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ME MORANDUM 

1 eg l ' Privileged &- ̀ ern d tttY ai 

TO: George McCorhell, BA 

CC: Joe Ashton, PO Legal Servicc3 

Jonathan Evans, POCL 
Sarah Graham, DSS 
Maarilynne Morgan DSS 

Pau' Rich, POCL 
Jeff Triggs, Slaughter and May 

FROM: Hamish Sandison and Hazel Grant, Bird & Bird 

DATE: j 1 November 1998 

RE:- The ICI. Proposal Dated 9 November- Key Points 

-----------------

BACKGROUND - 

I. 

f • f f ■ •R. • 

(1) How far the ICL Proposal departs from the current contracts with 

Pathway ("the Related Agreements"); 

(2) How far the ICL Proposal departs from the proposal tabled by Graham 

Corbett on 11 October 1998 at the end of the first round of discussions 

between ICL, BA and POCL ("the Corbett Proposal"); and 

I K WiBPOCL'O1\MEMO\MCCOR EL r,402 
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(3) How far the ICL Proposal departs from best practice in government 

contracts ns we see it. including where relevant the guidance issued by 

the Treasury Taskforce oti Standardisation of PF.t Conrrrrcts: 

Taskforce  Gtädwgce art Project Agreements (draft dated 17 September 

1995) ('`the Taskforce Guidance"). 

We do not express any view on the acceptability or otherwise of the .[CL Proposal to 

either of the public sector panics. 

2. In the time available, we have not been able to provide a detailed analysis of 

the ICL Proposal. We are currently working on such an analysis. This Memorandum 

represents ahigh level summary of the key points. 

"a. After commenting beefy on Keith. Todd's covering letter, we address the four 

documents attached to his letter, in the same order they were attached, as follows: 

(1) The "Heads of Agreement" for a public/private partnership between 

Pathway and POCL; 

(2) The "Pathway Funding paver describing the changes they say are 

needed by Pathway to enable them to raise finance for the completion 

of the project; 

• r r ■r r rr 4 ,k 

■ r 1 f 4 

() The "Commercial and Contractual Proposals" paper which lists all the 

issues which Pathway consider have to be resolved now in ordcr for 

the project to move quickly ahead to completion. 

We note that this is not necessarily their order ofimportance for the public sector 

2 .:taNBPocs ioottwe.NiO MCCORKELMO2 
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parties. 

4. By agreement with BA and POCL. we are submitting this Memorandum in 

draft form for comment by both public sector parties prior to any wider circulation 

within government. It represents our own views, and not necessarily those of either 

BA or POCL. 

, We note Keith Todd's proposed date of"no later than 31 December 1998" for 

the legal and contractual work to be done before "completion." We presume that 

"completion" means signature of any agreed amendments to the Related Agreements 

to implement the ICL Proposal. The significance of this is that, in effect, Ministers 

would not be in a position to know whether agreement had been reached or not on the 

ICL Proposal until that date, We express no view on whether this timetable can be 

achieved or improved, although we certainly agree that the legal and contractual work 

implied by the ICL Proposal in the context of the Related Agreements is likely to be 

highly complex and extremely time consuming. 

6. We draw attention to Keith Todd's request to let him know with whom he 

should work on behalf of the public sector. This suggests - and we think this is 

sensible - that. if Ministers wish to take up Keith Todd's invitation to hold further 

negotiations, then they will need to include in their initial response to the ICL 

Proposal some indication of their preferred approach to the negotiating process and 

their proposed membership of a negotiating team on the public sector side. 

7. We have no further comments on Keith Todd's covering letter at this stage. 

IThIADS OF AGIU EMENT 

8. 'The Heads of Agreement have been signed on behalf of ICL, Pathway and 

POCL, but are stated to be nen-binding (with the exception of a standarrd 

3 sunn?[7cI oI\.MEMoMCCCRIELMe2 
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confidentiality provision in Clause 6). In particular, we note that the Heads of 

Agreement are stated to be °`subject to H M Government consent (including any 

requirements of the DTI)..°: any relevant legal and regulatory constraints (including 

competition and public procurement issues), consideration of their impact on existing 

contractual relationships with the Post Office or POCL and any relevant limitations 

on the Post Offices's powers" (paragraph 5.1), and "a satisfactory resolution of all of 

the issues arising as part of [the Corbett) discussions (including arry issues arising 

with the Department of Social Security)" (paragraph 5.2). If these conditions are not 

met by 31 December I998, the Heads of Agreement will lapse✓, underscoring the 

importance of the ("completion" date of 31 December 1998 mentioned in Keith Todd's 

cover letter. 

