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- Restricted - policy and commercial
'BA/POCL AUTOMATION: UPDATE REPORT »

Background

The BAIPOCL automation project (known as *Horizon" ) has been under
review gince the contractor, ICL Pathway, was placed formally In breach of contract
after & key contractual milastone was missed. The project is now over two years
late. An Inter-departmental report to Ministers (July 1988) and an HMT/No. 10 Policy
Unit report for the Chiet Secretary (September 1898) coneldered the options for
taking the objectives of the project forward. Following a Ministarlal discussion, It was
agreed that the parties to the contract would bg givan ene month to establish
whether a commerclal basis acceptahle to Govarnment for proceeding with the
coniract could be found. At the same time fall-back opllons were prepared to provide
a bass for judging whethér the outcome of the nagotiations offered the best value
for monaey for the public s¢clor as a whole. A report was preaented te Ministers on
this work on 23 October, _

2. Following receipt of this report the Chlef Secretary wrote to ICL stating that he
and his Minlsterial colleaguses were prapared to agree to their request for a perlad of
two weeks for them to make pragress In thelr dlscusslons with the Post Office to
devalop a public/private partnership (Ietter to Keith Todd of 30 October). This was on
condition that:

e non binding “Heads of Agreement” for the proposal, agreed with the Post
Office, wera receivad no latar than Monday 9 November;

. the proposal was based on a realistic buslness case involving no explicit or
implicit guarantees ar commltments on the par of the publlc sactor for future
additional bualnaaa.

. that ICL and the PO sarloua!y consldered the ¢ase for invalving a third party
“with wider retail exparience in the partnership - or otherwise demansirated
how the nacassary skills wauld be acquired.

3. We have now received ICL/PO's proposal far the parinership, agréed with
Post Office Counters. ICL have also providad 3 additional papers addresaing
commErclal contractual and financing issues. Ministers' must now decide:

«  whether the partnership propoaal meela the criteria sat out In the CST's letter
of 30 Octoher;

<. whether ICL’s proposal on thig and the wider deal represants suffigient
mavement to be a constructive baals for further (time-limited) discuasions with
the publio sector;

. whether further discussions are likely to deliver a deal which reprasents value
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for money when compared to the fallback optlone, taking into acco:mt the
rieks and rewards of each optlon :

4. Howeverbafore providing an assessmant of ICL'a proposals it is WOrlh hidefly
revisiting the reasons why a decision on & way forward s urgenlly required.

Objectives of the Horlzon project

5. Horizon was initiated in 1983 with the aim of:

K providing a mare secura and efficlent way of paylng beh.ams-

v provldlng DSS/BA with the means to account fully for thelr programme
expenditura; ‘

* - automating PO ounters, to make cumrent business more efficient and help
them to win new business;

' ‘The projact alga had the indirect effact of helping to malntaln the nationwldo network

by providing & gécure revenue siream 1rom POCL's higgest customer untll the _
middle of the next decade.

8. Againstthe backgraund of severa dalays ta the project (attributad to ICL |

Pathway) Ministers becama very concemead that thare was a serious risk thatthe .

Harizon praject would fall to deliver ils objectivos - or wauld not do aa in & tlmeacale e

that would make it worthwhlle to procaed.

7.  Thesa concerns have prompted a number of inter-departmental reviews of
the project and possible alternative optlans. These revisws have provided &an
opportunity for Ministera to revigit and update the govamment's palicy objactivas for
the Horizon project. The key goals might be: ‘

» topay saclal security benefits In a way that Is as cheap, efficlent, fraud free

and convenient as posslble, consisient with plans for wallare reform;

. to halp to maintaln a nationwide network of poét offices In arder to protact the
accessibllity of government servicas provided across PO counters;

. to support integrated delivery ¢f existing and naw gavemment services and
; information more generally taking full advantage of naw technology,
alreamllnlng Goavarnment’s dealings with citizens;

.« to imprave accars ta basic financlal services, lncludlng banking aarvlcos. fc:r
poorer membera of the community and the soclally excluded;

. ta maintaln a thriving IT sector in the UK. in which ICL ig a key player; while
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“enauring that risks transferred through PF( pm]ects do not end up with the
taxpayer; -

.- against thess ob[ectivas to gacure prudent use of taxpayers manay'

8. Decislons on whether to procaed with the contract or to move into an
endgame on the basis of ICL's failure to dehver nead to be aet in the context ot
these abjectives.

