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Datc' 13 Novembcr 1998 '

6 " ‘
; ) Copxcs HMT Adam bhaqﬂcs ,
‘ : . Adrian Montague
~ Joseph Halligan
' Ross Newby
David Sibbick DTI
Jonathon Evans POCL
Geoff Mulgan No.10
Jeremy Crump CITU -
George McCorkell BA Proj Du
, : Paul Rich POCL.
3 C e : Iamish Sandison Bird & Bltd
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BA/POCL AUTOMIATION PROIECT: TOWARDS AN INTER-MINISTERIAL
- DECISION i ,

1 In prepmﬁd it for the Tnter-Ministerial meeting on Tuesday, and as agreed at the last
- Working Grdi ip meeling, it is importanr that we do not concentrate on an analysis of
~ . the ICL pro Sosals at the expense of giving Ministers the opportunity. to consxder
whether .llej ‘still wish to continue with an option around the project "as is", or
whether nouf is the time to pull the plug and open discussions with ICL ﬂﬂxer axound _
an alternative: option or a nex,otiated termmauon ’

2. T attach 2 note of some of the main issucs that: I behcvc thc Working Group should
‘ put to Minisfers, which do not naturally fall out of the cvaluauon process we have -
-been folluwlug

3.© ' Turning 1o the ICL proposals lhcmselves, haviog had the benefit of altendmg the
presentation ’ihey gave yesterday, I am quite clear that the proposals taken together
do not prescnt a sufficiently significant move on ICL’s point 1o meet Ministers®
original criterion for the discussions - to find a commercial "deal” acceptable to
_Govemmcnt, The analysis that DTI/POCL has put to you completely ignores the
transfer of rigk that underlies the ICL proposals - Government/public sector parties
being asked go underwrite not only the new loans but the ones that alrcady exist;
guaranteed payment to ICL, with scant regard to the level of performance; significant
pncc mcrcastp payment in advance; acceptance of the project before it is fully trialed
in'any systetnatic form: by any token this is a complete re-write of the contract
which was o“ngma.lly Ict; certainly changes the ongmal PFI concept of transfercing
‘some risk to me privare sector; re-draws the project in terms of the contractual basis,
the spec:hcat]on, the funding now put at £600 million over the life of the project for
ICL of which £480 million is 1o be underwritten by the public sector sponsors. In
pracucal .crms, to close the deal as David Sibbick says, Government needs to commit

1
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{ RESTRICTED - COMMERCIAL & POLICY
a further £120) million and more - for the privilege of allowing ICL to continue with

* the projeit, and possibly glean some future henefit from “the goldcn cloud™ which

hovers over the partncrshxp agn:cmcnts with POCL.

Apgainst this l)ackdmp. you should be aware that. DSS/BA cannot see the case for
Government tontinning negotiations on Option 1. Ta do so, in effect, will tie us in-
until 11 Deciémber (see Jonathon Evans’® paper - and I agree, if we are to cmbark on
a fusther cound, we will need somethmg like his suggested timetable even 1o get so-
far as Heads.of Agreement); we will, in effect, have authorised Government (o spend
another £40 miflion on the project since Ministers first aimed to make a decision on
this in July; the further we Lo down this route, obviausly the more difficult it is to

pull out - we are copunitting more and more to the project - for cxample, in
preparatiou for the introduction of the Card, DSS is now having to ¢embark on a huge
. amount of pieparatory work to organise the implementation (preparauon of forms,
- operational alr'mgcments eto) w}uch may or may not bc needed. l

I think it is 'dso worlh poiuting out that against this background, it is mcrcasmg!y

likely that we, will, after all, need a substantive Accounting Officer Direction, should . B
Ministers dcude that the project sbould continuc on anyunng rescmblmg thc terms

propased: by ICL.

