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For the attention of Tim Brown 

Company POCL 

Fax number GRO 

From Marcus Holden 

Direct Fax number L.-----------

Direct Telephone number  -----GRO 

P.01 

I Phone: G RO Fac 
Co: a LOE Box 241 

Date 11 Nov 98 

No. of pages 
(including this) 

Serial No. 

If there are any problems with this transmission please contact the fax operator. 

Dear Tim, 

We have now completed a more detailed review a do ntation that you gave us, and 
have developed our thoughts on both the acco g implica ns/ of the proposals and the 
more pertinent commercial implications base n cqnpparison t roadly similar projects (or 
at least comparison to PFI projects generally he r t Treasury Guidance). 

Accounting - Measures for Balance Sheet Treatiiru~3~t`,~ 

Change in project since our initial rev

The broad message from our initial revii ' cond cted under FRS5 and SSAP21 analysis) 
was that POCL took little of th 'sk/rewar f ownership of the project assets, and therefore 
was unlikely to have an int hem on alance sheet. This was primarily driven by 
the fact that POCL was in y notion for the Benefits Agency, and was not 
exposed to factors such r termination risk in the deal. 

A major part of this - m t w • t t the bull; of the transactions handled by the system 
were BA related, d that t r w some - at the time relatively undefined - element of 
benefit transfcrr POCL as esult of their being able to utilise the system for their own 
purposes. Fro ou I , ssion. this is certainly no longer the situation. There is significant 
usage of the system b from day one, and by the end of the project there is no 
envisaged usage by the BA. 

This by itself represents a significant change in the assessment of the treatment of the project 
from the POCL point of view. It will certainly result in far more risk being taken for the 
This fax may con:Ain con(Idor.uai information for the a_ddross_c_o_ (o) only, lie trans.-vaaion error has misCtrectod the fax. please 
nO9fy lus On!_ _. GRO  ; (toll ea • UK only) or CRo - (international), then destroy the fax cor.,munication we 
will reimburse the cost of irrernational calls. You should net use. disclose. dastribufa or copy thta communication. Thankycu. 
A copy of the original fax Is Storod for a period by Ernst & Young. 

A list of part-tars' rases Is available for Inspection at Cho above address. the partnership's prirdpal place of bus!noss. 
Authorised by The Institute of Chartered Accountants in England and Wales to carry on investment businosa. 

The Unitod Kingdom firm of Ems: a Young is a merrbor cf Ernst 8 Young frrematianaf, 
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assets and will start 
to tip the scales from the previous clear cut assessed position. However, 

this in itself is not a significant issue with regard to the final treatment of the assets - 
obviously most PFI projects will result in some risk to the public sector party, and this 
element is only one part of the jigsaw. 

New applicable standard 

The new applicable standard of relevance in this case is the amended FRSS, which includes 
an application note specifically addressing PFI issues. Where non-separable payments made 
by a purchaser fall into both service and asset provision catcgorics (as they will in this 
instance), the FRS is clear that it is the applicable reference, and the relevance of SSAP21 is 
significantly diluted. 

In determining the nature of the asset, and its treatment by the purchaser, the FRS notes there 
are several `property risks' that will be relevant: 

"As noted in paragraph F19, in applying the a key test is to establish who will 
bear any variations in property profits (o osaQ. Depending on the particular 
circumstances, a range of factors may be r t to tlis, ment of profit variation. 
The principal factors that, depending on a articular err instances, may be relevant 
are: 

• demand risk (see paragraphs F24-F3 

• the presence, if any. of thi - revenues cc paragraphs F32-F34) 

• who determines the nature or e ope (see paragraphs F35-F37) 

• penalties for undo tmattce n-availability (see paragraphs F38 and F39) 

• potential than e ' re . (see paragraphs F40 and F41) 

• obsoleseenc_.' c u ' e e ffects of changes in technology (see paragraphs F42 
and F43) 

• the ements at Ije end of the contract and residual value risk (see paragraphs 
F44-F48).' 

It states that it is: 

"important to assess the effect of all relevant factors and the interaction between them, 
giving greater weight to those that are more likely to have a commercial effect in 
practice." 
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Within these property risks, the ones seen as key by ourselves, are the demand, third party 
revenue and residual value risks, but the technology risk may also be key in IT application 
projects. 

impact of 'Revised Offer' renns: 

Third parry revenue risk 

There is no third party revenue. 

