Appendix H
Interface Risk Review
Interfaces between the Waste Services Contract and Fuel Use Contract
1.1 Introduction

In Section 4 the conclusions of the procurement strategy considerations are that it would be in the interests of the Authority to procure its waste disposal services by a parallel approach, with separate contracts for “waste disposal” (termed the Waste Services contract) and “fuel use” (termed the Fuel Use contract).

The scope of the contracts with regard to residual waste is:

· Waste Services : acceptance of residual waste; creation of solid fuel of a predefined quality; transport and handover of fuel to second contractor;

· Fuel Use: acceptance of fuel; use of fuel; final disposal of any unused fuel.

Whilst not a contractual requirement, the OBC assumes that in each case the contract will be underpinned by the new build of the relevant facility. Bidders will, however, be able to propose existing facilities as part of their technical solutions.

The relative merits of this approach as opposed to other methods of delivering an MBT/SRF solution in North London have been considered in detail in Section 4. The strategic decision to pursue the separate procurement of Waste Services and Fuel Use contracts is based on the view that such an arrangement can only work well if the Authority can predetermine the risk allocation between the two contractors, and thus identify and manage any risks that the Authority will continue to hold.  This will also enable the identification of issues pertinent to possible derogations from the standard contract and allow a timely resolution with Partnerships UK.  

Whilst this approach to the procurement of waste disposal services is innovative, the project team is aware of an exploration of this route in the Greater Manchester/Ineos Chlor project, which provides a precedent (albeit from within an integrated contract) of the interface issues.  In addition to project team experience in that area, the procurement team has had the benefit of external legal advice from advisors with expertise in this field; and has engaged with PUK and WIDP (both the Authority’s Transactor and other members of the WIDP team) to ensure that the issues are fully addressed.

1.2 Risks

For identified risks, the two contracts will create responsibilities and obligations on each of the contractors (in each case to the Authority), such that the interface risks between the two contracts that lie with the Authority can be managed, primarily through the transfer back of consequent financial liabilities associated with non-performance to the contractor at fault.  For example, the contracts will specify:

a. The fuel specification range to be produced/accepted

b. The transfer point for the fuel, at which the risk passes from producer to user

c. The payments due as compensation for default, in addition to the withholding of the unitary charge where appropriate.

The Authority is aware of the need for management of these areas of the contract to ensure that both contractors perform, and to minimise the need for use of default mechanisms.

When managing these risk areas, the primary objective of the Authority is to ensure as far as possible that when a failure occurs under one contract and this then causes a loss under the other contract, the remedy the Authority has against the failing contractor (including, but not necessarily limited to, withholding of the unitary charge where appropriate) is sufficient to cover any remedy that the other contractor has against the Authority. If this is not the case, then the Authority would be left with a shortfall that it would have to cover itself.

The Authority recognises that there may be a limit to the extent to which such interface risks can be transferred back to the relevant contractor, either on bankability or value for money grounds where, for example, substantial liquidated damages may be required. For example, the Authority may choose to accept a mismatch between the sums it can recover from the Waste Services contractor for failure to create the solid fuel, and the sums it would have to pay a Fuel Use contractor for failure to supply it with SRF. In this hypothetical example, the Authority may decide that it could source alternative solid fuel itself to mitigate the potential exposure it has. In deciding to accept this risk, the Authority would consider the likelihood of the default, its potential exposure, and the benefits to it in terms of a lower unitary charge for the contract.

Risks can be considered in the following categories:

· Procurement

· Contract management

· Fuel Use contract content 

1.2.1 Procurement

This section covers procurement process risks.  Issues relating to specification are covered under point 3, contract content.

The project team has carried out work (reported in Appendix G of this OBC) to identify whether there is a fuel market, and the conclusion of that work is that there is a current and future market for SRF, which is likely to be sustained for the term of this project.  The procurement for the waste services contract will therefore require the production of a fuel which the Authority can be confident of finding a market for. The procurement for the fuel use contractor will require the acceptance of fuel within a range of CV specification, and its use as a fuel.  This will be important to minimise any excess fuel being sent to landfill, with attendant costs.

