STATES OF JERSEY

DRAFT AIR AND SEA PORTS
(INCORPORATION) (JERSEY) LAW 201-
(P.5/2015): COMMENTS

Presented to the States on 26th May 2015
by the Economic Affairs Scrutiny Panel

STATES GREFFE

2015 Price code: B PGom



COMMENTS
Incorporation

Proposals to change the way the Ports of Jersey)(Bx@ run have developed over
many years. The move towards incorporation gatheaee in 2010, when a ‘Shadow’
Board of Directors for Jersey Harbours and Jersépoft was appointed; the
principle of incorporation was eventually approwsdthe States in October 2012. The
previous Economic Affairs Scrutiny Panel was askedreview proposals for
incorporation, but chose to wait until the plansevénalised. By the time a White
Paper consultation closed in August 2014, it waslate for a Scrutiny review to take
place before the elections.

The review

The current Panel was approached very soon aféeP®i4 elections to review the
final Ports of Jersey Incorporation proposals. ilwof the previous States decision
approving the principle of incorporation, in preparits terms of reference the Panel
agreed not to revisit this. Site visits and brigérbegan in December. Given the need
for the draft legislation not only to be approvedtbe States, but also to be passed by
the Privy Council before it could come into effeitt,quickly became apparent to
members that allowing for a full review procesH&ocompleted from a standing start
would make it difficult for Ports to meet their g@t date for incorporation to be in
place by 1st July 2015.

Time pressure

However, somewhat to the dismay of Panel membdes, Gouncil of Ministers
pressed ahead and lodged the Draft Air and Se& Pladorporation) (Jersey) Law
201- on 15th January 2015, for debate on 24th Marbke Panel set about the task,
whilst making it clear that it could not realistigaexpect to meet this deadline. A
series of deferrals, first to 28th April, then 12tlay, and finally to 2nd June suggest
that it would have been more practical (and red$plect the role of Scrutiny) to have
allowed an appropriate time-frame for Scrutiny todarried out from the beginning,
particularly as the date proposed for incorporatiad been put back by 6 months on
at least 2 previous occasions, without obviousfiiéct.

The need to co-operate with ever-shifting deadlif@s resulted in the Panel
presenting these comments, rather than a full Bgr&Report on the proposals. The
Panel is confident that with the help of its adssé has carried out a thorough
review, but preparing a full report would have riegd significantly more time.
Transcripts, other evidence and the Panel’s terfmeference are all available from
the Scrutiny websiteyww.scrutiny.gov.je

Draft legislation

During its review, the Panel and its advisers agennumerous briefings on all
aspects of the proposals, including detailed dsionsof the draft Law. Members
believe that the objectives of Ports of Jersey tachi(POJL) have been clearly
defined, and appropriate safeguards applied irLt#ve. However, the Panel did not
carry out any technical legislative scrutiny. Tiésa complex piece of legislation,
creating the company and making extensive chamgeadure that all necessary legal
structures will still work once they are taken ofitgovernment. Detailed scrutiny of
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the Law itself would have been a significant anecsalised task and was not
considered an appropriate use of the Panel’'s ressur

The Panel was assured that all necessary stepdbandaken during the law drafting
process to ensure that the draft Law will protdet tStates’ interests in assets
transferred to POJL, and that the operation ofrie company will be subject to

appropriate oversight, both by relevant Ministerd the Channel Islands Competition
and Regulatory Authorities. The Panel's review Haerefore primarily focused on

important issues arising from other aspects ofitieerporation process, which are
discussed in more detail below.

