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The QA1POCL automation project (known as 'Horizon') has been under 
review since the contractor, ICL Pathway, was placed formally in breach of contract 
after a key contractual milestone was missed. The project is now over two years 
late. An inter-departmental report to Ministers (July 1988) .and an HMT/No.10 Policy 
Unit report for the Chief Secretary (September 1998) considered the options for 
taking the objectives of the project forward. Following a Ministerial discussion, it was 
agreed that the parties to the contract would be given one month to establish 
whether a commercial basis acceptable to Government for proceeding with the 
contract could be found. At the same time fall-back options were prepared to provide 
a basis for judging whether the outcome of the negotiations offered the best value 
for money for the public sector as a whole. A report was presented to Ministers on 
this work on 23 October, 

2. Following receipt of this report, the Chief Secretary wrote to ICL stating that 
he and his Ministerial colleagues were prepared to agree to their request for a period 
of two weeks for them to make progress in their discussions with the Post office to 
develop a public/private partnership (letter to Keith Todd of 30 October), This was on 
condition that: 

non binding "i-leads of Agreement" for the proposal, agreed with the Post 
Office, were received no later than Monday 9 November; 

the proposal was based on a realistic business case involving no explicit or 
implicit guarantees or commitments on the part of the public sector for future 
additional business; 

that ICL and the P0 seriously considered the case for involving a third party 
wpth wider retail experience in the partnership - or otherwise demonsfrated 
how the necessary skills would be acquired. 

3. We have now received ICL/POs proposal for the partnership, agreed with 
Post Office Counters. ICL have also provided 3 additional papers addressing 
commercial, contractual and financing issues. Ministers must now decide: 

whether the partnership proposal meets the criteria set out in the CSTs letter 
of 30 October; 

whether iCL's proposal on this and the wider deal represents sufficient 
movement to be a constructive basis for further (time limited) discussions with 
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the public sector; 

whether further discussions are Likely to deliver a deal which represents value for money when compared to the fallback options, taking into account the 
risks and rewards of each option. 

4. However before providing an assessment of ICL's proposals it is worth briefly revisiting the reasons why a decision on a way forward is urgently required. 

automating PO counters, to make current business more efficient and help 
them to win new business. 

The project also had the indirect effect of helping to maintain the nationwide network by providing a secure revenue stream from POCL's biggest customer until the 
middle of the next decade. > 

6- Against the background of severe delays to the project (attributed to ICL Pathway) Ministers became very concerned that there was a serious risk that the Horizon project would fail to deliver its objectives - or would not do so in a timescale that would make it worthwhile to proceed. 

7. These concerns have prompted a number of inter-departmental reviews of the project and possible alternative options. These reviews have provided an 
opportunity for Ministers to revisit and update the government's policy objectives for the Horizon project. The key goals 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; 

to support Integrated delivery of existing and new government services and information more generally taking full advantage of new technology, 
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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 

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

8. Decisions on whether to proceed with the contract or to move into an 
endgame on the basis of ICL's failure to deliver need to be set In the context of these objectives. 

9. Under cover of Keith Todd's letter to Chief Secretary of 9 November, ICL 
submitted four papers. One meets the Chief Secretary's request for non-binding 
heads of agreement on a public/private partnership with POCL for further joint 
exploitation of Horizon, and is also signed by POCL, subject to agreement with ICL on the wider commercial issues left outstanding. The other three are from ICL atone. 

10. The partnership heads of agreement, while giving no guarantees or 
commitments about levels of future business, envisage: 

a joint marketing executive to seek out and develop new business to 
be transacted over Horizon; 
a single tender arrangement with ICL for certain specified areas of 
work, subject to value for money and procurement considerations; and the possibility of Involving a further partner with financial retail 
experience although this has been taken no further at this stage). 

