predicted cost overruns. on its costs and its the project through the
Design e.\nd predicted cost « Accept the project. progress contractual framework set
construction overruns. out in the programme
+ Engage and manage the management services
PMC directly agreement.
+ Reach acceptance under
the interface agreement
by the longstop date.
+ No rolein operation . Ongoing role as the -+ Undertake operation of the | © Own and operate the = No rolein operation. = No rolein operation. + No rolein operation.
(GSP is only during economic regulator of overall sewer network tunnels and shafts once
construction). the IP. system. constructed
Operation + Responsible for the
operation and
maintenance of the
infrastructure.
« Provide contingent + Following acceptance, = Collect the IP's revenues « Finance the project, based | ©+ Receive payment by the IP | + Receive payment by the IP | < Receive payment by the IP
financial support to apply the incentivisation and pass them through to on the revenue stream from its revenue. from its revenue. from its revenue.
Financing the_IP unde_r the GSP mechanism, confirm the the _IP on apay when paid |. Receive its revenue from
and until operations  start. RCV and conduct a basis. TWUL
payment regulatory price

determination to set the
operational WACC.

Responsible for the
payment of its contractors.
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GSP

100% ownership

Liaison
agreement
( - - \
I Seniordebt (bankloansorbonds)
Interface agreement
Revenue agreement I
O&M agreement ~ == = ’
Independent
technical
Licence System assessor
Main integrator deed
works contract = = o mm oy
contracts ) .
I Alliance participants '

Members of liaison
committee
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TTT contractual structure

The table below outlines the main documents that supportthe project and their description.

Document Description
The regulatory licence setsout:
- the IP’s principal regulatory duty to design, construct, finance, test, commission, own, operate and maintain TTT
- the IP’s obligation to achiev e acceptance under the interface agreement by the longstop date (18 monthsafterthe scheduled acceptance date)
- the methodology for determining the IP’s allowed revenue duringthe construction phase and at the post construction review for the initial operationsphase
+ the Bid WACC 0of 2.497% bid by the IP’sequity investorsforthe period up to 31 March 2030
« aregulatory incentives and disincentive regime inrelationto ov erall cost and annual spend profile by reference to the annual base case forecast and delay beyond
the scheduled acceptance date (appliedat the post construction review)
« restrictions on the IP’s ability to amend the contractual incentives and disincentive regime in the alliance agreement (or the termsof the revenue agreement)
- theregime for periodic reviews (the first of which isscheduled to take effect from 1 April 2030, unlessTTT isdelayed beyond January 2029) during the subsequent
Licence operationsphase to determine the WACC and whetherthe IP’sallowed revenue should be changed
- aprocess inline with “standard” water utility licencesfor the IP to request afterthe post construction review and for Ofwat to make interim determinations for changes to
the allowed revenue for notified items, relevant changesof circumstance (including change in law) or circumstancesthat havea substantial adverse effect on the IP’s
licensed business
- the role of Ofwat as determiner of any mandatory v ariation dispute underthe operation and maintenance agreement and/or the liaison agreement.
- provisionsin line with “standard” water utility licencesdealing with:
+ the submission to Ofwat and/or publication of information and regulatory accounts
+ regulatory ring fencing
- disposal of protected land
+ payment of Ofwat and Competition and Markets Authority (CMA) fees.
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TTT contractual structure

Document

Description

Licence

provisionsauthorising:
* HMG to revoke the licence on 25 yearsnotice

« Ofwat to revoke the licence in the eventthat the IP’'sRCV depreciatesto zero orthe appointment of a special administrator ceasesto have effectand
eitherthe licence hasnot been transferred to a replacement infrastructure provider orthe IP hasnot been rescued as a goin g concern or Ofwat grantsa
project licence to another company to carry on the IP’s regulated activities.

provisionsdealingwith transfer, making safe of assets etc. following the issue of a discontinuation notice pursuant to the Discontinuation Agreement
aprocedure to allow the IP to seek an extension of the longstop date; and

aregime to allow the IP to charge customers directly following completionof TTT pursuant to the modification of the Water Industry Act (WIA) (as
opposed to collecting revenue through TWUL pursuant to the revenue agreement) if the IP issues irrevocable notice to terminate the revenue agreement
which itisentitled to do following a breach by TWUL of the revenue agreement.

WIA and SIPR

The WIA and SIPR underpinsthe whole regulatory regime underwhich the project wasdeveloped

The WIA empow ers the Secretary of State to make regulations about the provision of infrastructure for the use of water utility companies. It also contains
an obligation on Ofwatto exercise and perform its pow ers and duties in the mannerit considersbest calculated to, among other things, furtherthe
consumer objective and to secure that IP isable (in particular, by securing reasonable returnson their capital)to finance the proper carrying out of its
regulatory functions.

Market Disruption Facility
between HMG and the IP

Inthe eventofsevere disruption in the debt capital markets causing the IP liquidity issues, HMG provides liquidity support through a committed tem
loan debt facility.

Special Administration
Offer Agreement (SAOA)-
between HMG and the IP

Inthe eventthata special administrator is appointed to the IP by the court underthe Insolvency Act/WIA as it appliesto the IP, the special administratoris
required to transferthe IP’s business to one ormore new undertakers

+ Inthe eventthat no transfer takes place within 18 months (or HMG or Ofwat appliesfora discharge of the Special Administration Order), HMG isobliged

eitherto make an offer to the special administrator to acquire the IP or issue a discontinuation notice

- In addition to insolvency and in common with the rest of the waterindustry, the special administration regime can be used forenforcement purposes where

alicenseeis failing to such an extentthat transferring it to one ormore new ownersis seen as the only way to protect the interests of customers.
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Document

Description

Supplemental Compensation
Agreement - between HMG and
the IP

+ In circumstanceswhere any elements of the agreed insurance package become unavailable asa result of market events or where any losses
exceed the level of cover available underthe commercial insurances, HMG provides financial supportto fill the gap.

