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& myyself his letter 1o you dated 11

als. I have discussed the ferter
Ul HWR initial rescpions

¢ Chairmoan's feger o

D&, Sheghon .
ORIZON

UTOMATION PROJECT: Hi

{ am grawful to Alistair Darling for copying to Peter Mandslson an
Decembet, i which he set out Wiz initial reactions 10 the latest 1L propos
with Peter, and he has agreed that 1 should write in the following tenms, a8
differ substantislly on 2 wumber of points, You pave also seen the post Offic
Peter setting out the post Office’s reactiond.

BAPOCL A

Chverall, Peter and 1 pelicve that [CL have now made a major move towards OUr position which in st
key elements genuinely represents their last and best offer, at least on the main elements. Although
their proposals still full some Way short of meeting ouf demands in full, we pelieve that they
nevertheless lay the foundations for s commercially acceptable bagsis on which t@ take the project
that Fujitsu are indeed willing t0 back thei

forward.
our understanding is
§ some £600 mitlion with legally enforceable
¢ done for my OWR
fers from

Taking Alistair's points in M,
commitraent to stand bebind the project 1© the fune 0
performance and funding guarantees, in exactly the same way as they hav
Department’s recently awarded Elgar contract. If this is correct, 88 We beligve it 1o be, it Lans
the public sector and onto Fujitsu several hundred million popunds worth of risk, represents 3 major
congession on Fujitsu’s pan from their previous position, and removes 81 8 stroke probably the largest
single element of unacceptability from the earlior proposals.
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Second, we age pazzied by Alistair's suggestion dhat the new proposals do st “rake any sigaificant

“"fW‘Eﬁ to the & Moveather proposals, whith we pejected, i e overall batancs of exprnditure on e
projrct betwesn the public sector and 1CL7 Undet dhe G Novembee propessls the NPV gap of £224
mzi}gm yermatning #t the end of the Corbett pegolalions Was extended by a further ER80 wuliion
continggrcy fund, 1o be funded by the pablic sectar pastners bt held by 0L {and with Hetle progpest
that wmch i any of it would in praviice prove sefundatie). The whole of this sovingensy pravision hak
boen removed in the taest propusels, 111 addition., the £121 ittion to be funded by Post Office

Courgars L by peice oreases within the contract wds e earlier proposuls hag tesers peduned 19
4 POCL benefiting from

around £90 mitlion, with 1CL accepting s higher favi of figk nn volumes, a8
keener prices within the guaranteed floar. 1o put this in perapRutive, if forecast traffic vahanes ushes
the e HIANGETRRLS sosch anly 90% of forecast fovels, ICL'S projecied pre-1ax i op the projest will

double from around £260 mithon to pare rhyan £500 miltion. My interprstation sherafore s that on the

“osmmercials™ ICL have in practice conceded somewhens brrwean £80-108 million a8 compared With

the B Novenher proposals, and have also taken o8 significant sdditipnal Tigk.

Third, sscopance testing. Alistair states that “ICL persist in asking {or aceeptance on the busis of &
{aboratory test of the systems, a5 opposed 1o 8 live wial..”. We agree with higs that this 5 & hugely

jmportant point. I would be unthinkabie 10 sigh off acceptunce of the sysiem until it has been shewn
convincimply © work on a ressonsble scale in a live environment. Hut Alistair s, we peligve, misdiken

. [CL are asking no such TUng. The company have moved substantially from their 9 November
on the NR2 software

position and bave now gonceded that goveptance will foliow live trigls based
release at 300 offices. Mo specifically, thers are 24 separate components of the avceptanse sl
procedurs. Same de indeed invdive slements of bench andior model office testing, but all alsg includs
five trial in 300 offices. Beyond that, there 35 contracinal provigion for any significant fauht not defined
rocess, hut which manifests wself during live trial, 10 be rectified before acceplance

in the acveptanis #
is siged if. Finally, the eantracting parties can withhold the releasse authadsation for pational rotlous
if they remain dissatisfied at the performance of the syster dusing the Hve trial phase. Peoter ond 1 are

not clear what further repssusance Alistait requires.

Fourth, on shippage we agree that JCL's fiture t hit the wiilestone due on 14 Decemnber s
disappeinting. W belicve that the {7 manugement are ae legs concerned, and that they will make
every effpnt @ make good the delay. As we understand it, howeven the replan of the simetabie during
the £ orbett negotigtions envisaged # window of bhetween early July sud early October for the start of
fve trials. 1OL'S anpgement have insisted W my officials that they remais wheolsheartedly comenitted
1o keeping within that window. They also stress that at no time did the Renelits Agency indicate that

the latter part of the window would involve severst additional wonths of delay to Honzon whilst the

Agensy concuntraied on fast minute Y ear 2000 issues. Whilst we sannot entively rule ot the
possibility of further delays 1@ Horizon, we at least have the assarance that it bas been extensively and
comprehensively audited by independent experts, and shown 1o b in good shape. Starting an entirely
pew replacemert sysiEin would represent @ far greater jeap into the unknown.