9. For these reasons, we have nor reviewed the ,Heads of Agreement in depth. 

Overall, however, they do not appear to contain any financial proposals which, on 

their own, would serve to bridge the financial gap between Pathway and POCL which 

existed at the end of the first round of the Corbert discussions. It seems clear 

therefore that, if this gap is to be bridged, it must be bridged by other elements of the 

ICL Proposal which arc in addition to the proposed public/private partnership 

envisaged by the Heads of Agreement. 

Introduction 

10. The Pathway Funding Paper sets out the changes to the Related Agreements 

which Keith Todd says are needed to enable Pathway to raise finance for the 

completion of the project. Pathways proposals draw heavily, oa the Taskforce 

Guidance. However, as Pathway notes. and as the Treasury itself has acknowledged. 

the Taskforce Guidance is "more suited to accommodation rather than information 

technology projects" (paragraph 1.1). Accordingly, it will be important in our view 

for the public sector parties not to assume that suggestions contained in the Taskforce 

Guidance are appropriate for the BA/POCL automation project. In particular, they 

4 tvtuta'octwan~,radamwaceoa Uio2 
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will wish to Take account of comments on. the Taskforcc Guidance made by CCTA, 

the Government's IT advisory agency. (As you know. Bird & Bird are legal advisers 

to CCTA, and we will be happy to facilitate a read across from the CCTA view of 

best practice in IT contracts to The Treasury Guidance where appropriate.) 

11. In its introduction, the Pathway Funding Paper also refers to the proposed 

restructuring of the ICUBAIPOCL, relationships to establish a single interface 

between Pathway and POCL, as described in greater detail in the Contractual and 

Commercial Proposals paper (see paragraph 37 below). In doing so, ICL asserts that 

this revised structure is ̀ more likely to facilitate raising additional finance from 

lenders" (paragraph 1.2). This is obviously nor a subject addressed in the Taskfarce 

Guidance, and need not be accepted at face value. While in principle it must be right 

that fenders will prefer a simpler contract structure, we suspect that they will favour 

whichever structure is best suited to secure successful completion of the project to the 

mutual satisfaction of all the parties involved, includirtglCL, BA and POCL. 

Accordingly, we suggest that ICL's proposed contract structure should be evaluated 

on its merits, and not simply on its asserted attractiveness to ICL's lenders. 

Acceptance Regime 

12. If tezmination occurs on acceptance, presumably because Pathway has failed 

acceptance, Pathway propose that POCL should pay termination payments and 

guaranteed volume payments (see paragraph 2). It is not clear to us what the 

guaranteed volume payments would be in a scenario where acceptance had not been 

achieved. The reference to termination payments is also unclear, since pazaaph 6.2 

(ii) states that no compensation will be payable prior to the start of national rall-out in 

the event of Pathway default. 

13. Although not expressly stated in the Pathway Funding Paper, the relaxation of 

acceptance procedures, criteria and remedies proposed in the Acceptance paper are 

clearly a key element of ICL's proposals for enhancing the fundability of the project, 

and the Pathway Funding Paper needs to be read in conjunction with the Acceptance 

5 
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paper. If Pathway's proposals on acceptance are not agreed, it is unclear whether the 

proposals contained in the Pathway Funding Paper will be considered sufficient on 

their own to raise enough finance to complete the project. 

Termination by POCL 

15. POCL's termination rights would also be subject to the step-in rights of 

Pathway's lenders (see paragraphs 3.S and 10). Under'a so-called "Direct 

Agreement" between the lenders and POCL, the lenders would be allowed to step in 

and take over Pathway's obligations or to appoint a substitute entity to replace 

Pathway. Although such step-in rights are endorsed by the Taskforce Guidance, it 

may be questioned whether they are appropriate in complex IT services contracts and 

whether it is realistic to suppose that a lender could step in and takeover the services. 

16. Unlike the present Related Agreements, which do not give Pathway any rights 

of termination (with the minor exception of a breach of ]PR licence agreements}, 

Pathway propose that they should be entitled to terminate in a number of 

circumstances, including non-payment of charges in excess of£250,000 and .force 

12/11 '98 17:59 TX/RX NO.2846 P.007 
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majeure Tasting for a specified period of time. This change is in line with the 

Tasltarce Guidance, but is contrary to existing government contracting practice, and 

the public sector parties must ask themselves whether they are prepared to place the 

performance of statutory functions at risk of termination in this way. 

