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AUTONUMLGL
Introduction 

The Sydney Drinking Water Programme is an excellent example of the use of BOT/BOOT contracts in a monopoly public service - water supply.  It can be used to illustrate a wide range of the benefits and mechanisms of such contracts.  This paper limits itself principally to the Process of establishing such contracts in a context of a complicated interplay of economic, political, environmental, and institutional factors.  It will attempt to draw some conclusions that it is hoped will be useful for people embarking on a project of this kind elsewhere. 

A BOT contract is much more difficult to bring to fruition than is generally recognised.  In the early stages the complexity and fragility of such projects is frequently underestimated.  As a result, there are probably more examples of failed attempts than there are of successes. The Sydney example is an undoubted success. This is  due in large part to the process used to set the contract in place. It is therfore hoped that this brief description will be of assistance in creating other sucesses on the same model.

AUTONUMLGL
Background 

It is essential to outline the contex of the projects to enable a proper understanding of the discussion that follows.

AUTONUMLGL
Geography

Sydney is the economic capital of Australia, and the State Capital of New South Wales.  It is a city of approaching 4 million people on the scenic eastern coast of the continent.  It is a young city, which sprawls over a large tract of land in a basin confined by modest mountain ranges to the west, north and south.  These mountain areas are beautiful, and still largely covered with native bush vegetation.  The whole area is subject to a very comfortable climate.  Precipitation is very erratic with no rain for several years at a time.  In this very delicate ecosystem, the interplay between man and nature has frequently worked to nature's disadvantage.  This fact is now recognised by many Sydneysiders who are very alert to environmental issues.

AUTONUMLGL
The Water Supply

From the establishment of the original colony to the present day, water has played a determinant role in Sydney's development.  The majority of the water is harvested in the mountains to the south and west of the city in protected catchments.  The water is stored in large dams in these mountains.  The target is to maintain 7 years stock to secure the supply against the maximum predicted drought.  From the mountain storages, the majority of the water is conveyed to the Prospect reservoir, and from there through an extensive pipe network to distribution reservoirs in the supply zones.

The water supply is operated by the Sydney Water Board, which is a public body depending directly on the State Government of New South Wales.  This organisation has gradually expanded as the city has grown, incorporating over time a number of previously municipal or sub-regional organisations, so that it now extends to cover the whole of the Sydney, Illawarra & Blue Mountains region.

AUTONUMLGL
The Water quality Problem

During the 1980's the Water Board began to face a compounding of several problems in parallel.

For two separate reasons, it was increasingly faced by a quality problem.  The water from the storages was distributed untreated except for disinfection with chlorine.  Over a long period there had been a gradual build up of natural deposits affecting  the quality of the water in the catchments and storages, and a further problem due to the urban encroachment around the Prospect reservoir.  As a result of the very extensive nature of the network (20,000 kms), there were also increasing problems of a further degradation of water quality within the distribution system due to the accumulation of natural deposits.  These problems were growing steadily at the same time as the standards required for water were being tightened.

There was also a quantity problem to be considered.  The City was continuing to grow at a rate of about 2% a year, and with the high level of per capita consumption, new water resources would be required for the beginning of the next millennium.  The new sources identified, would be both extremely expensive and very hard to realise in the face of environmental concerns.

Action to address these problems was becoming necessary on an increasingly urgent time span.

AUTONUMLGL
A Strategy for solving the problem

A programme was set up , called the "Clean Water Programme".  Under this a three element strategy was defined.  The elements were a) to provide filtration for all the water put into supply to compliment the disinfection.  b) rehabilitate the network to reduce the bacteriological re-growth problems, and c) introduce demand management to postpone the need for new resources.

To meet the first of these objectives it was decided to construct filtration plants at a number of sites.  Of these plants, four would account for 95% of the water to be supplied.  The most important was to be at Prospect, which is the hub of the system, and accounts for 85% of the volume.  The other plants were to be at MacArthur to supply a new growth area in the south-west, Woronora to supplement supplies to part of the south of the city, and Avon to supply the industrial town and steelworks of Woolangong.

The second objective was to be met by a programme of network cleaning and improvement.  The difficulty being to determine the value of cleaning the network before improved quality water was available.

The third objective was to be met by a radical programme of tariff modification, incorporating user pays principles for the first time.

The estimates for the cost of this programme were around 2 billion $Aus.  A figure that had to be viewed in the context of another requirement for a 6 billion $Aus programme to address urban pollution problems.

