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TO GRO P.0324 

MEMORANDUM 

LeLially PriviteEed &Confidential 

[Draft. 13111/98] 

TO. George McCorkell, BA 

CC: Joe Ashton, PO Legal Services 
Jonathan Evans, POCL 
Sarah Graham, DSS 
Dave Miler, Horizon 
Marilynne Morgan, DSS 
Paul Rich, POCL 
Jeff Triggs, Slaughter and May 

FROM: Hamish Sandison and Hazel Grant, Bird & Bird 

DATE: [ ] November 1998 

RE: The ICL Proposal Bated 9 November - Legal and'Contractual 
Implications 

BACKGROUND

1. You have asked for our comments on the legal and contractual implications of 

the proposal by ICL pie ("iCL") and ICL Pathway Limited ("Pathway'), as set out in 

a letter dated 9 November from Keith Todd to Stephen Byers and the four attachments 

to that letter (the "ICL Proposal"), in order to assist POCL and BA in drawing up a 

joint assessment of the ICE.. Proposal for presentation to Ministers as part of the 

Interdepartmental Working Group's progress report. Our comments address three 

principal issues: 

(2) How far the ICL Proposal departs from the proposal tabled by Graham 

I 
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c 

Corbett on 11 October 1998 at the end of the first round of discussions 

between ICL, BA and POCL ("the Corbett Proposal"); and 
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(1) The "Heads of Agreement" for apublic/private partnership between 

Pathway and POCL; 

(2) The "Pathway Funding Paper" describing the changes they say are 

needed by Pathway to enable them to raise finance for the completion 

of the project; 

(3) The "Acceptance" paper which contains proposals for changing the 

existing acceptance procedures; and 

• . tt t s t . s s s • 
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necessarily their order of importance for the public sector We note that this is not ne y p 

parties. 
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7. We have no further comments on Keith Todd's covering letter at this stage. 
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ADS OF AGPEEMENT 

8. The Heads of Agreement have been signed on behalf ofICL, Pathway and 

POCL, but are stated to be non-binding'(with the exception of a standard 

confidentiality provision in Clause 6). in particular, we note that the Heads of 

Agreement are stated to be "subject to H M Government consent (including any 

requirements of the DTI)..., any relevant legal and regulatory constraints (including 

competition and public procurement issues), consideration of their impact on existing 

contractual relationships with the Post Office or POCL and any relevant limitations 

on the Post Offices's powers" (pa agraph 5.1), and "a satisfactory resolution of all of 

the issues arising as part of [the Corbett] discussions (including any issues arising 

with the Department of Social Security)" (paragraph 52). If these conditions are not, 

met by 31 December 1998, the Heads of Agreement will lapse, underscoring the 

importance of the "completion" date of31 December 1998 mentioned in Keith Todd's 

cover letter. 

• 3l,~ay~/~i~i iRi Fill
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best practice in IT contracts to the Treasury Guidance where appropriate.). 
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Acceptance Regime 
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Termination by POCL 

14. Pathway propose to limit POCL's present termination rights. As now, POCL 

would be entitled to terminate after a force majeure event for a specified period, 

voluntarily on payment of compensation ie termination "for convenience"), on the 

occurrence of Pathway default, and on breach of the prohibition against corrupt gifts

(subject to modifications described below) (see paragraph 3.1). However, POCL 

would not be entitled to terminate in the event of a change of control of Pathway, 

if it were taken over by another company (see paragraph 3.4). Moreover, termination 

for Pathway's default would require either proof of "persistent and material breach of 

a material obligation" (coupled with a new regime for written warnings and a further 

breach of that obligation before termination would be allowed) or an unspecified 

accumulation of"performance deficiency deductions" (see paragraph 3.2(i) and (iii)). 
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r eriod of the project (see paragraph 6.2(ii)). Depending upon the level of capping, 

this formula is apparently intended to allow a net repayment to Pathway's lenders 

even after termination for Pathway's own default. Although compensation in the 

event of supplier default is contemplated in the Taskforce Guidance, the method of 

calculation proposed here by Pathway (outstanding debt less rectification costs) is not 

recommended by the Taskforce, 

r r • 
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have the right to market test the supplier's changes and should not be required to 

proceed with a change if the charges for it are unacceptable. 
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. onerous than the present Related Agreements, which call for a negotiated adjustment 

in prices, but not an indemnity against costs for change in law. By contrast, the 

indemnity proposed by Pathway would require payment by POOL of a lump sum_ 

equal to the cost incurred (see p ph 9.3). 

21. Pathway propose a new regime to relieve them from liability for delays 

Corrupt Gifts 

• 
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Guidance Under the present Related Agreements, however, the right of termination 

is immediate. 
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performance DeductionsfService Credits 
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Transfer/Change of Status by POCL 

28. IfPOCL were to t:ansfer.its agreement or change its status, Pathway propose 

that there should be a "credit enhancement" of the charges, possibly through POCL 

purchasing credit enhancement insurance; At present, POCL's freedom to transfer its 

agreement or undergo a change in status is unfettered. 

