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BA/POCL AUTOMATION PROJECT: 
MINISTERIAL MEETING: 14 DECEMBER 1998 

Is the ICL revised offer acceptable? 

- in addition, ICL have now accepted considerable risk on volumes, and Fujitsu 
have agreed to underwrite the financing of the project; 

- the offer is acceptable to the Post Office who would meet the remaining gap 
on its contracted services and, absorb increased prices for benefit payment 
transactions without passing them on to BA; 

- but ICL's proposals for acceptance testing- are not acceptable to DSSBA. 

How does ICL's new offer compare with fallback option? - 

the fallbackoption is viable and offers marginally better value for money 
(NPV of £1.33bn v £1.31 bn), but the difference is small compared 

to the risks. 
and uncertainties which surround the modelling, and on its own these figures 
are not sufficient grounds for a decision; - 

and there are wider considerations ..: 
.... impact of cancellation on ICL/FujitsU, inward investment and PFI; possible 
loss of confidence by subpostmasters; uncertainty over cost and feasibility of 
fallback option until discussions with banks ... -

as against the risk of further breach of contract by ICL (the project has 
already slipped since the timetable was reviewed in October), and the wider 
policy agenda e.g. the potential for moving more quickly to a solution which 
reduced financial exclusion, and the potential to take advantage of the latest 
technology with the fallback option 
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from Option 3, and might meet Government concerns about ICLJFujitsu and the 

impact on inward investment) 

'Next steps 

If the Government continues with the project 

should the Government push for further concessions by ICL in the next few 
days, in particular on price and on acceptance criteria? How would the 
Government keep up the pressure on ICL - is there a case for issuing notice? 

- should POOL be empowered to take forward the final negotiations to reach 
heads of agreement, in consultation with BA? 

- how would the Government minimise risk of further delay? 

what would the Government say publicly? 

If the Government terminates the project . 

- What legal notice should the Government serve on ICL - a notice to complete 
or a 13 week notice? Advice of the Solicitor-General is that notice to complete 
offers less risk, but depending on ICL's reaction may not lead to speedy 
termination. However, if Ministers' unequivocal wish is to terminate the 
contract, it would not be right to issue a notice to complete; 

what would the Government say publicly, in particular to reassure 
subpostniastcrs? How would Government handle ICL/Fujitsu? 
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5. This report: 

•• provides an assessment of ICUs "best and final offer" of 9 December; 

•• summarises the case for and against continuation; 

°• sets out an exit strategy, taking into account the advice of -the Law Officers, 
should Ministers decide that-ICL's offer is unacceptable:' 

2. The ICL offer 

6. Ministers agreed in early September that they would consider continuation with 
the project provided an acceptable commercial deal could be struck between the public 
sector and ICL, and that the offer provided VFM compared to the alternatives. The key 
commercial obstacles to a deal identified in the subsequent negotiations have centred 
on the overall NPV gap between the public sector and ICL; the level of risk transfer to 
the public sector; and the acceptance testing process.

7. ICL wrote to the Chief Secretary on 9 December setting out its 'best possible" 
offer on commercial arrangements, project funding and system acceptance (ICL's 
letter as supported by 3 detailed papers as before). The headline terms of the offer 
include: 

•• Commercial arrangements 
* confirmation that fraud risk will, as envisaged in the original contract, be 

borne by lCL (up to a limit of £200m over the life of the contract) 
revised pricing, with greater volume risk taken by ICL (if volumes fall by 
90°r6 then ICL's loss falls from -£118m to -£204m, whereas if volumes 
increase by 10% then their loss reduces to -£32m) and the burden of the 
increases largely falling on POCL 
withdrawal of the previous proposal for an £80m "contingency fund" to be 
funded by the public sector 

* an estimated loss to ICL of £118m NPV (£269m cash) 

•• Project funding 
* ICL, with Fujitsu support, funding the whole project, investing £600m (or 

whatever is required)- although BA/POCL need to confirm this is a legally 
binding guarantee 

