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As the economic regula tor  in  the water  sec tor  in  England and Wales ,  Ofwat  i s  respons ib le  for

ensur ing that  water  companies  prov ide cus tomers  wi th  a ‘good qual i ty ,  e f f ic ien t  ser v ice a t  a fa i r

pr ice ’. ¹  As par t  o f  that  commi tment ,  Ofwat  se ts  l imi t s  on the pr ices  that  water  companies  can

charge the i r  cus tomers  in  pr ice rev iews ever y f ive years .

In recent years, these reviews have introduced and developed the concept of Direct

Procurement for Customers (“DPC”), which is a compe��ve tender process through

which water companies instruct third-party compe��vely appointed providers (a

“CAP”) to design, build, finance, operate and maintain infrastructure. The aim of DPC

is to achieve efficiencies in the development and opera�on of water infrastructure

projects, which can ul�mately be passed on to customers in the form of lower

prices.

In March 2023, Ofwat published a paper which provides guidance to water

companies delivering DPC projects. The period for commen�ng on that report closed

on 10 March 2023. The results of the report will feed into the 2024 price review

(“PR24”) which will introduce DPC by default for all discrete projects above a size threshold of £200m whole life total

expenditure (“Totex”).

BACKGROUND TO THE DPC SCHEME

Ofwat’s 2019 Price Review (“PR19”) set prices for the period 2020-2025 and iden�fied three key themes against which water

companies were expected to deliver services to customers: securing long-term resilience, protec�ng customers and making

markets work. Under PR19, DPC was introduced as something that should be considered by water companies for projects over

£100m in cost, where it was expected that it would ‘deliver the greatest value for customers’.

In February 2020, Ofwat published the first of three consulta�ons on DPC – being a non-statutory consulta�on on the proposed

amendments to the licence condi�ons for DPC, and the introduc�on of a new condi�on which would enable Ofwat to regulate

DPC projects. Stakeholders were invited to comment on the proposals made.
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In July 2020, a further non-statutory consulta�on was published which provided

updated proposals based on the results of the first consulta�on and set out how it is

expected the ‘Allowed Revenue Direc�on’ will work, a mechanism through which

water companies will be allowed to collect charges payable to the CAP from

customers.

This was followed by a statutory consulta�on in November 2020 which resulted in

amendments to five water companies’ licence condi�ons. These changes form the

basis of the wider DPC scheme that will be rolled out to all water companies seeking

to implement DPC projects over the coming years.

KEY FEATURES  OF DPC

Under the DPC scheme, with Ofwat’s approval, water companies will put major projects out to compe��ve tender for delivery

by third par�es. Successful bidders (the CAPs referred to above) will be responsible for designing, building, financing and

poten�ally opera�ng and/or maintaining the infrastructure. Ofwat must provide their approval before the CAP is appointed, and

water companies are not permi�ed to bid for their own tenders, or have an ownership interest in the CAP.

There will be a £200m threshold for projects, above which DPC will apply by default, and Ofwat reserve the right to explore the

use of DPC for major projects below this threshold. Water companies will be required to (1) iden�fy projects with Totex over

£200m, (2) assess the extent to which the project is ‘discrete’ and (3) undertake a robust value for money assessment of

delivering the project through DPC.

In order to assess discreteness under limb (2) above, water companies will be required to consider Ofwat’s technical

discreteness guidance, issued in early 2023. This guidance introduced three tests: (i) the Programme Scalability Test; (ii) the

Construc�on Risk Test; and (iii) the Opera�ons and Maintenance Risk Test. The basic idea is that the more separa�on there is

between a project and a company’s exis�ng networks and opera�ons, the more suitable it is to be designed, built, maintained

and operated by a third-party CAP.

The water company must then carry out an assessment of the value for money that

a project will achieve under limb (3) above, which will be based on the difference in

Net Present Value (“NPV”) of the revenue (in real terms) to be recovered from

customers over the lifecycle of the asset under DPC as opposed to in-house delivery.