Memorandum of Understanding

Fundamental to the relationship between the Shitehand the incorporated body
(as represented by its Board of Directors) is thentdrandum of Understanding
(MOU), which sets out the rights and responsiletitiof both parties. The draft
proposition before the Assembly is primarily comeat with the Law; however, the
Panel considers that the MOU is an equally importdscument. The Panel was
therefore surprised to find that the Memoranduninéierstanding between Ports of
Jersey Limited (POJL) and the Minister for Treaswayd Resources, and the
Memorandum and Articles of Assaociation for POJL evant immediately available
when requested. Although they were subsequentlyiged, it seems that these
documents were still only in draft form when then®abegan its work. Subsequently
it was found that many aspects of the MOU appelitéelchanged, or were identical
to versions used for previous incorporations, Hgtabat for Jersey Telecom. This
caused members some concern, as the ComptrolleAaditor General's report on
‘The States as Shareholder: Jersey Telecom’ (R200€/ presented to the States on
24th July of that year) raised a number of critiigsand made recommendations for
change which the Panel would have expected toefleeted in the POJL MOU.

The Panel met with the Comptroller and Auditor Gahéo discuss her findings on
Jersey Telecom, and also consulted its adviserardigmy best practice elsewhere.
Following detailed consideration of the Shareholfigrction, the Panel suggested a
number of alterations to bring more clarity to #@JL MOU. These were discussed
most recently at a meeting with the Minister foedsury and Resources on 14th May.
The Panel presented a paper to the Minister degeélinumber of improvements to the
latest draft of the MOU that it felt were essenti@pics covered included —

* the definition of materiality

» the role of the Ports Policy Group

* the appointment of directors

» the Strategic Business Plan and due diligence

» Corporate Social Responsibility and stewardship

» the presentation and transparency of accounts

* key performance indicators

* Important Management Decisions

» resources and support for the Shareholder function
» directors’ remuneration and benchmarking.

The Panel also supplied the Minister with anotheygp suggesting draft amendments
to the Memorandum and Articles of Association fonsideration.
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During the discussion, the Panel raised concernatahe amount of time individual
directors can devote to serving on Boards, andcpdatly the ability of individuals to
sit on a number of Boards at the same time, whimhldc potentially result in an
inappropriate concentration of influence in thedwaof a small number of individuals.
The Panel considers that this should be takendotount by the States and relevant
bodies when selecting and appointing Board memfoerStates-owned companies,
both in this case and for future appointments.

Members believe that there is a strong case foitiaddl guidelines to limit the
number of directorships on States-owned compahaiscan be held by any individual
at one time. Appointments would be expected toectflability and relevant
experience, rather than reward reputation or pasitipn. The Minister appeared to
welcome the comments and indicated that he feltetimeatters should be followed up
in a wider forum, while noting that there may bdimited number of suitably
experienced individuals interested and availablake on such roles in a small island
community.

A robust MOU is needed to protect the States’ agtx following incorporation, and
the Panel was therefore pleased at the Ministgsfsai@nt willingness not only to
accommodate the Panel’'s recommendations, but@isake the final MOU available
to States Members before the debate on the ciprepbsition.

The Panel was particularly pleased to hear thamMtinester would be submitting a bid

in the new Medium Term Financial Plan (MTFP) fodiidnal resources to support

the Shareholder function. The Panel believes tiiatwill be crucial, as it was made

clear in the Comptroller and Auditor General's mépmentioned above that the

current resources dedicated to this function ardonger adequate to manage the
rapidly expanding number and complexity of Statesed incorporated bodies.

Immense assets are now effectively being put ihto Hands of these bodies, yet
currently the monitoring function is understoodbe the responsibility of a single

dedicated member of staff, an arrangement whichsocagly no longer be considered
fit for purpose. An increased level of supportthiis function is clearly required.

The Panel’s advisers and their report

York Aviation, supported by MDS Transmodal for therbours/marine aspects of the
review, were engaged at very short notice by theeRPawing to the time pressure
noted above. The Panel asked them primarily to fidke business case and financial
assumptions for incorporation, together with aspeat arrangements for States
oversight and corporate governance. The Panelatefgt for their assistance, and
considers that they fulfilled their task admirabparticularly in view of the time
constraints. The full York Aviation report has beprovided to States Members
electronically as background and support for thesements, and is recommended to
those who have an interest in the detail of finahassumptions and technical aspects
of the Ports business case.

