
POL00028098 
POL00028098 

29-OCTjt2999 14ED 23123 ID: FAX: GRO PtD1 

~a1~ Tk CX . ~D&t C-y K CQtt&t WCI mot. 
DEPART. ANT OF TRADE AND INDUSTRY 

FAX H1.ADER 

FOR TIIE A'!"rENTION O1': 'J 
LOCATION: POC 

NUMBER OF PAGES TO FO LLOW: 3 - 

DATE:

FROM: (SABEL AND RSON -
POSTAL SER VICES DIRECTORA L'E 
306 RED ZO1 E 
151, BUCKINGHAM PALACE ROAD 
LONDON SW 1.W 9SS 

TEL NO. GRO _._._._. _._ FAX NO. GRO 

MESSAGE 

PLu&a aee a ru c 4 Grp -eu& Cm,beLk Q OLL

___  r , 

t'Lg2 CL ' - j

L t Lj co 

O -- c 
C L `l0 

ks~ Cats. 
26/10 X98 1225 TX/uX P.001 



POL00028098 
POL00028098 

ze-ocr=isss 1JED 13,23 ID, . FAX,i .GRO P,02 

R rS i A tC'2=~ -- P l C f d( A& 

• Treasury ChF xribers, Parliarrxent Street, SW1P SAG 

Rod Clark Esq 
Principal Private Secretar} to 
the Secretary of State 

Department of Social Sect city 
Richmond House 
79 Whitehall 
LONDON 
SW I A 2NS 20 October 1998 

BA/POCL AUTOMATi ON PROJECT: INDEPENDENT ADVISER'S 
REPORT 

The Chief Secretary has a:-.ked me to send you a copy of the report produced by 
Graham Corbett at the end of last week. I enclose a copy. 

2. 1 am copying this lett::r, together with the attachment, to Chris Woolard and 
Geoff Moore (DTI), Day d North and Sebastian Wood (Cabinet Office) and 
Geoff Mulgan (No 10). 

GRO 
• PETER SCHOFIELD 

Private Secretary 
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Graham Corbett CBE 
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The Right Hon Stephen Byers M 
Chief Secretary to the Treasury 
HM Treasury 
Parliament Street 
London SW1P 3AG 

18 October 1998 

BENEFITS AGENCY(POST OF :ICE COUNTERS AUTOMATION PROJECT 

BACKGRDt .JD 

On 17 September you appointed me as lndapendont Advlsorto this project with the farms of 
reference Set out In Annex A ant a reporting date of 16 October. On 16 October t reported to 
you orally that we had been unaf to to reach agreement on a commercial basis for 
proceeding.but that we had mad i considerable progress on the development of a satisfactory 

Implementation plan, and we dis:ussed what further steps If any might be now be. 

considered. In making that repor 1 ttserfshs Chatls attached asAnnex Bs. 

This report and Its attachments s 0d nothing of substance to what I told you on Friday, and Is 

therefore designed primarily to p it on record the results of my assignment. 

I Clw 1 4 and S, ehoN'4r19 respeC.ivatytnr ChnGes as regards EA end POCL, bzve bran omtttad sins th. tnrcrrrratlon 
has not teen made available to the other A idyznd is L1 any event htghty depandwd m 1r. views t$c n as ragar~dsih. cm! 
of ACT processing In the case of HA and •.ts Inclusion for the first time of banking business In the case of POOL Chats a 
has Woo bean omltad. 
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The discussions which I ha Id with the parties, and the information developed for 

those discussions, were all without prejudice and confidential, and should therefore 

only be used with the cons tat of alt the parties, as should the information in thin 

report 

Tu ePATHOFTHEDISCUSSIONS -COMMFRCIAL 

Annex 8 chart 2 prov►des a g aphicai overview of what happened in numeric terms. Pie right 
hand number (-Z31OM) repre vents the NPV of iCL's cash flows over the life of the project 
with future cash flows discoui ted back In October 4998 values at a discount rate of 6.5% 
(0% real plus 2.5% inflation). Of this numborl`232M has been expended to date. All numbers 
on this chart exclude amount i to be sot aside to a conlinganzy fundZ. The core case impact 
on iCL was developed by ICL and KPMG (acting for me) on the basis of assumptions agreed 
with all three parties but whic t ICL consistently maintained ware overly pessimistic as 
regards (i) POCI. volumes an i (t) a schedule of mlgratIon to ACT (20%:40%:40% of the 
remaining accounts tmnsfeni ig over the last three years of the contract) that was both 
sooner and taster than they 11 ad been planning on. It did not appear to me that that there had 
been sufficient (or perhaps at y) real discussion of this key place of information between BA 
and ICL. 

Little woik has bean done thu 3 far on the effect of commercial sensitivities around the core 
case beyond project contingo toes. If a deal were to be done, part of the due diligence 
exercise mentioned below we uld be to test the solution for robustness against a range of 
commercial sensitivities. 

On 8 October, very soon afte the core case had been agreed, the public sector bodies 
offered contract extensions o- 2 and 4 years for BA and FOCI.. respectively, POOL also 
offered to consider picking us: the hdrdwar© costs of the refresh that any extension would 
make necessary and to exten I payments to ICL over the contract term (now 2009) to cover 
banking transactions. ICL anc KPMG evaluated this offer as reducing the NPV deficit from 
-£3tOM to -£242M. 

ICL stood by its opening Stan' a of requiring a modest positive return over the whole life of 
the project, notwithstandingit e--ctearstatementtothe contrary in your tatter of 15 September 
to Mr Todd. This would appet r to require a positive NPV of at feast £30-80M before 

z The er otlen of a Jdntty managed car Jngency rand, titi th any amounts raleaeed gaing to ICL and the epansara L ..9. 
wsa euppeelad by ICL rizuing.the cou : a al oul ii ak,,,. J adaptedJOJnmynwnPrnpoeat. 
1  In one preaentatlon Oils requhament' roe restated as a felr chance to breakeven over tier oontracr but there were toter 
indtwtiona that thin was done ► ,thou! 1,air ch?'af negctiamee cmaa rt 

pgc-horizon-18octoe pe go 2 of 5 WITttOUrPRLJUDICE -CONrm UITIAL 
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contingency, which is the left her d side of the chart. ICL did however rrtake.a number of 

useful suggestions for reducing Cr shoring risk. 

