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FINANCE COMMITTEE

AGENDA

28th Meeting, 2000 (Session 1)

Tuesday 5 December 2000

The Committee will meet at 10.00 am in Committee Room 2 to consider the following
agenda items:

1. Committee Business: The Committee will consider whether to take agenda
items 3 and 4 in private.

2. Proposed Contingent Liability: The Committee will consider a proposed
contingent liability between Scottish Ministers and Northlink Orkney and
Shetland Ferries Limited. The Committee will take evidence from officials from
the Transport Division of the Scottish Executive Development Department.

3. 2001/02 Budget Process: The Committee will consider its draft report on
Stage 2 of the budget process.

4. 2001/02 Budget Process: The Committee will consider a draft letter to the
Minister for Finance and Local Government.

Callum Thomson
Clerk to the Committee

Room G.6, Committee Chambers
Tel. 0131 348 5215

Email: callum.thomson@scottish.parliament.uk
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The papers for this meeting are:

Agenda Item 2

Letter from the Minister for Transport (dated 30 November) and
the accompanying memorandum from the Scottish Development
Department on the proposed contingent liability

Agenda Item 3

Draft Report on Stage 2 of the budget process

Draft Report of the SCPA on Audit Scotland’s Budget Proposals
for 2001/02

Agenda Item 4

Draft Letter to Minister for Finance and Local Government
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private paper

private paper

to follow
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Dear Convenor

NORTHERN ISLES PASSENGER FERRIES: CONTINGENT LIABILITIES

Scottish Ministers undertook that before granting any guarantees or indemnities in excess of £1m
that proposals would be presented to the Finance Committee.  I attach with this minute a note giving
particulars of the contingent liabilities arising from the draft contract between Scottish Ministers and
Northlink Orkney and Shetland Ferries Limited as part of the subsidy agreement from 2002 onwards.
The terms of the draft contract are being put to Parliament separately.

I understand that my officials have been in touch with the Clerk to the Committee and have
explained that we are working to an extremely tight timescale.  Northlink, the preferred bidder, has
exchanged letters of intent with a Finnish yard and with Fergusons in Port Glasgow for the building
of 3 vessels due to be ready for summer 2002 (the timing may change to 1 October depending on
negotiations with the present operator).  In order for the Finnish yard to qualify for intervention
funding (and thereby keep the cost of the vessels down) the contracts must be finalised by 15
December.

In the normal course of events I would have hoped to have been able to seek Parliamentary approval
for the Undertaking and to bring this paper to the Committee earlier.  It has however taken prolonged
and intensive negotiations to reach this point and at very much the eleventh hour.  It would therefore
be helpful to have an early response from the Committee to allow us to reach a final view and
conclusion.  You may wish to know that I am appearing before the Transport and Environment
Committee on 12 December to discuss the Undertaking.

             
SARAH BOYACK
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NORTHERN ISLES PASSENGER FERRIES: 2002 CONTRACT WITH NORTHLINK
ORKNEY AND SHETLAND PASSENGER FERRIES LIMITED: CONTINGENT
LIABILITIES

1. This note reports to the Scottish Parliament Finance Committee 2 contingent liabilities arising
in the terms and conditions of the Scottish Executive’s draft undertaking for payment of subsidy for
passenger ferry services to the Northern Isles.  The first relates to the arrangements surrounding
vessel transfer at the end of the proposed 5 year contract, or termination of the contract.  The second
contingent liability provides for an adjustment to the grant if certain additional costs arise, relating to
the transfer of staff, which were not possible to have been taken into account when bids were made.

2. The Department has analysed the circumstances in which the contingent liabilities might
arise, evaluated the potential costs involved, and concludes that there is a low risk of either liability
arising.  In the event of the first liability maturing the Scottish Executive would have to meet the
costs of an agreed termination payment, which at one extreme could be as much as £90 million.
Against that payment the Executive would be entitled to a share of the vessels’ sale proceeds.  The
Executive’s net exposure following sale of the vessels would likely to be no more than £20m at April
2000 prices.  Based on assumptions about the existing operators staff the maximum exposure under
the second contingent liability would be unlikely to exceed £4 million.

Background

3. The Scottish Executive subsidises passenger ferry services to the Orkney and Shetland
Islands.  The present operator is P&O Scottish Ferries Limited (P&O SFL) which operates a daily
service between Aberdeen and Shetland (with an Orkney leg 1-2 times a week depending on the
season), and on the Pentland Firth Crossing between Scrabster and Stromness.  P&O SF won a 5 year
block subsidy contract award of £11 million/year covering the period 1997-2002.