It may also be worth making clear to Ministers that a decision to proceed will depend
on how el further funding POCL/DTUHMT are willing to commit: as you know,
DSS/BA have: nothing further 1o throw into the pot, beyond what they bave already
offered under the Corbett propomls :

Fmally, 1 am sending thtough to you some manuscript amendmems to the draft you
have Just senl me: paras 1-12 so far‘ the rest to follow.

MRS SARAH GRAHAM
PFD Special Poyjects -
Room 53§

g . selapplrovizsmii. 11
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BA/POCL. AU’('OMATION PROJECT: TOVVARDS AN INTER-I\'IH\IISTERIAL
.DELISION

“Aide-memoire“ r[issues that may have w:aped the formal evaluation process

1, The riski o :-contmumg with the nm;ect: :
l ‘ | :
. wkny %onld ICL performance 1mp1 ove dramattcally in the future over the
pust?: Apart from the well documented and continuing delays, ICL have -
dragged their feet every.step of the way, always looking to do less rather than
_ more gg. constant arguments about the security requirements for the BPC have
“orly recently been resolved, although these were central to the DSS business
ard pollcy ob_;ectwes for undertakKing the project at all. There is no cvidence
that ICL is makmg extra efforts to keep to committed milestones since they -
ware 'placed in breach of contract by both parties last November eg. the.
O:toter, 1998 milestone for the software required for delayed operational trial
11 months late) was not met. The whole tenor, of the discussions around the
- negotiations with Graham Corbett was to make lifc much casier for ICL than
. under the current contract: easing requirements, cutting corners etc; and this -
is furtiier reflccted in spades in the Jatest (9 November) proposals from ICL.
This cannot bode well for the future. Either the project is in the end going
"to cost much more thau is envisaged, to get the quality and timely product we
n«ed; or, just as likely, it will not be dchvcred on time or m rorality; or most
. hl.ely of au a mixture of both.

L mcomplete "mll out" to Post Offices: cven if ICL chts its commitment to'

' develop the system 10 an agreed timescale, it cannot - and has no confirmed
plans'- to meet certain isolated Post Offices which are too difficult and
expemnvc to "wire-up” wnh existinp solutions; it is arguable that these would

" be amongst those very offices that for "social™ reasons the Government would
wxsh o keep open, certainly fm- benefit. dchvcry, '

. ICL commitment to the pro;ect is hkdy to be reduced for the folfowing
- ma3in reasons: - . '

- m' their latest proposals, ICL are claiming they will be accepting a loss of
£100 million over the life of the project; certainly the project will not be
ea&mng -much, if any, profit for the organisation over its remaining life,
and. ig therefore unlikely teahshcally to corumand their best or- possibly

g ad'equatc Tesourees;

f-' n is mow undcrsmod by ICL that the BPC element of the projecr has no
life for Government aftcr contract completion; neither does it have any life
for ICL in terms of a wider product marketability; it is unreasonable to

1 ‘ ‘ . : s:\app\novimenl0.11

13/11 '98 14:15 TX/RX NO.2858 P.004 ||




POL00028635

POL00028635

(i 13 ROT ‘098 10: d?

=
|

cammiom o smacs cmy w ar

3.}

\

L

| 0SS B SPRCML BOIEST . ML R S/

" RESTRICTED - COMMERCIAL & POLICY

evpoct a high level of commitmcnt to a product with no future;

c&mﬂntmcnt of the pubhc sector parties: the Independent Pancl (which

reported in July) quite rightly recognised the difficulties inherent in a project
desigied around different and often mutually conﬂxctmg objectives; continuing
with the project merely cements these, and does not give an opportunity for.
the three partles to re-group -and re-commit in any significant way; if

anything, the different objectives of the two parties are naw cven more ﬁrm!)" '

cemented following this ycar long period of debate.