I emphasised to ICL that accapti nce of their objective would be tantamount to accepting that 

the public sector bodies had bee i taimely or wholly responsible for the cost overruns and 

delays and that this was simply rot a conceivable proposition within the constraints of the 

exercise on which we were enga 3ed and which would not be seeking to concern Itself at all 

with the right and wrongs of the ,{alms and counterclaims being made by the patties. 

By Friday 0 October it was Gear that the paulles worn stuck despite some progress on BA 

termination rights release date E nd on funding issues. I was concerned that neither (CL nor 

POCL were taking a sufficiently realistic view, In ICUs case, of the real consequences of the 

protect terminating, and in FOGS case, of the scale of the commercial opportunities 

available to thorn If, but probabi I only if, the pro)er .went-ahead. (Indeed I suspectthat one 

of POGL's problems has been ti ze lack of a robust business plan to let them make 

judgements about their longer ti irri future and the sort of investments that they should be 

prepared to consider to bring it • rbout - this Is only now evolving) 

( was also reasonably sure that here was a potential satutlon which ought to be acceptable to 

all parties. Accordingly I undert' ok to develop my own view as to what such a solution might 

look like and this was delivered 10 the parties Oust thing on Monday 12 October. 

My proposal Is set out in Anne: C. it sought to provide to ICL a modest (2% IRR) return an 

its future cash flows $$er conllr genies [to which lnli amup profits should also be 

contributed). I estimate that thu equates to a pro-contingency NPV overtha life of the project 

of -£154M. 

However, during the weekend ','hen my proposal was being put together a number of into 

modelling changes were comity 1 through from ICL. the most important of which is referred to 

In the 'Comments' column for item 1.1 of the schedule to my proposal. These adjustments 

wore subsequently shown to be valid and the actual effect of my proposal was therefore to 

reduce the NPV to only -e2n3tu . Although for the reasons explained below this difference has 

never come back onto the tabu • for discussion, i have shown in the addendum to Annex C an 

example of how this could have i been corrected - largely by applying lower price deflators - 

had a further concession been bought appropriate. 

On Tuesday 13 October both E A and POCL said they would be prepared to seek to put 

together a deal on the lines coi:talned In my proposal, but ICL's position was essentially 

pgc.hodzon.18octSe Page 3 of a WITHOUT PREJUDLCE - CONFinaNTlA1. 
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unchanged. 1CL's letter of 130 tober setting out their position (and repeating the 'breakeven' 
formula) is attached as Annex is I_ 

Later that day POOL agreed 
wil t the PO board a proposal whereby POOL would offer to buy 

Immediately assets required for the project (primarily equipment for Installation In post 
offices) believed to be valued a around £100M and also to settle a dispute over aspects of 
Installation for£20M, thereby pi wading £120M of cash towards the funding Issue which had 
been a continuing concern for It ;L, i was Informed of this confidentially first thing 

an 

Wednesday morning, 14 Odabi r 
and counselled that it should not be put to ICL unless and 

until lOL were prepared formail} to abandon their insistence an a positive retum/breakeven 
over the life of the project. This advice was taken and ICL were merely advised by Mr 
Sweetman that POCL did have I further proposal to make but would only do so following 
ICL's agreement to abandon the r previous stance. ICL again remained unmoved, so this 
further suggestion has not been autto them, nor for the same reason has my own addendum 
to my proposal. I would in any o 'ent seriously doubt that ffi of these proposals should have 
been made, so the summary chi rt shows the £120M reducing the previous-£203M NPV to 
-£83M. It should also be noted tl at the mechanics of the POOL offer had still to be wowed 
out and there may ultimately ha' e been some countervailing reduction In later payments to 
ICL 

There was no further change in 11e position between the parties when the without prejudice 
discussion month came to an en I at midday on 16 October. 

THE PATH or- THE DISCUSSIONS - Pt OGRAMME AND PROJECT MANAa Mralr ISSUES 

Soon after my appointment we a atabtished a working group of the programme directors from 
each of the parties working unde -th0.chahmanship of the Director of the Horizon 
Programme Office (HPO), now tuatedwithln POOL, and with PA Consulting keeping close 
to and guiding their discussions. DA's final report as of 14 October Is attached as Annex E 
together with the HPO'e high rev it end-to-end plan for the programme which has been signed 
off by all parties. Attention is drs 

vn 

to the generally encouraging overall summary at the end 
of the PA report, but also to the i ne continuing high risk area of acceptance procedures, both. 
the definition of the tests themse yes and the consequences of failure. As indicated on chart 
8 of the package at Annex 9, ao eptance specification sign-off (now due between 9 and 22 
-November) must be achieved be fore any settlement could become binding on the parties. 

pgah0dz0n-160ct06 page 4 of 6 WITHOUT PREJUDICE - CONFi0ENTMAL 
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FUNDING 

Loan facilities of £200M have hem exhausted and additional finance of over£300M Would 
be 

needed to complete the proje, t ware no changes to be made to the contract 

ICL have taken the stance that lb parent company Fujitsu Is not prepared to play any further 
part in supporting ICL or Pathway In refinancing current losses or In 1Snancing the contract 
going forward, and that therefore either the public sector bodies have to make the project 
Tinanceabte on a non-recourse br sls or provide finance themselves. I have equally 
consistently insisted that this is at unrealistic position to adopt and that any solution that 
seeks to ptaCethe burden of owrn rshlp on the public sector bodies is totally untenable. 
(Annex B chart 7 refers). The pub to sector bodies had agreed to explore a number of 
relatively minor steps that might I alp to make the project more financeabla. 