Contingent Equity Support
Agreement (CESA) - between
HMG, the IP and the IP’s holding
company

Ifthe IP's costs of delivering the projectare forecastto exceed the threshold outturn, there are two options. 1) HMG may inv est sufficient equity
in the IP for the IP to finance the amount of the forecastcostoverrun abov e the threshold outturn thatthe IP’s existing shareholderschoose not
to fund eitherthemselvesorthrough newthird party investors, or 2) issue a discontinuation notice.

Discontinuation Agreement -
between HMG and the IP

* Inthe circumstancesdescribed in the Discontinuation Agreement, HMG hastherightto issue a discontinuation notice and is obligedto pay
compensation to the IP's debt (Senior Debt Compensation) and equity (Equity Compensation) capital providers

*  The Senior Debt Compensation and the Equity Compensation are capped by reference to the incentive adjusted RCV plus Breakage Costs,
subject to exceptions, at the date of discontinuance (total compensation)

+ Senior debt will be paid 100% of principal and outstanding accrued interestincluding Breakage Costs, less agreed deductions

+  The calculation of the compensation payable to the shareholders will be detemined in accordance with methodology set out in the
Discontinuation Agreement. This compensation will vary depending on whether the IP isin special administration (broadly market value) or not
(broadly the lower of the Total Compensation minus the sum of Senior Debt Compensation and amounts paid under the Supplemental
Compensation Agreement which have been used to discharge senior debt liahiliies and the amount which would (taking into account all prior
Distributionsby the IP) provide the equity with a real internal rate of return equal to the base case IRR as of the date of discontinuation).

Alliance agreement between
TWUL, the IP, the Main Works
Contractors and the System
Integrator Contractor

* The objectivesofthe alliance agreement are to facilitate and encourage co-operation and co-ordination betw een the alliance participants with
respect to the work to be performed forthe projectand to setoutanincentive regimetoincentivise early and costefficientdeliv ery of the
project.

Liaison agreement between HMG,
TWUL and the IP

+ An agreementthat establishes aliaison committee comprising the signatories, and Ofwat and the Environment Agency (EA) as observers,
to oversee the project’s progress including the mechanism for dealing with any predicted cost overruns above the threshold outturn thatmay
arise. Anindependent technical adviser willreportto the liaison Committee on the engineering aspects of the construction

+ In addition, the liaison agreementsetsout the relationship betw een the various project documentsto be entered intoby TWUL, the IP and HMG
and the consequencesas between TWUL and the IP of discontinuation, de -designation and de-specification of the projectunderthe legislative
regime.

53

nationalgridES0



TTT contractual structure

Document

Description

Interface agreement between the IP

And TWUL

An agreementthat regulatesthe relationship between TWUL and the IP during the design, construction, testing and commissioning
phases, and the system acceptance period of the project including, forexample, site access, health and safety, design review and integration,
commissioning activitiesetc

The IPis responsible for carrying out the main tunnelling works and TWUL provides certain enabling and interface works.

* The limited contractual/financial remediesavailable to the IP and to TWUL underthe interface agreement are acknowledged by them (to ensure
customers’ money doesnot simply get passed from one to the other) but the partieshave the ability to refer mattersto Ofwat/the EA forregulatory
enforcement

The projectisunusual in that there isa physical interface between two regulated entities’ assets andthe actsoromissionsof one may put
the otherin breach of itsregulatory obligation thereby exposing it to enforcement action. In order to address this, Ofwat a nd the EA have jointly
issued an Enforcement Explanatory Note which setsout how they will approach enforcementinsuch circumstances.

Revenue agreement between TWUL

and the IP

It governsthe rights and obligations of TWUL and with respect to the billing, collection and payment of the charge that the IP is entitled to
require TWUL to payin respect of the service provided by the IP to TWUL

« TWUL recovers the IP’s charges from Wastew ater Customers (whether directly or through its arrangements with the Water Only Companies
(WoCs) and other agencies) in accordance with the TWUL Billing Procedures. TWUL pays the relevant proportion of the revenue to the IP as
and when collected from customers and there is a sharing mechanism for bad debtors.

agreement between TWUL and the IP

Operation and maintenance

The Operation and maintenance agreement deals with the relationship between TWUL and the IP following the issue by TWUL of an
acceptance certificate in relation to the project

« Pursuant to the operation and maintenance agreement the IP is responsible after the acceptance date for operating and maintaining the its
assets so as to allow flows to pass through TTT to the connection with TWUL'’s Lee Tunnel, whilst maintaining a temporary storage volume in
TTT.

Independent technical assessor deed

An agreement appointing anindependenttechnical adviser to reportto the Liaison Committee on the engineering aspects of the project.

Main works contracts and system
integrator contract

Three contracts (West, Central and East) based on the New Engineering Contract 3 Engineering and Construction Contract for the tunnelling
works including a gain/pain share mechanism inrelationto target cost.
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TTT contractual structure

The table below outlines the contractual structureof TTT model.