AUTONUMLGL
Economic Context

This heavy investment programme had to be met at a time when the Australian economy as a whole was in a very depressed state.  Infrastructure investment in other sectors was also needed, and the New South Wales government was attempting a policy of tight economic management.

It looked very unlikely that the Water Board would be able to finance these two investment programmes from its own resources, and that the State would not be able to do so either.

AUTONUMLGL
Political Context

It is probably true to say that Australia as a whole has too many layers of politics for the size of its population and nature of its settlement, (Federal, State & Local Government).  The visibility of political action is also very apparent, and this has an important impact on the management of state owned enterprises such as the Water Board, which suffer from being easy "political footballs".

The N.S.W. Government of the day, was a minority government, depending on collaboration from several independent members to enable it to act.  Two of the key elements of its mandate were its stand against corruption (it had set up an organisation called The Independent Commission Against Corruption ICAC) and the anti-pollution programme to clean the Sydney beaches.

Its tight economic management programme was rapidly to become unpopular.  The ICAC was showing many signs of being an overkill solution to the problem it was set up to avoid, and creating new problems in its own right.  The population was becoming impatient to see the results of the clean beaches project for which it was paying a special levy to the Water Board.

Politically, the Water Board was unpopular, because it was perceived as being inefficient, undemocratic, and the cause of the beach pollution problem.  It is interesting to note that the water quality problem was largely unnoticed by the population, and the Board's management were afraid that they were "sitting on a time bomb" as far as this issue was concerned.  They were equally concerned that the real issues of pollution were much more extensive than the beach problem alone, and that this issue could also explode politically at any moment.

Privatisation and Private Sector Involvement were very much on the agenda as means of easing the State's economic problems, and in addition for "ideological" reasons.

AUTONUMLGL
Environmentalists

At the end of the 80's and the beginning of the 90's, the environmental movement was perhaps at the height of its popularity.  It was, and still is particularly powerful in Australia.

Environmental groups have a great deal of interest directly and indirectly in the activities of the Water Board, and their existence and behaviour played an important role in the story.

AUTONUMLGL
The Plan

In the context outlined above, and after consultation with the private sector, the Water Board identified that the construction of the 4 new water filtration plants could be approached on the basis of BOT type contracts.  It saw the possibility to convert the part of the Clean Water Programme relating to the treatment plants to this new procedure.  This basic decision was taken in early 1991, and supported by the New South Wales Government.  

The decision was based on four principles.  Firstly there were identifiable economic benefits arising from the private sector financing of the projects and a more rapid realisation of the infrastructure.  Secondly the Board saw an opportunity to benefit from the transfer of technology not available in Australia.  Thirdly it saw the opportunity of introducing competition over both the short term and the long term, by setting up comparison between each of the four plants.  Finally there was an opportunity to introduce greater clarity and responsibility into a government owned operating unit.

The Board established a task force within the Water Quality Programme team to manage the process of developing the project and conducting a competitive bid.  This team was very professionally run, and took a positive but careful approach to the new challenge that it had been set.

To achieve the above objectives the task force developed a strategy which encompassed the following activities :

SYMBOL 183 \f "Symbol"
Commission pilot studies and concept designs for all the plants which could be the starting point for plant design.

SYMBOL 183 \f "Symbol"
Ensure that the private sector on an international basis had an opportunity to establish effective consortia, thus offering the best potential partners and creating strong competition

SYMBOL 183 \f "Symbol"
Identify and transfer as much information as available to the consortia (Raw water quality, demand etc..)

SYMBOL 183 \f "Symbol"
Carry out environmental impact assessment for the plants and the overall strategy for the double objective of defending the proposals in the face of anticipated objections from pressure groups and of securing the necessary approvals to enable the plants to proceed as quickly after contract formation as possible

SYMBOL 183 \f "Symbol"
Manage the process of securing all necessary approvals in parallel with the bidding, to keep the overall period as short as possible.  These approvals included the EIS, planning permission, and approval by the Federal Treasury 

SYMBOL 183 \f "Symbol"
Develop a selection procedure that would enable it to choose and justify its choice of private sector partner

SYMBOL 183 \f "Symbol"
Develop adequate documentation to support each stage of the process

SYMBOL 183 \f "Symbol"
Conduct its selection procedure and choose a partner for each plant.