I also believe that In insisting on a solution Involving no write off In IOL's or Pathways 
accounts, ICL seem to be excessl- 'ely concerned about the implications of these accounting 
matters upon their relationship wit t Fujitsu and on their plans for the flotation of ICL, while at 
the same time taking a surprisingi:' relaxed view of the Implications of contract termination 
and litigation on both. If there Is to be any further discussion of ways forward H will be 
necessary to have direct discussla z with Fujitsu to understand better the pressures which iCL 
maybe under, 

THr: WAY FORWARD 

I have formed the strong view dun t ig the last month that the continuation of the project 
is 

likely be of real benefit from a nurr bar of angles - Post Office customers; POCL, both as a 
business 

and as a social service, aid ell those dependent an it; iCL's reputation and future; 
and that of its employees and sub- :ontractors. I also believe that the proposals made during 
the last month, particularly if the fir at POCL offer were to be extended in whole or In part, 
should provide enough of a positiv, ► Incentive to (CL to proceed with the project as compared 
with the consequences to them of is failure. However confident ICL may claim to be as to 
the strength of their contractual cat a, I believe they are significantly underestimating the 
time, the cost and the uncertainty t f litigation on this scale and of its consequences for their 
business plans. I anti aware howevi r that those and other scenarios are the subject of 
separate enquiries. 

If there were to be a solution on the lines of my proposal. I would draw attention to items 8, 9 
and 10 of the schedule to Annex C, ('running sores' list, past claims and due diligence) all of 
which will be crucial. I would also u go that as soon as 13A can be satisfied that It has a 

pOc4 orizon.1Soct96 page 5 0r a WITHOUT PR!JUDR E - CONFro!NTiAL 
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system which works both on test 
and in practice, consideration should be given _to reshaping 

the contracts so as to take 6A out of the contractual loop and position them as a POCL 
client. 

I am profoundly disappointed tha , we have been unable to reach our primary objective and 
will continue to hope that some 

tv ay of bringing this project to fnriifon may yet be found. We 
spoke on Friday of the.posslbility.of a new initiative even at this late stage from ICL. In the 
meantime, the progress made or programme Issues will be of real and enduring benefit lithe 
project continues, and perhaps s erne of the commercial discussions will have served to
sharpen the participants' views a• the realities. 

For myself, 1 would like to, pay trit'ute to the hard work that all those involved brought to-our 
endeavours, not only those attern ling our meetings but the many others who were providing 
input and back up. 

i assume that your office will han lie circulation of this report and its attachments to those 
• who need it, and accordingly It is :opted to no one else at this stage. 

• Y_cum_stncacelv.---._--:__-_-_-_-_-_-_-_-_._-_-_-_-_-_-_-_-_-_-_-_-_-_-_-_-_-_-_-_-_-_:_-_-_-_-_-_-_-_-_-_-_-_-_-_-_._ 

GRO 
G?atCam CORBEL? 

Annexes

A Terms of Reference 
B - Charts used for presentat on on 18 October (less nos 4,5 and 9) 
C Independent Adviser's Pr rposal dated 11 October 
D iCL letter dated 13 Octob :r 
E PA Consulting Group's sL. mmary of programme risks + high lovol end-to-end plan 
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• CONFIDENTIAX,

Benefits Agency/Post Office Counters Automation Project 

Terms of reference for lndept ndentAdviser 

The Government wishes to app, 'int an independent adviser to facilitate discussions between 
the parties to the Benefits Ageny/Post Office Counters automation project (Benefits Agency 
(BA, Post Office Counters Lino ted (POOL) and ICL Pathway (rCL)). 

The adviser will report to Minis acts via the Chief Secretary to the Treasury, Stephen Byers. 

The immediate objective will bt to report to Ministers within one month, by 16 October, on: 

whether there is i . commercial basis for proceeding with the project which is
acceptable to the parties; 

-- whether there is l a place a satisfactory implementation plan with a detailed 
timetable for con plating the project; 

any further action which would need'to be taken to ensure successful delivery 
of the project -

The role of the adviser will be tc: 

•- convene and chaff • discussions between the parties; 

- commission pape s and proposals from the parties; 

-- independently apI •raise the parties' claims and contributions; 

— produce eomprorr ise proposals to assist the parties to identify common 
ground; 

take such other ac :Ion as he thinks fit to establish an acceptable basis for 
continuation; 

ensure the parties provide information necessary for the analysis of alternative 
options. 

The adviser will have no power t. i bind the parties, who will retain full authority to agree or 
not agree any proposals made bythe adviser or any other party. 

If the project continues there is Ii :ely to be a continuing role for the adviser in facilitating 
progress. .. 

28/10 1 98 12:25 TX/RX NO.4901 P.009 
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Headlines
k4 

No agreement,  na movement by ICL, and parties. 
JAI tpdfl, ouL: 
► reinstatement of L4. target  communicated to 

parties) 
possible POCL offer  communicated(not  to iCL) 

Trogress on gr ro a_ p   mme issues and acceptance

High level of mutual suspicion ' 

!GRO! 

ICL `chink of light
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ICL 

position 

WCfHOUTPRFJUD[CE

The path of the discussions 

Impact 
on 

ICL - £m NPV over whole project 

• (83) (154) (203) (242) 

■1 1
s, I I I I I 1 1 1 1 1 

I 1 
i 1 

POCL offer IA target TA ' Initial public 
(not yet made) (not yet offered) proposal sector offer 

NB All numbers exclude contingency• proposed by ICL to be shared 50/50 with 
sponsors 

if released 

(310) 

Core 
case 
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ICL Position 

Modest,  I over contrapositive- Ct, by means of:
► contract extension 
• price increases

Opportunity for profit on incremental business' 

Remaining risks under Pathway's control 
► resolution of programme/acceptance issues 
► solving `Winning sores' .. 

Contract terms to allow non-  recourse funding 
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Programme issues 

Overall plan and high level- critical path agreed 
If 
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► but uncertainty down to +1- 4 weeks 

Acceptance process 
► progress made, but still high risk 
► must be resolved before agreement 

Programme-general~y d&-risked-
o., other outstanding issues lower risk 

significant progress made during discussions 
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Refinancing

Never has been a limited recourse J ro' ect . 
b. 