As part of the evaluation process, whilst the Authority will recognise the benefits of a fuel use contractor able to accept larger quantities of SRF, the fuel use contract procurement is likely also to allow bids for lots.  Following discussions with the market to ensure we optimise the competition, there will be two lots of approximately 150,000 tpa.
The Authority, in allowing for bids for lots, is seeking to enable local schemes to benefit from the possible use of such fuel, while ensuring, through its evaluation of bids, that there is no loss of quality or financial disbenefit to the Authority from doing this.  This will also have the benefit of being in accord with the GLA’s encouragement of local energy users.  

There are risks if the terms of the contracts are not identical.  As a result, the Authority is seeking to ensure that both contracts will be co-terminus.  The energy market, our research has shown, tends to enter into contracts of shorter periods than the normal PFI contracts.  The Authority will express a preference for fuel use contracts of equivalent term to the waste services contract to take account of the desire on the part of the Authority to secure committed off-take routes and diversion capacity.  This preference is expected to be facilitated by the establishment of new build SRF facilities although the Authority has not ruled out the possibility of merchant fuel use solutions utilising existing infrastructure.
The risk implications of alternative proposals from bidders (in respect of contract lengths and contractual terms) will be considered in the Authority’s evaluation methodology. In each case the Authority will carefully review the PFI eligibility of any proposals received, and will factor the eligibility or otherwise of the proposed solutions for PFI revenue support into its evaluation of bidders’ proposals, being cognisant of WIDP guidance that PFI credits are available only if the Authority secures the use of a new build asset for substantially all of its useful economic life. The Authority will liaise with its WIDP Transactor at each stage of the procurement process to manage and monitor PFI eligibility.

The Waste Services and Fuel Use contracts should be synchronised as far as possible in respect of full operation start dates and fuel volumes.  Any failure to synchronise will require mitigation through possible options such as short term contracts; fuel storage; alternative disposal routes including stabilisation and landfill. 

If storage of fuel is the preferred mitigation strategy, it is technically possible for a period of up to three years (with assurance to the Environment Agency) for contracts for future disposal of the stored fuel to be in place to start when the MBT plant is operational.

In respect of the procurement process, the intention is for both contracts to be procured in parallel.  The Authority is cognisant of the need to preserve the independence of each procurement whilst managing the interdependencies and interface risks associated with both.

1.2.2 Contract management 

The contract structure once the two contracts are let could be as shown in the chart set out below.  The Authority will have an intermediary role in these contracts, and therefore will need to manage the interfaces between the contracts as part of its contract management function.
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The Authority recognises that the letting of the Fuel Use contract in lots would create additional management issues, as there could then be two contracts.  

There are management risks associated with the letting of more than one contract, in that a failure to manage any slippage or failure in one contract may lead to a loss in the other contract (discussed in greater detail below in the context of contract risks).  Whilst the Authority will seek to ensure that all obligations in the contracts are passed through where appropriate, it will need to ensure careful management and rigorous enforcement to minimise any possible liability.

The Authority will ensure that there is continuity of the understanding of these issues from staff responsible for procurement to staff responsible for contract management (or seek to retain staff at least for an interim period) to enable better management of these risks.

1.2.3 Fuel Use contract content 

The key risks at the interface between the two PFI contracts are 

· SRF volume risk
· SRF quality risks

· Facility planning risk 

· Interruption of supply

· Interruption of use 

Many of the interface risks that create direct financial consequences for the Authority will be crystalised and managed as part of the payment mechanisms underpinning the Waste Services and Fuel Use contracts. The payment mechanism that is devised for the Fuel Use contract will need to be compliant as far as practicable with the WIDP template payment mechanism and will have to be such that it properly accounts for (where appropriate) the physical and commercial risks as discussed later in this section.  The Authority and its advisers will develop the payment mechanism for the SRF fuel supply contract to minimise as far as possible the interface risks between this and those risks articulated in the payment and performance regime for the Waste Services contract. The payment mechanism will cover issues such as (but not necessarily limited to):

· Gate fee arrangements for the acceptance and processing of Contract SRF.

