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Rod Clark E‘.sq -

Principal Private Secreta[} to -

the Secretary of State S "

Department of Social Sect rlty | ' '

Richmond House

79 Whitehall

LONDON R A T .

SW1A 2NS S : 20 October 1998 .

R

' BA/POCL AUTOMAT: ON PROJECT INDEPENDENT ADVISER’S
,REPORI

‘ Tlle Chief Secretary has a .ked me to send you a copy of the report produced by
Graham Coxbett at the end of last week. I enclose a copy

2. 1 nm‘copying this lett ir, together with the attachment to Chris Woolard and

Geoff Moore (DTI), Davd North and Sebasnan Wood (Cabinet Oﬂ‘ice) and
Geoff Mulgan {No 10).

...................................

' PETERSCHOFIELD
Private Secretary
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o  WITHO JT PREJUDICE ~ CONFIDENTIAL,
" The Right Hon Stephen Byers M ?
| ' Chief Secretary to the Treasury
HM Treasury

Parllament Stlreet
London SW1P 3AG

18 October 1988

| 5 |
Doo &_{ crecnaberey
BENEFITS AGENCY/POST OF :|CE COUNTERS AUTOMATION PROJECT

BACKGROUND

Qn 17 September you appointed me 8s Independent Adviser to this project with the terms of

reference set out in Annex A ant & reporting dete of 18 October. On 18 October § reported to

bose - you orally that we had been unai {e o reach agreement on a commercial basis for
proceeding. but that wa had mad 1 considerable progress on the devalopment of a satisfactory
implementation plan, and we dis :ussad what further steps If any might bs now be.
considered. In making that repor. | used the chans attached as Annex B'.

This report and fis attachments z dd nothing of subsfance fo what l told you on Frfdéy. and is
therefore designed primarily to g st on record the results of my assignment.

1 Charts 4 and S, showing respectivaly the changes as regards BA and POCL, have baen omitted sinca the information

has nt been madae avaliable to the othar p uty and s In &ny svent highly depandant on he Views taken as ragards tha cost

of ACT processing in the cass of BA and* a inclusion {or tha firet time of banking business In tha case of POCL. Chant 9
_ has alsa bean omitted. : ‘

Pgc-horizon-180¢t98 page 1 of 8 WITHOUT PREJUDIGE - GONFIDENTIAL
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The discussions which | held with the parties, and the information developed for
those discussions, were all without prejudice and confidsntial, and should therefora
anly be used with the cong 1t of all tha parties, as should the (nfarmation in this
report ‘ :

THE PATH OF THE DISCUSSIONS - COMMERCIAL

Annex 8 chant 2 provides a g ‘aphicat averview of what happened {n numeric terms. The right
hand number (-2310M) repre :ents the NPV of ICL's cash flows overthe life of the project
with future cash flows discoul ted back 1o Oclober 1988 values at a discount rato of 8. 5%
(8% real plus 2.5% Inflation). Of this number £232M has bean expended to date. Alf numbers
on this charnt exclude amount ) 1o be set aside to a contingancy fund? The core case Impact

" on ICL was developed by ICL and KPMG (aciing for me) on the basls of assumptions agreed
with aft three parties but whic 1 ICL consistently maintained wsre overy pessimistic as -
reaards (l) POCL volumes an i (i) a schedule of migration to ACT (20%:40%:40% af the
mmamlna accounts transferri 1g over the last three years of the oantract} that was both
sooner and faster than they 1114 been planning on. t did not appear to ma that that there had

been sufficient (or perhaps ar y) roal discussion of this key plece of informatlon between BA '
and ICL.

Little work has been done thus far on the effect of commardai sansmvktias amund the core
.'case beyond project continge 1cles. If a deal were to be done, part of the due diligence

‘ exerclse mentioned below we uld ba to test the solution for robustness agalnst a range of .
commerclal sensltivlﬂes :

On 8 October, very soan afte the core case had been agreed. the pubfic sector bodies
offered contract extenslons o' 2 and 4 years for BA and PFOCL respectively; POCL also
offered to consider picking up the hdrdwarq costs of the refresh that any extenslon would
make necessary and to exten i payments to ICL over the contract term (now 2009) to cover

banking transactions. (CL anc KPMG evaluated this offer as reduclng tha NPV deficit from
-£31OM to -£242M

ICL stood by its opening stam & of requiring a modest positive return® over the whole life of
the project, notwithstandingt actearstatement 1o the Tontrary in your léper of 15 September
to Mr Todd. This would appee  ta require & pasitive NPV of at least £30-60M before

’lecmﬁonola}olnw:nmgedmjmmcylmd mnawamwmmgsodgamgwlmmtlnammxm

was suggeslad by ICL chuing the cous: ool ourdiscusaions. §adopled 1 in.my own
lnonnprmmaxbnmlomqummv asfesuwdua‘fnkchanulobmkmnamuuoommuwmmhm

Indications that this was donas without | seir chisf negotiotor’s consont '

pgc-horizon-180cto8 | page2of6  WITHOUT PREJUDICE - CONFIDENTIAL
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. éo'ntlngency'. which Is the left har d side of the chart. ICL did however make a number of - & B
~ useful sugges\ions for reducing ¢ r sharing tisk. ’

1 emphasised to ICL that accept: nca of their abjective would be tantamount to accepting that

the p\\b!lc sactor badles _héd bea1 laggely or wholly responsibie for the cost averuns and

delays and that this was simply ot a cancelvable proposition within the constraints of the

exercise on which we were engd 3ad and which would not be seeking 10 concem tsaif et all
with the right and wrongs of the slaims and countercialms belng made by the partles.

By Friday © Octabar It was clear that tho pariles wars stuck despite some progress on BA
_termination rights release ¢ate £ nd on funding issuos. | was concemed that neither (CL nor
POCL ware taking a sufficiently roalistic view, In ICL's case, of the real consequances of the
project terminating, and in POC 's case, of the scale of the commercial opportunities '
available ta thom 'Jf. but prof:abl ¢ only if, the project went ahead. (Indeed | suspect that one
of POCL's problems has besn 118 lack of a sobust business plan to tet them make
judgemants about thelr longer ti+m fuiure and the sort of investments that they shouid be
prepared to considerto bring it. ibout - this Is only now evolving) .