~ 
chl lr rrrL r r' --rslyy enl ,'% 4- f%4 T;'r ,,.a~-rs:a j . '..

• U1VYLA.J) 1V11V" till. ► UP .F%JLL V1 £ UJILoU 
15LUU.V 

Will continue to be the case, so: 
► Fujitsu investment essential

sponsors need assurances, over financing ,• 

Opportunity for finance cost savin s g 
as project risks are overcome. 
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The way forward? 

if ICL abandoned present stance... 

Could envisage agree nnt mimd: 

► reworked IA proposal with some relaxation of Price 
deflators 

:: ► part erha s all or  of PO} L offer p ~
subject to overall VFM test 

Before binding heads of agreement: 
► agree acceptance tests and"process 
► complete lower level critical path analysis 

wrap up `running sores' and contract points 

► due diligawce and satisfaction around finding 
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TO RICHARD CHRISTOU 
GEORGE rI1cCQRKELL 
PAUL RICH 

FROM GRAHAM CORBETT 

11 OCTOBER 1998 

WITHOUT PREJUDICE - CONFIDENTIAL 

ICl_ 
BENEFITS AGENCY 
POOL 

INDEPENDENT ADVISER 

. UORIZPN PRO~IECT - INDEPENDENT ADVISER'S PROPOSAL TO THE PARTIES ('THE PROPOSAL') 

As yre di~cusled on Friday I qm nqw forwarding my Prgposaj for Ijte pgrties' consideration. pince in one way or anolhpr it+yilt be dtsapreegble to all panties I 

trust that each of you has, as I roqueste1I, reflected Qeeply op the comgterclpl realities surroundigg yoyr decision on w.hethgr or not to purjm it. These 

reflgcrlons shquld, II suggest. [rave incluped Rt Ida§t the issuqs for each party sho rt In the table ltelow, In rrly opinion There Is still not a suff iiciently reelistiq 

view being fallen of the 1evastatinp effIcts that would rte Iiku;ly to follow ourfailure to reach a settlern nt. 

PSIOES FRO S ME ' DgWNIDE FROM NAN MENT 

ICIJPatftway ' conilnuatlon o t uSiness stratgfAf nq assrtrancy that sponsors gill not hold ICl~ to cQntraq 

platform fo nay, busindslopportunilies irr)medfate financial oolrsequencgs for ICLii~ujitsu (including incrernental 

faa,ita(eq refigandng e)dt coats an p trays guarantees) 
cost, dqlaY and uricett inty iphdrgm in litigation 

ff a talign 
 allI 
an 

business opportunities 
effect on fle 

POLL openirj up of opportunities for new services short-term effect on network and difficulty of subsequent recovery 

scale of potential cost savings from automation and costs, delays and risks of estarting automation project from scratch 

planneiifconlrolled 1atiogalisation of network and cost, dglayl and uncertg1rrty Inherent In litigation 

o nisa(an 
gA resgrve f urry agalnsf rislu of being una~le to aMlpvd 100% repfitiag of aFhlev(rg sumo Implementation of ACT Without bridge 

ACT migraUorr provided by paid a 
cost, dglay and uncertalnfy inherent In litigation 

p tltc paQe t at7 WITHOUT PREJUDICE -CONFIDENTIAL 
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Duly judgement is that there Is not likely to be any other chance of a settlement. If however over the next five days the parties can between themselves (despite the evidence of the last two weeks) reach an aftemative settlement more satisfactory to them, I would welcome that wholeheartedly. 
If the Proposal is accepted as the basis of a way forward, we have much work to do before 16 October. if it Is not accepted by any one of the parties, I willwish to have an urgent meeting with Messrs Todd, Roberts and Mathison together by no later than Wednesday morning. I trust that they wilt share my viewthat the seriousness of the situation we then face must take precedence over all previous engagements. 

b , 

THE PROPOSAL 

The Proposal is NOT to be taken asa detailed and prescriptive solution. Rather it is intended to provide a framework arourxi which the parties, if they are so minded, are Invited by 16 October iq develop NON-BINDING WITHOUT PREJUDICE Heads otAgreernent Yrhich, if accepted by all parties and Ministers. be would turned into binding Heads of Apreeritent within the shortest nossihlA ttmA frnmr nnr! thar f .,r r.,t......~-a

I must emphasise 

co
- that the Proposal has trot been endorspd by any pf the parties, npr by HMf, DTI or DPS, nor has it been reviewed by lawyers fpr compliapce with procurement and other regulations: 

o - that the cash flow effects of several elements of the Proposal need to be vprifiecl and cross checked. Late chaqges were coming in throughout today, many► of which were not immediately under5tandpble. The .Propgsal iq besgd on the qumbgrs set out at 1, 2 an 3 bqlow, put altentivn is drawn to the 'comments' column. if ubsQquerlt darification reveai that the ICL nqt cash outflow$hould have beqn less than indiFated I may need to propose corresponding adjustments to the except of (he ccnce-Isionq being sought of the sponsors and vice versa; 
- that some Issues peed consfdera le further rk which can only be done by the parties lhgmsetves. 
So each is invited td wvrk With KPI44G over the 24 party next flours (a) to assemble a set of vpifted and agreed n mbels and (b) to hate prQparel sensitivities which one party or another might' ant 10 pursue. In addition, we shalt pf course need jo del with the lnformatiojr coming from the Programme Group on Tuesday and Wednesday- this may call forsoine nimble reaction.