Technology risk 

Technology refresh cost risk is presently Iying with POCL. This is a significant area where 
ICL mighi have been expected to take the 'technology risk. The FRS is clear on this point: 

"Where the potential for obsolescence or than technology are significant, the 
party that bears the costs and any associated be is will be the one for whom there is 
evidence that the property is its asset." 

Demand risk 

The level of guaranteed transactions (and ore flue to Pathway) may give problems 
in relation to the allocation -of demand sk. FRS states that the initial question is 
whether there is demand risk, and follows on that c ere is significant uncertainty over 
future demand levels the allocation oftthisrisk is critic ;cn assessment of asset ownership. 

Assessing the risk in this case would m e ng how realistic the tabled estimates of 
future demand/transaction volumes ax d t en considering whether the provided 
guaranteed minima against th timates o s a reasonable Ievel of risk transfer. In our 
original review there was a to e t that th stimates were subject to a standard deviation 
of 10%, and this would th Trial guaranteed minima of 65% represented a 
significant risk that the a tua ct volumes could result in a reduced revenue stream. 

That risk has been d 1 cd& , and will also be impacted by your comments that the 
estimates have al 

SI'71inml~zmtuorm~,D_
vèls tffat appear too high - further reducing the likelihood of 

deductions fro a '1rment streams. 

Residual value risk 

Pricing of asset transfer at"the end of the project should ordinarily include an element of 
residual value risk to the private sector. Such residual value risk will ordinarily be 
demonstrated by the financial model (on which the project pricing is based) including 
significant residual value which the sponsor will not be required to pay, and thus a 
commercial risk exists of such non-payment. 
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This highlights a problem inherent in projects of this nature, that the residual value outside of 
the contract is nil, and therefore the realistic level at which to set the price of transfer is also 
nil. This implies that the purchaser has paid for the asset over the life of the contract, which 
in turn is an 'on-balance sheet' indicator. However, allowance must be made for this 
situation in assessment of the position. Further indications should be sought, that might 
include how the purchaser ensures the asset is delivered in acceptable- form . and state of 
operational repair. 

Initial pricing risk 

The 'contingency' clement definitely appears to remove much risk from Pathway for primary 
items such as project slippage during the construction phase (as now extended). This is a key 
indicator that POCL retain the risks of ownership. 

Balance Sheet Treatment - Conclusion & Impact 

Notwithstanding that we have only been given rc 
contract' terms, and have therefore not been able 
(including review of finacial models), initial in' 
'on-balance sheet' to POCL. This has been p ' 
little transfer of the demand risk to Pathway e 
the project and there does not appear to b 
the operational phase, or over the development o: 

The impact of this conclusion is that F 
its balance sheet and depreciate the as 
end of the concession, with some ace 
to be a corresponding liability in the 
asset over the term of the c si n 
.over the term,'and there yt be 
interest payment implied

ations of the extent of the 'Revised 
full evaluation of the position 

is ar ls9e project would become 
npaeted the fact that there appears 

will be fully paid for over the term of 
transfer of technology risk - either in 

need tc account for the systems as an asset in 
se economic life 

(is 

the period until the 
:n of a technology refresh). There will need 
sheet, representing the liability to pay for the 
6ility will be released as payments are made 

. profit and loss charge to reflect the imputed 

Contract Terms 

We have also conside act of the 'Revised Offer' terms in light of the draft Treasury 
Guidance, and also other IT)  e PFI deals of which we are aware, in order to provide some 
insight as to whether the terms proposed appear reasonable. Obviously overall judgements as 
to must be taken in the round and as part of the final contract as a whole 

TOTAL P.0= 
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Date 11th November, 1998 Document number CA983150.056 

In rent.. ple.t%c quote JRT Toni pages (inr. thiq 

Fnau Jeff Triggs wnter's-telephone ` _ _._ _._. GRO _ _ _-_ _ _ 

To Catherine Churchard, Post Office Legal Receiving fax number - CRC -
Services, Croydon 

Copy to Jonathan Evans, Post Office Counters Limited, London 
Paul Rich, Post Office Counters Limited, London 
Mena Rego, Post Office Counters Limited, London 
Lesley Lawson, Post Office Counters Limited, London 
Nick Gray, Slaughter and May 

Hamish 

GRO' 

Once again, when I read Hamish's letter to you of 10th November I feel like the little 
boy staring at the emperor's new clothes. 