1 was also teasonébiy sure that here was a potential solutlon which ought to be acceptable to
all partles. Accordingly | underti ok to develop my awn view as to what such a solution might
look like and this was defivered to the pariles first thing on Monday 12 October.

My proposal Is set aut In Annex c It sought to provide to ICL a modeS; (2% IRR) returmn an
lb_s future cash flows gfter contir gencfes {to which Inlra group profits should also be
contributed). | estimate that this equates to a pre-contingency NPV over ths life of the project
of -£154M. ‘ )

However, during the weekend s hen my proposal was belng put together 8 numbér of 1ate
‘madelling changes ware comin§ lhro'uc;h from \CL, the most Important of which Is referred to
In the ‘Comments’ column for it3m 1.1 of the schedule to my proposal. These adjustments
wore subsequently shown to be valld and the actual éffect of my proposal was therafore to
reduce the NPV to only -£203N . Although for the reasons explalned below this differenco has
never come back onto the tabli- for discussion, | have shown in the addendum to Annex C an

" example of how this could hav:: been corrected - largely by applylng lower price deflators -

. had a further concession been hought appropriate. '

On Tuesday 13 October both EA and POCL said they would be prepared to seek to put
togelher a deal on the lines co dained in my proposal, bt ICL's position was essentially

pge-hortzon-180¢to8 page3of6 * WITROUT PREJUDICE - CONFIDENTIAL
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€ - unchanged ICL's letter of 13 O ;tober settfng out their posmon (and repeetlng the 'breakeven & §
fonnule) is attached as Annex L. '

Later that day POCL agreod wﬂ sthe Po board & pmposal wnenaby POCL wauld offér to buy
lmmedlately assots requirod for the project (primarily equipment for Installation in post '
ofﬂoes) believed fo be valued & around £100M and also to settle a disputa over aspacts of
* Installation for £20M, thereby ps viding £120M of cash towards the funding issue which had A o
~ been a continulng concem for I¢:L. | was informed af this canfidantially first thing on
Wednesday moming, 14 Oclobi rand counsalled that it should not be put to ICL unless and
unti} {CL were prepared formally to abandon their insistence on a positive ratumnxaakeven
averthe life of the project, This idvice was taken and ICL ware merely advised by Mr
Sweetman that POCL did have 1 further proposal to make but would only do so following
-ICL’s agreement to abandan the ¢ previous stance. ICL again remained unmoved, so this
further suggestion has not been aut to'them, nor for the sama reason has my ewn addendum
 to my proposal. | would [n any e ent seriously doubt that both of these proposals should have
been made, so the summary chi rt shows the £120M reducing the previous -£203M NPVto
~£83M. It should also be nated tlatthe mechenlcs af the POCL offer had &tift to be worked
out and there may ultimately ha: e been some countervalling reduct(on in laler paymems fo
1CL. - -

There was no further change in11e position betwaan the pames when the wnhout pre}ud!ce
discussion month came to aneniat mldday on 1¢ October. 2 4 3

THE PATH OF THE D)SCUSB!ONS = PF OGRAMME AND PROJECT MANAGMENT I8SVES

SOQn after my appolntmant we atablished a working group of the programme directors from
each of the parties working unde - tha,chatrmanship of the Director of the Horizon »
Programme Office (HPO), now & tuated, within POCL, and with PA Consuiting keeping close
" to and gulding thelr discussions. >A’s final report as of 14 October is attached as Annex E
together with the HPO's high Isv 1l end-to-end plan for the programme whlch has been signed
off by all partias. Attention s drs v o the generally encourag!ng overall summary at the end -
of the PA report, but also to the 1 ne conﬂnulng high risk area of acceptance procedures, both.
the definition of the tests thamse ves and the consequences of failure. As indicated on chart
6 of the package at Annex 8, aci eptance specification sign-off (now due bstween 8 and 22
-November) must be achleved bc fore any settlement could become binding on the parties.

Pac-hortzon-180ci08 ' , 9 'pagétiore WITHOUT PREJUDICE - CONFIDENTIAL
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' FUNDING » . ; -

Loan facnmes of £200M have be in exhausted and additlonal finance of aver £300M would
be needed to complete the proje: 1 were no changes to be made to the contract

‘ .ICL have taken the stence that it parent company Fu}ﬂsu is not prepared to play any funher
part in supporting ICL or Pathway in reflnancing current losses or In financing the contract
going forward, and that therefore sither the pub!!o sactor bodies have to make the project
ﬁnanceabie on a non-recourss besis-or pmvlde finance themselves. | have equally -
consistently insisted that this is at unrealistic position to adopt and that any solutlon that
soeks to place the burden of own fship on the public sector hodles is totally untenable,
(Annex B chart 7 refers). The pub lo sector bodies had agreed to explore a number of
relatively minor steps that might f elp to make the project more financeabls.

1 also believe that In Insisting on & solution Iavolving no write off In ICL's or Pathways

~ accounts, ICL seem to be excess! rely concamed about the Implications of these acoountma

- matters upon their relationship wit t Fujitsu and on thelr plans for the flotatlon of L, whlle at
the sams time taking a surprisingl:* relaxed view of the implications of contract termfnatlon
and litigation on both. If there is to be any further discusslon of ways forward it will be
necessary to have direct discusslay mth Fu]dsu to undemiand bcuer the pressures whlch ICL
may be under. . =

THEWAY FORWARD

| have formed the strong view durl ig the last month that the continuation of the profect Is
likely be of real benefit from a nur ber of angles - Post Office customers; EOCAL-. bothasa

- business and as a soclal service, & 1d all those dependent on it; {CL's reputation and future;
and that of its employees and sub- :ontraciors. | also belleve that tho proposals made during
the last month, particularly if tha fir al POCL offer wera 1o bo extended in whole or In pa,
should provide enough of a positivi: incentivo to [CL 1o proceed with the project as compared
wilh the consequences to them of i s fallure. However confident ICL may claim 1o be as to
the Strangth of their contractual ca¢e, | believe they are significantly underestimating the
time, the cost and the uncertainty ¢ litigation on this scale and of its consequencas for their
business plans. | ant aware howsys f that these and other scenarios are the subject of
separate enquirles,