Area

Contractual arrangements

Revenue

The regulatory licence, issued at the outset of the project, gov erns the amount that the IP is entitled to pass through to TWUL for collection and payment under the
revenue agreement throughout the lifetime of the project

During the construction phase the revenue iscalculated in accordance with the formulae set outin the licenceusing a bespoke “building block” approach with a number
of adjustment mechanismsincluding a financing cost adjustmentto provide compensation for movements in the underlying cost of debt outside of acap and collar
and an adjustmentto accountfor the delay in any adjustmentfor under-recov ery/bad debts inthe TWUL collection process under the revenue agreement

Unless expenditure fallswithinthe limited definition of excluded project spend, all expenditure on the project up to the threshold outturn prior to 1 April following the
post constructionreview (scheduled for November2027)is allowableprojectspendi.e. itwill go onto the RCV for inclusionin the IP’s revenue calculation, subject
to the incentive/disincentive regime set outin the licence. The threshold outturnis set ata level thatis c. £960 million (30%) abov e the target price. Itincludesa
contingency thatwould allow for the occurrence of some degree of unforeseen circumstances thatwould be financed by existing shareholders. Abovethe threshold
outturn the CESA would apply and existing shareholders/debt are not obliged to finance the additional expenditure although they couldchoose to do so. Expenditure
between the targetprice reflected in the base case forecastand the threshold outturn issubjectto the costincentive/disincentive regime whereby the IP bears 40%
of the overspend risk and shares in 40/50% of any underspend and if the base case forecast exceeds the aggregate allowed project spend there isa decrease in the RCV
applicableto the operationsphase equal to 10% of the difference

During the operation phase the revenue isagain based on a “building block” approach but containsa number of bespoke elementsthat addressthe adjustments that are
to be made atthe post construction review to implementthe costand programme incentiv e/disincentiveregime setoutin the licence. Changesin the IP’srevenue
will be set much in accordance withthe traditional Ofwat quinquennial regulatory periodic review/determination process

Once the revenue isset underthe licence itisa pass through to the revenue agreement for collection and payment on a “pay when paid” type basisby TWUL
Whilstin theory Ofwat could seek a change to the revenue provisions of the licence, Ofwat hasstated thatitis unlikely to be in the public interestfor it to refera
proposed modification of it to the CMA and that, consequently, a modification to the licence is only likely to be made with the IP’s consent

The licence providesthat the IP must not, without Ofwat’s prior written consent, agree to any amendment of the revenue agreement, the alliance objectives, the alliance
commitments, the milestonestable orany other provision of the alliance agreement relating to incentivesor financial liabilitiesincluding those provisionsand schedules
dealingwith the project Cost Incentive and the project Programme Incentive. There are furtherrestrictionson the IP’sabili ty to agree contractual changesin the liaison
agreement and the GSP.
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Area

Contractual arrangements

Revenue

Any change in the contractual arrangementsto which the IP isa party would require the IP’s agreement

There are anumber of areas underthe licencewhere Ofw at has a discretion underthe licencein respect of mattersthat affect the IP’srevenues, in particular, in the way
in which some aspects of the incentiv e/disincentive regimeswork. These include:

- Before the post construction review:

Predicted additional expenditure in excess of the threshold outturn - the regime in respect of such additional expenditure isnormally determined by Ofwat on a
forward looking basis (ex-ante) based on a predicted overrun in excessof the threshold outturn and broadly seeks to replicate the existing frameworkunderthe licence
e.g. an Ofwat determined new additional allowable project spend cap, annual spend profile, WACC and incentive/disincentive re gime applicable to the additional spend

Any extension to the longstop date
The WACC to be factored into the calculation of delay deduction in respecta major delay beyond the administrative penalty end datei.e. 18 monthsplus

Any changes to the annual base case forecastfollowing the relevanttrigger events e.g. change inlaw, changesin the defined “fixed” technical requirementsof the
project and changesin the project specificationunder SIPR.

+ Afterthe post construction review:
- aprocess in line with “standard” water utility licencesforthe IP to request and for Ofwat to make periodic determinations of changes in the chargesthatthe IP may
make in respect of its regulated activities

+ aprocess in line with “standard” water utility licencesforthe IP to request and for Ofwat to make interim determinations for changes to the allowed revenue for
notified Items, relevant changesof circumstancesthat have a substantial adverse effect on the IP’slicensed business.

Procedure
for appeal

Thelicenceis enforceable and appealablein the same way asany otherregulatory licence issued by Ofwat although there are express provisions allowing appeal to
the CMA in respect of discretionsexercisable by Ofwat in respect of the longstop date, the application of incentives/disincentives, disallowed expenditure etc

Each of the contractual documents is enforceable in accordance with itstermsthrough the English courts but most disputes mustbe referred to the liaison
committee before proceedingsare commenced

« The IP hasthe ability to appeal Ofw at decisions/determination to the CMA

Subjectto any revenue agreement dispute being referred to the liaison committee underthe termsof the liaison agreement, the revenue agreementis enforceable as a
contractthrough atiered dispute resolution processinvolving seniormanagement discussions, expert determination and, ultimately, through the English courts.
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Area

Contractual arrangements

Gapsin
the regime

The vastmajority of regime is specified in detail up front albeitin a combination of legislation, regulatory licencing and contracts. The following elements are

reassuring to the equity investors:

« Ofwat’s statutory obligation to exercise and perform itspowers and dutiesin the mannerit considersbest calculated to secure thatthe IP is able (in particular, by
securing reasonable returnson their capital) to finance the proper carrying out of its regulatory functions (which includesusing reasonable endeavoursto maintain
an investment grade creditrating

- Equity’s obligation to fund islimited to the threshold outturn amount

Subject to adjustment only in accordance withthe incentives/disincentivesregime, the Bid WACCiis fixed for the construction phase and was bid in light of a
known risk profile specified upfrontinthe regulatory and contractual matrix

* The scope and the extent of the GSP, in particular, the CESA and the Discontinuation Agreement; and

« The ability, asa last resort, to charge customers directly.

Itfollowsthat the principal risks in the projectfrom an equity perspectiv e revolve around:

» Legislative and regulatory change (which ismitigated by regulatory guidance etc.)