* an obligation on the public sector, if the contracts were terminated for 
Pathway default, to buy the system at its economic value less appropriate 
set off costs 

•• System acceptance 
the sponsors' giving up termination rights before full functionality for BA is, 
available and after limited testing of the system in a live environment 
guaranteed payments from the start of National Rollout 

* appointment by agreement of an Independent Expert to resolve 
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acceptance disputes quickly; the Expert would be empowered to make 
binding decisions for implementation without delay (subject to subsequent 
arbitration or legal proceedings) 

Below this headline level, the ICL offer envisages further discussions on the detail 
although the 'figures in the letter (representing their best offer) depend. on the 
assumptions about pricing etc. in the supporting papers. 

1 _ r 
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12. The PO's view is set out in Neville Bain's letter to Peter Mandelson of 11 
December. Their view (endorsed by DTI) is that: 

* ICL has made major moves on a number of issues; in particular it has-
made clear its acceptance of funding, fraud and performance risks, which 
substantially reduces the risk carried by POCL; 
the commercial proposals, with no requirement for the public sector to pay 
for a contingency fund, represent a move by ICL of £88m NPV; 
the system will be seen to work in live operation before it is accepted; 

* the draft Partnership Heads of Agreement already agreed with ICL would 
offer real benefits (if finally signed off) in developing new services; and 
overall that 
the programme should go ahead with a -reaffirmed commitment by all 
parties to its delivery. 

13. The DSSIBA view (confirmed by 
Alistair. Darling's letter to the CST of 11 

December) is that: 

the commercial proposals make no material change to the November 9 
proposal; 
acceptance cannot be authorised until there has been a successful live 
trial of the system and final responsibility for acceptance cannot be 
delegated to an Expert; 

* Fujitsu's support of the project must include a legally enforceable 
performance guarantee; 

* Ministers should stand back and weigh the wider issues -in the balance 
the justification for continuation of the project against the wider policy 
agenda ® before reaching a decision;
overall, the proposals should be rejected. 

14. The Horizon Programme Director has confirmed that a programme milestone will 
be missed in December. This slippage to the programme timetable is likely to add 
further delay, complicated by the Millennium, which will mean lost fraud savings and 
additional administrative costs to BA. 

3. The Decision 

15. The key objectives against which a decision should be judged might be: 

•• to pay social security benefits in a way that is as cheap, efficient, fraud free and 
convenient as possible, consistent with plans for welfare reform; 

•• to help to maintain a nationwide network of post offices in order to protect the. 
accessibility of government services provided across PO counters; 
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to support integrated delivery of existing and new government services and 
information more generally taking full advantage of new technology, streamlining 
Government's dealings with citizens; 

to improve access to basic financial services, including banking services, for 
. poorer members of the community and the socially excluded; 

to maintain a thriving IT sector in the UK, in which ICL is a key player; while 
ensuring that risks transferred through PFl projects do not end up with the 
taxpayer; and 

•• against these objectives, to secure prudent use of taxpayers money. 

Ii) The case for continuation 

16. The case for continuation rests on three points: 

the acceptability of ICL's offer relative to the alternative option; 

the possible impact on subpostmaster's confidence and therefore the post office 
network; 

the impact on ICL and Fujitsu and the knock on consequences for the IT sector 
and 

inward investment in the UK. 

Is ICL's offer acceptable relative to the alternative? 
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tion!l ~ .W, 40 tian 3> without-oar k 
DSS admin savings 0.29 1.36 
DSS programme savings 0.87 0.85 
Net impact on DSS 
Net impact on POLL 

1.16 
0.31 

2.21 
-0.73 

Subsidy to subpostmasters n/a -0.15 
Horizon refresh costs -0.05 
additional payment to ICL _0.11 
Overall NPV 1.31 1.33 

o ~ 1 . 1 . : w `. ' ! • ! :g get •I :• . ` r - « 

14/12 98 14:40 TX/RX NO. 0458 P12 



POL00039861 
POL00039861 

easury 14/12/98 14;31 PAGE 013/19 R:Lghtt°.