If there were to be a solution on the lines of my proposal, | would draw attention to jtems 8, 9
and 10 of the schedule to Annex C, Crunalng sares’ list, past claims and dus d\ﬂuanﬁe) all of
which will be cruclal. I would also u go that as soon as BA can be satisfied that it has a ‘

poc-horizon-18octss page5cf 8 WITHOUT PREJUDICE - CONFIDENTIAL
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system which works both on test and In practice, consideratlon should bs given to rashaplng :
the contracts so as to take BA o1 t of the contractual loth and posmon (ham asa POCL

client.

l am profoundly disappointed iha:we have been unabte to reach our primary objective and-
will continue to hope that some v ay of bringing this project to fruuloxi may yet be found. We
spoke on Friday of the, possibiiity of a new inltlative even at this late stege from ICL. Inthe
meantime, the progress made or programms issues will be of real and enduring benefit if the -
project continues, and perhaps si'me of the commercial discussjons will have served o . &
sharpen the pariicipants’ vlews a the realmes. )

- For myself, | would like to.pay trll ute {o the harﬁ \kork that all those lnvolved‘bi'ought to ou'r
endeavours, not only those attom ling our meetings byt the many others whu were pmvlding

Input and back up.

{ assume that your office will han:lie circulation of this raport and its allachments to 1hose
who need it, and accordlngly ItIs sopied to no one else at this stage,

__._Iq.'ufs_s.lnca:elv i A ®, g

GRO

Gratam CORBETT

Annexes
‘ Terms of Reference
Charts used for presentat on on 18 Oclober (less nos 4,5 and 9) ) B .
Indepsndent Adviser's Priposal dated 11 October . 5 " . )

ICL letter daled 13 Octob:r = .
PA Consulting Group’s st mmary of programme nsks + high level end-to-end plan

mooa)»

PG horizon-180ci58 pageGof®  WITHOUT PREJUDICE - GONFIDENTIAL
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Benefits Agency/Post Office € ounters Automation Project
Terms of reference for Indep ndent Adviser
The Government wishes to appuint an independent adwscr to facilitate discussiods between
the parties to the Benefits Agen sy/Post Office Counters automation project (Beneﬁts Agency
(BA, Post Office Counters Limited (POCL) and ICL Pathwny acrL)).
. The adviser will report to Mx'n_x's xrs via the Chief Secretary to the Trca_sufy, Stephen Byers.
. The immediate objéctivc will b¢ to report to Ministers within one month, by 16 October, on:

- whether therc 1s 1. commercial basis for proceeding wnh the prq;ect whichis R
acceptable to the parties; . B & s

- whether there is 12 place a satisfactory implementation plan with a detailed
timetable for con pleting the project

- any further actior which would need' to be taken to ensure successﬁ.\l dehvcry
of the project .

The role of the adviser will be tc: :

-

—~  convene and cha: discussions between the partu:s
- commission pape 's and proposals from the parties;
—  independently ap) raise the parties’ claims and contributions;

- produce compron ise proposals to assist the parties to xdenufy common
: ground; : . ,

.
o olan
.

o s - take such other ac ion as he thinks fit to estabhsh an acccptablc baS|s for
contmuatlon, S

—  ensure the pames srovide informatxon necessary for the analysxs of altemauve
? options, .

. The adwscr will have no power t) bind the parties, who w:ll retain full authonty to agrce ar
‘not agree any proposals made. by the adwser or any other party.

If the project contmues there is li ~ely tobea continumg role for the adviser in ﬁacllitatmg
Aprogrcss.

28/10 '98 12:25  TX/RX NO.4901 P.009
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REP ORT TO CI-IIEF SECRETARY
by INDEPENDENT ADVISER,
- GRAHAM CORBETT
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‘ Headlmes

No agreement no movement by ICL and partles'
1cu apcut, ULlL | |

. » reinstatement of IA target (not commumcated o -
parties) | |
> poss1ble POCL offer (not commumcated toICL)
Progress on programme lssues and acceptance :
ngh level of mutual susplcmn |

ICL chmk of 11ght’
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The path of the dlscussmns !
- Impact on ICL - £m NPV over-whole'project R
30-60 0 . .(83) (154 - (03) (42 . (310)
| | | | | |
1 oo |
I S TIENARNNNR
1 1
: . | i . , |
ICL .. POCLoffr . 1A target 1A Initial public Core
position - . (not_yet madg) A(notyet offered)  proposal sector offer - case _
§ " o o \ . L . :§:
NB All ﬁumbers.exblude contingeﬁcy'- proposéd by ICL to be shared 50/50 with sponsors ifreleased -
2
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- ICLPosition -
W
Modest, positive IRR over contract by means of:

* » contract extension
_».Pm,e meea_SeS .

' 'Opportunity for proﬁt on ,increment’al business"
Remaining risks under Pathway s control

- »resolution of programme/acceptance issues
4 solvmg runmng sores’

Contract terms to ’allow non-recourse ﬁniding.
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Programme issues

Overall plan and high level critical path agreed

v A smmntha alinnace an rallant (cinee Panal)
L g § AV SO Y IS Ull‘tltlt:&bv VAL L VLA MY |\ WAL w W A SvasA g

> but uncertainty'dovm to -+~ 4 weeks

Acceptance process
> progress made, but still hrgh risk -
> must be resolved before agreement

Pro gramme generally de-rrsked

» other outstanding issues lower risk |
> s1gmﬁcant progress made during drscussmns
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" Reﬁnancing

Never has been a Iln:nted TECOurse pmJect_

U ) |- RIS W——— PR oy i - .7 I ———

T aLYYayo Lwviiva ull Dbl.lJlJUl.L U.L 1 & UJ.I.LDU 51\}!4&}

Will Continue to be the case, 50:
> Fujitsu investment essential

> sponsors need assurances over ﬁnancmg

Opportumty for ﬁnance cost savings .