Water companies will be required to submit a fully modelled assessment to Ofwat

before entry into a CAP Agreement is approved by the regulator.

The DPC regime is set out in ‘Condi�on U’ of the relevant water company’s licence,

which sets out the company’s obliga�ons insofar as pu�ng projects out to tender,

the nego�a�on and execu�on of the CAP Agreement, the Allowed Revenue

Direc�on and appointment of an Independent Technical Adviser.
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Each DPC project is required to have an Independent Technical Adviser (“ITA”), appointed by the water company and pre-

approved by Ofwat. The role of the ITA is to obtain assurance around the costs and delivery of a DPC project and they could be

involved at any stage.

Once a project has been designated as a DPC project, Ofwat will issue an ‘Allowed Revenue Direc�on’ (“ARD”) in rela�on to the

approved CAP Agreement, which sets out the propor�on of CAP charges that the water company can collect from customers.

Condi�on U sets out Ofwat’s powers in the gran�ng of any water company’s ARD, Ofwat will require a wri�en report from the

ITA to enable them to assess the level of charges that should be redeemable under the ARD.

Under the new licence condi�ons, a water company can request that the price control applicable to it in any five-year period be

reset by Interim Determina�on. Ofwat will consider any requests and may grant such a determina�on if ‘certain events occur

which significantly affect revenues or costs’. These include a failed procurement process, the modifica�on or revoca�on of a

Designa�on No�ce, the revoca�on of an ARD or the termina�on or expira�on of an ARD.

Under PR24, Ofwat will introduce a focused incen�ve package for water companies,

which aims to ensure that the water company procures and manages the tender

process and CAP Agreement effec�vely, so that DPC schemes are delivered

efficiently and achieve the intended goal of lower costs for customers. The incen�ve

seeks to ensure that, if efficient for customers, DPC is always put forward by the

water company and selected over in-house delivery.

F INANCIAL  IMPL ICAT IONS FOR WATER COMPANIES

Under Condi�on F of the relevant water company’s licence, the company will have

certain obliga�ons to keep appropriate accoun�ng records (in a form approved by Ofwat).

Under Condi�on P, the water company is required to ensure that it maintains sufficient financial and management resources to

enable it to carry out its func�ons in a sustainable manner. This includes mee�ng the Board Leadership, Transparency and

Governance objec�ve, set out in Condi�on P3 and complying with its obliga�ons under the Water Industry Act 1991.

There are no new implica�ons under the DPC scheme for water companies that lose investment grade status or are na�onalised

or priva�sed. Accordingly, we must look to the Water Industry Act 1999 and the Water Industry (Special Administra�on) Rules

2009 enacted thereunder. The rules set out the special administra�on process that must be followed if an applica�on is made by

the Secretary of State or Ofwat. In short, this regime allows for the appointment of Special Administrators by Court Order to

oversee the management of the relevant company. The purpose of the Special Administra�on Regime is to ensure that services

to customers are not disrupted by transferring the company’s business as a going concern and carry out the essen�al func�ons

of the company in the interim.

WHAT DOES TH IS  MEAN FOR INVESTORS?

The aim of Ofwat’s DPC scheme is to increase compe��on in the market and thereby increase innova�on and performance in

the delivery of major water infrastructure projects – which will have a knock-on effect for customers, in the form of lower prices.
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While increased compe��on is a laudable aim, this could have ramifica�ons for the financial stability of the par�es delivering

major infrastructure. There is clearly an opportunity to gain new investment from ins�tu�onal investors and funders who derive

comfort from a regulated return.

Parallels might be drawn to other regimes that have tried to introduce compe��on in the provision of infrastructure – such as

OFTOs and CATOs.² Our analysis of the OFTO regime and what it has delivered can be found here.

London trainee Ellen Mackie also contributed to this ar�cle.

[1] h�ps://www.gov.uk/government/organisa�ons/the-water-services-regula�on-authority

[2] h�ps://www.ofgem.gov.uk/publica�ons/quick-guide-cato-regime-november-2016
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