4. The award of subsidies for ferry and shipping services are subject to EC requirements for
tendering under the relevant regulation and guidelines (EC Council Regulation No 3577/92 and
Guidelines No 97/C205/05).  A tendering exercise for the future subsidy from 2002 was initiated in
October 1998, culminating in the award of preferred bidder status to NorthLink Orkney and Shetland
Ferries Limited as announced by the Minister for Transport on 6 October 2000.  This followed a
tendering exercise where bidding companies were invited to submit initial proposals to the Executive
and then a shortlist invited to submit bids on the basis of a tender service specification which had
been agreed following close consultation with the Island Councils and other interests involved.

Contract Issues

5. A key issue arising from the Department’s discussions with potential bidders was the period
of contract available.  The EC guidelines permit a Public Service Obligation (PSO) under state aid
rules provided it is for a reasonable and “not over long period (normally in the order of 5 years)”.  In
the Northern Isles contract the period was important because the existing operators’ vessels would be
over 30 years old at the start of the next contract, and from 2002 new safety standards applied to the
North Sea routes under the mandatory international requirements (known as the Stockholm
agreement) introduced following the Estonia ferry disaster.  In submitting bids on the basis of new
vessels it was clear that all of the bidding companies required assurances to make significant
investment on new vessels for such a short contract period.  All of the bidding companies indicated
that some form of transfer of asset arrangement would be required and made clear that they were
unlikely to wish to bid if the residual value risk fell to them if they lost a future contract.
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6. In response the Department’s terms and conditions included a transfer of asset arrangement.
The objective was to design a contract which would give bidders comfort to invest in new vessels in
the knowledge that they would not be left with them if they lost the subsequent contract.  It was also
intended to prevent the winner of the contract being in an unduly strong position when the next
contract is due to be let.  The Executive, however, also made clear that in designing a transfer of
assets clause it would not be possible for the Executive to accept liability to purchase the vessels if
the successful tenderer this time round were to lose the subsequent contract in 2007.  That obligation
would have brought the vessels onto our balance sheet, which in turn would involve making full
expenditure provision for the value of the vessels.

7. The Executive considered alternative methods of addressing the question of residual value
risk and the other contingent liabilities associated with a transfer of assets.  The initial formula
offered to bidders suggested a method of using agreed independent valuation of the vessels at key
stages of a future tendering exercise, but this was not favoured by the bidders involved.  The
tendering exercise had also shown that it would not be possible to achieve compliant bids without
addressing the question of a transfer of assets, and the residual value risk involved and would have
led to different disputes.  The original tender document did not include these proposals, but all of the
bids received were qualified on these points.  It was clear that bidders sought assurances that (i) if
they lost the subsequent contract following the 2002-2007 contract they would not be left with the
vessels; and (ii) that in these circumstances the vessels would be transferred to an incoming operator
at a price which reflected the market value of the vessels because otherwise the residual value risk
would be there.

8. The proposed transfer of asset clause, included within the draft terms and conditions
circulated before costed bids were invited, made clear to all bidders that the Executive could not be
expected to offer a full guarantee to take on the vessels at the end of the first 5 year contract period in
the unlikely event that there was no second contract.  It allowed bidders to explain how termination
of the contract with them would be dealt with, and how the value of the assets to be transferred
would be calculated.  This could vary between the bidding operators, depending on the method of
acquisition of vessels (borrowing, lease, finance etc).

Contingent Liability - Transfer of Assets Clause

9. Following the evaluation of the costed bids submitted, NorthLink has been awarded the status
of preferred bidder.  The draft terms and conditions agreed with NorthLink deal with contract
termination and address the question of residual value risk.  In the case of  NorthLink the vessels
involved are being leased from the Royal Bank of Scotland. On termination, e.g. if NorthLink lose
the next contract and it is not possible to secure the transfer of the vessels, the terms and conditions
provide for the Executive to meet the difference between the appropriate lease termination values
and a proportion of the sale proceeds received on disposal of the vessels.  This constitutes the
contingent liability.

10. The contingent liability would arise where it is not possible to secure a handover of assets
through the transfer of assets clause.  The Executive’s judgement is that it is unlikely that
circumstances would arise where we would be unable to ensure a successful handover taking place.
This might, however, arise if:-

• Ministers decided not to award another contract for subsidised ferry services to the Northern
Isles.  This would seem unlikely, and would in any event be within Ministers control;

• a tendering exercise was conducted but there were no bidders (including no bid from the
incumbent operator) or no acceptable bid.;
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• Scottish Ministers procured a further subsidised ferry service but were unable to
secure the transfer of the vessels, on acceptable terms and conditions, to the new operator
i.e. the transfer of assets condition could not be enforced:

• the proposed operator for a further subsidised ferry service was unacceptable to the
lessor of the vessels.