· Gain sharing arrangements arising from changes in electricity and heat prices and in respect of green energy benefits such as ROCs, LECs, RHIs, etc (where available).

· Deductions placed on the SRF contractor in the event of non-acceptance of Contract SRF that meets minimum agreed standards.

· Compensation obligations on the part of the Authority where SRF volumes or quality do not comply with minimum levels (through volumes, composition or otherwise).  Liquidated damages and consequential losses are likely to be key issues.

A more detailed discussion in respect of the anticipated modifications to the WIDP template payment mechanism is set out in Section 5 of the OBC, and a pre-procurement workstream has been developing this further for the purposes of the procurement documentation.

1.3 SRF volume risk 

The parties will require the contractual ability to alter the volume of supply to allow for variations in waste arisings, quality of fuel and plant availability. This means that there will be a difference between contractual guaranteed minimum volume (required for the purposes of bankability and security of energy output) and the maximum volume the Authority seeks to secure from a fuel user (to cater for waste growth).  The difference between the two volumes has to be managed by the fuel user. To the extent that fuel tonnages fall outside of these thresholds the risk is likely to revert to the Authority, subject to extent to which the responsibility of such variations can be passed to the Waste Services contractor as a consequence of poor performance.  To help manage the associated volume risk, an obligation will be placed on the Fuel Use contractor to endeavour to seek alternative fuel where the minimum agreed volume cannot be met.
In fuel contracts maximum and minimum tonnages are often defined in terms of annual volumes. In addition it is likely that there will be maximum and minimum tonnages for smaller time increments (eg monthly or daily) which will be developed through the dialogue process. The calibration of these maximum and minimum thresholds will affect the risks borne by each party to the contract. Thus a low minimum or high maximum threshold compared to forecast fuel production volumes would present to one party a high degree of flexibility but for the other a high degree of uncertainty. Thus a balance between flexibility and certainty has to be struck in the contracted SRF volumes to be supplied and used to secure value for money gate fees for the Authority in the context of the bankability requirements of the project.  Volume commitments can be mitigated by measures addressing thermal output i.e a lower volume of higher quality fuel may provide a similar thermal output, such that there is no loss to the fuel user. 

1.3.1 Delivery point and delivery arrangements

It is important that the delivery point for the fuel is clearly defined, as this will set the point at which risk and title transfer. However, as part of the SRF delivery process there will need to be recognition that the quality of the fuel will need to be checked, to ensure that what is delivered to the user is what is expected. This requirement for checking the fuel quality will need to be incorporated into the fuel delivery arrangements as it can have an impact on such items as SRF storage area required (at either the producer or the user) to allow for a certain volumes to be “quarantined” to allow for the agreed SRF testing regime to be conducted where necessary.  Because of the nature of testing and the time taken for test results to be generated, a rigorous and robust Quality Management System will be established to manage the ongoing fuel quality.  This is expected to be underpinned by an agreed testing regime stipulating frequency and physio-chemical parameters to be analysed. 
In addition, it will be important that the fuel delivery logistics requirements are to be carefully considered to ensure that the volume commitment to supply and take SRF can be met in a timely manner.

1.4 SRF quality risks
The quality of the SRF that is to be produced is to be defined in an SRF Specification in the Output Specification for the PFI contract procurement. This is agreed with the main PFI contractor. This SRF specification (see Waste Services contract PFI draft output specification) will include the definition the physical, chemical and energy content parameters that the fuel is to comply with and balances the need for specificity (to allow both Waste Services providers and Fuel Users to develop their solutions), and breadth (to allow a range of technical solutions to be forthcoming, maximising competition). A set of European standards and related documents for SRF have been developed and published by the European Standards organisation CEN
 (as CEN/TC343 – Standards for Solid Recovered Fuel). This set of standards has been designed to provided a common template for the classification, specification and testing of all forms and types of SRF; thus providing the best possible reference point for the SRF produced by the process used by the Authority’s PFI contractor.  The financial implications to the Authority (in the first instance) of SRF falling outside of the required specification will depend on the extent of such deviation. Relatively minor quality variations (such as in respect of calorific value) may allow continued acceptance at the facility, through at a different price (reflecting thermal output and throughput implications).  More substantial variation may lead to rejection of loads, and the consequent landfill of the material. 