What are We. buvmg for the £5 billion that DSS will pe §pendmg,on the contracts

- with POCL and Pntl;wny until 2008? .

thie DS return on this mvestment will be up to £850 million m fraud savings,
p)ovmed the project is fully operational by 2002;

all opuons (with improvement in the sccunty of paper-hased methads in the
mtcrm:z) can provide this same Ievcl of fraud savings;

i
an edrlier move to a fully opcranonal ACT system wou[d see additional
aﬁmamstrauon savings of the order of £400 million a year being achieved;

- in effect, ﬂns could retease around £2-3 bilion over the next decade

(assumning DSS plans to move to full ACT over 3 years from 2000) which
Government could meke available 10 spcnd on fuudmg the Post Office and

- ICL dhvelopmems

sl basis, a large nuraber of Post Offié:e‘s whfch mighe otherwise close -

over and above the 6000 we understand are planned 1o close anyway under the

Pust Office Review assessment of the basis for a commercxauy viable network

- would be kept open;

. in addjtion, a mbrc transparent approach (ég ‘by giviog social grants to certain
DPost Qiffices that meet given criteria) could mean the Govemmcnt has some .

mﬂnénce over which offices close, and which stay open.

Wil gonpngmg with Option 1 really helg the Post Office aemﬁcantk more than
the; optmns" )

‘th- fol"M of the options camcd out by KPMG showed that none could give
" the Past Office a viable commercml future, which sustains ns current 19 000
ne1.w0rk

a vmblc Post Office network has to shrink, irrespective of whether Horizon
goes ahead or not (as confirmed by the Post Office review); ,

2 v ~ si\app\novimaml0. 11
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all tlmt option 1 docs is put off thc agony for a further 2-3 years compared
- with Frrangements under the current DSS/BA contract with the Post Ofﬁce'

! "
as shown above, there will be plenty of money from ACT admmxstranon
savings (once fully implemented) to cushion any cliff-hanger eﬁ'ect for the

Post Ofﬁce, as it moves to a new commercial future- ‘

- the only viable way forward for the Post Office to emerge so 'fm', is to:

o '
- actasan agent of Govemment semces, mch:dmg but not dependent on
bepeﬂt delivety, and adding in mformation and other - s¢mccs that
Gov:mmem may req\m'c, :
i
H
-i pl\'xde financial and bankmg services; and

N

l
the Pnst Ofﬁce under any option has a further two years at least of guaranteed

5 ted, but probnbiy marginal sewices, such as providing inwrancaetd:

: papcr -based Jevele of payment from the Beneﬁrs Agency and sccompanied

fundmg,

it cou)'d use tbat fime to use and plan more sw;fdy for sunple bankmg mmally
follovjed by more sophxstxcated services in the longer term.

’Wlmt wi(l cxgntinuing with the Droicct t&g}ly do for ICL?

BUT

if a selution acceptable to the Government and. the taxpayer is fouad it will not

give TICL what is normally understood to be a commcrcial rate of remrn,
ccrtamly aver thelife of the project (under their proposals of 9 November,
they dre accepting a Ioss of £100 million);

pxo‘n:l!cd the project is delivered (and that is quesnonable see above) it could :
help ICL market itself as a-successful deliveret of lacpe | buswm sys(ztnb, "

there.].ére better ways_ that ICL could do- that eg. by delivering an adapted
Horizon automation programme, with a banking facility instead of the
"besppke” BPC element: this should surcly be attractive to ICL:

- 'there must be significant sav:ngs to ICL in removing the BPC elements:
it! 1s relatwely cheap to install (around £20 million) and there will be
S'wmgs in the service requirements for Card opemnon (eg. provision of
nei\v Cards; He]p Desk Serv:ce.e etc)

g ‘ " st\applnovimem10.11
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- Js? -simpler and I'azmlmr to ICL - they have dchvcred 51m1|ar systcms
t .succes;fmly eg. for First Direct; and i

- s poten‘ually, n 1tse1f a marketable product glabally - we understand that
,Post Office systems wnrldwnde are movmg (] bankmg—bascd IT/business
sn]uuons* ' : T ;

R IC‘L could work much more overtly cIosely with Govemmcnt in dchvermg its

y fnture; programmme, rather than the past programme of a previous
adm%ismuon

How wil ca;tmumg with Ognon 1 further the Govomment agenda?