The benefits of expert advice for effective scrytwere borne out when the Panel’s
advisers discovered some errors in the Financialélanderpinning the Case for
Incorporation, despite this having been checked \aidlated previously by POJ’'s

own consultants. While the errors were subsequexiiyained and put right, over the
term of the plans they could have led to signiftcariations in the Financial Model.
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Some of these problems arose during updates t@rearhterial, but it was still a
concern to the Panel and its advisers that theye vmet picked up before being
published. Some related to the ongoing Cargo Cemvgect, already approved and
under construction. The Panel considers this aseduureminder of the need for
effective continuing oversight of financial decisimaking and reporting for the
incorporated body.

The Case for Incorporation

An important early finding of the advisers, essarib a proper understanding of the
POJ proposals, is that the Case for Incorporatmuchent (including the Commercial
Projects, which are relied upon in the Financialdeloto turn a loss-making States
organisation into a profitable entity under Incagimn) is essentially illustrative of

what might be achieved under a more commercialiilto come. It is not a robust,
detailed business plan, and has not been subjextaty rigorous scrutiny (internal or
external).

Until replaced by a detailed, properly costed gt Business Plan, the Case for
Incorporation is therefore a somewhat aspiratigmakentation of Ports of Jersey’s
ideal way forward, rather than a firm set of pragdseshat will be delivered in full by a

certain date. The positive financial outcome pressgbin the Business Case Financial
Model for the end of the plan in 2038 demonstrétessort of financial recovery that

POJ anticipate they will be able to achieve if tterg given ownership of Ports’

current assets, and the ability to manage their fimances on a commercial footing,
outside the confines of the Financial Directionsatthapply to all States-run

departments.

The Panel's adviser believes that projections fdiftuin airline passenger levels by
300,000 per annum by 2038 seem potentially opticistowever, this would apply

whether or not incorporation took place (and cquidentially be better managed by
an incorporated PQOJ).

In terms of the robustness of the Financial Modptiating aeronautical revenue based
on 2014 figures created a £27 million shortfalthaligh other items adjusted at the
same time compensated for this, so the final mrsiippears to indicate a £20 million
improvement over the original Case for Incorporatidgain, this could potentially be
even better managed by a more commercially-oriedtahcorporated POJ, although
to some extent this ability may be limited by dawis about regulation, which will be
outside their control.

Some concerns over the actual revenues that céisticsdly be expected from the
9 ‘short-listed” Commercial Projects are exacertyate the longer list seen by the
Panel, which includes some distant possibilitiesl athers involving significant
costs — cruise-liner terminal, runway extensiony nearina, etc.

However, as it makes no specific assumptions atheugrowth of non-aeronautical
revenues (such as terminal retail and cateringyrdttan growth in line with inflation,
and makes no productivity assumptions in relatmogerational expenditure (Opex)
and assumes that this will also simply grow in hvigh inflation, the Financial Model
may actually understate the income generating patesf the incorporated entity, and
its ability to improve its overall financial perfoance.
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Regarding the harbour, Ports’ traffic forecaststhia ‘likely case’ in the Financial
Model reflect relative stability in all sectors pbrt traffic, and no change in the
number of ship arrivals (after adjustment to rdflecent changes in ferry services).
This suggests there is no reason to expect any islageks to port revenue because of
market fluctuations during the period of the plan.

The extent of changes that appeared when the Ralaviodel was updated to 2014
shows how sensitive the model is, and highlighss vitilnerability to changes in
underlying assumptions which may be outside POdralomhe Panel’'s adviser does
not believe that this concern is so great as tbssafous doubt on incorporation as the
best way forward, but it puts an even greater esiphan the need for careful
appraisal of the business cases for every Comnméhmgect due to the risks to which
the company (and ultimately the Shareholder) coodd exposed, particularly if
borrowing is involved. This should be a fundamemalt of a robust Strategic
Business Plan, subject to thorough scrutiny byBthard and Shareholder.