> as project risks are overcome.
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The way forward"

It ICL abandoned present stance...

m MAanld envicage gorppmen’r nmnnd

W\ A S wAA ¥ *vq—vov - D— -~ o —

» reworked IA proposal - w1th some relaxatlon of pnce |
~ deflators S

T perhaps all or part of POCL offer |

> subJeet to overall VFM test

' Before binding heads of agreement:

“» agree acceptance tests and process

» complete lower level crltlcal path analysis -
 »'wrap up ‘running sores’ and contract points
T due dlllgence and sat1sfact1on around fundmg

. 8
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TO  RICHARD CHR|STOU icL . g
GEORGE McCORKELL  BENEFITS AGENCY ]
~ PAULRICH - PoOCL LY w
FROM GRAMAMCORBETT = INDEPENDENT ADVISER 3
11 OCTOBER 1998 ' g
. HORIZON PROJECT - INDEPENDENT ADVISER'S PROPOSAL TO THE PA‘RTIESV(‘T HE PROPOSAL')

Asye dip'cuss;ed on Friday | gm nqw fdxward(n_g my Prgposa) for the pariies’ considecallon, pince in one way or another it will be disagreegble (o all paries )

trugt that each of yfu has, as | requested, reflected deeply op the commercial realities surrounding yoyr declsion on whether or ot to pursye it. These

refictions should, | suggest, pave incluped 3t ldagt the issugs for each party shoyn In {he igble helow, In my opinion {here is still not a sulﬂfacienlly reglistiq

view being 1a§en of the levastating effgets {hat would ke likely to fallow our failure to reach a settlemgnt. -

| DPSIDES FROMSETTLEMENT | DOWNYIDES FROM NONSETTLEMENT

[CLiPaliovay - | conjinuation of busineés strategy = Tm as?irancq hat sporisors pill npl hold IC1, to contragt :
platform {o nep businesg opporiunities : immediate fipancial copsequencas for ICL/Pujitsu (inc|uding incremental
facilitates refinancing L exil cogls ant crogs gurantges) : _

S ‘ cost, dglay and unjcertginty iphergnt in litigation
effec] on reputatign and busjness oppqriunities

_ effect on flolation plans A ) _

POCL opening dpofopportuniﬁes for new services short-term effect on network and difficulty of subsequent recovery i
scale of potential cost savings from attomation and cosls, delays and risks of restarting automation project from scratch B
planneit/controlled [atlonallsatian of network and . | cost, deiay and uncertginty inherent n litigation
ofganisation ) . - A S BE

BA resqrve facility agalnst rigk of being unable to achipve 100% { replitieg of aphleving swift inplementation of ACT without bridge i
ACT-migration . provided bypard Ty ) Y

: cost, dglay and uncertalnfy inherent in ifigation T
: ] L E ..... i
s .
2
. i § v
. paci1/l09Bpage 1o 7 WITHOUT PREJUDICE - CONFIDENTIAL 5
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My judgement is that fhere is not fikely to be any othef chance of a seftlement. If however oveflhe next five days i aiteg : '
{despite the gvidence of ihe last two weeks) reach an altemalive settlement more salisfaclory to them, lﬂw‘:)uga\{zligoan‘:: m u?;\glgﬁmgl'g S

It the Proposal is accepted as the basis of a way forward, we have much worﬁ to do before 16 October. if It is not accepted by any one of ih o parties, { vl :

wish to have an urgent meeting with Messrs Todd, Roberts and Malhison together by no later than We i i Ay vi
that the seriousness of tha situation we then face must fake precedence over all pf:zious engagememg.n Fday momming. | tust thatthey wil share ok

o ‘ THE PROPOSAL
The Proposal is NOT to be taken as a delailed and prescriplive sofution, Rather s Inlended fo provide a fra'mevm.rk around which

minded, ara invited by 16 Oclober 1¢ develop NON-BINDING WITHOUT PREJUD|CE Heads of Aqree

would be lumed into binding Heads of Agreement withln the shores! posshin ﬂmn‘fmmp e ,.,f?,,ﬂ.,"lfi',‘fg;{'-,_‘;a;.‘iii‘ﬁ by 2ll padtles and Ministers,

I must emphasises . ' * e . A ’ ,

- thatthe Proposal has ot been endorsed by any pf thg partjes, npr by HMT, DT or D : ' - ‘
procurement and other regulations; © - . P ok S nor has # bpen reviewed by tawyers fpr compliance with

= thatthe cash flow effects of several elements of the Proposal need fo be verified and cross checked, Late cha ol o
lmany of wt:lch were not immediafely understandgable. The Propasal I§ based on the num;grs sqtoutat4, 2 angﬂqu"lfeo:’ﬂ mm;?g Ill?f g;r?:gt‘?ul loday,
‘comments’ colymn. I pubsequent clarificatjon reveals that the ICL nqt cash outflow should have begn less than lndlpate'd | may need o pr wn toihe
corresponding adjusiments to the extent of fhie concesslong being Soyght af the Sponsors and vice varsa; 3o propose

- - that someissues peed wpsfderifle fusther work which can only be done by the parties thgmselves. ' ‘

So each party Is invited 1Q work with KPMG over the next 24 l‘ours (e) to assembla a sef of verified and agreed n mbegs and () o haye o :

sensitivities which one party of another mjight want {o pursue, In adgition, we shall pf course need fo deal with the Informat] Banthe ke mﬁ{m“’ﬂ

Group on Tuésday and Wedn_esd_ay,-‘thls may call for some nimble reaction. .* ~ ' ! op g trom the Programme

The varlous elements of my Proposal are set out In the schedute below. In deveioping them | haveysougm to find a balance that builds upon the existing

- public seclor offer and which provides ICL/Pathway with a tisk reward, albeit on a modest scale, for continuing the project. | have not sought to provide fo

ICL a positive relum over the whale life of the project. Ta this end, 1 have sought to pracure a positive NPV of some £48M for the period from today to 2010

before allowing for Interest on cash losses 1o date. This is calculated at a discount rale of 8.5%, and represents an JRR above this assumed cost of capital of