The conflict issue seems to me entirely clear and simple. - The fact is that in certain 
areas we would like Hamish to do one thing and DSS would like him to do another.- For 
example, we would like him to promote Option 1 and stress the veto right in Contract B, 
whereas DSS would like him to promote Option 2. Option 1 and Option 2 are mutually 
incompatible. 

Faced with such different objectives it is not Hamish's job to steer a fair and reasonable 
middle line and to do what he thinks is best for the public sector parties as a whole. It is his 
obligation to stand down and not involve himself in this area. ' That is crystal clear. 

The professional conflict of interest rules which bind solicitors are there because in 
circumstances like this it is neither desirable nor possible for a lawyer-to steer an impartial 
middle course. 

The view of this morning's meeting (at which Stuart, Jonathan and Mena were not 
present) was that of the options cited in your memorandum only 3 and 4 were likely to be 
acceptable to POCL and that 3 was really the only practical solution. Even then it would need 

THIS FACSIMILE IS CONFIDENTIAL AND MAY CONTAIN LECALLY PRIVILEGED INFORMATION. IF YOU ARE NOT NAMED ABOVE AS 
AN ADDRESSEE IT MAY ■E UNLAWFUL FOR YOU TO READ. COPY. DISTRIBUTE. DISCLOSE OR OTHERWISE USE THE INFORMATION 
IN THIS FACSIMILE. IF YOU ARE NOT THE INTENDED RECIPIENT OF THIS FACSIMILE PLEASE TELEPHONE OR FAX US IMMEDIATELY. 

A list of the partners and their professional qualifications Is available for inspection at the above address. 
The partners are either solicitors or registered foreign lawyers. 

If you do not receive all the pages, please phone;- GRO 
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careful thought as to the practical constraints as to who seeks advice from Hamish and on 
what subjects. 

Regards 

GRO 
J R Triggs 
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To. Tim Brown 
Nurnbrr of pA gr's: 6 

Pitlan>r Controller 
Post office Counters Lid 
vex ttoo- . _._._._._._GRO 

From: Kathie Parr ! Andrew Co, Dote: 11 November, 1496 

Fat: no: L._._._._._._.GRo,- 

ram srsay oonu pnnlegca and eonfrwa $o r she ttCCrn►ce only If=tc rc .kriu oC eedtMsYee oriri 

sa~,laYcc ez+s~+ -xau a:e rrnvy aoru;ed uss asr a'.salm.er. dtncaInssSan o wp otihe p i*a7 cd ityou nave rr si 

tuts lax is am , Fksu Donne suL deCtY ettd *nom! 

Ln case Of any prablents v nh the uansmisct_o_i_: of This facsimilc please TelephaDe 

MlchelicRca4oaL_ __GRo_

P0 CL I Pattlway 

Furttsts To your meeting ;:nd conversarions with Andrew Cox earlier this weak attached are 

brief z==&^Ts on ICt s 5 •ovetaoe propo a -

As requested we have fbeused on points of interest To leaders providing limited recourse 

funds to Pathway. However, you should note That the specific Terms acceptable to lenders in 

The areas covered by ICL's documents will depend on the overall terms of the contracts, the 

risk allocation, the level of support provided by 1CL/Fujits1V in respect Of Pathway's 

obligations and the gcnral conditions prevaleOt in The market, particularly for PFI projecr- , ar 

The Time lenders are approached. Our eommeATs should thcsefore be viewed us is>dicative 

only. 

At a more general level, we would funther note that the assumpuoa tbat .2 sybstution amount 

of debt could, be raised on a nut limited recourse basis for Pathway is questionable. The 

appetite of lenders to take significant risk in the area of IT is no; proven with there being 

tecoguidon that it is not an area which. Is easily "batil:d"• The proposal from ICL suggests a 

high level •of recourse for the banks to the public sector. This removes risk directly from 

ICL/Fujitsu, which is currently providing a corporate guaruatee for Pathway's debt. Since 

lenders' zrquirerncul s will depend on. Their view of the project economics and contracted basis 

at a detailed level" it may be more appropriate to include only a sentiment relating to limited 

recourse fin.^.aee at this stage rattier than to agree a spacific 1ua of terms wblch 'ay be too 

generous or indeed insufficient for the purposes of raising debt financing. • 

Please call me to discuss further, as you wish. 