1 ! 
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Change Control 

19. Pathway propose a new regime fbr change control (see paragraph 7.1). 

Curiously, they propose that changes should no longer be permitted "without their 

consent." which is no different from the present position under the Related 

Agreements. Apparently, regardless of who proposed the change. PatheXay expect 

POCL to meet the cost of implementing the change ifPathway could not finance the 

change themselves after having used reasonable endeavours to obtain funding. Under 

these circumstances, POCL would be expected both to fund any capital expenditure 

by making a lump sum payment to Pathway, and also to fund any increase in 

Pathway's operating costs by an increase in the charges. if Pathway-were able to 

meet the cost of the change, the guaranteed volume payments would still have to 

increase in order to repay Pathway's indebtedness in full. This is broadly in line with 

Task force Guidance, although the Task-force make clear that the customer should 

have the right to market test the supplier's changes and should not be required to 

proceed with a change if the charges for it are unacceptable. 

Change in Law 

20. Pathway propose a new regime for changes in law. Where the change is a 

"discriminatory change", POCL would be required to indemnify Pathway's costs (see 

paragraph 8.1). A "discriminatory change" is defined as any change in law 

discriminating against the project. against Pathway or against PFI suppliers generally, 

and includes any legislation affecting the operation of post offices or the payment of 

benelits. This approach is broadly in line with the Taskforce Guidance, but is more 

onerous than the present Related Agreements, which call for a negotiated adjustment 

in prices, but not an indemnity against costs for chance in law_ By contrast, the 

indemnity proposed by Pathway would require payment by POCL of a lump sum 

equal to the cost incurred (see paragraph 9.3). 

8 V;v DPoCLN.00rt uoiCCORKELMO2 
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Farce Majeure and other Relief from Liability 

4. N ♦+r i 

I.Jjo4L

t s • i. r r 

Lenders' Security 

22. Pathway propose that their lenders should have first security over project 

assets and Pathway's rights. In the event of Pathway's insolvency or loan default, this 

proposal would defeat POCL's rights under the present Related Ag.eements to buy 

back the project infrastructure, and would pose a threat to the continuity of service 

which this buy-back option is intended to assure. 

Dispute Resolution 

9 tcfB I3POCL UOI\MEMowrcco tog 



POL00031119 
POL00031119 

-I )-1 _: =C5 : e:Ct 70 m '73$1  P. 9 •^ 

24. Pathway proposes a commercial dispute resolution procedure which would be 

separate from and additional to the expert determination procedure proposed for 

technical disputes under their Acceptance paper (see paragraph t3. l). The proposed 

commercial dispute resolution procedure is broadly in line with the Taskforcc 

Guidance, but it is not clear how far it would prevent POCL from resorting to the 

courts to resolve commercial disputes, which is allowed under the present Related 

Ag.~.reements. 

abl e' + • f •o : +1 f f . •• (. 

Interest on late payments 

26. In line with Taskforcc Guidance, Pathway propose that POCL should pay 

interest on any late payment. ' However, unlike the Taskforce Guidance, they propose 

that the rate ofinterest should be the equivalent of the default rate specified in their 

lenders' funding agreements. This is likely to be much higher than the rate of interest 

normally payable in IT services contracts. 

27. Pathway propose unspecified changes in the present provisions for 

"performance deductions", by which they presumably refer to service credits for non-

conforming services (see paragraph 16). They want "an objective regime" for 

10 aaranBPOCL ILII MO\MccoRKa—. 'O2 
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calculating performance deductions, and a cumulative cap on the deductions 

available. 

Transfer/Change of Status by POCL 

Fraud Risk 

30. Pathway propose wide chan®es to the acceptance procedures. Broadly, this 

would result in final acceptance occurring before live trial. 

ST a 

to . • • . •• • • • ! • aR' ! 
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32. Once live trial has commenced. the Authorities would only have a right of 

termination in the event that Pathway failed to meet the acceptance criteria after a 6 

month extension period, and only if that failure is due to the exclusive default of 

Pathway. As a result of these changes, the. public sector parties would .find it almost 

impossible to terminate due to failure to achieve acceptance. once the live trial had 

been completed. This is because it would be almost impossible to prove that failure 

to achieve acceptance was due to the exclusive default of Pathways 

33. In effect, the public sector parties will be requited to accept the services before 

they have been trialled"in the field." A further complication is that it is not clear 

whether the acceptance procedures would simply relate to NR2 for single benefits, in 

which case the services would not be tested for multi-benefits before the termination 

Tights were lost. 