Commercial Projects

As stated above, the Commercial Projects are tbengal ingredient relied upon to
‘turn around’ what would otherwise be a profoundiggative long-term financial
outlook for an unincorporated Ports of Jersey. Hawgeas also indicated, at this stage
these are not properly costed projects that anait#y going to happen. Rather, they
are examples of commercial opportunities that R@$iders it may be able to follow
up, either on their own, or as joint ventures vather parties.

The first list contains 9 Commercial Projects, whithe Case for Incorporation
maintains should be achievable in the early yehtiseoplan to bring in £60 million of
revenue. However, this caused the Panel some egnasrit includes at least one
project that seems very questionable (the imporabf Guernsey Waste) as well as
some that appear relatively insignificant (sucthasAtrium project).

The Panel considers that the Guernsey Waste piigj@etrticular must be considered
doubtful, as its delivery depends on decisionsidetsot only POJ’s control, but also
that of the States. The Panel therefore asked wieh &n uncertain project was
included in the first tranche underpinning the Cimsdncorporation; the answer was
that it formed part of the States’ first Medium freFinancial Plan. This raises further
guestions about States-wide financial planning tviaie not relevant here.

Interestingly, some of the projects are alreadyntakhape before incorporation, such
as the new Cargo Centre mentioned above, alrealfiptieanced in construction. The
Group Chief Executive Officer has indicated thastens have been learned from this
first commercial project.

The Panel accepts that there are likely to be wpsdawns under incorporation, as
with all business ventures. The Panel's adviserdeasribed the plans at this stage as
‘loose’; they present an optimistic (but not unaeeeble) picture of returns that could
be achieved if all goes well, but individual prdgewill require a much more detailed
appraisal before they should receive the go-ahead.

During a public hearing on 22nd April, the Panelswald that La Folie area was
cleared ‘for imminent development’ 10 years agod aould therefore have been
redeveloped and generating revenue for nearly addecThis is a case of missed
opportunity by the States that will hopefully n& kepeated by a more commercially-
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oriented, incorporated POJ. However, with the examop Port Galéts fresh in mind,

the Panel strongly recommends that discussionsallitlelevant bodies (including the
Planning Department) take place before any sigmfi@xpenditure is incurred on new
development plans.

Strategic Business Plan

A detailed and fully costed Strategic Business Rtamequired, which in the first
iteration at least should be subject to appropaatethorough due diligence, to ensure
that Ports of Jersey (as a relatively inexperiencethmercial entity) has solid
foundations on which to build a sustainable futufew much scrutiny of future
Strategic Business Plans is required could depenldoav well the incorporated POJ
performs in the first 3-5 years. In relation to tinst SBP, the Panel was assured at the
public hearing on 22nd April that this was in pnegion. Members would have liked
to see a finalised SBP before the States vote efthts of Jersey Incorporation, but
accept that the details of the plan will need tsbritinised thoroughly and subjected
to independent due diligence to the satisfactiorthef Minister for Treasury and
Resources before it can be approved.

Staff

The Panel followed up other aspects of the incatpmm process in the Island. One of
these was the position of staff as a result ofpitoposed changes. The Panel held a
public hearing with the main unions representing) Rrkers, JCSA/Prospect and
Unite the Union, on 23rd March 2015. The full tremgt is available on the Scrutiny
website.

In discussions with the unions and POJ it was clibat no-one expects the
incorporated POJ to offer a guaranteed ‘job fa& liBusiness demands will dictate if
there is any need for changes in staffing (up evrgpand normal employment rules
would apply. The unions appear happy to accept suslong as the process of
incorporation itself does not result in any redurdes.

Changes post-incorporation would be expected tdudec initiatives involving
productivity and efficiency; the Panel was toldtthlis cultural shift has already
begun with staff. Members were also assured thalLR&@Il offer opportunities for
employees to benefit from improved performancehaigh no details of any
improved reward schemes have been seen.