The various elements of my Proposal are set out in the schcdulo below. In developing them I have sought to find a balance that buiidsupon the existing public sector offer and which provides ICUPathway with a risk reward, albeit on a modest scale, for continuing the pnoieci. I have not sought to provide to Se lCL a positive return over the whole life of the project. To this end, I have sought to prowre a positive NPV of some £48M for the period from today to 2010 
o before allowing for interest on cash Josses to date. This is calculated at a discount rate of 8.5%, and represents an IRR above this assumed cost or capital of 2%. if therefore the future cash flows were assumed to be fingnced on a 1:1 debt equity ratio, and if the debt service cost were to be equal to the discount tale, the return on the equity proportion would be about 125°x. I would in practice xpect ICL to be able to refinance its debt shortly after the project is fully commissioned to reduce its borrowing cost to perhaps arDupd LIBOR pigs 50bps, 7he treatment of the benefit from this lower debt service cost remains for 

~R< 
consideration. , 

•9 
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w 
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The Proposal wouki, if accepted, eliminate all claims and counterclaims forevents, actions and omissions to date. The concessions made by the sponsors 
would therefore be an Indistinguishable amalgam of their desire to see the project continue and a no fa utt' contritwtlon to the problems of the past I have taken the view that while the sponsors should do whatever they reasonably can to make the project `bankable', the should not form part of the Proposal. Any exploration of funding being provided in parallel with the Proposal should therefore proceod Independently. 

1
 m I have also taken the view that Pathway's Immediate and ultimate parent companies cannot expect n the e future and I recommend that the Sponsors and their respective Ministries satisfy themselves as to e o  financial ab

pa
ility ty of Pathway to c

financing of
arhry the a eproject forward 

In the event. f a settlement being-mae d,.-.-.-...__

H 

O 

ro _ 
Co 

GRO 
Graham CbRBETT Independent Adviser 
11 October 1998 
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Nature Detail 

2.2 Some increase in volume guarantees from 
BA to ICL 

3 Contingency Establishment of contingency fund to be 
jointly managed and any surplus released to 

- If:l onr nrn.r CAIGA I '.... ,L- ---.r .. 

of such a fund as an integral part ofi the 
process whereby ICL might bq expected to 
accept an IRR as low as'2% 

4 Total of above 

5 Programme BA and POCL termination rights to be 
cancelled at end of NR2 five trial (scheduled 
for 517199) 

EM effect Comments 
for iCI. 
(NPV) 

iCL is seeking annual fixed fee. Currently guarantees would only bite In extremis ordurfng the last year of ACT migration. For further consideration by the parties. 

-44 Quantum for discussion but limited by reference to amount of head but sea pext room crQeted by forenoing adjustments. (ntra•orouo arofits 
414 kt,Srivaiw ai_zxi rvi'v }o.end of project - ICL consent to release below oft is numbe being sought) should also be regarded as forming • part of Ibis turd, sq that total amount wguki le £yM. This hoyreve f needs to: be reviewed in the light of what now appear to be 

significant addiuonpi cots prpvidefi for in thq late 1CL umbers. 
Components and mana8emerrt of the fund to be agrees by the par~Ies before 16 October 

-tt34 Oft7ftich'-232(ut dfr adyWent, glvlpg aPositive 48M atiributabietp the future. Ex~luding Interest on opening borrowings, this 
repfeserds the taget•IRR of ~96 6rfuttjre soh flows 

programme Note that In P. Coppingg view if this was a supply contract it would confidence be normal for perhaps 8D% of contract valrre to become payable at FLAB date of 21112/88. This however relates essentially to 
corrtidenoo In software rather than process environment, which Involves POCL at least as much es ICL ICL is wanting 
urncond1tlona1 accoptance' by A1/12198 but total confidence is 
unobtainable until NR2t rollout (April 2000). 

b 

►. 
C 
C 
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Nature Detail £M effect Comments 

for ICL, 
(NPV) 

.1 Fundability FujitsuilCL to subscribe amount to be reduces max 
borrowing 

Some confidence issues already identified - possitJle acceleration 

of acceptance, focus on RAB. joint contingency fund, early 
refinanced into redeemable zero coupon 
convertible, (or similar) to be redeemed out requirement termination release date - but these unlikely to add up to a 

of new bank borrowings as and when project (flowing fundable proposition by Dec 98 

confidence at sufficient level from 
reduced 
rmerubi woy 

6.2 Partiesto complete their analysis of the list This shopkt b oompletod and slgged off within twp weeks of non-

of contract points submitted by ICL to biding Pleads of Agreement 

irnpiove fundability 

7 I CL intr gropp Infra group profits to fife end of the project xM' , proposal is that these sl~ouid be regarded as part of contingency 

fund -see 3 above 
profits ; are pstimated at xl4 orxM at NPV (see 

comment under 3 above? 

8 unning Sores' FlnInc up implicatiops to be wrapped p 
no further 

nil 0 rational i es to be res ed Qeiwgen tqe parties within two 
P~ n 

weeks of non•bind1 fi tads 91 Agfeempnt 
list within overfill settielnent (i.e • 

• adjustment) 

•9 Past claims All past claims and counterclaims would be n[I 
withdrawn without admission of liability by 
any party and no subsequent daim could be 
made by any pasty in reaped of any event, 
action orcmisslon prior to the date of the 
settlement. 

pac r 111O%paae 6017 
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Ii 

Nature Detail £M effect Comments 
fond

• (NPV) 

t0 Due diligence Prior to Binding Heads of Agreement the As part of the due diligence exercise I propose that a combined 
financial data on which this Proposal Is financial model be prepared and kept updated. This will help to 
based will be subject to duo diligence validate the consistency of the parties' analyses and contribute to 

the VFM analyses that will be requited of the sponsors 

!GRG! 
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ADDENDUM TO THE iNQEPENDENT ADViSFR'S PROPOSAL 
s 

As indicated in the comments to 1.1 above there was a late and unpxplained pifferjence of £72M in the gffects of the extension of the contract term. This 
difference has pow been pxplained !o my satilfaction and it accordingly becomes ipproprfate to sock ways of further adjusting the terms of the Proposal to 
reinstate my original intention pf a 2% IR for ICE for theremaining life of the contr Thact. e table pet" reproduces thq first part of the schedule to the 
Proposal with amendments to pchieve this; 

re
 the prinplpal new proposal being the introduction of a further relaxation of the price dQfators built into the 

contracts (2.3). Given ICL's coptlnuing insistence on achieving a break-even over the life of the project, this revised proposal has NOT been coMmunlcated 
to the parties, and Is appended here solely to indicate that there are ways In which the original aim could still be delivered. All changes to the Proposal as 
given to the patties on 12 Octgber Ire In bold type. 