SYMBOL 183 \f "Symbol"
Complete detailed negotiations for each plant and sign a contract for each one.

SYMBOL 183 \f "Symbol"
Develop a relationship during the process that would be the basis of a partnership of mutual interest in the projects for the 25 years of the operational phase that had been chosen

SYMBOL 183 \f "Symbol"
Ensure that public and political accountability was maintained at all stages.

Underlining all these points are at least one of the four guiding principles.  To provide clear factual information to assist the quality of the final result.  To ensure that the "rules of the game" are clear and fair.  To ensure and demonstrate accountability.  To foster a long term partnership relationship between the Board and the chosen consortia for the 25 year period of the contracts.
AUTONUMLGL
The Outcome

AUTONUMLGL
Contracts Let and Not Let

The period that intervened between early 1991 and late 1993, was a hectic but stimulating one for all involved.  Many challenges had to be faced and difficulties overcome.  A preferred tenderer was selected for each of the 4 plants and in September 1993 contracts were signed for two of the plants, MacArthur and Prospect.  

The fact that the process is not easy, and that the risks are high was proved by the fact that the plants at Avon and Woranora, have not been able to achieve a successful conclusion, and to date contracts are still not let.

It is not appropriate to comment on the projects in which the writer's group was not involved, but useful to look at the project in which we are involved in a little detail.

AUTONUMLGL
Prospect - The Largest Water BOOT to date

The contract for Prospect is probably the single largest Build Own Operate Transfer contract in the water industry to date.  The contract involving A$200 million in investment gives Australian Water Services the responsibility to build, own and operate the Prospect Water Filtration Plant for 25 years, providing up to 3,000 (ultimately 4,200) megalitres per day of drinking water in bulk to the Board.  The treated water must achieve a specified standard to meet the Australian National Health and Medical Research Council guidelines for drinking water at the customers' taps.

The Sydney Water Board will pay a tariff for this clean water which includes an availability charge and a charge per megalitre of drinking water accepted.

AUTONUMLGL
Australian Water Services

Australian Water Services is a consortium comprising two Australian companies Lend Lease Corporation and P & O Australia and Lyonnaise des Eaux from France.  The three sponsors each have complimentary business skills, which enabled them to assemble a strong core team of their own staff.  This team was completed by a careful selection of Bankers, Engineers, lawyers and other specialists from both Australia and internationally.  The care in creating this team is a major key to the venture's success.

AUTONUMLGL
The Process

AUTONUMLGL
Tentative First Steps

No real precedents for this type of project existed in Australia, and certainly none in the water sector.  Indeed there were very few examples anywhere in the world.  The Board and Government officials therefore had much thinking and development work to do.  In addition to the conventional recourse to consultants, they involved a number of the private sector companies, already active and interested in the field, in informal discussions.  They also undertook a number of study tours visiting in particular France, the USA and Britain.

From this approach, they were able in a fairly short period to define a procedure that has proved itself in practice.  It has enabled two of the contracts to be concluded and defended in the face of repeated attacks in Parliement and elsewhere.

AUTONUMLGL
A Procedure Defined

The following steps were undertaken.

SYMBOL 183 \f "Symbol"
Public advertisement of the intention to call for expressions of interest (Early Warning).  This was done to give the private sector sufficient time to compose potential consortia.

SYMBOL 183 \f "Symbol"
Discussion of the draft of the Expression of Interest document with interested parties

SYMBOL 183 \f "Symbol"
Formal advertisement of call for Expression of Interest and issue of document

SYMBOL 183 \f "Symbol"
Submission of Expression of Interest by 17 Consortia

SYMBOL 183 \f "Symbol"
Elimination of some consortia, demands for written clarification of detailed points from remainder (10)

SYMBOL 183 \f "Symbol"
Formal presentation by limited selection of consortia (7) to Board's Executive Directors and the Project Team 

SYMBOL 183 \f "Symbol"
Final selection and publication of short listed consortia (5)  Prospect being so much bigger that the other projects, the Board stipulated that a consortium retained for Prospect would not be considered for any of the other plants.

