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reorganised our teams to ensure that we manage BTW more effectively and are
agreeing with BTW action plans to address remaining problems. We will be pursuing
redress from BTW for failure to meet SLAs and for any lost income from billing
failures.

a

6. POL's forecast for losses from controls and compliance failures for 08/09 is £17.25m.
That is broadly in line with previous years and with our plan for this year, but within
that losses through physical crime (robberies etc) are down whilst discovery of
subpostmaster fraud is up. The latter is in part down to more focussed audit and
investigation but we think this trend will also be driven by the deteriorating econo nic
conditions. We have also identified new levels of losses in some products. Errors by
branch staff in calculating travel insurance premiums have led to POL needing to
refund up to £615k to customers. Fraud levels on Post Office Savings Stamps had
reached £200k per month — corrective action has reduced this to £60k and further
steps are being taken to provide a permanent solution (e.g. card based product).
Unacceptably high levels of ‘stock adjustment’ transactions by subpostmasters have
been identified as a means of creating an artificial accounting cash surplus — whether
intentionally or not. Manual corrections are being processed pending a long term
system solution.

7. The POL Network Efficiency Programme has been established in response to the
recognised need to achieve a step change across all aspects of branch conformance
and compliance. Key elements of 08/09 activity - undertaken with a view to a
significant improvement in performance in 09/10 - are the introduction of

e aclear standard index of conformance and compliance throughout the
business; and
e A revised tough but fair consequences policy.

8. Following POL ET'’s review of POL's Top Risks the following risks have been added:

e POL runs out of cash - e.g. where cheques are not despatched quickly on
receipt by branches POL will not receive proceeds to enable it in turn to settle
with product owners on a timely basis. These difficulties were experienced
during the recent October launch of a Post Office Growth Bond;

e POL does not secure funding for post 2011 — this is now on the critical path as
there is a minimum two year lead time based on our experience of agreeing
and obtaining funding including EU clearance.

.

Detailed Report W

9. In the Annex attached to this summary is a more detailed explanation of all of the
points covered above.

Peter Corbett
Finance Director
Post Office Limited
November 2008
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Annex A
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Financial services compliance arrangements (paragraphs 1 - 7
Treating Customers Fairly (paragraphs 8 — 10)

Post Office Christmas Club (paragraphs 11 — 15)

Telephony (paragraphs 16 - 21)

Losses (paragraphs 22 — 26)

Network Efficiency (paragraphs 27 — 32)

Top Risks (paragraphs 33— 38)

. Financial services compliance arrangements

 POLU's role as distributor rather than provider of financial services has purposefully put

POL in the position that it should be able to rely on product providers as principals to
take responsibility for regulatory compliance in respect of their products and services
in most instances. Following this model, the Bank of Ireland (the bank) takes
regulatory responsibility for POL's compliance with FSA requirements for activities
regulated by FSA i.e. intermediation in relation to General Insurance and investment
products. Arranging bank savings products is regulated by the Banking Code ;
Standards Board and POL must follow the bank’s instructions about the way in which
these products are introduced to customers to ensure that the bank remains ‘
compliant with the Code requirements. A Regulatory Guidance Manual issued by the
bank to POL is intended to provide clarity for POL about what it can and cannot do
when dealing with customers.

NS&I are not regulated by FSA but are also a voluntary signatory to the Banking
Code and NS&I look to POL, through their contract with us, to enable them to meet
their obligations under the Code. ~

For bureau de change and money transmission services, POL itself is directly
accountable to HM Revenue and Customs (HMRC) for compliance with anti-money
laundering statutory and regulatory obligations. And POL has recently become a
signatory to the Banking Code and a voluntary participant in the Financial
Ombudsman Scheme in respect of its bureau de change and Postal Order services.

Whether fulfilling indirect or direct obligations, POL's strategic objective to build a
viable financial services business, and its reputation and brand values are put at risk
by non compliance. To ensure that POL is correctly positioned to manage these
compliance risks, we commissioned Deloitte & Touche to undertake a review of the
adequacy of our financial services compliance arrangements both against regulatory
requirements in relation to POL's role as distributor, and against standards reflecting
industry best practice in compliance.

Key findings from the Deloitte review, as presented to POL ET in September, in
respect of regulatory responsibilities were that:-
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recovery against subpostmaster losses, utilising powers to confiscate assets under
the Proceeds of Crime Act. £1.2 m has been recovered to date this year in this way
and an additional accredited Financial Investigator has been taken on to boost
resources to prosecute and recover

26. Product specific loss issues:

* Stock adjustments: Branches perform some 3 million stock adjustment
transactions a year. In almost all cases this is an inappropriate way of
correcting accounting records. They are typically using the “other postage”
icon in Horizon for ease to account for other things and then attempting to
reverse that out by doing a “stock adjustment”. The three prime reasons are:

© booking in stock from Swindon — but using “stock adjustment” instead
of the “stock remittance” icon:
© reversing sales entries — again using “stock adjustments” instead of
the reversals icon: and
o Stock quantity errors — e.g. booking in rolls of 1,000 stamps as 1,000
rolls.
A stock adjustment transaction will change the reported cash position on
Horizon and branches may be using this transaction to fraudulently
manipulate cash balances or may merely have been surprised to find Horizon
telling them that they have a cash surplus.