However, following discussion at a public hearing 22nd April 2015, the Group
Chief Executive Officer agreed to offer staff trismsing to POJL a one year guarantee
of no detriment to employment terms and conditiohshe Panel requested it. The
Panel considers that if POJ are confident of thikility to deliver the financial returns
on which the plans are based, then they shouldobefactable with offering this
element of temporary security to reassure staffingakhe journey with them. The
staff unions have been informed, although at tme tf writing, the Panel has had no
response to the offer.

The Panel notes Deputy G.P. Southern of St. Heli@mendment to the proposition
lodged on 12th May 2015, which calls for a 3 yeandew of opportunity for Ports
staff to be redeployed into the Public Sector.
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Clubs and associations

The Panel also contacted clubs, associations aneties closely linked with POJ to
obtain their views on incorporation. This led t@ablic hearing on 16th April 2015
with representatives of 8 of these groups.

The discussion revealed a rather mixed experiemoengst clubs, with some
apparently already paying rents at a commerciatlJesthers on older agreements
facing uplifts to rents, and a varying length afiiees. Discussions between POJ and
some clubs had highlighted a way ahead wherebyehiglommercial’ rents could be
discounted in future to take into account bengdithe Public that either were already,
or could in future, be delivered by the club, tkdiectively preserving the status quo
in terms of rent paid. Examples of such benefitslatde the delivery of accredited
training schemes, or enhancements to public safietydards. Elsewhere, POJ had
acknowledged that clubs made a positive contributio future business through
introducing new generations to activities such asewsports that would continue to
create customers for POJ services, so it was iin ithterests to continue to support
them.

While there was some concern amongst clubs anctiatisos that over time, POJ
personnel and policies might change, leading tesa tertain future, there seemed to
be a general feeling that assurances receivedrsaovdige broadly satisfactory, and
indeed might lead to better things. The Panel wauldport a fair and consistent
approach to all clubs and associations, which agpeabe what Ports are aiming for,
although they seem to have limited resources fatimg with the formal aspects of
these matters, such as renewal of leases. The @loigh Executive Officer admitted
that they might be falling a little behind in tlasea.

The Panel has asked for recognition of the exigtiogjtion of clubs, associations and
societies to be included within the POJL MOU, dmat any substantive change to the
terms and conditions under which they occupy pityper carry out their activities
should require Shareholder approval, to ensurethieatinterests are protected.

Public service obligations

Public service obligations of POJL identified irettraft Law include requirements to
maintain the Coastguard service and protect anchtaiai historic harbours. While
broadly satisfied that these responsibilities Hasen appropriately acknowledged, the
Panel would like to see more clarity over the rafrthe commitment to maintaining
historic harbours. For example, it would be usetuldefine the starting condition,
whether the commitment is an agreement to ensudetronent to the present state of
historic harbours, or if it includes an obligatitmaddress signs of a future need for
maintenance or improvements, and who would payafy such improvements. The
Panel is of the opinion that overall it will be lbénefit to the Island to transfer the
responsibility for maintenance of the historic larts to the incorporated body, due to
their experience and expertise. However, membersaaare of some concerns that
should a major unforeseen incident, such as sestersn damage or structural failure
occur in a historic harbour in future, dependingtioe circumstances POJL may still
need to look to the States for some form of finahassistance.
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Regulation

The Panel also held a public hearing with the Chiefcutive of the Channel Islands
Competition and Regulatory Authorities (CICRA). $hiised questions about what
effect price control or capping might have on tperation of the Ports, depending on
how this might be applied. The Panel was also naadere of a potential issue over
CICRA's view of ‘single till' operation, or how theegulator would respond to Ports’
stated intention to subsidise airport operationsnfthe running of the harbour. The
meeting was ultimately somewhat inconclusive, otoaat of the fact that no actual
decisions could be taken by the regulator priomtmrporation. It is assumed that
Ports will already have taken steps to reassurmgblyes that CICRA will permit
‘single till' operation, as otherwise this coultepent the cross-subsidy which will be
vital to cost-effective operation of the incorpacbody.