11. The heads of agreement are, In the DTI and Post Office's view, a sensible way forward on which could be built a valuable partnership with ICL. We have no estimates yet of how much value might be added for either POCL or ICL (but see below on ICL's preparedness to accept a loss, which gives some indication of what they believe the partnership could be worth). Subject to HM Government consent and satisfying various legal, regulatory and contractual constraints, POCL and ICL would wish to work towards a binding agreement by the end of the year. 

12. Taking the heads of agreement together with the other three papers, the proposal is an attempt by iCL to reduce its risk, making the project more secure and 

U 
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hence more attractive to sources of limited recourse finance. ICL have said that they 
will underwrite a loss of between £76-103m' NPV on the agreed core case volume 
assumptions. It hopes, through the further exploitation of the system with POCL, to recover some or all of this loss (though we have no figures), POCL believe that, on 
reasonable assumptions, iCL can expect to recover all of this and perhaps more on 
the back of their partnership agreement with POCL. A schematic diagram of the path 
of discussions so far (updating a diagram from Graham Corbett's report) is attached at Annex E. 

• increased prices, and inflation risk transferred back to sponsors 
• greater guaranteed volumes across the system 
• a contingency fund which they suggest will Incentivise the delivery of 

the project to timetable 
• payments in advance, rather than in arrears 
• a revised acceptannce process 
• revised contract terms which draw on recently published draft PFI 

Taskforce guidelines, and 

14. A preliminary assessment of their proposal and its Impact an the sponsors is 
attached at Annex,A (prepared by POOL with assistance from BA). There is further 
work to be done an the detail of what ICL have suggested. But key concerns, which 
would be the agenda for any further negotiation are: 

the commercial terms proposed Imply significant price increases and 
increases in guarantees above a level acceptable to the parties; 

the revised pricing proposals together with the proposed contingency fund 
would mean that the public sector would have to find an additional 
contribution. iCL's estimate Is that this would be £121m NPV, with a. 
contingency fund (financed by the sponsors) of £80m NPV. It the contingency 
is not used the sponsors would receive two thirds of this fund back through 
credit notes. If the contingency is used there may be counterveiling 
reductions in payments due to delay. Further work is required to model the 
overall impact on the public sector, Any additional contribution would be over and above the £t 16m NPV implied by the Corbett proposal; 

the proposals on acceptance could lock the parties Into a system before it had been fully tried and tested and would result in a significant reduction of 

° Range depending on whether or not the proposed contingency is called 

G 
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POCL or BA's rights to termination; 

after acceptance, proposals to enable Ill, to raise limited recourSe financing could mean that the public sector underwriting all of ICUs borrowings; Even after the offer of an additional Mom equity from ICL, this would be a 
significant transfer of risk to the public sector - to the extent that this could 
result in the project becoming an asset on POCL`s balance sheet. 

15. These proposals are clearly unacceptable to the public sector parties. However there are aspects of the propo mat we feel could be helpful if the project were to proceed - in particular the suggestion that the contract is restructured so that POCL take over BA's contracts with ICL. 

16, DTI/POCL are of the view that ICL have moved significantly over the course of the fortnight"s discussions and show signs being prepared to move further. They have settled for significantly less than originally stated aspirations of greater control on POCL's commercial future and single source supplier for all POCL's IT systems. They believe that there are reasonable grounds to believe that a deal could be reached through further negotiation. They think the gap could be closed by a 
combination of: 

movement by ICL recognising the benefits of the partnership proposal; 

further negotiation about commercial terms, with the possibility of some ' further value-added from POCL through an asset purchase (for which POCL will need a relaxation of their EFL); 

the injection of further direct funding into the project by ICUFujitsu. 

17. ®SS/BA do not agree. They do not think that ICL's proposals (particularly their suggestions on risk transfer) represent a sufficiently significant move on lCL's part to suggest that a commercial deal acceptable to Government could be struck. 