» The limited circumstances in which Ofwat is able to exercise its discretion overmatters that may impact the IP’s revenue (see in the revenue section); and
+ Some residual regulatoryrisk around Ofwat’s approach to revenue setting in the future.

Abandonment
of the project

The IPis not entitled to abandon the project/its regulatory obligations
Abandonment by the IP would be a licence breach andthe IP would be susceptible to enforcementaction, including Special Administration

Additionally, the licencerequiresthat the IP’sultimate controller(s) provide industry standard undertakingsin accordance withthe waterindustry normsincluding an
undertaking not to take actionsthat would cause a licence breach. Abandonment would breach such undertakings

In orderto ensure continuity of TTT, the IP issubject to a statutory Special Administration regime including, in extremis, aspart of the enforcementregime. Thisregime is
supplemented by the SAOA and the Discontinuation Agreement.
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Area Contractual arrangements

+ Special circumstancesthat give rise to additional expenditure or delay, are dealt withunderthe licence

- Additional expenditure from unforeseen circumstances (aslong asitisnotexcluded project spend, isincurred priorto 1 April following the post construction review
scheduled for November 2027 and isbelow the threshold outturn) will be treated as allowable projectspendi.e.itwill be added to the RCV

- Expenditure above the threshold outturn will be treatedin the manner described above

+ Inthe event of “minor” delay (up to the administrative penalty enddate in August 2027 i.e. 18 monthsfrom the scheduled system acceptance date), the IP is exposed
to the risk of the Bid WACC being replaced for the delay period with the lesser of the then industry wide WACC set by the Regulator or the Bid WACC less
100bps

« Inthe event of “major” delay (beyond the administrative penalty end date until 31 March 2030), Ofw at determines the WACC that will apply to the adjustment for the
delay period in accordancewith published economic guidance. The Ofwat determined WACC applicable duringthe majordelay periodis likely to be lower in
circumstances where the major delay is within the IP’s control or where the IP has not effectiv ely mitigated its impact

« Any delayis arisk borne by the IP within the parameters of the threshold outturn and the incentiv e/disincentive regimebecause there is no mechanism for

Special extending the target acceptance dates in the licence butthe IPP is entitled to seek an extension of time from Ofw at in relation to the longstop date in order to

circumstances

mitigate the risk of enforcementaction for a breach of licence obligation to achiev e acceptanceby the longstop date. The factorsthat Ofwat will take into
consideration indetermining any such extension are set outin the licence

50% of the delay adjustment will be applied by reducing the RCV applicable during the operation phase and 50% will be applied asrevenue deduction.

The published economic guidance setsout the approach Ofwat expectsto take in making the following determinations:

= During the construction phase (i.e. up until 31 March following the First Periodic Review):
* Where Ofwatisrequired to do so underthe termsofthe licence e.g.in relation to the incentive/disincentive regime, the WACC of the IP undertaking the project
« The level of any Additional allowable project spend(i.e. the allowable spend above the threshold outturn)

» The incentive mechanismsthat will apply to either expenditure incurred inexcessof the threshold outturn orasa result ofdelaysbeyond the planned system
acceptance date.

+ During the operational phase (i.e. from 1 April following the First Periodic Review):
* The ongoing WACC forthe IP.
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SONI is the Transmission System Operator (TSO) for Northern Ireland and has three core roles:
System operator: Operating the transmission netw ork and balancing the system
Netw ork planner: Planning the transmission netw ork from identification of need through to investing in pre-construction activities before transferring for construction
Revenue collection agent: Collecting and distributing significant industry revenues on behalf of other market participants.

SONI relies fundamentally on highly skilled engineering and IT personnel to discharge its roles, it requires little by the way of fixed assets.

SONI is regulated by the Utility Regulator (UR) and at its last price review, it referred the UR's Final Determination (FD) to the Competition and Markets Authority (CMA)
for appeal. The CMA established a framew ork that introduced three additional layers of margins-based remuneration on top of RAV*WACC. SONI's RAV is small and
volatile and is not reflective of the scale of the risks it faces across its three core roles. The CMA's interventions w ere carefully calibrated to (1) remunerate SONI for the
risks it w as exposed to for performing each of its individual roles and (2) secure SONI's overall financeability, in the context of its asset-light structure. The CMA drew
significantly on relevant market benchmarks for comparable activities to inform the calibration of SONI's margins to ensure it correctly balanced risk with return.

This case study is focused on the CMA established framew ork for SONI.

SONI does not have a formal procurement or contract management role. The significance of SONI as a benchmark is that it is asset-light and is remunerated on the basis
of margins. Therefore, we willfocus on the regulatory framew ork rather than role comparison.
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Regulatory framework

SONI is subject to a five-year price control and is set an ex ante revenue cap. Its framew ork is principally comprised of (1) costs; (2) uncertainty mechanism; (3)
RAV*WACC; (4) margins-based remuneration layers; and (5) incentives as set out in the table below .

Component

Treatmentunder the regulatory framework

Costs

The UR sets costallow ances ex-ante for spend that relates to business as usual activities and strategic projects that are know n and can be
sufficiently specified ex-ante

In addition to its ex-ante cost assessment, the UR applies an ex-post cost review in the form of the Demonstrably Inefficient and Wasteful
Expenditure (DIWE) test. The rules of the DIWE test stipulates that all spend is assumed to be efficient unless the UR can piove otherwise
Any over/under-spend is subject to 50% cost sharing w ith customers.

Uncertainty
mechanism

The uncertainty mechanism (know n at the Dt mechanism) allow s SONI to request additional funding for significant and complex drategic
projects that become know n and crystallise during the course of price review

The Dt mechanism is asymmetric to the dow nside because (1) any under-spend is 100% shared w ith customers w hile any over-spend is
100% borne by SONI (though SONI can apply for increases to the ex-ante cap); and (2) costs are subject to the DIWE test.