SCHEDULE 

lYdLU1C ~(Qi, xwt CIrCCr 1 Comments -.. 
for ICL 
(NP')) 

Core C@se NP1(oi total Pathway cayh flows from 1096 -310: of which -232M alrbady ppent. To achieve the target of 2951RR for 
to 2p10 future (excluding i gterest on existing borrowings) the -310 needs to 

be reduced by 126M to-164M (see 4 bqlow). The figure of -$10 is 
itself sut ject to review as the reasons for the change from last 
week's numbgr of -355 Qre s1(II unclear 

.1.1 Contragt Term Extjnd BA to $12008 and POCL to 3!2010 iZ This negative nurpber needs to Pe seen apaingt the positive (IC4 bearing refresh cast - see beigw). ACT benefits to IQL flowing from the contract 4xtension shown In migration over 2006 - 2008 at 20:40:40. the succeeding items 
POCL to compensate BA for negative effect 
of one year of postponement. l sugpest that 
this should be phased in from a relptively 
early dal to be agreed,

1.2 Banking pusinpss to 2019 42 
POOL to'egrej to gpara tees at alevel 
consistent with reasonably achiavaple 

r ' targets 
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Nature Detail £tA effect Comments 
• for ICI. 

(NPV) 

1.3 POCL to accept refresh costs 4g 

2.1 Price Cancel 3% pa reduction from 2008 onwards 20 The ACT migration programme was not specified to the contract and I believe there Is merit In ICUs complaint that it Is 
unreasonable forthem tp have to cope Pimultaneously with 
reducing volume apd price cats 

ICI, Is seeklflq annual fixed fee. Currently gucrantees would only bitq In extremes or eluting the test yearof ACT 

Ovum ,uaru,G Iii vviurr,p guarantees Trom 
HA to ICL 

7+ 

• migration. For 
further c pnsideration by the parties. 

2.3 Further reduce deflators from 3% to o.5% 55 • 
p.a. from March 2001 to 2006 

3 Contingency F-stpbtisgment of contingency fund to be 
jointly managed and any surplus released to 

-27 
but see Peat 

Qupnturn for dtscussfon but Ifmitet by reference tQ amount of head roopi crqated by foregoing adjustments. infra-group profits ICL and sponsors 50150.1 see the crealipn qol. and (estimated at £xhM IIPVto end of project- ICE. consent Jo rele=ase of such a fund as an Integral part of the 
process whereby ICL might be exppcted to 

below of this numberwittiheld) should also be regarded as forming part of this fund, sp that total amount would pe The total accept an IRR as low as 2% 
yM. amount 

coiresppnds closely to the amount required to meet the 
m~easonable risks of programme slippage indicated by PA. 
Components and management of the fund to be agreed by the parties before 1B October 

4 Total of above -184 of w ilCh -232M ai(ady ppertt, gtvipg a positive 48M attributable to • the futuip. Excluding Interest on opening borrowings, this 
represegts the terget IRR of 2% for future cash flows 
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Mr. Graham Corbett,
HM Treasury, . CL
Parliament Street, 
London. _ 
SWiP 3ACr 

Dear Graham, 

Proposed May Forward for the : 3AJPCL Programme 

I enclose ICL's proposals on tl .o way forward for the BAJPOCL Programme. 
This is based upon the discussu ns and presentation wo made to you last week, 
and continues to be our positia 1 in resolving the commercial and programme 
issues faced by the programme. 

Yours Sincerely.__._._._._._._._._._._._._._._._._._._._._._._._._....._._._._._._._._._._._._._._._._._._._._._._._._._._._._._. 

GRO 
R Chnstou

GRO 

Cc: CTrshamr.Corbett, BA 
P Rich, POCL _ 

k Chrttrtau 
Director 

Cammarefat & Legaf Affalnr 
26 RLubury Squcre 
Lord on E I  ri 1-PS 
TeI GRO a

AM {._._._._._._._._GRO

r~n,raa.w tar+tMan tfate 
tp1.~e~l~~ iM Y7ln(W~tl ,096066 

261 At buM 66g$11 
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ICL PATHWAY 

Proposed Wa ,Forward for the j3A/POCL Programme 

1. Introduction 

Due to-the way in which the contract has been handled by the sponsors, especially the 

Benefits Agency, ICL is fa ;cd with ever increasing costs, declining volume in full 

• operation, no certainty six tit when full operation will begin and the consequent 
impossibility of financing the. completion of the programme without a thorough 

• restructuring of the origins I contract. It is completely inconsistent with the P I 
concept to argue, as Graham 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 sh auld be remunerated during the operational phase. In the 

discussions with Graham Corbett, ICL has put forward a number of proposals for 

solving the problems. This saper sets out the ICL position.

In parallel with the IIM Tre isuty review, ICL has engaged in confidential discussions 

with the Post Office to expl it proposals in which the Post Ofiiee would take a SO% 

( less one share) equity sfal ;e in ICL Pathway. Athough such a proposal has merits in 

its own right,, it could als' i provide the .key to making possible the next stage of 
funding for the prdgramrn e provided that an acceptable commercial deal can be 

agreed. The essential point i for the equity proposal are described in the attached note 

by Sir Michael Butler dated 9 October. 

2. proposal Obtecth  I 

ICL believes any settlemen : must provide a fair way forward for all parties, and must 

provide ICL Pathway with a fair chance to at least break-even over the contract. The 

committed funding by ICL to date stands at some £250TH, with the expectation that a 

further £250m of funds viii. be needed to complete the programme. Whereas 

• originally it would have t ecn reasonable to expect to put non-recourse funding in 

place after full acceptaneb in July 1997, we are still a very long way $om reaching a 

position where this would be possible. In all the circumstances, ICL does not 

consider it reasonable to try to make a distinction between the past and the future, as 

Graham Corbett has sough. to do. 