18. The Treasury's view is that ICL have made a significant move, and ate likely to move further, but a judgement on whether this Is significant enough to give confidence that an acceptable deal could be struck is partly dependent on ICL's proposals on funding and underwriting by Government (on which we are seeking further clarification). 

a 
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19. The impact of each option on the Benefits Agency and the Post Office are 
driven by the following key factors: 

• the rollout of the technology platform (whether Horizon or an alternative) for 
the automation of wider POCL services (for both existing and new PC 
clients); 

• the end of the minimum floor payment from 8A to the POCL. 

Annex 8 sets out in graphical form the timings for each option. 

Managing the changes to the P0 network 

20- The response of the Post Office under each option, and in particular how any 
changes to the network would be managed, will be an important factor in any decision on the way forward. There are differences of view between the parties on 
the ability of the Post Office to manage changes to the network under each scenario. 
Key issues will be; 

how to ensure that the subpostmasters (private agents who run the majority 
of the post office network) perceive that post office business can provide a 
viable future and do not voluntarily exit the market (reducing the ability of the PO to manage network closures and migrate business to other offices). 

21. Under all options the Post Office will be seeking to manage a reshaping of the network, against a background of commitment to a nationwide network of post 



WITNO4200104 
W I TN 04200104 

16-NOV-1996 17:15 FROM ._._DSSPOLICY GRP. ADELPHI TO 21501 P.14/26 
GRO L._._._._._._._._._._._..._._..._._._.s 

Restricted - policy and commercial 
Without Prejudice 

offices. Their objective is to retain the current levels of access, especially in rural 
areas, but to reduce over-provision in some urban and suburban areas, replacing 
some physical offices with electronic access points. Current trends would in any 
case see a reduction in the rural network by some 200 offices each year, and a 
gradual shift to ACT-based methods of payment over time (by 2009110 almost 50% 
of claimants are expected to have switched to ACT). Compared to the current 
network of 19,000 offices, POCL believe that their vision for the future could be 
served by a network consisting of around 11,000 - 13,000 full service offices 
supplemented by 5,000-10,000 electronic access points, many of which could 
continue to be sited in existing post offices. In practice however we recognise that 
any network of the future will be constrained by the same combination of history and 
politics that has shaped today"s network. 

22. Under option 1 the benefit payment card (BPC) will provide the Post Office 
with a more secure customer base In the short term since claimants who do not 
choose ACT will continue to use the PC for withdrawal of their benefit. to the 
medium term (by 200415) the PO intend to use the Horizon platform to provide a 
range of banking services across its counters. POCL believe that the banks will see 
a commercial case for paying them to provide these services as they seek to reduce 
costs through closures of their branch network. Full banking services will be in place 
by the time BA will begin to transfer their customers to ACT on a compulsory basis. 
POCL are of the view that the transition from the BPC to a "smartcard" (providing 
banking and other services) will ensure that they maximise the number of benefit 
customers who continue to use the post office network. However OSS/BA believe 
that the Horizon project will in fact be further delayed, further squeezing the time 
between the Introduction of the BPC and the switch to ACT; and will distract POCL 
from introducing banking services as quickly as possible potentially missing the 
emerging banking market. 

23. Under option 2 the PO will need to move more quickly to introduce banking 
services across counters in order to be ready for the switch to ACT 

- 

so that they 
can protect their customer base by offering cash withdrawal facilities across PO 

counters. 

They will have two years to plan this (during which the current levels of 
DSS funding will be sustained). The removal of the BPC from the project would in 
principle mean that POCL (and ICL) can focus on the early roll-out of banking 
services and other systems essential for POCL to sustain their business. The 
consultants were of the view that it would be possible to provide banking services by 
2001/2 when BA begins the transition to ACT, particularly if a basic cashback facility 

is 

introduced 

early. 