RAV*WACC

SONI earns the allow ed WACC on its RAV as wellas its pre-construction assets prior to transfer, to remunerate it for undertaking the system
operator and netw ork planner roles
The allow ed WACC incorporates an uplift to take account of SONI's assetlight structure.
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Regulatory framework

Component

Treatmentunder the regulatory framework

Margins-based
remuneration layers

The CMA aw arded SONI three additional layers of margins-based remuneration:
(1) Asymmetricrisk premium
» SONI is exposed to substantial dow nside asymmetric risk on its Dt projects as effectively its w orstcase is unlimited dow nside and its
best case is cost recovery
o The CMA FD provided SONI witha 3% margin on costs associated w ith significant and complex strategic projects (know nas Dt costs) to
cover its mean expected loss from the Dt mechanism and ensure the price control adhered to the 'fair bet' principle (that on average
investors w ould earn the required return).
(2) Costof the Parent Company Guarantee (PCG)
» SONI is required by licence to acquire a £10m PCG from its parent company to manage extreme dow nside risks
* The CMA decided that SONI should receive an allow ance of 1.5% on the PCG value to cover the cost of the PCG on a standalone basis
e The calibration of the margin was informed by a range of market benchmarks (e.g. the pricing of preference shares), regulatory
precedent and risk analysis to determine the probability of draw ingon the PCG.
(3) Collection agentmargin
» SONI faces liquidity risk and reputational risks in its collection agent role due to differences in timing betw eenthe receipts and payments
of industry revenues
» The CMA granted SONI a 0.5% margin on collection agent flow s based on market benchmarks (e.g. invoice discounting margins) and
regulatory precedent.

Incentives » The UR FD did not set out a complete incentive framew ork for SONI and this w as not an area of contention during the CMA appeal
+ SONI is subject to a 50% cost sharing incentive on its ex-ante cost allow ances and to rew ard/penalty for its management of one specific
collection agent cashflow . We note that the UR is seeking to implement a broader incentive framew orkin the forthcoming price control w hich
has been inspired by Ofgem's proposals for the ESO.
. *
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Context

Background

The DCC is a central communication body witha role to manage communications and data transfer for the GB smart metering rollout programme. Its role includes
delivering core smart metering IT infrastructure, investing in service operations and providing centralised data services to support smart metering.

The DCC was formed in 2013/14 after it w as granted a tw elve-year licence to operate by BEIS (formerly DECC) following a competitive tender process. lts business
activities are asset-light and in every year have looked significantly different to the last. The DCC’s activities in its initial years have a focus on scoping, designing and
building of complex IT systems. During 2015/16 the DCC transitioned to testing its IT systems, w hichw as reflectedin a significant change in its cost base — its external
costs increased substantially. Since then, it has been delivering its IT systems across geographical regions and is entering into a steady state of ongoing operation.

Roles and responsibilities

The DCC's role requires it to procure and manage external contracts with data and communication service providers. The table below maps the roles and responsibilities
designated for Early Competition to the DCC's procurement process for external contracts.

Early Competitionrole Comparable role under the DCC precedent
Procurement Body DCC is responsible for procuring external contracts
Approver No clear comparable role

Contract Counterparty DCC is responsible for managing external contracts
Payment Counterparty DCC is responsible for paying external contractors
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Regulatory framework

The DCC has an annual price control process to determine its annual allow ed revenue. Its allow ed revenue is fundamentally comprised of (1) baseline margin; (2)
uncertainty mechanism; (3) incentives and (4) costs, as set out in the table below .

Component

Treatmentunder the regulatory framework

Baseline margin

The baseline margin is an annual fixed money value and is intended to remunerate the DCC for the workit does and the risks it bears. These
risks include:

e Security breaches or data loss incidents

» Operational and delivery challenges for smart meter roll out

* Procurement and contract management risks with external contractors
o Likelihood of future extensions to the smart meter licence

o Failure to deliver on innovation targets

* Regulatory risks such as ex post cost risk.

The annual values and basis for the baseline margin w ere agreed betw een Ofgem and the DCC at bid and set for the duration of the licence.

Uncertainty The uncertainty mechanism w ithin the framew ork permits the DCC to propose annual adjustments to the baseline margin to compensate it for
mechanism material variations that have occurred or are likely to occur in relation to delivering its obligations.
Ofgem is clear that the uncertainty mechanism is not an annual review of the baseline margin set at bid. The adjustment proposed should
reflect the value that the DCC has added for energy customers in terms of its additional burden or activities as a result of the material variation.
Incentives The incentive mechanisms w ithin the framew orkapply to the DCC's baseline margin. These incentive mechanisms have evolved over time in
response to the DCC’s changing business activities. See the Smart DCC incentives case study for further detail (pg 70).
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Component

Treatmentunder the regulatory framework

Costs

The costs incurred by the DCC are largely made up of:

* Internal costs e.g. costsrelated to payroll and IT

» External costs e.g. costs related to large external contracts with data and communication service providers to support smart metering
appointed through a competitive tender process

o Pass-through costs e.g. costs related to the Smart Energy Code administration secretariat.

The DCC is required to submit to Ofgem its annual outturn and forecastcosts as part of its annual price control process. The burden of proof
is on the DCC to justify internal and external costs as economic and efficient. Ofgem does not scrutinise pass-through costs as it considers
the DCC has no control over these costs.

Ofgem evaluates the DCC's internal costs and external costs under an ex post framew ork. It carries out an annual ex post revew of the
DCC's outturn internal and external costs with the intention to disallow costs w hichit deems are not adequately demonstrated as efficient and
economically incurred.