Best rt8ards, 

G RO wRNc~aS Cl. l 

t ne1,3 ~j f<now 

Telex o11>sdn SBSOZa 

J\" ¶MSS' 

Cv 1rL i.2Q5 

Me—c •

ell by SFA , •~• 
72C! 
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Comments on ICL 5'" Novemberproposal 

1. HEADS OF AGREEMENT 

2. CO?YIMERCIAL AND CONTRACTUAT PROPOSALS 

2.1 (iv) Are these the cure nt volume of TransecTlons forece►st by the Authorities? Since the 

POCL guarantee runs of'Ftlse forecastuansacrion volumes, it is U Portanzta ensure 

that these figures are accurate, and preferably. conservative. 

2.1 (vi) Is the P1NPADS funding supplemer tart' to what was anticipated as the "refresh" in 

the original contract? If so, how much is it, and when de ee it talc: place? 

3.1 (u)' What is the value of the 80% transeCtion guarantee in comparison to the asset 

acquisition offer '2 Any valuation should also include the va1w non of the 

contingency, which seems to be sole POCL risk. From where has the 80% $gore 

been derived, is it just to improve returns and bankability? Why is the proposal for 

banking transactions higher than for the core businesses? 

liquidated Damages: This results in POCL effectively being responsible for a 

proportion of LDS as it is funding the contingency fund. Only if the contingenay 

fund is exhausted does Pathway become liable. Normally, the contractor would be 

rN5Pot1S1'ble for perfot►snec over-runs/delays prior to Acceptance. 

3.1 (iv) if a Direct Agreement is conceded. all termination rights will be subjecr to the 

banks' rights of step-in. 

3.1 (viii) Tithe LIDS for delay are to be tcmovcd, then ftiuuiing for delay will be theaugh the 

contingency, which effectively makes delay a POCL risk. Presumably this Is not 

the intention? 

SLR 11{1dC1s 
1 11 November 1996 
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3. PATRWAY FUNDING PAPER 

1.2 Sre cosnm nts on 6.2 above.

1.3 These are issues that should only be addressed once Terms are negotiated with the 

lenders- The need for security and: a Direct Agreement will bGcomc ap cent once 

the comrnercia1 terms arc agreed and the allocat~.cn of Asks in Qc p 
t} 'e

fully apprecia Lenders appreciated.  would ta typically seek to ke aeourity~ 

are avnilhble and can br given as security 'by the project company. A Direct 

xgrecment is not tmu-sisal bar would on)y be insisted upon if There were cpncerrs 

over the- ter nainatioa tegirah negotiated between the parties. (c.f comments on the 

• Direct Agreement below) • 

2. We need to clarify the timings of this termination payment Does this mean 

- after" or 'during" NaTional rollout? 

3.1 Lenders with want to scc risks being allacaredThrough agreed contractual remedies 

(LDS etc.), The only contractual remedy appears to be the Con tngtncy fiord, 

which is PAL funded. Whar baPPens on Pathway default? 

3.1 (iii) We need to clarify the nature of these defaults. POCIJ sbauld insist on uirete1y 

Schroders 
2 11 November 1998 
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terminAt-on rights Soy III2:Ictiai rnui.w.,.y .,.

3.2(1)  semt:nntics — ' istenL and material bteaeh of a material obligation" —

should have unequivoOCi nglus of termination for material Pathway breach. 

efaults should be included.

3,1 f POCL accepts no terrninauwA tights on change of control, POCL would

otice and possibly consent rights over any eharte slaareholdiag. Lenders 

ely insist on a change of control rnechnnisttt atlywzy.

gM ably volumes should decrease commensuratelYwith 

rtial termination? 

5.1 (i) In what circumstances could POCL be req'uirccl to fund this amount in one go? 

S.1 (iv) 'This should be referenced as without prejudice to any security xishu that POCL 

may Issue. 

If POCL pays the equity and the forceast return, there is no equity risk.- This is 

effectively a POCL gu13rantc= of the whole project capital. 

6.2 (n)" it is inconsistent thttl POCL should bear The whole debt burden of Pathway default. 

6.2 (iii) Why is POCL paying T= debt out ca Termination for Force Mojcure? 

7.1 (i) This effectively gives Pathway unilateral rights to deterutine the project 

specification. Both parties should be rcquired to ge t4 ~ thnges in e project 
an 

spec.. Lenders may also require consultation rights if there is going 

impAct upon the funding requirement. 