34. Pathway propose that the criteria for termination should also be amended. The 

effect of their proposal is that up to nine acceptance incidents could occur in each of 

the 23 test streams and the termination rights would still not arise. The relevant

acceptance incidents would be category A or B, both of which have a significant 

effect on business. 

35. Pathway propose that they should self-certify readiness ofreleases after 

36. Pathway propose that any disputes relating to acceptance be automatically 

resolved by an expert. This is an amendment to the present procedure, which requires 

the agreement of the parties to use an expert determination procedure. 

rte . 13 2 
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elements (see paragraph 1.1): 

first, there are the amendments proposed by Pathway to reflect the original 

Corbett Proposal tabled on 11 October 1998 at the end of the fist round of 

discussions between Pathway, BA and POCL; 

second, there are amendments proposed by Pathway to reflect the latest ICL 

Proposal. 

11.:. . .1 r . ! • • M + 1. .• •. .1 

Amendments to reflect Corbett Proposal 

• r -I . • • + • + 

• e t u s • • s +r• 

•, 

Amendments to reflect the ICL Proposal 

R. 24/2:r 

39. Under this heading (see paragraph 3.1), Pathway propose twelve amcnthncnts 

as follows: 

13 K: stuPocL%001 .tEME?~.MCC®RKEL17fl.' 
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(i) Pathway Funding Paper 

40. Pathway propose amcndmcncs to enable them to seek limited recourse of 

funding after acceptance. These are detailed in their "Pathway Funding 

Paper". 

(ii) Guarantees 

41 Pathway propose a number of changes to the present guarantee payments 

structure which they say are needed "to facilitate funding." They also state that the 

proposed guarantees will not apply to the level of future additional business, although 

it bears noting that they are proposing a guaranteed minimum payment in relation to 

the new banking service. The proposed changes are as follows: 

(a) They propose guaranteed payments or 80% of new transaction volumes 

forecast forthe core business of BA and POCL. This compares with 

75% proposed by BA under the Corbett Proposal. 

(b) They propose a 90%  payment guarantee on forecast banking 

transaction volumes. This was not part of the Corbett Proposal. 

(c) They propose a £40m minimum charge for PAS (Payment 

Authorisation Services) and CMS (Card M ement Services) in the 

last year of the BA contract. This is presumably in addition to the 80% 

guaranteed payment for these services. This was not included in the 

Corbett Proposal. 

(d) They propose that present discount bands should be revised to apply 

only above guaranteed transaction volumes, and that the bands should 

be raised to align with the revised guaranteed transaction volumes. 

This was not included in the Corbett Froposal°and of course represents 

a significant price increase. 

(e) They propose to revise the algorithm for guaranteed teed payments during 

national roll-out so that guaranteed payments are calculated by 

multiplying the proposed guarantee percentage by the revised forecast 

14 K:%BTPOCL' O 1E.MowycCORXEL.hcO2 
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transaction volumes. This was not included in the Corbett Proposal. It 

would mean that payment was guaranteed regardless of the rate of roll-

out. By contrast, under the present Related Agreements, guarantced 

payments are tied to physical implementation and benefit migration. 

In addition, they propose that late delivery of national roll-out for 

which Pathway were responsible would be subject to unspecified 

liquidated damages. Curiously, this is a departure from the present 

Related Agreements, which do not provide liquidated damages for 

delay in roll-out, only for delay in the Start Date and/or End Date of 

Operational Trial. 

M 1 ~ 1 i ! is •. '.! 

42. Pathway state that the application of revised guaranteed transaction volumes 

and compensation forfailed acceptance will require associated alterations to the 

.. ■ . ~. 

~... 

(iv) Acceptance 

43. Here Pathway summarise their proposals for acceptance of New Release 2 

(v) Indexation 

a • ► ` i • i •'. 1. i 'r • . • • !:. 
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(vi) Payment 

45. Pathway propose adjusting the present payment terms from monthly in arrears 

to quarterly in advance. This is contrary to standard government contracting policy, 

and 

there is no obvious basis for it in the Taskforce Guidance. It clearly represents a 

hidden price increase. 