However the PO 

believe 

there are 

risks 

attached 

to 

this 

strategy 

- in 

particular the 

impact on 

the expectations of 

private 

agents of an 

announcement 

that 

the BPC 

is 

being 

scrapped. It is 

likely 

that 

subpostmasters 

will 

require 

compensation 

for 

the 

loss 

of 

retail 

business in 

order 

riot to 

leave 

the 

market. They 

are 

also concerned that in 

practice the removal of 

the 

card 

will not allow 

a refocus 
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because work on the software development of the 8PC is largely completed. 

24. Under option 3 the PO will also need to move rapidly to introduce simple 
banking services to protect its customer base. We envisage that POCL would Install 
simple debit terminals to provide a basic cash withdrawal service before the switch 
to compulsory ACT, and would follow with full banking services at a later date. The 
consultants believe that simple debit terminals could be Installed relatively quickly, 
but have stated that there is a risk around the commercial credibility of this strategy. 
POCL would have to move from a situation where they were paying the banks (for 
debit terminal facilities) to a situation where they were receiving payments from the 
banks to provide full banking 

services. POCL would also need to commission an 
alternative platform to replace Horizon to provide automation of services for its other 
clients, and to provide it with a means of attracting new business, An announcement 
that Horizon was being scrapped, and the delay to the introduction of an automation 
platform (although not to simple banking services) could also impact on expectations 
and lead to unmanaged closures. Again, compensation to retain subpostmasters in 
the market is likely to be required. An alternative approach would be to delay the 
introduction of compulsory ACT until the replacement for Horizon with full banking 
facilities was in place. The price for reducing the risk to the network In this way 
would be the savings to the Benefits Agency foregone. 

25. Under both option 2 and 3 POCL and BA would therefore need to work 
together to develop a positive and credible strategy which ensured that SA could 
move to a more efficient benefit payment system as soon as possible, whilst
retaining the confidence of customers, PO clients and subpostmasters in the 
sustainability of the network. A pro-active approach to communicating this strategy 
will clearly help to mitigate the risks - although BA are more optimistic than POCL 
about this. 

26. Annex C presents an analysis of the risks to the government's key objectives 
for the project under each option. There are, inevitably, differences of view about the 
size of the risks and the ability of parties to manage them successfully, DSS/8A 
believe that the risks around deliverability of Horizon in option 1 are very significant 
given the history of the project, and that the risks to all of the objectives in section 2 
could be minimised by focussing on getting simple banking technology into post 
offices as early as possible (option 2 or 3). DTI/POCL are of the view that option 1 
offers the lowest risks because It offers POCL the earliest date for full automation 
and, by retaining benefit recipients in the PQ system carries the least risk to the 
network and to subpostmaster confidence. Option 1 has been validated by 
independent experts who judged It be technically viable, robust and future proof. 

T 
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Revised VFM assessment 

27. The terms that ICL have offered imply a contribution of between £121m NPV 
plus a contingency of £80tH from the public sector. Given that the Working Group 
Report (23 October) assumed a contribution of £150m NPV in option I and 2 then 
the VFM analysis broadly stands: i.e. that the options are very close, and that the 
assessment of risks across the options is therefore crucial. 

Impacts on ICL 

28. A full summary of the Impact of all the options on ICL is attached at Annex D. 
Under all options ICL is likely to face a material write-off. Cancellation would 
Jeopardise their plans for flotation. 

5. The Way Forward 

29. Our assessment of the choice facing Ministers is: 

to decide that the contract is unsustainable in its current form; that the g4p 
between ICL and the public sector cannot be closed In a way that could be 
justified as value for money for the taxpayer (taking into account the wider 
risks); and that the balance of advantage lies in opening discussions with ICL 
to decide an alternative way forward. This could involve a negotiation around 
dropping the benefit payment card (option 2), and it that failed, a negotiated 
settlement around iCL's full withdrawal (option 3). 