RESTRICTED - POLICY AND COMMERCIAL 
WITHOUT PREJUDICE 

The impact on ICL/Fujitsu, the_IT industry and inward investment 

Iii)The case against continuation 

25. The case against continuation rests on the following: 

• 
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26. . If Ministers decide, on the basis of the above, to continue with the project, then: 

BA/POCL. will need to resolve their differences on ICL's acceptance proposals, 
and agree a 

way 

forward with ICL that is acceptable to all the parties; 

there may also be a case for pushing for further concessions in the negotiations 
to finalise heads of agreement (although this will carry risks, given ICL have said 
this is their best possible offer). We would expect POCL to lead these final 
negotiations, in close consultation with BA; 

•° we envisage a low key statement to Parliament to end the uncertainty about the 
project. A suggested statement is attached at Annex C; 

•• we would need to think carefully about how to minimise the risks of further delay. 
One important factor would be a strong renewed .commitment from all the parties 
concerned to make best endeavours to deliver the project. The parties have also 
agreed that a restructuring of the contract with ICL after acceptance to remove 
BA (who would become a customer of POCL) would be a useful step; 

we also believe there is a case for issuing some form of notice to complete under 
this scenario. 
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30. " Ministers are therefore invited to decide: 

•• whether they wish to terminate the contract forthwith, by issuing a.3 month 
notice, since this is the quickest route to achieve termination; but recognising that 
this approach involves additional legal hurdles and carries greater risk of 
litigation; 
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re-negotiation of the contract had ended. 

32... Our preferred option at this point would be to seek:a negotiated settlement. But 
this would depend on the reaction of ICL. 

33. At this stage, Ministers might also be attracted to the possibility of introducing into 
the discussions with ICL option 2 i.e. continuation without the benefit payment card. 
This would offer some of the advantages of the fallback option 3 but would avoid the 
adverse impact on Fujitsu and ICL. However, the ' PO do not favour this option. But 
option 2 would require the consent of ICL, so it is not, strictly speaking, a choice 
available to Ministers at this stage. 

34. Clearly Ministers would need to be ready once notice, had been served to make a 
public statement, in the event that ICL either issued writs or went to the press. The 
statements would need to provide reassurance to benefit customers, subpostmasters, 
Fujitsu and the IT industry. Draft statements are attached at Annex C. 

35. BA/POCL will also continue to work up the fallback option, in particular, once 
notice has been served, by entering discussions with the banks. . 
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ANNEX A: COMPARISON OF ICL 9 DECEMBER OFFER WITH CORBETT 

PROPOSAL AND 9 NOVEMBER 
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NPV of additional' £116m £265-317m - £229m 

payment to ICL (including £80m 

(relative to 'core contingency 

case') provision, of which 

£52m may have been 

returned) 

lCL estimated NPV £224m £75 -103m £118m 

loss (depending on 

shareout of 

contingency) 

RPI level before 6%® 2% [5% .to 2006 

prices increase 2.5% from 2007] 

Volume guarantees 75% 80% 75% 

Funding Fujitsu underwrite Govt guarantees ICL- FJ support lCL 

refinancing borrowing funding project 

(clarification. of 

enforceability being 

sought) 

Termination on Option to purchase Obligation to Obligation to 

supplier default system on purchase system on purchase system on 

termination termination termination if it has 

value 

Termination by Cap on liability Capped at agreed Capped at agreed 

Government borrowing+equity borrowing+equity 

Termination rights on successful after system test only based on completion 

given up ... completion of of acceptance tests 

systems tests and (some to occur in- live 

live trial (Child running) 

Benefit only) 
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Guaranteed On.'acceptance and On system test and From 30 September 

Payment rollout of all rollout (Child Benefit assuming successful 

contracted functions only) completion of live trial 

Acceptance no more than 10 no more than 230 no more than 100

requires... category'B' faults 

Independent Expert to facilitate dispute to make binding to have decisions 

resolution decisions if no implemented. Govt 

agreement can later seek 

redress 
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