In practice ié may put off the Introduction of AC‘I‘ for longer rhan is theoretically
being plaaneg: it may be difficult to change payment arrangements for the 15 million
or so pcople &urrently paid by Order Books and Giros, and shortly after that expect

them to 1hovg to an ACT-bascd/banked system; sunilaﬂy we would be asking Post .

Office and their staff to undcrtake 2 ma;or changcs in therr busmcss in a relatively -

- short per od

Will not :urtfter the Govcmmcm’s agcnch in terms of opening up “access 10 banmng"

for all - c-\xrr“nﬁy under discussion within the Socizt Exclusion 'Unit, from which it .

is evident tlzat. without a major move to ACT, other measures are marginal - or
worse, sc-c:any divisive lavolving "poor people’s banking";

The: BPC in nsclf is pomnually socxally divisive, markmg out often poorer
beneficiar 1es']from the rest of the popu!ation, ~ ,

Snmlarly it WJII prolong the situation: tecogmsed by the Chancellor and his p!ans for

- WFIC, that*there ts a distinet difference between the bencfit cconomy - cash based -

and the ‘world of work associated with payment into bapk account, with the access

' this hnnl,s to ‘other finaneial services, payment by direct debit (and consequent

savmgs i bills for utilities); and arguably losing the opportunities offered by maving
to a bankingsbased system, to help support a sense of personal responsibility - a

“"hand-up.” rither than a “hand-out" - that this, Government is scekmg to mculcme in -

its approach,Fo welfare provision.

How wﬂ_’( _tZ_lgg Gover_nmggt he |udged for itg handlmg of this project?

i

- In five vcxuls time - ‘or easlier| - Goverament could easily be judged. to have

rewarded a filled PFI project (and in the shorter term it may find itself under attack

from Am(crs}.-.n Consulung who have been given, & very defcrcnt paclmge on NIRS |

;. _ y

In the slmrt lerm f.he PAC have commzsswned an NAO VEM study quch will start.

,:‘ : . 4 ‘ ' : slnpplnovbwmlo 12
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imniedialely?:Mmisters’ reach their decision on 2. ronte forward; this will certainly
pore oves of) the detailed VFM analysis undertaken by the Working Group(s) and
KPMG and fibwever a decision to continue is justified in broader Government terms,

will raise many difficult issues for Ministers about the BPC angle - which already -
- presents such difficulties in VEM (erms, that the Chief Exccutive of thc Benefits

Agency {CE/BA) has required a formal Direction from his Secretary of State to
continue with the praject while a decision is being taken; . :

Ministers will need to give a very clear justification for continuing with the project,

- in order o ayoid the need for a further substantive Direction to the CE/BA (DSS are

_ drawing up an example of the sort of statement that would be required, for Ministers

" to consider af their meeting on 17 November); without such cover, the PAC probing

- of the issues; will be even more difficult: they have a duty ta explore ail the
.. background (lb the igsue of a formal Ministerial Direction;

There will b% a complete lack of evidence of "joined-up" Government:
1 i b : g
§

as the victimof ICL, as it fumbles for a strategic way forward on either front.

What maf sezm the "safe" way forward now to continue with the project at all costs

(quite literaly!), will not 1ook such a comfortable decision in five years time.
- - e

uld be accused of a lack _of clear of strategy around cither the famre .
~ . of the Post q_fﬁce network, or of benefit delivery - Government could casily be seen

i

' 3

Sarah Graham !
DSS/PFD Sp Proj :

13/11/98 :

"l

%

i

1
3
1
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e/ same time fall-back oplions‘were prepared to provide a basis for

Resﬁﬁv.téd -policy and mmtﬁeté‘x‘ai
 DRAFT QUTLINE

* gemen e

BA/POCL AUTOMATION: UPDATE REPORT] - -

Background .