2%. If therefore the future cash fiows were assumed to be fingnced on a 1:1 debt equity ratlo, and if the debt servics cost be eq cop
. . ! . <hg, were
tale, the retum on the equity proportion would be about 12.5%. | would In practice xpect ICL to be able {a refinancs s debt sh::ﬂy an:rati]?;hm)eeddis;s?ﬂ,lw

commitssioned to reducs its bom cost i
e ‘ borowing o perhaps arpupd LIABOR Piqs §0bps. e frealment t?f the benefil from this lower debt service gost temains for

poc 1111080 pge 20t 7 WITHOUT PREJUDICE - CONFIDENTIAL
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The Proposal woukl, If accepted, ellminate all claims and counterclai T — ‘ »
) pted, laims for events, actions a ; -
would therefore be an indistinguishabis amalgam of thelr desira to see the project continue agg g?:ﬁ:?rf ?og?;&twg t?ﬂlf?mﬂ;}s riats 0y the sponsors | @
. : i ems of the past, '
| have taken the view that while the sponsars should do whalever the; ’ :
\ ! y reasonably can to make { ‘ J ' - 2
should pol form part of me Pruposal. Any exploralion of funding being provided in paralle] with tl?ese gg{;ﬁa? :t?gjl%‘?ﬁe?eefmfrﬂgge%f&ance by them g
= - ‘ : i : , , €pendently. .
| have also taken the view that Pathway's immediate and ultimate xpect ) ‘

, _ timaie parent companies cannot e i 8
future and | recommend that the sponsors and their respective Ministries salisfy themselves as 1o mgsg‘aygolpang " of pnancing of the project nto the »
In the eveahoF a setilement belng reeched. ‘ - ancal abllty of Pathwray fo cany the project forward
Graham GORBETT Independent Adviser - &

- 11 October 1898 :
n
%
& EGRQ!
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SCHEDULE B
' N
Nature - Detail . EMeffect Comments &
' for ICL. -8
(NPV) o
. : : S
Core Case NPV of total Pathway cash flows from 1896 -310 of which -232M already spent. To achieva the target of 2% IRR for
fo 2010 : : future (excluding inferest on existing borrowings) the -310 needs to
, . be reduced by 126M lo -184M (see 4 below). The figure of 310 is
- | itself subject {o review as the reasans for the change from las|
week's number of -355 gre still unclear * '
1.1 | Contract Tern | Extend BA to 3/2008 and POCL o 3/2010 80 This value was eslablisted by exirapolation from ywork done Jast
* | (ICL bearing refresh cost - see belqw). ACT wegk. | eard at 2130 on Sunday that Jale ICL. calculations produce
& migpation over 2005 - 2008 at 20:40:40. .| 1he apparently extraordinary result that g thrde year postipongment
= POCL fo compensate BA for negaljve effect of the migration to ACT {for which BA's origlnal starling date of
i of ope year of postponement. | suggest that 20q2 was so much criticised by ICL) and a fiye year extenslon of -
w0 this'shou|d be phaspd In from a relatively the POCL oo?slradmsultin ap additiongi LOSS to:ICL of 121,
& early data to be agreed. . Faged with this sor} of data, { despalr, bit to enable the procgss to
= I e L go forward whyle absurd{ties I[ke this arg resolved, | am
- . neverthefess pontinuing with {he clrculalion of this Proposal,
w . : [ g & K
12 Banking busingss to 2010 42 This sgaln is a late lQﬁumb‘ef. much lower than | had anticipated
POCL (o agree to guarantees at a level and therefore subjectin my mind o the same concems asin 1.1
=3 conslistent with reasonably achlevable .
< targels .
g ks 7
3 13 { POCL. to accept refresh costs 48 , §
§ 2.1‘ Price Cancet 3% pa reduclion from 2008 onwards 20 “The ACT migratian programme was nol specified In the contra
H , ’ , and [ believe there Is merilin ICL's complalnt thatitis - . {cRo;
unrgasonabie for them to have to cope simultanequsly with
reducing volume and price cuts
o
.Q .
S ‘ , ;
poc 14108 page 4ol 7 " WITHOUT PREJUDICE - CONFIDENTIAL g
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Nature Detail EM effect Comments e
K . for ICL ' o
(NPV) o
22 Some increase in volume guarantees from 7 ICL is seeking annual fixed fee. Currently guarantees would only g
BAtoICL bite In extremls or during the last year of ACT migration. For
‘ further considesation by the partles. ‘
3 | Contingency Establishment of contingency fund to be ~44 | Quantum for discussion b limited by referencea {o amount of head
' jolntly managed and any surplus released to | butses fext | room created by foregoing adjustments. Inira-aroup arofits
I8 auilEnnnenraERIRa, ifes Hi sexatfon wvioane ) eI dL XXM NV 10 end of project - {CL consent to release
of such a fund as an intepral part of the below | of :[ﬂs number belqg sought) should alsp be regarded as forming
progess whereby ICL might bg expected to ‘ . Par} of this fund, sq that total amount would be £yM. This howevep
accepl an IRR as law as2% . negds to:be mviewed In the light of what now appear1o be
) ‘Significant additionpl cogts prpvided for in th late ICL numbers.
Compongnls and managemeft of {he fynd to be agreeq by the
' paifies before 16 October o !
4 | Tolal of above 184 of which'-232M already spent, giving a posﬁiye 48M attributable 1p
the futurp. Excluding Intprest on opening borrowings, this
| repfesents the target IRR of 2% for fulyre cgsh flows - 4
$§ [ Programme BA an(i POCL termination rights to be programme | Note tha in P, Copping's view iflhiswas a supply contract it would '
cancelled at end of NR2 live trial (scheduled | confidenca be normal for perhaps 80% of contract value to become payable at
for5r7/99) - RAB date of 21/12/98, This however retates essentially to n
- confidence in software rather than process enviranment, which g
Involves POCL at least as much as ICL, iCL is waating '
. ‘unconditional acceplance’ by $1/12/98 but total confidence is o
: undblainable untit NR2+ rollout (Apsil 2000). o
= : : iGRo}
- — -
poc NOEBpageSol? . . WITHOUT PREJUDICE - CONFIDENTIAL s
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* Nature Detail - EM effect Comments | 5
{NPV) §
8.4 | Fundability Fujitsu/iCL ta subscribe amount to be reduces max | Some confidence Issues already identified - possible acceleration -
: refinanced into redeemable zero coupon porrowing of acceplance, focus on RAB, jolnt contingency fund, early b
convertible, {or similar) to be redeemed out requirement | termination release date - but these unlikelyto add upto a
of iew bank borrowings as and when project | (flowing fundable proposition by Dec 98 - v
confidence at sufficlent level ' from » R : ‘
- | reduced
meresitony | o \
6.2 Paties tq complele thelr aﬁalysis ofthelist This shopid be completad and slgned off within fwp weeks of non-
of contract points submitjed by ICL to ' binging Heads of Agreement
impyove fundabllity . - ‘ o
= TGLInira6/oRp | Inira Group profis to ihe énd of the-project S| Froposal’s hat hase Should b2 reganied as part of conlingency
profits . . | arepstimated at xM o XM at NPV {see " | tund - sée 3 abaver * B .
comment under 3 abova} 6 & b _ ’ _
8 | ‘Running Sdras’ Fingncial Impficatiops to be wrapped up ] operauo.nal = es to be resojved betwaen the parlies w}lhin two
list within overall settlement (i.e no further weeks of non-blndipg Hgads of Agfeement o ‘
adjusiment) , ‘ :
s Easciams | Al past claims and countercialis woukd be l
N withdrawn without admission of Rability by
any party and no subsequent claim coukd be 3
made by any party In respect of any cvent, &,
actlon or omisston prior to the date of the - P
settlement. ’ N P
L}
_ poe 11109 page 60l 7 K WITHOUT PREJUDICE - CONFIDENTIAL 5
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Nature Detail £M effect Comments g
foriCL v
» {NPV) ]
10" | Due diligence Prior fo Binding Hea_ds of'Agreement the As part of the due diligence exercise § propose that a combined ‘5
‘ financial data on which this Proposal is financial model be prepared and kept updated. This will help to )
based will be subject to due diligence validals the consistency of the parties’ analyses and contribute to
the VFM analyses that will be required of the sponsors” -
n
LY
pge 1111058 page 704 7 . WITHOUT PREJUDICE - CONFIDENTIAL 8
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 ADDENDUM TO THE INDEPENDENT ADVISER'S PROPOSAL