SYMBOL 183 \f "Symbol"
Issue and discussion of the draft commercial principles document with the short listed groups

SYMBOL 183 \f "Symbol"
Issue and discussion of the draft tender documents and Water Treatment Agreement (Contract) with the short listed groups

SYMBOL 183 \f "Symbol"
Issue of Formal Tender and conduct of the tender process

SYMBOL 183 \f "Symbol"
Receipt of bids, bid evaluation & clarification meetings with bidders

SYMBOL 183 \f "Symbol"
Selection and announcement of "Preferred Developer" for each plant

SYMBOL 183 \f "Symbol"
Final negotiations leading to contract formation and completion of "approvals"

AUTONUMLGL
Rules and Documentation Auditable for Every Step

As indicated above, the project team predicted that there would be much interest and opposition to the concept from many quarters, and therefore set out to ensure that its actions were always conducted correctly.  Numerous challenges had to be faced both during the process and subsequently.  The policy largely paid off, although a major reason why Woranora and Avon have not been let yet is a challenge to the EIS procedure.

It is of interest to note that the maximum of open consultation was conducted with the private sector.  This enabled a constructive interchange of ideas to take place during formative periods.  In contrast, at all times when the competitive process was being used, there was only formal contact, following a very clear procedure, for the purpose of clarification .  Whilst this was obviously essential, both sides found it a stultifying and frustrating constraint.

AUTONUMLGL
How do you Evaluate?

In this process, and with a long term contract as the objective, the question of evaluating the competing consortia and their various solutions presents a major challenge.  It is evident that price alone is a totally inadequate criterium of choice.

The procedure that was adopted in Sydney, using a two stage approach is recommended as being the only way to meet this challenge.  

The first stage (EOI) enabled the Board to reduce the contenders to a list any of which they felt confident could do the job.  The main criteria at this stage included:  commercial strengths and competence,  ability to deliver the infrastructure,  ability to operate the plants,  approach to a long term contract,  financial and corporate structuring,  technical strength,  management and quality issues.

The second stage, (Competitive tender) was to examine the detailed technical solution in relation to the tariff offered and to determine the best value for money proposal.  It was also necessary for the Board to be sure that the anticipated cost savings were realised in practice.  The tender also created a defendable benchmark for the negotiation phase.

Both stages needed to be very thorough, and were in every way complimentary.  Had this procedure not been used, the process would have become unmanageable and prohibitively expensive.  The first stage was viewed as being equally important as the second.  It would also have been completely unrealistic to imagine that the process could have been concluded at the end of the bid process without detailed final negotiations.

AUTONUMLGL
The Final Negotiation

The final negotiation was a long and complicated process, which essentially comprised three phases.

The first phase was the clarification and selection of the various options offered in the bid.  Of necessity the Board's team had to challenge a number of aspects of the offer, and as a result this was the only stage of the process that approached being a conflictual relationship between the parties.

The second stage involved the refining of the preferred option, and the negotiation of the contractual terms.  This required not only the head contract, but also all the related agreements in respect of financing and construction.  In all some 40 different inter-related agreements needed to be finalised.

The third stage was the work that was largely undertaken jointly of securing the various approvals that were needed.

The negotiation procedure took a period of 10 months, but in no way was it time wasted.  Considerable refinement and additional benefits were derived for the client, and very importantly it materially developed the spirit of co-operation and partnership towards meeting the common objectives of a long-term contract.

AUTONUMLGL
The Contract

The principal characteristics of the head contract (Water Filtration Agreement WFA) is that it is an agreement for the acquisition of services.  It is an advanced, sophisticated form of services contract.  In general terms the water treatment company contracts to filter and treat the Board's water and to ensure :

SYMBOL 183 \f "Symbol"
that the available capacity of the plant will not be less than the warranted capacity

SYMBOL 183 \f "Symbol"
to supply all of the Sydney Water Board's needs for clean bulk water up to the warranted capacity per day, of the plant

SYMBOL 183 \f "Symbol"
that clean bulk water will satisfy the water quality criteria.

The Water Filtration Agreement essentially followed the Commercial Principles Document prepared prior to the request for tender which outlined the projects, the anticipated allocation of risks, project delivery requirements, operational requirements and contractual requirements.  The actual contract is made up of 3 components.

(a)
the contractual provisions

(b)
schedules containing various technical requirements e.g.

SYMBOL 183 \f "Symbol"
Management Control Plant for the design, construction and commissioning phase

SYMBOL 183 \f "Symbol"
Quality Assurance requirement

SYMBOL 183 \f "Symbol"
Commissioning criteria

SYMBOL 183 \f "Symbol"
Raw water criteria

SYMBOL 183 \f "Symbol"
Treated water criteria

SYMBOL 183 \f "Symbol"
Water quality tests

SYMBOL 183 \f "Symbol"
Records and reports

SYMBOL 183 \f "Symbol"
Tariff

SYMBOL 183 \f "Symbol"
Research and development

(c)
Various exhibits provided by the water treatment company e.g.