The BA,'POCL aulomation project (known as "Honzon") has been under
review sinca the cantractar, ICL Pathway, was placed {ormally In Greach of contract
after a kay conlractual milestone was missed. The project is now? er two years
tate. An Inter-degartmental report to Ministars (July 1988) and an H
Unit report for the Chief Secretary (Seplember 1998) considered Ihe options for

greed that the partles to the contract would be given one month o establish
tether a comme(c\arm%oc nraceeding with the canteact coulg be:faund. At the

dging whether the
outeame ot the negatiatians oftered the best value far menay tac the fublic seclar as
a whaole. A report was presemed to Mlnls!ers on this work on 23 October_

2. Fouowmg rece;p: of this report the Chlef Secretary wrole touCL s!anng thathe

and tis Ministerial colleagues were prepared to agree to thel cequiest for 4 petiad of
two weeks for them to make progress Jn thelr discussions with theiPost Office 10
develop a public/private paxmctsh\p (letler ta Kelth Todd ot 30 Ocfghar). This was on

oondmon that: {{( d
: t
. non binding “Heads of Agreement” for the proposal, agreedr w:fh the Post
Oﬁme viere \'ece(\xed no (e&er thaa Monday @ Navembher:
" me proposa\ was based on a cealistic buginess case mvulu\ug na exqliclt or
" implicit guarantees or commnments on the pan of fhe pubm”: sactor for future
additional business: r o : Iﬁ ,
. " that ICL and the PO SE\'\OUa\\] considered the case for m\mlvl\'\g a third pasty

with wider retail experience In the partnarship - or otherwis# demonstrated
how the necesgary skills would be acquired. , ;

3. Wa have now received ICL/PO's proposal far the pannershsp, .u;teed with

Post Offlce Counters. ICL have also provided 3 addilional papers addressing
commercial, comractual and financing issues. Msmster‘(s must naw: dec(de
(g

. whether the padnership proposal meets the ct({ena set oul in the CST's latter
of 30 October :
. whether ICL's propasal on this and ‘zh'e wider deal represenrfs sufficient

‘movement to be a constmctwe basis for further (time-timited) discussions with
~ the public sector;

= whether further discussions are lkely to deliver a deal whic}') rapresents value

1
5
A

E)

W

MT/No. 10 Palicy

aking the objectives at the praject {onward. Fallowing a Ministetial discussion, R was -
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tor maney when compared to the fallbaak optians, takmg mlo er:count the
nsks and tewards of each oplmn. \;

‘4. However hefore pmmdmg an assessment of ICL's proposa{s itis worth bnaﬂy
revisiting the reasons why a dec/s:on an a way forward is urgentlyf'recuued

— ..,.-';;_,.,-,....... .

; ‘_Ob}ect:ves ot the Horizan pra;ect : S W (R

‘5.‘ Honzan was mmated in 1993 with the alm of:

L e
. 4% . . (ﬁ _:‘.((_‘V_
s F Y om prOvidmg a more securc and efficient way of paying benest v;a-ﬂ‘fve
v . v -~
. providing DSS/BA with the means to accaunt quy for rhe}r AT o U/' A
expes\dnure. ; (ff ) ; o ¥
«  austomating PO counters, to make currant buainess more eiﬁc\«ant andhelp J
- them to win new business; , " : - WL RPN
) ' /@f) i A e
e elpln ’to/ aintain the natio ide nelwor nue o —

Iy praoviding ecure s ;
_pr‘" {rom POCL 3 biggpedt customer vl i s Ry
Vo it bt - :Zom’w ®

e "} 3. °W Againat the background of severe delays (o the project (a&‘ bu\ed to \CL
Pathway) Ministers became very carncerned that there was a sertaus risk that tha
Horizon project woukd {afl to defiver 1o oblectives - or wou\d not de so in atimescale