1.5 Facility planning risks
The biggest single risk in the Fuel Use contract is planning failure, and any solution proposed by bidders will require a detailed and robust strategy in respect of managing planning risk and its consequences. The planning risk attached to a solution, and the effectiveness of proposed mitigation strategies will need to be rigorously evaluated by the Authority and should deal with what happens if the plant is delayed (i.e. what happens to the SRF and who has responsibility for it).  To manage the risks that ultimately the SRF using plant cannot be built, robust and detailed contingency plans will need to be developed by the Authority and shortlisted bidders. The impact of planning risk materialising could be mitigated by the Authority in the short term by accessing current/existing SRF use capacity, through the:

· Use of an already consented facility (e.g. cement kilns)

· Use of an existing facility that only requires approval for modification (e.g coal fired power plant)

· Use of a scheme that can demonstrate how the planning risk is to be managed through the current relationship with the planning authority

· Use of a scheme that will be approved by the Secretary of State, outside of Local Authority Planning Control (though this applies to the larger facilities only)

It is normal that agreements of this nature will have a “long-stop” date after which the contract can be terminated if planning has not been achieved.  It is important that each party fully understands its obligations before this point in-time is reached.  For example the party that assumes responsibility for planning (usually the contractor) must take the process through to completion and may not abandon the process for reasons of short-term expediency.  Both Waste Services and Fuel Use contractors will require confidence that the other is likely to achieve planning permission and clearly understand and value the risks associated with planning delay or failure.  The Authority will need to carefully manage its own position where planning failure is not attributable to the failure of either contractor, or where sufficient liquidated damages cannot be levied in one contractor to match the compensation provisions required in the other.
1.6 Supplier interruption  

The supplier may encounter difficulty in supplying the correct amount of SRF.  Even though there may be more than one production facility, the fuel supply agreements will stipulate minimum quantities which may be difficult to fulfil if one or more facility is off-line.  The transport system is also a potential high impact failure node.  If the user cannot secure supply they will need to be able to access alternative fuel/energy and it is probable that the Authority will be asked to pay for this; though the SRF supplier shall be the first point of liability.  The risks associated with supply interruption will be addressed in a similar way to volume risks described above, both through the financial mechanisms contained within the payment mechanism, and through the contractual provisions in the PFI project agreement.  To help manage the associated volume risk, an obligation will be placed on the Fuel Use contractor to endeavour to seek alternative fuel where the minimum agreed volume cannot be met. 

1.7 Use interruption 
If the user cannot take the SRF there will need to be alternative disposal arrangements that can manage the interruption.  These will include:

· Disposal into the merchant SRF market

· Storage 

· Landfill

It would be expected that the fuel user will be responsible to the Authority in the first instance for any financial liabilities and any liquidated damages arising for the account of the Authority within the Waste Services contract arising from the non-acceptance of contract SRF conforming to the fuel specification.  

The table below summarises the key commercial and physical risks relating to SRF discussed above, and sets out a framework for their further consideration as part of the pre-procurement workstream.  The Authority will develop a series of detailed positions in respect of these risks and incorporate the outcomes of this analysis into the development of the payment mechanism and other relevant contractual documentation prior to OJEU. 

SRF physical risks
	Risk and Trigger event
	SRF Producer Obligation
	SRF User Obligation
	NLWA Risk Position
	Mitigation Comments

	SRF Spec non compliance
	
	
	
	

	Poor performance of the SRF production plant
	Performance for the production of fuel to the agreed spec measured against set criteria, with compensation to NLWA for failure. Liability likely to be capped
	To take fuel not to spec but better than rejection limit compensation from the Authority for taking. Liability likely to be capped
	The Authority exposed to difference in compensation amounts/formulae between SRF production and User. The potential for mismatch between these is likely to be high and thus should be recognised

Also an issue if different contractual specs are agreed to with SRF production and SRF user
	The Authority can supply from other sources