Ofgem also review s forecastinternal and external costs that the DCC deem certain enough to include in its forecastallow ed revenue and
only accepts forecast costs that it considers have been fully justified as economic and efficient. It then scrutinises the variation betw een
forecasts costs accepted a year before against the incurred and revised forecast costs submitted by the DCC as part of its annual ex post
review.
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Context

Background

The first Offshore Transmission Ow ner (OFTO) tender round w as held in 2009 and the preparations for Tender Round 7 are currently underw ay. There are tw o build
options under this regime, generator build (w here developers construct the necessary transmission assets) or OFTO build (w herean OFTO designs and constructs the
transmission assets as w ellas financing it etc). To date all OFTO licenses have been aw arded under the generator build model. The number of assets tendered during
tender rounds has varied.

Through this regime, separate entities take responsibility for the generation, transmission and ultimate distribution of offshore wind pow er. OFTOs finance, operate,
maintain and ow nthe related transmission assets.

The procurement exercise is started w henthe developer meets the qualifying project criteria. Ofgem then gives notice of the tender to industry and defines the assets to
be competitively tendered based upon development status of each windfarm. Once the tender has been concluded, under a generator build model, assets are transferred
to OFTOs follow ing construction and commissioning.

The winning OFTO pays the transfer value to the developer upon transfer of the assets to the OFTO. The transfer value is determined by Ofgem on the basis of
economic and efficient costs incurred by the developer in connection withthe development and construction of the transmission asset. Regarding risk there is no
construction risk (in the case of generator build model). The OFTO's revenue stream is linked to a minimum availability threshold w hich reduces the allow ed revenue in
line with actual availability. This is the key operational risk from the OFTO's perspective.

Ofgem's remuneration framew ork is essentially a zero-risk cost pass through model as all reasonable costs are passed to the successfulbidder and developers.
Roles and responsibilities

The follow ing table maps across early competition roles against roles that exist under the OFTO regime.

Role Entity who carries out this role under OFTO regime

Procurement Body Ofgem carries out the procurement process once notified by the developer

Approver Ofgem is the approver as well as the Procurement Body. Not comparable to early competition in that regard.
Licence Counterparty Ofgem

Contract Counterparty Not applicable

Payment Counterparty ESO
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Regulatory framework for Ofgem as Procurement Body

Component Treatmentunder the remuneration framework
Baseline margin No margin applied

Uncertainty No mechanisms

mechanism

Incentives No incentives

Costs Ofgem recover costs from the bidder.

o Tender costs:

To commence the tender exercise the developer must make a payment to Ofgem (an amount determined by Ofgem to be reasonable) for
the purpose of recovering their tender costs. They must also provide Ofgem with a security, in a form approved by them, in respect of any
liability that the developer has or may have in the future under these regs in respect of Ofgem's tender costs

Ofgem must specify the payment and nature of the security, date and time for payment and the w ay the payment is made. Ofgem hold
these securities to recover costs in the event of an incomplete tender process

As soon as tender round is finished, Ofgem must calculate its tender costs in relation to that tender round and aggregate; payments made
under the regs by the developer etc. and not repaid, the value of any security forfeited by the developer

Where this aggregation exceeds the total tender costs Ofgem must, as soon as practicable, repay in w hole or in part, including any
accrued interest, (w hatever they deem reasonable) any payments or forfeited security. This ensures tender costs are not exceeded
Where this aggregation is less than the total tender costs, Ofgem must give notice to the successfulbidder or w hoever is granted the

OFTO licence to make a payment to Ofgem of an amount (if any) determined by Ofgem to be reasonable for the purpose of covering the
tender costs.

» Cost incurred in connection with preliminary w orks and construction phase contracts and transmission assets calculation of costs:

Where Ofgem estimates these costs for a particular project they recover the monies for this activity fromthe developer. Where they have
assessed these costs, they recover the cost of the activity from the successful bidder.
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Smart DCC incentive regime

The Data Communications Company (DCC) is a central communication body with a role to manage communications and data transfer for the GB smart metering rollout
programme. [ts role requires it to procure and manage external contracts w ith data and communication service providers. The DCC is regulated by Ofgem and is subject
to margin-based remuneration and an incentive regime.

The incentives are mix of evaluative and mechanistic, and have evolved over time to align withthe DCC's changing business activities:

During its implementation phase the DCC w as penalised for failing to meet implementation miestones by sacrificing a preagreed amount of its baseline margin.
This incentive is no longer active as the DCC has commenced live operations

As its external costs have become material the DCC is rew arded for securing cost savings w ith external contractors by retainng a share of the savings

During its operational phase the DCC wiill be penalised for poor performance in system performance, customer engagement, and contract management and
procurement. A 70% w eighting on system performance and 15% w eighting on the other tw o areas, is applied to arrive at the find incentive penalty. The three
areas are set out in more detail below .

1. System performance — fundamental forthe successfuldelivery of the smart meter rollout and business-as-usual operations
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Install and commission: concerns the connectivity of newly installed smart meters to the DCC netw ork
Prepayment: concerns DCC’s role in delivering top-ups to prepayment meters

Service availability: concerns the ability of DCC services to be accessible as needed by users

Firmw are management: concerns the rollout of firmw are updates for smart over the DCC's netw ork

The DCC can lose 50% of its margin if it performs poorly in a single geographical region.
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Smart DCC incentive regime

2. Customer engagement —the DCC's decisions should be strongly informed by an understanding of its customers’ needs

o Timing and frequency of engagement

o Quality of information provided by the DCC

o Taking account of customer view s.