Fifth, the fraud and administrative sevings forepone 85 2 result of deluys to Horizon & indeed » LaUSE
Sor regret. B hawsver worth pointing out that Alistair's gure of £RO0 million savings forepune Over
fhe next i years i we choose 10 continue with Horizen i broadly mirrored by the caloutations both of
officials (i last July's report by the Horizon Working Grouph and tater of KEMG, of the negative NPV

offocts of canceliation on POCL {from loss of revenug, compensation O subpostmasters, and subsidy 1o

»
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maintain network at given size) Added 1o that s the tisk éf«jama’geb ﬂ%*;:;‘;i us of i?g}:;;ﬁ?:&e
maore From fitigation, In other words, the costs of terninating Harz.mn W x; tm’ ‘fmﬁmiﬁi@txaﬁw
network st something approsching its prosent Size could equal of exoeed Alistar

SEVIRES.

11y other words, uniess W are willing 10 risk major and uncontrotied f;mtzammn af tfm; m:m{}rkj ’stva :fxagf
aeed to deploy all Alistair's savings - anit perhaps o - {at gupp{)zji'i%, if we ¥ i(cs igraie rcc;piemf
quickly, pefore the Post Office oen offer full front end hanking facs}xtws, we are fikely 2{}3};&1 wix%
political resistance, andd miost of those recipients whe do migrate will be fost to the Post Oifice gystem
{together with theit associated footfall on the private side of the shop 28 well as for other postal
produsts), The potential sevings 10 the Benefits Agency 3¢ pretest, hut 0 &r¢ the subsidy

requirements 1o prevent uncontrolied network vollapse, 10 sompensate subposgnastcfﬁ ‘{m‘ *ﬁmﬁfw" 2te.
T we move i 3 Imere measured way 1o ACT, in Hine with the Post Office’s ability 1 ?ﬁ‘“ banking
facilities, the damage 1¢ the Post Office’s custome? base and hence the qeed for substdy and
compensation will be reduced, but 50 will the potential savings to BA. Tither way we shall have az‘z,he
end of the transitional period 2 network less able o gustain itself than if we had migrated 0 ALT VB

Horizon and e benefit payment card.

Far all these 1easons. Peter and | now beligve that there is 8 clear oas® for continuing with Hortgon on

the basis of the latest ICL proposals. When the wider context is given due weight, we pelieve the case

pecormnes overwhelming First, foss of the project would undoubtedly be 8 major blow 1o ICL. Just how

grest would depend primatily on the stance taken by Fujitsu, but they nave claimed that if could lead 10
the coltapse of 1CL. Faiture of the project would mean ICL would make a total oss of around £200m
i 1998; which would effectively destroy its proSpects of flotation in 2000 and roight indeed jead
Fujitsu to divest itsetf of the company. Criven the current econuimic climate in Japan, Fujitsu’s attitude
may well have fardened. Even ona least pad” scenariy, cancellstion would badly damage 1CL's
repitation potls here and in 2xport markets, and ity future prospects.

1t s clear from the recent approach from Mr Naruta, Vice Charman of Fujitsu and Chairman of ICL, to
aur Atnbassador in Tokyo, iy David Wright, that cancellation would have 8 serious effect op our
refations with Fujitsu. 51 David does not doubt it Fujitsu have been 8 major inward investor in the
U, with well aver €700 million invested in the 1ast decade. Whatever the justification from where we
sit, cancellation would be seen in Tokyo as d major bresch of £aith by the UK Government - &
withdrawal from the project beoause we had changed our cinds on the policy but had sought to put the
blame on 1CL. We could expedt wider repertussions on nward investment from Japan as Fujitsu's

stary permeated other toardroems.

Finally, cancellation would clearly demage the credibility of the PFL process generally, but particularly
mt;id‘ be expected to make the funding of futwe large IT projects on & puh&ie;{ptivate partngeship mcré
Jifficult fo put togethes. Interestingly. the PE funding arrangements for Horizon have been portrayed
a5 a model for Japan and heavily promoted as such by Fujitsu’s Vice Chairman.
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Charlie Falconet and

¢, Alistair Darling. Jack Cunninghat

{ am capying this letter 1o the Prime Minigte
1o Parer Mandelson.
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