3. Component ofth • olutlo 

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

solution; contract term, contingency arrangements for known and future risks, 

achievement of eontractw.1 acceptance, and appropriate pricing arrangements. Each 

component has elements o f flexibility, which taken together can provide an acceptable 

resolution for ICL I'athwa r. This paper describes one such combination. 

Comer ereial in Confidence andwithoUe Prejudice 1 

28/10 '98 12:25 TX/RX NO.4901 P.027 



POL00028098 
POL00028098 

FA)( GRO ar29 
Kl( AL arw ------------

The - sponsors have indicatr d that they may be prepared to consider a contract 

extension with ICL Pathway to end March 2007 for BA and to end • March 2009 for 

POCL. BA state that they w )uld migrate all. non- ACT benefit payments to ftild ACT 

by the end of their contract, on a 20%, 40%, 40% basis, starting in fiscal year 200416. 

This amounts to maintainit.g the period of full operation in which ICL receives 

revenues at five years but deg ivers a sharp decline in volumes within that period. 

POCT..'s offer to extend the c ontract to 2009 is much more helpful, especially if FOCL 

and ICL Pathway form-a dyy .amie partnership to open up now streams of revenue. 

Furthermore POCL have in 3icatcd that they may be prepared to fund the essential 

equipment upgrades and rep acements required in the post otIice network in 2006, 

• 5. Coatln¢oncies for n 

Discussions between the p: rties have highlighted and helped define the outstandinS 

differences on the impie ezttation plan and its detailed timetable ' for project 

completion. The major area., requiring contingency ansngcmcrtts are: 

- pro, rerun risks leading to delay 
- con xactual acceptance including process and sign off 

- BA and POCL business volumes 

- fiat d risk 
- ser ice level agreement penalties 
- pm ~rarnmo costs 

Although the above contit: gendics are being further refined bctwaczt the parties ICL 

Pathway has included a cc atingency of £I 00m (£6Om in NPV terms) in its business 

case to cover the likely c utcome on these risks. This figure could double if the 

acceptance issue referred tc below is not resolved. 

We recognize, however,, • hat all parties share . a mutual interest in mitigating and 

preventing such risks ms.terializing. ICL Pathway has offered the sponsors the 

principles of an incentive I Ilan whereby if-  specified contingencies can be.avoided, the 

associated cost savings cap t-be shared on a 50/50 basis. This would offer the sponsors 

the prospect of cost reductions, and ICL. Pathway the opportunity for a modest rerun 

on its investment in the, r rogramme. The main intent, however, is to incentivise all 

parties to work together t, effect' a prompt delivery-of the benefits arising front the 

programme. This has not' rorked well in the past. 

Comui.ercial in Confidence and without Prejudiea 
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6. Contractual acceptI a 

FAX GRO arts 

The speed of the acceptance process Iras been highlighted as probably the most critical 

programme risk. Given our experience since 1996, any revised programme must give 

us assurance that the contras t will not be terminated at some date in the second half of 

1999 on a relatively minor ti chnieai point. 

ICL proposes that programn to acceptance must be managed in a staged approach, with 

each stage having its own, self contained, acceptance arrangetnente. Deferred, or 

conditional acceptance, with terminntlon rights , preserved for Iater stages is 

unreasonable. 

We recorrunend that accept, nco of the. first stage scheduled to go forward for national 

roll-out in July 1999 is Jha rdted as part of the HM Treasury review process and is 

completed by the end of I)e ember 1998. 

The BA components of this first stage, covering use of the Payment Card for Child 

Benefit, and the Order Bos k• Control Service have been subjected to extensive joint 

testing and have had oper ttional exposure in over 200 post offices for very many 

months and are known to a cork well for staffand customers alike. There-is no reason 

to delay acceptance. 

The sooner. Putt acceptance .is achieved the better since non-recourse ftnding depends 

on it. 

7. Pricing Arranc~em ¢Q.h 

Given the BA's desire to get away from the use of the Payment Card as soon as 

possible, and the need for prices to bear some of the burden of the increased costs. 

ICL have proposed that tit i contracted prices set in May,1996 should rise in line with 

Inflation throughout the c mtract period. This effectively offers the sponsors a fixed 

price contract in real term:. 

It would be possible to co istruct a payment mechanism for BA based upon an annual 

fee structure, agreed in ad ranee, and based upon, BA's best vices of volumes and their 

ACT migration plan. Thi t would provide some flexibility to the BA in the speed and 

choice of benefits to mign ae to the Payment Card, prior to the final migration to ACT. 

it would also provide ICL Pathway with a predictable revenue stream. 

We see the arrangements or POCL continuing as at present with the only key change 

being that the banking v ,lames are underwritten at 90% of best forecast volumes. 

This reflects the fact thet achievement of such business rests exclusively with the 

business drive within P0' L. 

Comt nereiai in Confidence and without Prejudice 3 
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8. i&mrrr ry and 
riot sfepi 

So far Graham Corbett aid the sponsors have based their positions on ICL's 
acceptance of writing-off its past expenditure as a loss. Moreover, gives th; risks, the 

prospects of profits in the f nitre appear dim.. This is unacceptable in principle for a 

t . PEI contract and it would make it impossible to secure the financing necessary to 

complete the programme. I Ve submit that ministers now need to agree a framework 

which would make reatruct tying of this PFI contract a reasonable deal for ICL and 

give Graham Corbett or sotr a senior government representative a mandate to settle the 

problems fast on a fair basis

Richard Christou 
13 s̀ October 1998 
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ICL PATHWAY - 

ICL have no wish to.cut a':ross Graham Corbett's efforts to promote a solution to the problems-in the•BA/POCL programme. We will therefore concentrate 
exclusively on the ICL pr. posal for the Post Office to take an equity stakc in 
ICL Pathway. Though it could .provide the key to unlock the programme's 
problems, the proposal has merits in its own right.