3. Contract management and procurement —the DCC should enter into, manage and close out contracts effectively and efficiently

o Applies a modified version of the NAO Contractual Relationships Audit Framew ork. The framew ork allow s an assessment of an organisation’s relationships,
capability and performance in relation to contract management. It includes consideration of, for example:

o Commercial strategy: Is there an overarching commercial strategy, witha clear rationale for the approach being taken?
o Contract approach: Does the balance of risk and rew ard encourage service improvement, minimise perverseincentives and promote good relationships?

o Contract management: Is the service being managed w ell, with costs and benefits being realised as expected?
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Thames Water’s role in the Tideway Tunnel project

Thames Water is the counterparty to the interface and revenue agreements w ith Bazalgette on the Tidew ay Tunnel Project. Bazalgette is the equivalent of a successful
bidder and Thames's role is comparable to a contract and payment counterparty.

Separately, Thames is required to undertake certain activities to ensure Tidew ay Tunnel is delivered on time and to budget. For this reason Ofw at has included a
number of Tidew ay Tunnel-specific incentives at PR14 and again at PR19 relating to the implementation of the project.

The PR19 incentives are generally mechanistic and contain a mix of financial and reputational incentives. The PR19 performance commitments are set out below :
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Readiness to receive Tidew ay Tunnel flow atthe Beckton sew age treatment w orks by the target commencement date. This is not elevant for the ESO as it does
not operate the netw ork

Effective stakeholder engagement (including withBazalgette). This could be relevant as the ESO will likely need to undertake market engagement as part of
early competition

Critical asset readiness for the London Tidew ay Tunnels by the target commencement date. This is not relevant for the ESO asTOs are responsible for
connecting new assets to the existing netw ork

Establish an effective system operator for the London Tidew ay Tunnels. This is not relevant for early competition as a new system operator is not required

Maximising the value of land sales relating to the Tidew ay Tunnel project. This is not relevant forthe ESO's roles within ealy competition as it willnot be required
to buy and sell land

Managing early handback of project land from Bazalgette. This is not relevant for the same reason as above.
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SONI evaluative incentive framework

SONI is the Northern Irish SO and is regulated by the Utility Regulator (UR). It earns the WACC on its RAV as wellas a numbe of margin-based layers of
remuneration. The UR has recently put in place an evaluative incentive regime for PC2020-25, similar to w hat Ofgem has designed for the ESO. The incentive regime
has not yet been finalised how ever it will focus on the follow ing areas:

o Decarbonisation: supporting government decarbonisation policy and targets

o Grid security: ensuring customer receive secure and reliable electricity supplies

o System-w ide costs: ensuring value for money w ithin and across the electricity system

o SONI service quality: ensuring SONI provides an appropriate range and quality of services to industry participants.

The UR has not decided on the performance metrics that would be included in incentive regime but has highlighted the follow ig metrics as potential candidates:

o Use of renew able energy sources for electricity (RES-E)
o System non-synchronous penetration (SNSP)

o Renew able Dispatch Dow n

o Cyber security maturity scores

o Stakeholder engagement

o Imperfection costs

o Internal costs.
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ESORI for Role 2: market development and transactions

The ESO's role within Blectricity Market Reform (EMR) has been integrated into the wider incentive regime as part of Role 2, under the RIO-2 Final Determination (FD).
We set out the incentives on Role 2 from the RIO-2 FD below :

Criteria (b) of ESORI: Metric performance

o Competitive procurement: measures the overall % of services procured through competitive means (auctions and tenders) calculaed by £ expenditure.
Criteria (d) of ESORI: Demonstration of plan benefits

o Diversity of service providers: measures the diversity of technologies that provide services to the ESO in each of the services covered by the above
o EMR decision quality: number of overturns in the Tier 2 disputes process for the Capacity Market (CM) per 1000 applications
o EMR demand forecasting accuracy: accuracy of forecasts of peak demand, for EMR T-1 and T-4 CM auctions.
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Roles and funding in the CfD scheme

Contracts for Difference (CfD) are long-term contractual agreementsto provide low carbon generators with price certainty over the lifetime of the contract. To
date, there have been three allocations rounds with a total allocated capacity of 15.4GW.

The table below indicates w hich entity carries out each role in the CfD scheme.

Role Entity

Procurement Body ESO

Approver ESO

Contract Counterparty Low Carbon Contracts Company (LCCC)
Payment Counterparty LCCC

The ESO, as the EMR delivery body, plays the role of procurement body and runs the competitive tender process to appoint the bidders that willbe aw ardeda CfD.
The role is funded through TNUoS.

The LCCC was setup to play the role of contract and payment counterparty inthe CfD scheme. The LCCC is an independent, not-for-profit company wholly
owned by Secretary of State for BEIS. As the CfD counterparty, the LCCC manages the CfD withlow carbon generators.

Cash-flows, as represented in the diagram below, w ere set to ensure LCCC is adequately funded to make the required payments. In order to ensure that LCCC is alw ays
able to make payments to generators, it forecastand collects in advance the Supplier Obligation Levy, w hichis then used to settle and clear the CfDs.
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Roles and funding in the CfD scheme
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The Supplier Obligation Levy is set on a quarterly basis, one quarter in advance and is paid by suppliers based on their demand. The LCCC invoices the suppliers each
w orking day and they must be pay w ithin 5 working days. In-period adjustments can be done if the need arises.

The LCCC has 28 calendar days to make the CfD payments, w hich provides a positive cashflow to the LCCC due to timing. CfD payments were £1,803m in 2019/20.

To provide further reassurance that the LCCC will have sufficient funds to make CFD payments ontime, it also collects the Total Reserve Amount fromsuppliers
quarterly. This is calculated so there is a 19 in 20 probability that the LCCC willbe able to make all the required payments during the relevant quarter, considering
electricity prices forecasting uncertainty.