SRF supply contract should aim to be back to back with SRF production contract where possible at worst or with a margin to the Authority benefit at best

	Change in the input waste composition
	‘Pass back/through’ risk to the Authority
	If not to spec can reject or accept the SRF with a price adjustment
	The Authority has waste composition change risk; though the SRF producer shall have SRF fuel spec risk
	The Authority needs method of assessing scope and duration of failure to supply within any agreed composition between SRF production and the Authority

	Damage event to SRF production plant that affects the SRF produced
	Mitigate consequences, if insured loss then exposed to the deductible amount. Liability likely to be capped
	Mitigate consequences, if insured loss then exposed to the deductible amount. Liability likely to be capped 
	Differences in insurance terms between SRF production and User, including the differential and quantum of loss
	Need to ensure that insurance provisions in SRF production and in SRF supply are consistent. Re Supplier extensions for Delay in Start-up, Mechanical Breakdown and Business Interruption Insurances, Named insured etc.

Ultimately has ability to supply from elsewhere if required. 

Insurance advice required – including is an insured interest required in the SRF production facility



	Force Majeure Event
	Likely to be insured, if so then exposed to the deductible amount. Liability likely to be capped
	Likely to be insured, if so then exposed to the deductible amount. Liability likely to be capped
	Differences in insurance terms between SRF production and User.
	Mitigate consequences  Same as Damage event

Ensure that Force majeure terms back to back in both contracts

	Non Delivery of SRF
	
	
	
	

	Late Start Date of SRF production Plants
	Service non delivery compensation to the Authority. Liability likely to be capped or rather full cost of non delivery to Authority i.e. alternative disposal costs and damages to the SRF user will not be covered by unitary charge saving
	Service non delivery compensation from the Authority. Liability likely to be capped.
	The Authority exposed to difference in compensation amounts/formulae between SRF production and User.
	The Authority can supply from other sources that meet the SRF spec

Need to assess any effect on unitary charge – scope for saving. 

	Failure to Complete all SRF production plants
	Service Non Delivery Compensation to the Authority. Liability likely to be capped

Likely termination event
	If no SRF arrives – leads to termination of SRF supply contract
	The Authority unlikely to be able to pass on SRF production plant completion risk to SRF user

The Authority is exposed to termination consequences i.e. compensation to SRF user
	Risk considered small though, the Authority can supply from other sources that meet the SRF spec

SRF supply contract to consider compensation on termination to minimise the Authority risk via Liquidated damages type formula

Different risks may materialise in the event of one or both termination events – termination triggers and compensation on termination will need careful consideration to manage Authority exposure

	Annual Contracted Volume (ACV)
	Service Non Delivery Compensation to the Authority. 
Liability likely to be capped

Note this ignores the potential risk of the Authority being unable to supply sufficient waste – separate sub risk
	To receive annual contracted volumes
	Compensation to SRF user for non deliveries that equate to < ACV that cannot be backed off in the fuel producer contract
	The Authority can supply from other sources

SRF supply contract should aim to be back to back with SRF production contract where possible at worst or with a margin to the Authority benefit at best.

If the SRF supply compensation liability cap breached – scope for termination by the Authority?

SRF User to be obligated to have a minimum amount stored on site to cover SRF production non supply during public holidays etc. SRF production contract needs to address, and separate, potential reasons for process failing to perform e.g. change in waste composition vs. process failure

	Damage event to SRF production plant that affects the SRF produced
	Same as for Non compliant Spec SRF as above
	Same as for Non compliant Spec SRF as above
	Same as for Non compliant Spec SRF as above
	Stored volumes at either supplier or user end can help to mitigate supply risk. The Authority can supply form elsewhere. Cash consideration re insurance provisions needs careful consideration

	Force Majeure Event
	Ditto
	Ditto
	Ditto
	Ditto

	Non Use of SRF
	
	
	
	

	Late Start Date of SRF User Plant
	To produce and deliver contracted volumes
	If unable to take (or put/use elsewhere); then compensation back to the Authority. Liability likely to be capped
	The Authority has volume off-take risk. To the extent it can’t store temporarily or dispose of to an alternate market off-taker, then exposed to disposal to landfill
	The SRF use contract should contain some LDs for failing to take SRF on time. LD likely to be capped. Users may object to this as economics double hit – non receipt of gate fee and paying out LDs. EA have defined position on storage.