7.1 (ii.) This puts all change funding risk on POCL and should be resisted. 

7.I (iii) if POCL is to take change in spec. rfsk, paymrats should be made against apse-set 

milestone schcdulc, rather than being a one-off capital payrn em. 

7.1 (iv) i.e. POCL tul:es the risk In the end. -

7.1 (v) Operating risk should be with Pathway. not FOCI-. otherwise there Is no i ucerttzve 

on Pathway to operate The systcta efficicmt1Y. 

g,1 The Guidelines stipulate That change in law risk should be built in to the bid price. 

POCL should nor take all change in law risbc. Pathway is better placed to assess 

certain change in law risk e.g. IT change in law risk. 

9.4 This is vogue and needs to be clarified. 

10. See general comments on the Direct Agreement below. _ 

3.1.1 sec comments an lenders above (clause 1.3) - 

If FOCI. rcfrrshes in 2006, then. its £100m invesunent will automatically form Part 

of lenders' security over Pathway assets. POCL will need to ensure that The 

SG~1C4dH~5 
3 11 November 1999 
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assets are curved out from the banks' Secuuty 

12.1 How about if a corrupt sift i ptovidcd with Pathway's connivance? This should 

be Pathway risk (c.f. 12.2) 

17.1 Iris uudexsrandable that the lenders may require credit extha ncetnea[ upon a t haYlgt 

in control or identity of the Authority (e.g. upon privatisation). However the 

mechanism. for achieving this should be addressed at the time and POCi. should 

nor be Tied in to purci using credit enhancement insurancc at thus srngc. 

4. ACCEPTANCE 

General Generally, the burden of delivering a product to an agreed specification should lie 

with the contractor and the client should have lights to accept or reject the system 

by ruresttriag the performance of the system against pre-set performance 

benchmarks. An independent expert may also be involved in this process (in this 

case, the Expert). In addition, the lenders may also wi3h to appoint their own 

expert. POCL should not be obliged to accept the system and : heuld be curitled to 

look to the contractor for compensation (LDs etc.) in the event that the 

perforznt4tt of The system is unacceptable Accordingly, we would nor expect 

revenuf: payments to be :Wade to Pathway until the system had been unequivocally 

accepted by POCL. 

21 POCL should be involved in determining whether Acceptance is achinved or not, 

especially if termination rights cease on Acceptance. If termination rights do not 

arise ea non-Acceptance, damages should certainly be payable. POCL should also 

have rights to determine whether the non-Acceptance justifies starting Live Trish. 

Are all costs incurred during the proposed extended Live Trial period to be funded 

from The contingency? -

3.1 (i) Presumably, POCL should retain rights to certify a Release. 

4.1 (ii) POCL should agree the Identity of the Expert. 

S. DIRECT AGREEMENT 

General I This looks Like the Treasury standard Direct Agreer Jet. 

In this docuwau' POCL acknowledges the banks' prior security interests and 

defers POCL's rights of tern inaaon during the Step-in Period. As soon as notice 

is given to the Agent. the AgCrtt may procure that an. ofcitii 'aPleSenrative 

assumes all the contractor's rights under the contract and this marls the srr of the 

Step-in Period. 

It is not unusual far banks to request a Direct Agreement tO allow them to step-in 

in advance of any other interested party to try to preserve their position via-d-vls 

the borrower (for example, by introducing a substitute contractor 'to complere'the 

nroicct so that the company can stir[ generating revenue to reps the debt). It is 

$Chrodars 4 11 November 1999 

11/11 198 1249 TX/RX NO.7931 P.005 . 

11/11 '98 12:13 TX/RX NO. 0122 P08 



POL00028686 
POL00028686 

li• iL 4V 1V. LJ 1 1.\ -Vi. L V--  - - - 

r 11-11-$5 11:42 PRO{!-JNS PROJECT FINA} +3ti1-E53-S:eC T-L2G P CE/0S  F-730 

&he Post Office Confideatisil 

ganarally xi oc in the L~7n1Vl '  interests to see the project teriirutedaas this deprives 
the project of revenue-generating capacity and means that the banks have to rely 
oa, and erforce, their physical security, which may not be sufficient To discharge 
The outstanding debt. 

However, as a negotiating phut, POCL should not concede The requirement for a 
Direct Agrremt2 T with the banks until the whole commerci .l packago [pardculaly 
the termination regime} is agreed, and only then if absolutely required. 