Fraud Risk 

LI I 

r s■ . t. '• • 

ACCEPTANCE 

30. Pathway propose wide changes to the acceptance procedures. Broadly, they 

envisage final acceptance (and Ioss of termination rights) occurring efore live trial. 

31. Pathway propose two phases of te : "systems acceptance" involving 

technical testing and model office testing; and "field service acceptance" involving 

11 x.LseaPOCLU MotiMCCOP&ELMO3 
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rights were !0$t. 
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that they should self-cert~ readiness of releases after 35. Pathway propose   fY 

acceptance. 

Introduction 

37. The paper on "Contractual and Commercial Proposals" comprises two main 

elements (see paragraph L1): 

•. . . . . II ..-1IJ~•  r., 

• :• 

second, there are amendments proposed by Pathway to reflect the latest ICL

Proposal. 

Amendments to reflect Corbett Proposal 
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(ii)), forecast transaction volumes (see paragraph 2.1(iv)) migration to ACT in the last 

three years of the BA contract (see paragraph 2.1(v)), POCL funding of technology 

refreshment (see paragraph 2.1 (vi)) and service point pricing for the last five years of 

the POCL contract (see paragraph 2.1(vii)). We cannot assess the proposal for 

banking services (see paragraph 2.1(iii)) without taking further instructions from 

POCL. 

Amendments to reflect the ICL Proposal 

(i) Pathway Funding Paper 

r 

(ii) Guarantees 

41. Pathway propose a number of changes to the present guarantce payments 

structure which they say are needed "to facilitate funding." They also state that the 

proposed guarantees will not apply to the level of future additional business, although 

it bears noting that they are proposing a guaranteed minimum payment in relation to 

the new banking service. The proposed changes are as follows: 

(a) They propose guaranteed payments at 80% of new transaction volumes 

forecast for the core business of BA and POCL. This compares with 

75% proposed by BA under the Corbett Proposal. 

(b) They propose a 90% payment guarantee on forecast banking 

transaction volumes. This was not part of the Corbett Proposal. 

(c) They propose a £40rn minimum charge for PAS (Payment 

14 
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Authorisation Services) and CMS (Card Management Services) in the 

last year of the BA contract. This is presumably in addition to the 80% 

guaranteed payment for these services. This was not included in the 

Corbett Proposal. 

(d) They propose that present discount bands should be revised to apply 

only above guaranteed transaction volumes, and that the bands should 

be raised to align with the revised guaranteed transaction volumes. 

This was not included in the Corbett Proposal and of course represents 

a significant price increase. 

(e) They propose to revise the algorithm for guaranteed payments during 

national roll-out so that guaranteed payments are calculated by 

multiplying the proposed guarantee percentage by the revised forecast 

transaction volumes. This was not included in the Corbett Proposal. It 

would mean that payment was guaranteed regardless of the rate of roll-

out. By contrast, under the present Related Agreements, guaranteed 

payments are tied to physical implementation and benefit migration. 

In addition, they propose that late delivery of national roll-out for 

which Pathway were responsible would be subject to unspecified 

liquidated damages. Curiously, this is a departure from the present 

Related Agreements, which do not provide liquidated damages for 

delay in roll-out, only for delay in the Start Date and/or End Date of 

Operational Trial. 

a 1. 1 •♦ • / ♦ . a ' .v. a a a. 
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iv Acceptance 

(v) Indexation 

.: • ♦ ! :•: r ' ! i s is f • 
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(vi) Payment 
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(viii) Past liquidated damages 
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(ix) Dispute Resolution Procedure 

48. Pathway propose a new commercial dispute resolution procedure based upon 

that proposed in the Taskforce Guidance. This is discussed in greater detail elsewhere 

(see paragraph 24 above). 

(x) Change Requests - 

• ►- • , L Iii ' f • ! • • t M 

(xi) Transfer of service infrastructure 

1 ' i •♦ ~: 1, a . a s Ir ! t 1 r 't 
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(xii) Incorporation of other proposals 
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eements should be incorporated as amendments to the present Related 

Agreements. These proposals are discussed in ter detail below. 
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roposed contingency and sharing, mechaiüsm is intended to operate without any 

regard to fault. Thus, even if Pathway were exclusively responsible for a project 

delay, they would be entitled to keep the contingency-funding in full. All in all, 

therefore, this proposal appears to us to be another hidden price increase. 

♦ r. [ir a r. 1 ♦r [♦i 

Restructuring the Related Agreemcuts 
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PCIVIS and PAS. This is a serious over-sim lification. P 
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cam Pathway under the Authorities Agrecm.ent, it will wish to claim them from 

/ ,° POCL, who will in turn need to be able to re-claim them from Pathway. We refer to 

this as the "back to back" principle. 

• ■r't •s as r . ♦ • ♦. 
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