CHFS3 - Governance Arrangements for Teckal compliance

The Public Contracts (Scotland) Requlations 2015

1.

A direct award of the Clyde and Hebrides Ferry Services (CHFS) contract to
CalMac Ferries Ltd (CFL) will be based on the exclusion set out in regulation 13
of the Public Contracts (Scotland) Regulations 2015 (PC(S)R 2015). This is often

”]

referred to as the “Teckal exemption”.

Regulation 13 enables the award of public contracts between entities within the
public sector subject to certain conditions being met.

Control test condition

3.

A key condition is the ‘control test’, which permits the award of a public contract
by a contracting authority to a ‘controlled person’.

CFL will be the ‘controlled person’ being awarded the contract.

Due to the existence of a parent company - David MacBrayne Ltd (DML) - in the
corporate structure, it is necessary for the control arrangements to suitably reflect
that and to ultimately cover both entities.

The control test requires that the Scottish Ministers exercise control similar to
that which they exercise over their own departments. This requirement is
deemed to be met where the Scottish Ministers exercise a decisive influence
over the strategic objectives and significant decisions of the controlled person.

It is therefore necessary that the Scottish Ministers retain and demonstrably
exercise control over the major decisions of CFL (e.g. in the sale of property or
in respect of high value procurement/contracts).

Current governance arrangements

8.

The current approach of the Scottish Ministers in exercising control over CFL and
DML involves a relatively standard approach whereby roles and responsibilities
are set out in a non-legally binding framework document that establishes
governance and accountability structures.

Framework documents are common across government and set out
arrangements for sponsor bodies to monitor and understand the strategy,
performance and delivery of arms-length public bodies. The core function of
framework documents is to ensure accountability and propriety over functions
and financial expenditure, and they are used as a guide to govern the relationship
between the arms-length public body and the sponsor body. Framework
documents also typically set out reserved matters and delegated financial limits
which the public body must adhere to.

! Based upon a European Court of Justice judgement (C-107/98) in 1999, the key principles of which
underpin Regulation 13 of the Public Contracts (Scotland) Regulations 2015.



10.

11.

12.

In addition, the Scottish Ministers have a broad range of powers to appoint the
Chair and Board members of public bodies.

As both CFL and DML are registered companies, they also have legally binding
Articles of association. Articles of association, required under the Companies
Act, establish a company’s constitution and, in summary, are a set of written rules
governing how the company will be run.

Articles of association can cover a broad range of themes including voting rights
of shareholders, conduct of shareholders’ and directors’ meetings, powers of
management etc. They provide an important vehicle in terms of control of a
company and its decision making.

Intended control arrangements to underpin CHFS3 direct award

13.

14.

15.

A suite of governance documents will be put in place to clearly establish, set out
and underpin the control that the Scottish Ministers will exercise over CFL and
DML. The arrangements are expected to include a combination of:

grant arrangements;

shareholders agreements regulating the parent - subsidiary relationships in the
arrangements;

updated articles of association; and,

new or updated framework documents/agreements (Scottish Government/CFL
and Scottish Government/DML).

Some or all of those documents will be legally binding. The finer detail of the
approach to the form and structure of the governance documentation remains in
development.

The governance documentation will specify requirements and actions that the
directors of CFL and DML must follow. Those include:

e Ministerial consent and approval of CFL’s and DML'’s Corporate Plan and
Annual Business Plans; and,

¢ An enhanced number of ‘reserved matters’ requiring Ministerial consent and
approval not presently covered in the standard framework document.

Composition of Boards of DML and CFL

16.

17.

There is no intention to replace existing Board members or to recruit new
members, other than through the standard process when new appointments are
required.

Transport Scotland (TS) does not anticipate appointing civil servants to the
boards of DML and CFL. Itis more likely that arrangements for an enhanced TS



18.

19.

observer role on the boards of both companies will be instituted, as described
below.

DML’s articles of association currently allow the Scottish Ministers to appoint
observers to attend board meetings of DML. This provision does not currently
extend to CFL.

It is anticipated that a ‘Shareholder Representative’ (or representatives) will be
appointed, with the right to attend both CFL and DML board meetings and with
additional rights beyond those of the current observers. This would include
information rights such that a Shareholder Representative would be entitled to
receive all information provided to board members and attend all formal
discussions of each board.

Practical application of governance arrangements

20. In establishing the options for the governance approach to address regulation 13
requirements, TS is mindful of the need to avoid creating something that is
unnecessarily onerous, unwieldy or difficult to manage in practice for TS, CFL
and DML.