This is a key issue when the Authority is entering into a SRF disposal contract. The extent to which its alternative costs of disposal can be covered as withholding of gate fee will need to be understood This it is unlikely to be sufficient to cover these costs.

Likely to be a termination event if delay is too long

	Failure to Complete SRF User Plant
	To produce and deliver contracted volumes
	If no SRF taken ever then compensation back to the Authority. Liability likely to be capped
	The Authority has volume off-take risk. To the extent it cant store temporarily or dispose of to an alternate market off-taker, then exposed to disposal to landfill
	To the extent that User LD liability caps reached then the Authority can terminate supply contract. The Authority should have obligation to mitigate & find other disposal/use points where possible.

Relationship between this and LDs levied needs consideration. 
This is a key issue when the Authority is entering into a SRF disposal contract. The extent to which its alternative costs of disposal can be covered as withholding of gate fee will need to be understood This it is unlikely to be sufficient to cover these costs.

An extended period of failure to complete the SRF user plant is likely to be a termination point as above

	Annual Contracted Volume
	Ditto
	Ditto
	Ditto
	Ditto

	Damage event to SRF user plant that affects the SRF volumes used
	Mitigate consequences, if insured loss then exposed to the deductible amount. Liability likely to be capped


	Mitigate consequences, if insured loss then exposed to the deductible amount. Liability likely to be capped

Clear definition of the performance obligations of the contractor will be relevant

To the extent that SRF is produced albeit at a lower volume, then user obligation to take
	Differences in insurance terms between SRF production and SRF User. 

In addition a potential mismatch between deductions levied in the payment mechanism and actual financial exposure borne by the Authority. This point is equally applicable in the deduction scenarios described above.

Ultimately this is a financial consideration re the alternative costs of disposal
	Need to ensure that insurance provisions in SRF production and in SRF supply are consistent. Re Supplier extensions for Delay in Start-up, Mechanical Breakdown and Business Interruption Insurances, Named insured etc.

Ultimately the Authority has ability to supply from elsewhere if required. 

Insurance advice required 

	Force Majeure Event
	Ditto
	Ditto
	Ditto 
	Ditto


SRF commercial risks

	Risk and Trigger event
	SRF Producer Obligation
	SRF User Obligation
	NLWA Risk Position
	Mitigation Comments

	SRF Spec non compliance
	
	
	
	

	Contract Term (duration)
	Contract term to be consistent with requirements of main waste PFI contract
	Contract term to be defined
	The Authority only exposed if contract terms different between supply and use.
	The Authority can align the contact durations for both supply and use to ensure that there is no difference in timing between the two.

	Contract Payments
	Gate-fee payments to be made to the Authority; or a ‘net priced’ free issue SRF contract for delivery of SRF to a defined delivery point or points (latter in the case of multiple users)

Pricing formula to allow for the following items

· SRF spec non compliance (worse than agreed spec) in quality terms

· SRF non compliance (better than agreed spec in quality terms

· Pricing escalation formula to be set to best advantage for the Authority 
	To take fuel to extent within agreed parameters

Performance risk to extent SRF not used & whether user has adequate financial resource to dispose of SRF.
Pricing formulae to be set by the Authority to its advantage relative to the supply side i.e. so that it has a margin or ‘tolerance band’ between the producer side and the user side.
	The Authority exposed to difference in pricing formulae between SRF production and User.
	The Authority can arrange contract terms such that there is a difference between the supply side and the use side that gives it some upside benefit for taking these risks 

	Service Standards
	To be compliance with main PFI contract
	As a minimum to be the same as the main PFI contract
	The Authority only exposed if contract terms different between supply and use.
	The Authority can arrange contract terms such that there is a difference between the supply side to its best advantage. Ensuring that in particular the creditworthiness of both user and supplier are sufficient
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