The LCCC recovers its operational costs throughthe Operational Cost Levy charged to suppliers. The levy is set annually in the Supplier Obligation Regulations and
was setat £0.0592/MWh for 2019/20. The LCCC shares some resources w ith the Hectricity Settlements Contracts (ESC), counterparty to Capacity market contracts. In
2019/20, operational costswere£12.1m and represented 0.7% of CfD payments.
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Roles and funding in the CfD scheme

In April 2020, the LCCC took an interest free loan fromBEIS (to be repaid at a later date from levy funds collected from suppliers) in order to help fund the projected April
to June shortfall in supplier obligation levy receipts resulting from the significant drop in electricity demand and the impact on the amount required for CfD payments due

to falling electricity prices.

If a supplier fails to pay and there is insufficient credit cover in place to cover the full amount of the levy, the failure is socialised betw een the remaining suppliers.
How ever, this situation has never happened so far.

Any operational costs levy collected that exceeds the LCCC's requirement and unutilised Total Reserve Amount is refundedto suppliers.
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Roles and funding in the TTT project

The Thames Tidew ay Tunnel (TTT) project was the upgrade of the London sewer network toreduce the incidence of the overflow of untreated sew age mixed w ith
rainw ater into river Thames and to comply with legal requirements.

TTT was vital to London’s future and a priority for the Government and Ofw atwithan estimated cost of £4.2bn (in 2011 prices). The project being built fromthree main
construction shaftsites in Fulham, Battersea and Southw ark is expected to take seven years to build and involve the use of 24 construction sites. The main construction
workstarted in 2016 and will complete in 2023, with system testing and acceptance expected to run until 2027.

The table below indicates w hich entity carries out each role in the TTT project.

Role Entity
Procurement Body Thames Water
Approver Ofw at
Licence provider Ofw at
Payment Counterparty Thames Water
Government support package (GSP) provider Government

Thames Water ran a competitive tender processto selectthe infrastructure provider (IP). Bazalgette consortium w onthe competition to be the IP and received a
Licence from Ofwat to build, finance and operate the asset. This followed Ofwat’s fit and proper assessment of the consortiumto be a licensed IP (in addition to
meeting the tender requirements and winning the competition).

In a parallel procurement process, Thames Water procured three contracts for the construction of the project that were novated to Balzagette. Ofw atissued a
w aiver notice dis-applying the obligation on Tidew ay to comply w ith the procurement regime set out in the Regulations in respectof specified contracts and for specified
circumstances to enable the novation of the construction contractors’ contracts.

Thames Water is allow ed to recover the costs related to its procurement body and payment counterparty roles through its customers’ bills, as part of a
separate price control. Ofw atamended Thames Water’s licence to enable a separate price control for costs related to TTT, to set aclear boundary between TTT and
its other activities. Thames Water willalso collect from customers TTT's revenue of behalf of the IP.
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Roles and funding in the TTT project

In respect of the exceptional risks inherent in executing a project of this nature and the implications for financing costs that customers would ultimately fund, the
Government considered that the project would not be financially viable without government support. Therefore, it provided the Government Support Package
(GSP) to mitigate some risks by transferring liability to the taxpayer if those risks materialise.

Under the GSP, until full commissioning and complete testing, HVIT has agreed to:

. Either provide an equity injection to Bazalgette if its costoverruns exceed 30% or discontinue and pay compensation

. Lend to Bazalgette if economic or political events make it unable to access debt capital markets as planned

. Indemnify property and liability claims above insurance limits specified in Bazalgette’s existing insurance cover, or if insurance is unavailable
. Provide compensation toinvestors inthe event that the project is discontinued

. Make an offer to purchase Bazalgette or provide compensation to investors if it goes into special administration for 18 months.

A call on GSP is considered highly unlikely, although it w as estimated that the impact could be very large (£6.6 bilion in the ‘reasonable w orstcase’scenario), if
several risks materialise.

HMT's role also includes:

. Monitoring project progress and risks with governance arrangements including quarterly meetings w ith key project stakeholders, and regular meetings betw een
ministers and officials to monitor progress throughout construction

. Appointing a loss adjuster (Craw ford & Co) to ensure any claims made under the insurance element of the GSP are fair

. Appointing Independent technical assessors (ITAs) and technical advisers (TAs) to provide quarterly assessments on Bazalgette’s reports on progress and project

costs to provide advance warning of a call on the GSP so the Department can make appropriate preparations.

The Department for Environment, Food & Rural Affairs has no executive role in managing cost control on the project, but w here forecasts indicate a project-level
overspend, it can require Bazalgette to produce a mitigation plan to reduce or correct the overspend.
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Liabilities in the TTT project

The liabilities in the TTT project are shared as set out below .
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Thames Water stays liable for its own licence obligations and the Environmental Agency (EA) and Ofw at can take enforcement action if it fails to meet them

To promote cooperation, contractors and Thames Water are collectively incentivised through a financial rew ards and penalties regime to achieve cost targets
and time milestones during the construction period

Based on ITAs and TAs reports, Ofw at can disallow expenditure w hich has not been agreed
Bazalgette is held accountable by the Department for the delivery of the project to time, cost and quality
Bazalgette’s ow ners provided ‘ultimate controller’s’ undertakings

Bazalgette’s access to the GSP can be restricted andit can have financial penalties in specified circumstances (such as Bazalgette breaching financial
covenants) if it does not correctthe situation in accordance with the remediation regime

Contractors are liable for deficiencies in their works for tw elve years after completion and for 50% of overruns in their respective section up to 25% of
respective contract value

In simplified terms, customers are liable for 60% of overspends betw eenthe target price and a cap if Ofw at considers they are efficiently incurred and they get
70% of underspendson construction. They are also liable for 50% of over and underspends on project-related expenditure in Thames Water’s 2015-2020
business plan and for 100% of any gain or loss onthe proceeds from sales of excess land after construction ends.
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