11. In the contract there are obligations on the contractor to provide the service and meet key
terms on fares and level of service.  There are penalties for poor performance and the lessor must
make the vessels available.  The Tripartite Agreement between Northlink, the lessor and the Scottish
Ministers gives the Scottish Ministers the right to require the lessor to enter into a new lease with an
incoming operator either at the end of the grant period or on termination of the contract if it is
terminated early.  Where this right is exercised, or if Northlink win the next contract, no contingent
liability arises.  However, in the unlikely event where this right is not exercised or where one of the
situations described in paragraph 10 occurs the contingent liability would mature and the Executive
would be obliged to meet certain termination payments.  This is a safeguard about the unlikely
circumstances of this situation occurring.

12. The termination payment is calculated differently depending on whether the Scottish
Ministers give notice of their intention to terminate.

13. If notice is given at least 2 years before the end of the grant period the Executive will incur a
termination payment of approximately £50 million.  However the Executive will receive its share,
which is currently estimated to be £30 million, of the sale proceeds of the vessels.  Following the sale
we estimate that the net exposure would be £20 million.  These calculations are shown in Table. 1.

14. If no notice to terminate is given the amount of the payment will vary, being higher at the
beginning of the grant period and lower at the end.  For example if the termination is immediate the
payment could be as high as £90 million.  If however termination was at the end of the 5 year grant
period the payment would be around £80 million.  In each case the Executive would recoup the
proceeds from the sale of the vessels.  At the end of Year 5 it is estimated, on a pessimistic basis, that
the sale proceeds could be approximately £62 million.  The Executive’s net exposure would thus be
£18 million.  These 2 examples are illustrated in Tables 2 and 3.

Table 1 – Termination Payment if 2 Years Notice

£m (to nearest
million)

£m (to nearest
million)

Hand back rental 50

Pessimistic forecast of vessel sales proceeds
62

Less sum retained by Royal Bank 32
Net proceeds 30
99.5% of net proceeds available to offset net
handback rental

30

Potential Liability 20
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Table 2 – Estimated Termination Payment if Contract Terminated Immediately (No Notice
Given)

* estimated

£m (to nearest
million)

£m (to nearest
million)

Hand back rental (at Day 1 of 5 Year Grant
Period)

90

Pessimistic forecast of vessel sales proceeds 72*
Potential Liability 18

Table 3 – Estimated Termination Payment if contract terminated at end of Year 5 (No Notice
Given)

£m (to nearest
million)

£m (to nearest
million)

Hand back rental 80

Pessimistic forecast of vessel sales proceeds 62
Potential Liability 18

15. The calculations show that on pessimistic assumptions the Executive’s net exposure should
be no more than £20 million (although in the unlikely scenario the agreement was terminated in the
first month the Executive would have to meet the full termination payment of £90 million pending
the sale of the vessels).

Contingent Liability – Other Issues

16. The minute of agreement also provides for an adjustment to the grant if certain additional
costs arise, relating to staff, which were not possible to have been taken into account when bids were
made.  Looking forward the assumption is that the Transfer of Undertakings (Protection of
Employment) Regulations 1981 (as amended) would apply in relation to staff/crew for any future
tendering exercise.  If that proved not to be the case, however, the costs arising would be taken into
account by an adjustment to the subsidy grant calculation in respect of a proportion of the costs.  If
provision for this were not made in the contract bidders would build the cost of this risk into their
bids thereby pushing up the subsidy requirement.  In effect this would mean additional subsidy
throughout the term of the contract to cover costs for an event which we consider unlikely to arise.
The maximum exposure involved is hard to estimate precisely.  However in the unlikely event that
the contingency crystallises the cost is unlikely to exceed £4 million.  This estimate is based on
assumptions about the existing operators staff but must be qualified by the level of information
currently available.

Conclusion
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17. The Executive’s terms and conditions provide for vessels to be transferred to a new bidder as
a basis of a future tendering exercise in 2007.  This would achieve continuity between the 2002 and
2007 contracts which is in the Executive’s transport policy and the taxpayers’ interests.  It also meets
bidders’ needs to be relieved of the residual value risk. The agreement also provides for an
adjustment to the grant if certain additional costs arise, relating to staff, which were not possible to
have been taken into account when bids were made.  Both situations create contingent liabilities. Our
assessment is that the probability of the risks maturing is relatively low and acceptable in the
circumstances.

Scottish Executive Development Department
November 2000
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