• ICL is not aware of the Sc .-retary of State's drinking on the future of the Post 
Office. • But whatever'the 'jutcomo of his review, it seems to us that the Post 
Office and Post Office OJuntars Ltd (POCL) In particular, will need to be 
enabled to operate as a modern, entrepreneurial, camtnercial business if•its 
long-term future is to-be as aired. 

• Because the ICL Pathway ! ystem has been designed with Smart Cards in mind, 
it can be developed to setre the Government's needs for more user-friendly 
and cost-effective dealing with the citizen. If the Post Office has a major 
equity stake in ICL Pathwi y, it will be bettor placed to help in this process as 
well as being able to iticn ase its earnings, assuring the future of the POCL 
countrywide network. 

• POCL needs a world-class 1T system for many of its operations_ ICL pathway 
could help to re-engineer i s business processes to make it more competitive. 
ICL would be ready to ct ntribute Its own skills itt this field, into the joint 
venture_ 

• POCL and ICL working ti 'gether would make a powerful team which could 
exploit other new commercial opportunities, including retail banking and 
export initiatives for postal Systems. 

+ ICL believes that during tr a 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 Office would but 50% (less one) of the 
shares; and would, of cour.c a, welcome Post Office representation on its board; 
and would be open to pi oposals for changes in management structure or 
ownership thereafter_ 

• .ICL wishes to take it as an assumption that the present negotiations will 
succeed, But it needs to pint out that the consequences of failure would leave 
POCL very exposed, witho it a modern IT Infrastructure. 

Sir Michael Butler 
9'b October 1998 

ii ial is Confidence and Without Prejudice 
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Management Summary - Key programme Risks 

Risk (Points of Impact on Programme Probability of Management Action in place (14/Ip/gg issue' Version 4, occurrence as at u d 711019131 _ 1411019a 
P ate in Ilatics) 

ro
0 

N 

Cti 
1 Speed of acceptance 

process (4, 7a, 7b) 
Failure to complete acceptance in planned Very high 
timescales could cause one or more of the 

Parties urgently reviewing: 
parties to resort to legal action and program potential to accelerate agreement of 
could stop at end '98 or before test specifications (agreement 

raawitsu on an earlier date) 
• the process for making acceptance 

decision (work str71 in progress on 
defafedplan contingency now 
planned into overall Testing time 
scales) 

• the consequences of making 
decisions (being dealt myh in 
commercial stream) 

2 Status of plans for 
NR21-(6) 

Delay to commencement of go live for Medium 
NR2~ with knock on impacts to multi- 

IIPO reviewing current earlylbest 
henefrt card roll-out, specifically to the 
number of cards and outlets

•  

caselworst case forecasts for NR2+ 
live (currently 2812100,1714100 and go 

3!7100) : final view by 13110198 
• Work still in process but there is crow 

confrrmation that the r+vrst case date for 
completion ofRAB forNR2+Is 3'¢July 
2000 tafong + to account all key 
& nandAnr•inn 

Version1.Odober15,1955 
rer•eah1592 

u 



Risk ('Points of Impact on Programme Probability of 
issue' Version 4, occurrence as at 
7110198) 14110198 

3 Service Management Risk that NRO (NR2) will be delayed if Medium: 
(2a, 2b) POOL SM not ready 

4 Consistent and Mainly impacts speed of testing and Low 
complete technical acceptance process 
design for key 
products (1) 

5 scaleability of Unforeseen problems as roll-out proceeds Low 
Pathway design (3) 
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Management Action In place (14/10198 
update in italics) 

POOL reviewing Service Management
plans to identify contingency plans that 
take SM off critical path for NRO 
(NR2) POOL have de-risked NRO /A(P 91
dependency on service management by 
proposing an aliemative Interim 
arrangement based on existing 
capability, with full support centre 
coming on-line later (target Q4/;19.) 
Also E2E review of service management 
is planned. 

Urgent action by HPO to ensure 
sponsors have uniform view of testing 
process (Plans now fa place) 

Urgent action by HPO to ensure 
sponsors have uniform view of Pathwa 
design (Management briefing convene 
by Pathway on f5"Ocf to brief soon so, 

I

O 

VCriioni tobef 15.198 
ref: ealli 592 

■ 
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Horizon Critical Path Plan - Revised at 13th October 1998 
1I CAPS 4.0 

Interface 
1498 1r 1999 CAPS it POCL latcrfzccs 2040 r  Change (314) I 

12110 30111 29/1 
(OP-TIP,LFS&RAPS) 4. I

Confirm Complete Y 2811 1114 IDevelopment and Testing est ( ) 
I4110 Design Design I 2411 RAB 

r 
Model Office j..... 

3 NR2+ 
I

I Joint testing Rollou .. 

I

t I 

C 

Interface Card Rollout 
I APS 3,5 Test ring Proof of 

Beyond 

b 

Ub Concept 
4000Offices I 

r 1I 1112 12/4 1319 
AI12? multi ptnnrfit Pre-Proving I Model Office (JSIISIRP) 1 LiveTdil _ • sl_ - _ _ CATI}

24 weeks 1 24 weeks ROLLOUT 
., CAPS 1419 T
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1 1 On-Line
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0o l(. NR2 Single Benefit 1 - BES 100+ 
1Fall ack Offrccs Report - 

I 3(8  14112 1/3 S!4 &Accept 1618
MigrStioe I Model Office Rehearsals/ E2E MOT to RAD t Observe I I7wk I NRO{POCL/ChB) OFFICE Nov.

NR2 6 wlrs 5 wks S wks 4 wks 11 weeks 5 wks 3 wks 10 wks 4 wk s ROLLOUT 2004 I 

Y ~_ = 1a. System 
Live Trirrl I 

t 
I i)C11YeTy Frame relay 
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IC Service 1`• 
Pathway Service Management IC Pathway Servic¢janagementNR2 

Management Planning Develop Interim Develop Full POCL Support (Glasgow) New Site 38!10 (4 Qtr) 
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