(vii) Term of POOL Agreement 

(viii) Fast liquidated damages 

-PJ III 

,(ix) Dispute Resolution Procedure 

t.• "..• ! f. . ♦ 1 J 
•. 
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49. Pathway propose that their right to raise change requests should be embodied 

within the revised Related Agreements, This proposal is ptir2ling, as the existing 

change control procedure already allows any party to request a change. 

(xi) Transfer of service infrastructure 

•  ,, , • •~ v • • . • • i 

• • 1♦ 

-L 11 1 1 • 1 '3 1 1 1 
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Contingency and Sharing Mechanism 
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that a contingency fund of 8O million should be established by an increase in 

transaction charges paid by the public sector partie :rather than by an advance 

payment by them. In the event that certain contingencies identified by Pathway do not 

arise, the pre-paid amount would be shared equally between BA, POCL and Pathway. 

In other words. Pathway would keep one third of the pre-paid amount and would 

refund the remaining two thirds to BA and POCL in equal shares by way of a credit 

note against future invoices. 

• . i • . • r . ..• r 
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Resolution of Running Sores 
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studying their proposals, and will wish to discuss them with the public sector parties 

• before providing a definitive assessment of them. 

Restructuring the Related Agreements 

• • '~ ' • 1 
4 . • • •' •' • w : • 
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BS of the Authorities' Agreement, the tri-parritc agreement between Pathway, BA and 

POCL. Thus. to achieve a complete transfer of BA's rights (and obligations) in 

relation to Pathway, it would be necessary not only to novate the DSS Agreement to 

POCL, but also to strip out all of the relevant provisions of the Authorities' 

Agreement and transfer them by means of a novation agreement to POCL Given the 

size. complexity and myriad interfaces of the three Related Agreements, this is a 

drafting assignment of very considerable magnitude. 

i ► i • •t i
{ • A i - ♦.{{ f i is 

{►• i  : .. . ..♦- i . : . 1 . •.. : •! ♦y :' .. .: : ' i • 

62. This in turn. raises a question which the ICL Proposal does not address: which 

changes does Pathway require pre-acceptances and which changes does it require 

post-acceptance? Or to put it another way, which changes will need to negotiated and 

agreed tri-laterally with all three parties; and which changes can be negotiated and 

agreed bi-laterally between Pathway and POCL? One obvious example in the former 

. ■ ! 1 O •{ ♦ it r: s :ii 

:■ ly . ♦ { ! f ♦. ! iii. . • i 1 i 

categories. 
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63. The implications of this far the mechanics of any negotiation with Pathway 

will also need to be carefully thought through. Our initial thinking is that the first 

task will be to identify and distinguish pre-ace cc issues from post-acceptance 

issues, i e , the tri-partite issues from the bi-partite issues. Then there will need to be 

a two track negotiation: one involving Pathway, BA and POCL; the other involving 

Pathway and POCL. Finally, all three parties will need to return to a single stream of 

negotiation pulling together all the separate strands in an overall tri-partite settlement. 

Again, the scale of this negotiating task is not to be under-estimated.. 

64. The third implication of Pathway's restructuring proposals which occurs to us 

is that the restructuring of the Pathwny/BA/POCL relationship cannot be completed 

without a re-negotiation of the BAIPOCL relationship. In this context, we believe it 

is 

common ground between the public sector parties that such a renegotiation must 

be governed by two basic principles. 

65. First, if BA withdraws from its direct contractual relationship with Pathway, it 

will wish to ensure that all of its  and remedies against Pathway are assumed by 

POCL, subject of course to any amendments agreed by BA as a result of the Corbett 

Proposal or the ICL Proposal. For example, if BA can no longer claim its fraud losses 

from Pathway under the Authorities Agreement, it will wish to claim them from 

• 

! • 

•, ■ 

harmless" principle. 

67. • This in turn suggests two further implications. First, BA will need to be quite 

closely involved even in the bi-lateral negotiations between Pathway and POCL, so 
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that PCCL is aware when it is ?*iving a concession to Pathway that BA expects to be 

protected from it under the hold harmless principle. Second, POCL and BA will need 

to hold parallel negotiations between themselves to keep pace with the 

Pathway/POCL negotiations in order to ensure that any POCL concession to Pathway 

which is acceptable to BA is embodied in the BAIPOCL agreement under the back to 

back. principle.
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