As indicated in the comments to 1.1 above thare was a late and unexplained gifference of £72M lri (be pﬂ’cds of the extension of the contract term. This; ‘

difference has pow been pxplained jo my satifaction and it accordjngly becomes appropriate to spek ways of furdher adjusting the terms of the Proposal to

relnstate my orginal Intention pf a 2% IRR for ICL for the remaining life of the contract. The tablerﬁltc:;{ reproduces the first part of the schedule to the
udher

Proposal with amendments to achieve thjs; the pringipal new proposal being the injfodugtion of a
contracts (2.3). Given ICL's co

relaxation of the price daflators built inta the

ptinuing insistence on achleving a break-even over the fife of the project, this revised propasal has NOT been communicated .

lo the parties, and Js appended hera solely to indicate that there are ways in which the original alm could still be dellvered. All changes to the Proposal as

pgc 16118 page 1 of 2

given fo the paties on 12 Oclqber gre In bold {ype. -
; SCHEDULE
1 wawe (o T pean HET TN o - Comments
o™, for ICL L ;
, ‘ NPV}
Core Cgse NPV of tolal Pathway cah flows from 1996 | =310 . | of which-232M already spent, To achieve the target of 2% IRR for
to 2p10 ' : . future (excluding interest on existing borrowings) the -310 naeds to
: : be reduced by 126M ta -184M (see 4 balow). The figurs of -310 is
ilseif subject to review as the reasons far the change from last
N | | week's numbar of 355 gre still unclear :
1.1 | Contragt Temn ' Extend BA to §/2008 and POCL 10 3/2010 - <f2 This negative number needs to be seen against the positive
1 & (ICL, bearing refresh cost - see belaw). ACT benefits to IGL flawing from the contract ;
| migration over 2006 - 2008 at 20:40:40. the succeeding ltemsg BT S g In
POCL {o compensale BA for negaijve effect
of one year of postponement. | suggest that
this should be phased in from a relptively
early datp 1o be agreed. ' \
1.2 " | Banking businpss to 2010 42
POGL {0'agreg (o gparantees at a level "
consistent with reasonably achigvaple i .
targeis . ,
. WITHOUT PREJUDICE - CONFIDENTIAL
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~ T Nature Detail £M effect Comments @
- ¢+ forIGL o
{NPV) 'g’g
13 POCL fo accept refresh costs 48 , » _8' '
21 | Price Cancel 3% pa reduction from 2008 onwards 20 The ACT migration programme was not specified In the contract
1 - , ' ‘ : and | believe there Js merit In ICL's complaint that it Is
unreasonable for them tp have to cope pimultaneously with
reducing volume apd price cyts
2.4 QUi NIAEYSY m—{mump'gua'[amees wom | .7, ICL Is seeking annuat fixed fée, Clnvently gugrantees would only -
BA 1o ICL ‘ bitq In extremis or during the last year of ACT migration, For
further e_pnslderaﬂon by the partles. :
23 Further reduce deflators from 3% 10 0.5% 58
R p-a. from March 2001 to 2006 = g :
3 | Contingency Establishment of cantingency fund {obe - -27 Quantum for discussion but limited by reforehcé to amount of head
' jointly managed and any surplus released (o | bul see fiext | room crgated by foregoing adjustments. Intra-gropp profits
ICL and sponsors 50/50, | seethe creation * | gol.and | {esfimaled at £xi NPV1o end of project - IC|. consent jo relpase
of such a fund as an integral part of the helow | of this number withheld) should also be regarded as forming part
process whereby ICL might bs expgcted to of this fund, sp tha) totel amount would pe £yM. The total amount
accept an [RR as low as 2% comesppnds closely to the amount required to meet the
reasonable risks of programme slippage indicated hy PA,
Components and management of the fund to be agreed by the ]
| parties before 18 Oclober. - | i X
3 | Total of above -184 of which -232M airgady Fpent, giving a posiiive 48M aftnbutabie 1o -
N 1he futusp, Excluding Interest on opening borewings, this =~ - ! ro!
represents the farget IRR of 2% for future cash fidws = * D
ro . '
t
. ) ) 8 b : - ”
pc 167198 page 212 » WITHOUT PREJUDICE - CONFIDENTIAL - é .
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- 13" October 1998 T o . .