30. It Ministers decide to allow a further period for negotiation with ICL then next 
steps are as follows: 

assuming that further negotiations should be led by POCL, agree quickly a 
negotiating remit for POCL - including whether POCL should be given an EFL. 
relaxation to make an offer to ICL; 

at the same time ask POCL and BA to reach heads of agreement to enable POCL to negotiate on a bipartite basis with ICL. 
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POCL's proposals for the negotiation are attached at Annex F. 

31. if Ministers decide the contract is unsustainable then the next steps aro: 

to prepare for a negotiated settlement - which may involve option 2; 

• to prepare a public announcementlpresentation to minimise the impact on 
benefit customers and the PG network (see Annex G for an indication of the 
questions that are likely to arise which the Government will need to be able to 
answer): 

to ask BAlPOCL to work up strategy for an early move to ACT consistent with 
minimising the impact on PQ network, 

1a 

i 
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There are several key areas of difficulty to take forward and resolve with 
ICL. These are swrunarised below. 

a) ICL's proposal effectively requires the public sector to underwrite all of 
its bc wrng and in some circumstances the equity investment on the 
project, including in circumstances where the project falls through ICUs 

- default. 

• • • • • t 

c) There are also new explicit direct relationships and implicit liabilities to 
ICL Pathway's lenders for the public sector being proposed. 

11121 t 
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There are a number of other issues related, for example to dealing with the 

'r rtiztg sores" in the project (treated through price rise proposals), extra risk 

for BA around delays around the CAPS project, and cash flow and accounting 

rules in paying invoices in advance rather than in arrears, as contracted. 

9. ptureusinss Opportunitiee 

ICE. have indicated that one enabler for their move leas been an improvement 

in their perspective of the benefits to them of further exploitation of the 

Horizon system, without related public sector guarantees. Thie has been 

embodied in the Heads of Agreement on /ICL Partnership, signed 
earlier this week (but which would lapse if agreement on the other issues 
detailed above is not reached). ICL reached their view in the light of POCL's 

feedback that in principle ICL has the technical capability to play such a role. 
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This annex presents an assessment of the risks surrounding each option against the 
key Government objectives: 

• Objective A: efficient, secure and accessible benefit payment 

• Objective 8: maintenance of a nationwide network of post offices to protect 
the accessibility of post office services 

• Objective C: improved delivery of existing and new services for government 

• Objective D: improved access to banking services for the socially excluded 

Annex 0 considers the implications for ICL and therefore the impact on the 
government's objectives for the IT sector. 

if successfully Implemented, then each option will contribute to these objectives as 
fo ows: 

4 

t8 
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A C 

option improves on provides PO provides allows PO to 
present system with technology platform for offer front end 
and eliminates to retain existing delivery of banking 
means of and develop existing and services 
payment fraud, new business new government providing 
but delays move and secures services across accessibility 
to (more customer base PO Counters through a 
efficient) ACT in shorter term and could trusted brand 

through support 
migrating to initiatives such 
ACT via ttie as "single 
UPC account„ and 

electronic 
government 

option early move to as option 1 but as option I and earlier move to 
2 ACT delivers reduced security removal of BPC ACT brings 

significant of customer would enable "unbartked' into 
efficiency base due to loss ICL and POCL the banking 
savings and of 8PC and to focus earlier system in 
eliminates earlier move to on wider advance of 
payment fraud ACT government option' 

services 

option as option 2 as option 2 but delayed as option 2 
3 delayed implementation 
• implementation of non-banking 

of automation technology 
for existing and platform means 
new (non-8A) more likely that 
clients other channels 

are used for 
government 
services - 
without PCB 
trusted brand 
and teach 

However there are risks attached to each option which may threaten the delivery of 
these objectives. The following tables attempt to present the potential risks around 
each option, how they could impact on these objectives, and how they will be 
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This Annex reviews the implications of each option for ICL and its parent, 
Fujitsu. ICL Pathway have been set up as a subsidiary of ICL which has provided 
BA and POCL with parent company guarantees on finance and performance. 