SYMBOL 183 \f "Symbol"
Quality Assurance Plan

SYMBOL 183 \f "Symbol"
Description of work

SYMBOL 183 \f "Symbol"
Preliminary Commissioning Plan

SYMBOL 183 \f "Symbol"
Operation & Maintenance Manual outline

SYMBOL 183 \f "Symbol"
Preliminary Emergency Response Programme

The agreement recognises that a project structured on a B.O.O.T. basis requires the assumption of substantial commercial risk by the water treatment company.  Nevertheless, the most efficient risk profile for the project is one which allocates the commercial, financial and other risks inherent in the project to those parties best able to assess and manage them.

AUTONUMLGL
Risks Responsibilities and Rewards

The foregoing narative has outlined a great number of the issues involved, and no doubt gives some impression of the complexity of the exercise of creating BOT type projects.  The real nub of the problem however resides in the structuring of the project.  This requires

SYMBOL 183 \f "Symbol"
the identification of all the risks in the project.  

SYMBOL 183 \f "Symbol"
the creation of a team that can face these risks

SYMBOL 183 \f "Symbol"
their allocation to the party best able to carry each one


and 

SYMBOL 183 \f "Symbol"
the agreement of a reasonable level of reward that each such party should have in compensation for the risk it takes.

The problem has to be solved in the context of the interplay of Economic, Technical, and Legal solutions as well as the constant search for the most competitive solution.

One of the interesting things about the "Drinking Water Programme", is the way it illustrates that each BOT has its own specific risk profile.  Whilst setting out to achieve the same objectives, each of Prospect, MacArthur, Avon and Waroora have quite different risk profiles.  It also illustrates how the way a project is structured can have a significant effect on the feasibility outcome and price.  Each of the three succesful consortia developed slightly different institutional structures.

It is important to recognise that the interplay of these elements have to be examined on the level of the Client (Concedant) to Contractor (Concessionaire)relationship, on that of the level of the environment of the concedant (Corporation, State and Federal government etc.) and on that of each of the component organisations of the concessionaire consortium.  They also have to be examined in terms of the time span of the contract and the phases it will pass through.

These considerations were central to all of the discussions between the Board and the various consortia at each of the stages outlined in section 5 above.  This meant that as the projects each became more and more refined the balance between risk, responsibility and reward became better defined.

In spite of this, the real form of the arrangements could only start to be finalised during the negotiation phase.  Only at this stage could the final shape of the concessionaire team be fixed.  As the negotiations progressed, the commitments of all the parties became more and more solid and the focus on the outcome more and more sharp.

One particular hurdle to be overcome was the fact that the project required the approval of the Federal Treasury under the rules referred to as "Global Limits".  This meant that the treasurer had to be satisfied that the private sector assumes a significant level of risk.  It also meant that no Federal or State guarantees were available on the project.

AUTONUMLGL
Conclusion

There are many traps and pitfalls that can upset a BOT project before it comes to fruition.  Sydney was no exception as far as this potential was concerned.  Among the keys to the success of Prospect were:-

SYMBOL 183 \f "Symbol" \s 10 \h
The structured approach with three stages, pre qualification, tender and most importantly negotiation.

SYMBOL 183 \f "Symbol" \s 10 \h
A very high level of professionalism exhibited by the Board, the Consortium and their respective teams of advisors and the Banking Consortium.

SYMBOL 183 \f "Symbol" \s 10 \h
The positive effort made by both sides to foster co-operation and partnership.

SYMBOL 183 \f "Symbol" \s 10 \h
The time, care and professionalism dedicated by all involved in the negotiation process

SYMBOL 183 \f "Symbol" \s 10 \h
The very careful analysis of the risks, responsibilities and rewards of all the parties at every stage of the project.

These features combined created a unity of purpose between the public sector and the private sector teams, that enabled them to overcome all the difficulties in a timely manner.  They enabled the Board to take the full advantage of the technical, financial and managerial strengths of a world class team from the private sector, and contributed to the establishment of relationships which should enable the project to serve the public of Sydney for the next 25 years.
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