~ that wauld make it warthwhile to groceed, l

7. These cancerns have prompted & number of lmer-depanmgntdt teviews of -

“the project and possibie alternative options. These reviews have Jrovided an

opportunity for Ministers to revisit and update the gmremmem & hry ahjectives far

the Horizon projest. The key goa\@ T A B iupm AVETSN !;‘h/o ¢.s(uuf

. to pay social securily benefits in away \hatis ascheap; efiicien, frand iree '
and canvenient as passible, cansistent with plans for welface reform;
WoAp  Supponts” ]‘
- 10 a nationwide netwark of past offices in on:fer to bratect (he (- ( . WS }‘
accessibility of(Se ew‘&c-@mv\ded actoss PO coumers; 4
\.
s Sk \&\,9 irprove de\wery of existing and new government semczs and \monnauon , % .
more generally 1aking full advantage of new technolagy. % - '
(.‘ ARAALANLA L 1y Oleataps TN (34 s VBN I y . 4
- to improve access to basic financial services, including ba Ing services, for
- poorer members of the commumly and the socially exc\uda

ediea, Beme o ememe

. 10 malatain a thuiving T scctor in the UK, in which {CLis a’ f«ey p\ayer while
‘ ensurlng that rlsks transferred through PFI projects do not ;.*nd up wnh ‘the

e s
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' tax ayer,” e e R
o (éﬁe;u-d‘}a@w = 7&(’4'(._ b%»t (.JA/J—U v £ ‘éﬂ?"wx—
B.  Decisions on whether to proceed with the contract or to mave ito an
endgame on the basis of ICL's failure to del:vcr need 1o be setin tﬁe context of
these objectives. _ : ‘;
3 M
Assessment of the ICL pmposal r ' - 'f‘x

B Under cover of Keith Todd's letter to CST of 9 Nov, ICL sulzmlt‘ed four
papers. One meets the CST's request for non-binding heads of agreement ona
publicfprivate pannership with. POCL for further joint exploitation of Horizan, and Is

4 also signed by POCL, subject to agreement with ICL on the wider‘ ormercial issues
o left outstanding. The other three are from [CL. alone. , '('f

10 The partnersh(p heads of aqreement while qgiving no guarante 25 01
commnlmems aboul levels of fulure buemess. envisage

3

. a joint marketing executive to seek out and develop hew buslness {o
be wransacted over Horizan;
' e a single tender arrangement with ICL for certam spe';lr ied areas of
- , work, subiject to value for maney- and procurementq ns;deratlons. and
* . the possibility of mvolvmg a further partner with fi na&niai retail
’ experlence ’ . P ) f' M ,NWW
E ' i
The heads of agreement are, in the Post Office's v:e;vgsenslble ay fo ardon  \
" which could be built a valuable partnership with ICL have ndfestimates yet of

~ how much value might he added for POCL.] (A preliminary estimale of the added
value to POCL of the parnership is ...) Subject to HM Governmen( consent and

- satistying various leqal; regulatary and contractual constraints, PACL and ICL would -
wish lo wark towards a binding agreement by the end of lhe year';'} ;

11,  Taking the Heads of Agreemenr together with the other thraa papers the
proposal is an attempt by iCL to reduce its tisk, making the project more secure and
hence more auractive to sources of limited recourse finance. ICL x -aecepteda
loss af £75-100m on reasonable central assumptians. I hapes, t gugh the furlher
exploitation of the system with POCL, to recover some or all of th loss (though we
tiave no flguree] ; ) A :

12, Key componems of tCL's prapasal are:

increased prices, and inflation risk t(ansferred back ta sponsars
groator guaranteed volumes across lhe system , wsf~c

3 contingency Tund Zerincentivise thae delivary of thei ro;ect to tlmetahle
payments in advance, rather than in arrears 1| ,

a revlsed acceptance process Gn.uu.wnh..cuuam-me«ee} whxch
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