2. To recap, the ICL Group balance sheet is not strong, in 1997 it included net 
assets of around £260m. KPMG have confirmed with iCL -Pathway that around 
£1 25m of this figure represented capitalisation of the work on this project, some 
fixed assets but mainly work in progress. We now think that this figure will have 
increased to around £200m. Liquidity had worsened from £1 05m of net current 
assets In 1996 to £42m In 1997. There is a possibility that ICE. could strengthen its 
balance sheet by writing back some of the £200m goodwill written off according to 
existing accounting regulations that have subsequently been revised - but this is not 
mandatory. in any event this would do nothing to improve the Group's liquidity and 
net current asset position, 

3. Profitability is also weak. On a like for like basis ICL made an operating profit 
of around £50m in 1996 compared to uce profit of around £35m in 1997, on a 
turnover of £2,477m in 1997. So the group is operating at pretty close to break even. 

4. If the whole project was cancelled (option 3) Pathway would suffer a Joss of 
around £250rn. Assuming ICL stand behind Pathway, they will have to bear moat of 
this. The implications for ICL are: 

it would have to write off a good part of the £200m capitalised assets from the 
project unless the work In progress could be deployed on another similar 
project; 

r 

therefore reducing net assets of up to £450m and creating a situation of net 
liabilities of up to £200m before any write back of goodwill. 

5. A write off of anything like this size would clearly be material. There seems 
little doubt that it would put at risk for many years any chance of a successful ICL 
flotation (planned for 2000). 

6. In fact Pathway have not yet signed and tiled their latest accounts - missing 
the end October deadline - pending the present discussions. A material write-off in 
the Pathway accounts could mean the ICL group having to re-file their accounts, 
although this is not clear cut, it could be argued that the ICL accounts were prepared 
on the basis of Information that was true at the time - even though the adjustment Is 

M 



WITNO4200104 
W I TN 04200104 

16-NOO-1998 17:24 FROM DSS. POLICY GRP, ADELPHI TO 21501 P.03✓09 

GRO 

large it may not require a "'prior year" adjustment. Either way this would be 
embarrassing for ICL's directors and auditors. 

7. In these circumstances it might be possible in principle for ICL to simply wind 
Pathway up, leaving Pathway's creditors, rather than ICL, to foot the bill. However 
this is unlikely. ICL are more likely to seek guarantees or a significant injection of new capital for Fujitsu. 

S. Cancellation would have limited financial implications for Fujitsu, since ICL 
represents only around 5 per cent of group shareholders funds and 2 per cent of net current assets. However Futjltsu has underwritten a £200m loan facility to ICL 
Pathway, and Fujitsu itself had a bad year in 1997/8, with group profit after interest 
and taxes reducing from £254m in 199617 to £26m In 1997/8 due to economic 
problems in Japan and South East Asia. Given the current economic climate 
Fujitsu's attitude may well have hardened: it may well seek to divest itself of the 
company. 

10. There is also a risk that cancellation might prejudice Fujitsu's attitude to future investment In the UK. Japan accounted for some 9.4 per cent of inward investment in to the UK in 1996. Despite the closure of their semi-conductor plant, Fujitsu 
remain the single largest Japanese investor In the UK and are highly sensitive to the outcome on Project Horizon, There Is a serious risk that cancellation might prejudice not only Fujitsu's but other existing and potential investors' future Invesment in the UK. 

11. Under option 1 and 2 ICL could still make large losses. Even a write-off of £50m would appear to be material (20% of net assets, 100% of annual profits). 

4 
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• Our vision for the future is that:

TO 2150t. .--------------------------------------- P. 7/O9 

GRO Pl07/ 

every post office 
will be automated, and will offer on-line banking serviceot in 

association with the commercial banks as well its currcnt range of gcrvices; 

F ► - !j. : '.+ 

R 1 ♦ 
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. l ! 4 M !-
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. Vast 119agority of. 1 B million benefit cutomercustomers will be unaffected. 
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