21. The table below compares the current authorising and governance environment
for CFL and DML with that which is likely to be in place to support a direct award.

22. Although many of the monitoring and reporting mechanisms will remain as they
are now, the enhanced governance arrangements will provide Ministers with
fuller and stronger options to monitor, understand, influence and direct the
activities of the companies and to manage any Board behaviour Ministers may
consider requires addressing, for example compliance concerns.

23. As well as enhanced information rights, it is envisaged that the ‘Shareholder
Representative’, acting through TS sponsor team, will also be the point of contact
for Ministerial consent on the enhanced package of Reserved Matters, and a
process will be implemented to facilitate this.

Activity Current Teckal
DML CFL DML CFL
Appointment of Chair and | Yes No Yes Yes
Board Members
Attend Board meetings Yes No Yes Yes
Approve Corporate Plan No No Yes Yes
Approve operating plan | No No Yes Yes
and set budget
Approve reserved matters | Yes No Yes Yes
(enhanced) | (enhanced)
Civil Servants on Board No No Enhanced Enhanced
observer observer
role role
Day-to-day decision | No No No No
making




Other Teckal conditions

24.

25.

26.

The Teckal requirements also require-

e more than 80% of the activities of the controlled person to be carried out
in the performance of services to the contracting authority or to another
legal person controlled by that authority (known as the “functions test” or
“activities test”), and

e that, subject to certain exceptions, there is no direct private capital
participation in the controlled person.

TS has established that CFL would meet the 80% functions test in that over 80%
of its activities are expected to be carried out in service to Ministers in the three
year period preceding contract award. As the functions test is a backwards-
looking test from the point of contract award, it will be necessary to formally
reaffirm this around the time of final decision-making on direct award. In practical
terms, no change to the position is to be expected.

There is no direct private capital participation in DML or CFL.

Wider corporate reform

27.

28.

Whilst the Cabinet Secretary for Transport has not ruled out the possibility of
wider reform of the CHFS tripartite, as part of the direct award of the CHFS
contract there are no plans to reform the corporate structure of the DML group of
companies. For example, the offshore crewing arrangements and corporate
structure to facilitate this will continue.

The CHFS3 due diligence undertaken by TS on the DML group highlighted there
to be a number of dormant and/or non-trading corporate entities. TS understands
that these entities may have already been or are in the process of being wound-

up.

Onqoing review of Teckal arrangements

29. To ensure ongoing compliance with regulation 13, it is expected that TS will
review and reaffirm the functions test on an annual basis. However, given that
the sole purpose of CFL is likely to be delivery of CHFS3 for the Scottish
Ministers, no issues in relation to this are anticipated.

30. The governance arrangements will also be subject to periodic review.

Conclusion

31. This paper sets out the approach being developed to address the control

requirements of regulation 13 of the PC(S)R 2015.



32. The approach will ensure that suitable governance arrangements are in place,
focused on demonstrating that the Scottish Ministers have decisive influence
over the strategic objectives and significant decisions of CFL and DML, based
on a suitable legal and practical operational footing.

33. The approach will strike a balance in terms of fulfilling the requirements of the
procurement regulations whilst being proportionate, and avoiding Ministers’
involvement in day to day operational matters.

34. An indicative timetable setting out when Transport Scotland anticipates being in
a position to share with CalMac the draft governance documents required for
Teckal compliance is provided below. The timetable is subject to change and
TS will engage CalMac colleagues updated, should there be a need to change
any of the timelines. The intention is to have draft governance documents agreed
by June in advance of formal signing when the new CHFS3 contract commences
on 1 October 2025.

TRANSPORT SCOTLAND
January 2025

Deliverable /milestones Start date End date

Teckal governance - governance documents agreed | 06/01/2025 | 01/06/2025
TS legal advisers drafting of governance documents 06/01/2025 | 27/01/2025
High level paper for CalMac Board on Teckal 20/01/2025 | 03/02/2025
governance arrangements

TS review draft governance documents 20/01/2025 | 17/03/2025
CalMac review of draft governance documents and 17/03/2025 | 14/04/2025
feedback to TS sponsor team

TS and CalMac dialogue on draft governance 14/04/2025 | 12/05/2025
documents

Scottish Government final document approval process 12/05/2025 | 01/06/2025
Final versions of governance documents agreed 01/06/2025