. Mr. Graham Corbett, C ; : ‘ L
HM Treasury, : . ' S | / ‘
. Parliament Street, ' : ,
London. - 3 - : ~ ' ;

SWiP 3AG

Dear Graham, ‘
. . L |
I enclose ICL’s proposals on tle way forward for the BA/POCL Pmmtﬁme

This is based upon the discussic ns and presentation we made to you last week,
and continucs to be our positiaa in rcsolvmg the commercial and programme

issues faced by the programme.
; Yours smcercly. - o B
R. Christou o
: _...._.GRO | B | : ,
Cc: - Graham-Corbett, BA . : : .
. P Rich, POCL ' , ‘ ‘ '

R Christou
Director

Commarclal & Legal Affairs
26 Hrbury Square -

London EC24 1D$

Tel GRO H

Direct GRO fog s
Fax < GRO i

28/10 '98 12:25 TX/RX NO.4901 P.026 .
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- ICL PATHWAY.

e e

‘Propased Wi/ Forward for the BA/POCL Programme
1. Introduction 2
Due to the way in which the contract has been handled by the sponsors, especially the -
Bencfits Agency, ICL is fased with ever increasing costs, declining volume in full
- pperstion, no certainty abcut when full operation will begin and the consequent
impossibllity of financing the. completion of the programme without a thorough
- restructuring of the originil contract. It is completely inconsistent with the R¥I
concept ta argue, as Graharr Corbett has done, that ICL should write off its past costs
and look only to the future Under PFI the contractor’s expenditure on the design,
build and finance phases should be remuncrated during the operational phase. In the
- discussions with Greham C'orbett, ICL has put forward a number of proposals for
 solving the problems. This saper sets out the ICL position. ' o *s .

In parallel with the HM Tre isury roview, ICL has engaged in confidential discussions
with the Post Office to exp} iro proposals in which the Post Office would take 2 50%
( less one share ) cquity stale in ICL Pathway. Athough such & proposal has merits in
its own right, it could alsn provide the key to making possible the next stage of
funding for the programme provided that an acceptable commercial deal can be
egreed. The esscntial point; for the cquity proposal are described in the attached noto
by Sir Michael Butler dated 9 October. : ‘

2. - Proposal Objectives

ICL believes any settlemen: must provide a fair way forward for ali parties, and must
provide ICL Pathway with a fair chance to at least break-cven over the contract. The
committed funding by ICL to date stands at some £250m, with the expectation that &
further £250m of funds vill. be needed to complete the programmeo. Whereas

. originally it would have tecn rcasonable to expect to put non-recourse funding in

_place after full acceptance in July 1997, we are still a very long way from reaching a
position where this woull be possible, In ail the circumstances, ICL dass not
congider it reasonable to 1y to make a distinction between the past and the future, as® ~
Graham Corbett has sough . to do. :

3. Components of th : Solution

In addition to the equity p :oposition'thcrc arc four key components for an acceptable

solution; contract term, contingency arrangemcnts for known and future risks,
~ achjevement of contractwi]l acceptance, and appropriate pricing arrangements. Each

- component has elements al flexibility, which taken together can provide an aw:ptablev
resolution for ICL Pathwa. 7. This paper describes one such combination. '

Comur ercial in Confidence and without Prejudlce : ' ‘ 1
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. The -sponsofs have indicatid that ’they may be prepared to consider a contract

extension with ICL Pathwas to end March 2007 for BA and to end March 2009 for

. POCL. BA stato that they wuld migrate all non- ACT benefit payments to full ACT

by the end of their contract, on a 20%, 40%, 40% basis, starting in fiscal year 2004/s.

This amounts to maintainitg the period of full operation in which ICL receives '

ravenues at five years but de ivers a sharp declino in volumes within that peried.

POCL’s offer to extend the ¢ ontract to 2009 is much more helpful, especially if POCL
_and ICL Pathway forma dyx amic partnership to open up new streams of revenue.

Furthermore POCL have indicated that they may be prepared to fund the essentisl

equipment upgrades and rcp acements requircd in the post office network in 2006,

5. Qggt!gggngjﬁ es .j:Q.n L pown gﬁg f’gmr_é ﬂ![;g

" Discussions between the p:rties have highlighted and helped defins the owtstanding -

differences on the impleraentation plan and its detailed timetable ‘for project
completion. The major arca.i requiring contingency arrangements are: '

- pro; iramme risks leading to delay :

- con ractual noceptance incfuding process and sign oft

- BA and POCL business volumes s

- fravd risk ,

- serice level agreement penalties

- pro gramme costs
Although the above contirgendics are being fucther refined between the parties ICL
Pathway has included a ccntingency of £100m (£60m in NPV terms) in its business
case to cover the likely cutcome on these risks. This figure could double if the
acceptance issue referred ¢ below is not resolved.

We recognize, however, ‘hat all partics-- share a mutual interest in mitigating and .

preventing such risks muterializing, ICL Pathway has offercd the sponsors the
principles of an incentive |lan whereby if specificd contingencics can be.avoided, the
assocjated cost savings cai be shared on a 50/50 basis. This would offer the sponsors
the prospect of cost reductions, and JCL Pathway the opportunity for a modest retum

on its investroent in the frogramme. The main jntent, however, is to incentivise all
- partics to work together t> effect a prompt delivery of the benefits arising ﬁ'om the

programume. This has not 1/orked well in the past,

Comn‘.ercial in Confidence and without Prejudice ‘, ' 2
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6. Contractual accept|.nce

The speed of the acceptance process has been highlightsd as probably the most critical

programme risk. Given our expericice since 1996, any revised programme must give
us assurance that the contract will not bs terminated at somo date in the second half of

1999 on a relatively minor t:chnical point. ‘

ICL proposes that programriic acceptance must bo managed in a staged approach, with
each stage having its own. scif contained, acceptance amrangementg. Deferred, or
conditional acceptance, viith teomination rights preserved for lster stages is
unreasonable, ' . ; )

We técoxﬁxncnd that accept nce of the first stage scheduled to go forward for national
roll-out in July 1999 is ha wdled as part of the HM Tréasury review process and is
completed by the end of Desember 1998, - :

The BA components of this first stago, covering use of the Payment Card for Child
Benefit, and the Order Bos k- Control Service have beon subjected to extensive joint
testing and have had oper tional exposuse in over 200 post offices for very mauy
months and are known to vork well for staff and customers alike. There'is no reason
to delay acceptance. : :

onit,

7. Pricing Arrangements

Given the BA’s desire to get away from the usc of the Payment Card as soon as

possible, and the necd for prices to bear some of the burden of the increased costs.
ICL have proposed that tlt : contracted prices sct in May-1996 should risc in linc with
inflation throughout the ¢ otrect period. This -effectively offers the sponsors a fixed
price contract in real terms. of , ' S '