Transaction corrections are being processed going back over the last 3
months to recover funds from branches and POL has stepped up its controls
in respect of these accounting transactions. We are also discussing with RML
the impact of these ‘adjustments’ on our accounting to them for sales of mails
products. The cost to POL this year is estimated at £1.2m.

* Savings stamps: POL's Savings Stamps product is paper based, with
branches selling £5 savings stamps that customers then attach to a card and

send redeemed stamps to POL's branch accounting team. That team have
recently stepped up their checking of these returns and have reduced
discrepancies from inflated claims or failure to return stamps from £215k to
£60k per month. POL's Marketing team are now reviewing whether this
product would remain viable with improved security from bar coding stamps or
whether there are other non-paper based products that could meet customers’
needs more effectively.

* Travel insurance refunds: POL discovered earlier this year that there was
around a 6% error rate in branch calculations of travel insurance premiums.
Data identifying these errors had been in POL's hands for over two years and
concerns had focussed on the possibility of recovery of undercharges from
Subpostmasters, but some 50,000 customers had been overcharged in the
period for data was held. In keeping with POL'’s brand value of fairness and to
meet FSA's likely concerns we agreed with Bank of Ireland that we would
refund up to £615k of premiums to customers. The bank briefed FSA who

far paid out £375k. Calculations will be automated through Horizon from mid
November which should remove the risk of this error in branches. Costs of

writing off of both under and over charges and remedial action are likely to i
exceed £2m. b
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* Post Shop: POL has taken the decision to focus its Post Shop offering on ;
stationery and mails related products and to drop the much wider range of
electrical and other products. This will involve write downs in values this year
currently estimated at £1.7m. Where possible old stock is being sold back to
suppliers but much will be disposed of as having no value.

6. Network Efficiency

27. POL has over 45, 000 people working at counters in over 12,000 branches. Over

28.

29

30.

81

three quarters of those are employed by someone other than Post Office Limited and
in circumstances where we have little control over their competence and skills. To
keep branches open we have sometimes had to accept subpostmasters who have
little if any experience of running a retail outlet or of managing a small business, POL
has traditionally accepted that the level of non-conformance that this givesrisetois a
cost of running our business. We have carried the costs of writing off small value
transaction corrections, of employing staff to investigate and correct larger
transactions (currently over 40 staff generating around170, 000 corrections per year)
of having more cash held in branches than is necessary, of settlement delayed
because branches have held on to cheques and of course of complaints to our
Customer care teams about service in branches.

To deliver our 2011 objectives we cannot ignore the potential savings from driving up
conformance and, equally we need to ensure that failure to meet statutory and
regulatory requirements does not threaten our ability to deliver sales and income.
FSA, Ofcom and HMRC all have powers to require us to stop sales activities and will
do so were they to find that we have systematically failed to meet their standards.

To tackle these challenges we have established a cross functional programme as
part of POL's 2011 Strategic Programme with the objective of optimising benefits
from conformance improvements and achieving a step change in branch
conformance. This programme is known as the Network Efficiency Programme and is

POL does not currently have a single measure or index of all aspects of branch
conformance. We have in the last two years established a ‘regulatory’ Network
Compliance Scorecard that incorporates numbers from branch audit activity,
compliance mystery shopping and monitoring of all over £5k bureau de change
transactions for identification compliance. A single regulatory compliance basket
measure is calculated from the Scorecard, but that measure does not pick up other
broader conformance measures such as the number of branches exceeding their
expected cash holdings or the number of transaction corrections. The Network
Efficiency Programme will address this to create a new composite measure can be
used by Network line managers to focus efforts on failing branches and track
improvement.

POL typically has between £400m and £600m in cash held at branches at any time.
This is inflated when additional one off benefits payments are being made and is
currently being pushed up by the roll out of ATMs and an extension of bureau on
demand branches. A number of specific activities have already been undertaken to
drive reductions in overnight cash holdings (ONCH). These have included improving
management of cash in ATMs, where we are seeking a reduction of £25m in ONCH
and action to reduce cash holdings in Crown Offices and 1500 agency branches
thought to be holding too much cash. The Programme has also used this as an
opportunity to deploy LEAN methodology to look for further savings opportunities.
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32. One key weakness in POL's ap
not had a consistent approach
The Network Efficiency Progr: 'S NOW looking at .
implementing a ‘Consequences’ policy that «
agency branches how POL wil respond to
To be effective this policy will have to ensy
proportionate and we will want to seek to ens
key requirement for implementation will
branch errors from different sources and have a

from local communities that offices
open.

7. Top Risks

33. POL tracks its Top Risks through a quar erly reviey
of Top Risks will vary over time and recent event;
economy generally have given rise to a number
identified in the latest review, ‘ '

reached £350m, against
the Bank of Ireland on the third day after fur
day before we receive the proceeds of chequ
despatch those ues correctly on the day of
cover a shartfaiéie;:)& funding throug h an external
POL may have been unable to meet its obligations.
nearer normal levels and POL has tiat d i
requirements to avoid unfunded

35. POL has long recognised the risk that industrial action by union
or in management could damage POL's delivery of services
brand. The pay settlements in 2007 should have redt

issues may ) wver th ~
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