On the wider question of regulation, the Paneidhjt had some concerns about the
role of the harbour master, who will retain overalthority and responsibility for the
safety and smooth running of the harbour, inclugiogrers to direct and control use
of the port facilities, whilst now becoming an eomyse of the commercially
motivated POJL. The Panel queried whether thisccpatentially lead to some risk of
a conflict of interests, and would have preferregitaation where the role of harbour
master remained independent of the commercialyemtitwever, the Panel's advisers
considered that there is adequate protection irslanounding the duties of a harbour
master to guard against a conflict of interestsiragi

Findings and recommendations

From their study of the Business Case and Finamd@del for Incorporation, the
Panel’'s advisers have confirmed that in their vieworporation is on balance the best
way forward for the Ports of Jersey. The Panel ssedothat view, but would caution
that the process needs to be approached with eigeesopen, as the results are not
guaranteed. The following points are seen as jpdatly relevant —

1. The monopoly status of the Ports and their effeclifeline role in ensuring
connectivity for passengers and freight betweeseyeand the rest of the
world places a special onus on the requirementsgldtivery. For this reason,
incorporation needs to be accompanied by robusgsafds in terms of what
the entity is empowered to do and the regulatioisactivities.

2. The Panel has serious concerns over the levelsolirees currently available
to the Minister for Treasury and Resources forpimgposes of the Shareholder
function. This has been stretched by successiverpiocations and requires
significant enhancement if the interests of theteStaare to be properly
protected. It is understood the Treasury is submgita bid for additional
funding in the next MTFP to achieve this. The Pawisiders this will be
vital to enable the proper oversight of incorpaddbedies.

3. The need to specify more objectives/conditions he Memorandum of
Understanding and/or the Memorandum and ArticleAgsociation has been
the subject of detailed discussion with the Minister Treasury and
Resources, and needs to be finalised before thateleb

4. Urgent assurance is needed that the Channel Isl@uaiapetition and
Regulatory Authorities will permit ‘single till" ogration.
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5. Consideration should be given to adding more spscigxpertise in
commercial airport management to the first Boar®ioéctors.

6. The States should approve appointment of the Biestrd, including terms of
office, etc. Subsequently, the Shareholder showdndlly agree the
appointment of all directors, whether on a permapetemporary basis.

7. More commercial expertise will also be required s@enior management,
particularly, but not solely, on the aviation side.

8. The Strategic Business Plan (SBP) will be a keyudwmnt, and must contain
detailed, properly costed project appraisals ratian high-level projections,
or items taken from the MTFP without questioningithvalidity. Amongst
other things, it should also include details ofelevand types of borrowing
anticipated. The SBP should be very clear aboutighe and achievability of
each project, and what contingency plans shouldnbplace to overcome
potential barriers to their realisation. The SBBut also take into account
other responsibilities such as stewardship, CotpoBocial Responsibility,
environmental issues and Public Service Obligations

9. The Shareholder should require the first SBP teuigected to a high level of
due diligence, to ensure that it does not contaiore that could undermine
the 25year plan from the outset. An effective fearark should be
established to ensure that further due diligence ba carried out on
subsequent SBPs as required.

10. Internal processes for oversight and control oéficial planning should be
reviewed, and if necessary improved to ensurethieggtare robust.

Conclusion

In the view of the Panel and its advisers, therfoma position of the Ports of Jersey
would almost certainly be significantly worse, ahd same risks would still exist, if
incorporation does not go ahead. The Panel recegtie importance of the flexibility
that incorporation will bring to allow the Ports &#rsey to act with more agility and
freedom in a commercial environment. However, &l mindful of the need for this
freedom to be balanced effectively with proper soyuand regulation, to protect the
interests of customers and the Public of the Island

Having taken into account all the evidence seeindlts review, the Panel considers
that changes agreed to the Memorandum of Undeisgndnprovements to the
Shareholder function within the Treasury, and éi¥ec scrutiny of the Strategic
Business Plan will be key to ensuring the succésiseoPorts of Jersey Incorporation.
Subject to assurance that they will be deliverdd, Panel supports the current
proposition.
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