It would be possible to co 1struct a payment mechanism for BA based upon an annual
fes structure, agreed in ad rance, and based upon BA's best view of volumes and their
ACT migration plan. Thi; would provide some flexibility to the BA in the speed and
choice of benefits to mign te to the Payment Card, prior to the final migration to ACT.
1t would also provide ICL Fethway witha predictable revenue stream. '

We see the az;rangcniénts ‘or POCL continuing as at present with the only key change

being that the banking vilumes are underwritten at 90% of best forecast volumes,
This roflects the fact thet achievement of such business rests exclusively with the
business drive within POI’L. :

Comuacercial in Confidence and without Prejudice e 3
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8. _Summary and next gfeps

So far Graham Corbett g1d the sponsars have based their positions on ICL's
acceptance of writing off its past expenditure as a loss. Moreavar, given the risks, the
: prospects of profits in the fiture appear dim. This is unacceptable in principle fora -
{ PF] contract and it would make it impossible to securs the financing neccssary to
1< complete the programme. Ve submit that ministers now need to agree a framework
which would make reatruct wing of this PFI contract a reasonable deal for ICL and
* give Graham Corbett or somn 8 senior govemnment reprosentative a mandate to settle the
v - problems fast on a fair basis i e : ' )

Richard Christou
13" October 1998

Commu reial in Confidence and without Prejudice
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ICL PA’I'HWAY

ICL havo no wish to.cut a: 'ross Gmbam Corbett'’s cfforts to promato g solution
to the problems-in the BA/POCL programme. We will therefors concentrate
exclusively on the ICL pniposal for the Post Office to take an cquity stake in
ICL Pathway. Though it could provide the key to unlock the programmoe’s
problems, the proposnl has merits in ifs own sight.

ICL js not aware of the St zretary ot' State’s tbfn.king on the future of the Post

Office. - But whatever'the jutcome of his review, it scems to us that the Post

Office and Post Office Counters X4d (POCL) in particular, will noed to be
cnabled to operata as a nodem, entrepreneurial, commercial business if-its
IOng-tcrm futurc is to be as ured. _

Because thc ICL Pathway 1 ystem has been dcs:gned wzth Smart Cards in mind,
it can be doveloped to serve the Government’s needs for more user-ﬁ‘iendly
‘and cost-cffective dealing with the cifizen. If the Post Office has a major
equity stake in ICL Pathw:y, it will be better placed to help in this process as
‘well as being able to incn ase jts eamnings, assuring the future of tho POCL
countrywide nctwork. .

POCL needsa world—class (T system for many of its operatmns. ICL Pathway
could help to rc-enginecr i s business processes to make it more compehtm.
ICL would be rcady to ccatribute its own skills in this field, xnto the joint
venture. ;

POCL and iCL working t ngcther would inake a powerful team which could

exploit other new comm:rcial opportunities, mcluding retail banldng and

export mmauves for postal 3ystems.

ICL believes that during t+ e duration of the contract (as agreed in the current
negotiations) the present 1°L Pathway management should remain in place.-

But ICL would hope that the Post Offics would but 50% (less one) of the

shares; and would, of cour:s, welcome Post Office representation on its board;
and would be open to pioposals for changes in managoment structure or
owncrshlp thereafter. ‘

ICL wxshes to takc it as an assumption that the present necgotiations will
succeed, But it needs to pcint out that the consequences of faaluxe would leave
POCL very cxposed, witho it a modcm IT infmstrucmre

Sir Michael Butler
9" October 1998

Commer ial in Confidence and Without Prejudice
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Management Summary - Key Programme Risks

Risk (*Points of
issue” Version 4,
7/10/98)

Impact on Programme

Probability of
occurraence as at
14/10/98

Management Actlon in place (14/70/98
update In itafics)

§Z:2T 86 01/82 -

Citical ,
1 Speed of acceptance
process {4, 7a, 7b)

2 Status of plans for
NR2+ (6)

Failure to complete acceptance in planned

timescales could cause one or more of the
parties to resort o legal action and pragram
could stop at end '98 or before

Delay to commencement of go {ive for
NR2+ with knack on impacts to multi-
benefit card roll-out, specifically to the
number of cards and outlets = - -

Very high

Medium

*+ the process for making acceptance .

Parties urgently reviewing :

.« potential to accelerate agreément of
fest Specifications {agreement
fsawivu ofl an eanier date)

decision {work st in progress on
detelled plans; contingency now
Planned Into overalf testing time
scales) R

» the consequences of making

decisions (being deatt with jn
commercigl stream)

HPG reviewing current early/best
Caseworst case forecasts for NR2+ go
live (currently 28/2/00,17/4/00 and
3/7100) : final view by 131088 -
Work stif in process but thers Js now -
confirmation that the worst case date for
completion of RAB for NR2+ js 3¢ July
20600 taking into account aff key
dependencies.

Vorsiont-Qctober 15, 1538
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Risk {*Points of Impact on Programme Probability of Management Action in place (14/10/98 | k. Q
issue” Version 4, . occurrence as at updata in italics) - ﬁ ,
710/98) 14/10/98 "
Service Management  Risk that NRO (NR2) viill be delayed if Medium - POCL reviewing Service Management 2
(2a, 2b) o POCL SM not ready plans to identify contingency plans that M
- ' take SM off critical path for NRO %
(NR2).POCL have de-risked NRO (NR2) g
depsndency on sewvice management by
proposing an alfemative intefim
arrangement based on exisling
- capability, with fulf support centre
coming on-ine fater (larget Q4/39.)
. Also E2E review of service management-
jsplanned. . -
Conststent ard Mainly impacls speed of testingand Low Urgent action by HPO to ensure
complete technical ~ acceptance process sponsors have uniform view of testing
- design for key ' : process (Plans now jn place)
products (1) = '
scaleability of Unforeseen problems as roll-out proceeds — Low Urgent action by HPO to ensure .
Pathway desian (3) . - sponsors have uniform view of Pathway
deslgn (Management briefing convened
' byPalhwaLon 15°0ct to brtefsponsors) 3
[
2 v
Version1-October 15, 1538 E}
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Horizon Cntlcal Path Plan Revised at 13th October 1998 | [ . 9
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