Asgesament of the ICL proposal

9.  Under cover of Keith Tadd's letter to CST of 9 Nav, (CL submitted four
papers. Ona meets the CST"s requsst for non-binding heads of agreement on a
public/private parinership with POCL for further joint exploitation of Horizan, and is
also signed by POCL, subject to agreement wih ICL on the wider commaercial Issues

left outstanding. The other three are from |CL alone.

10. The pannersﬁrp heads of agreement, while glving no guarantees or
commilments about levels of future buginess, envisage:

+ . alolnt markeling executive to seek out and develop new buslness to
~ ho transacted over Horizon;
. a single tender arrangemant with ICL for certain spacliled areas of
work, sublect to value for money and procurameant cansiderations; and
. the possibility ot Involving a further partner with financlal retail
. experlenoe.

11. The heads of agreement ars, in the DTl and Post Office's view, a sensible
way forward on which ¢ould be bullt a valuable parinership with ICL. We have no
eatimates yet of how much value might be added for gither POCL. or IGL (but see -
below on ICL's preparedness to accept a lass, which glves some Indication of what
they believe the partnership could be worth). Subject to HM Government consent
and satisfylng varlous legal, regulatory and contractual constraints, POCL and IGL

“would wish to work towards a binding agreamant by the end of the year.

- .12.  Taking the Heads of Agreement tagether with the other three papars, the

proposal is an attempt by ICL t6 reducs its risk, making the project more secure and
hence more attractiva to sources of limited recourse financea. ICL have sald that they
will underwrite a loss of between £76-103m' on the agread core cage volume .

assumptions, It hopes, through the turther exploftation of the syatem with POCL,t0

rgcover some or all of this loss (though we have no figures). POCL believe that, on

reagonable assumptions, ICL can expect to recaver all of this and perhaps moreon
the back of thelr partnership agreement with PQCL. A sohematic diagram of the path

' Range depending an whether or not the proposed contingency is called
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of discussions 8o far (updaung a diagram from Graham Corhett'a report) is attached
at Annex E. . A

13.  Key components of ICL's proposal are:

. Increased prices, and Inflation rigk transferred back to Bponaora
+  greater guaranteed valumas across the system :
¢ a contingancy fund which thay suggest wlil Incanliviss the dalivery of
the praject lo timetable
* payments in advances, rather {han in arrears
. d raviaed acceptance pracess
v revised cantract tarms which draw on recently pubhshed drait PFI
- Taskforce guidelines, and ,
v BA being no longar a party 1o the ICL contracts after acceptance. . -

14. A preliminary assegsment of their proposal and s impact an the sponsors is
attached at Annex A (prepared by POCL with asslstance from BA). There is further.
wark to be done on the detail of what ICL have suggastad. But key concerns, which
would be the agenda for any further negotlation are:"

«  the commercial terms proposed lmply significant price increases and
increases in guarantees above a level acceptable to the parties;

. the revised pricing proposals together with the contingency fund would mean
that the public sector would hava 19 find an additional £121- £148m;

o the proposals on acceptance could lock the parties Into & system bsfora it .
had been fully tded and tested and would result in a significant reduction of
POCL or BA's rights ta termination; -

. after acceptance, proposals to enabla ICL to ralss llmlted racourse financing

could mean that tha public sector undarwriting all of ICL's borrowings; even
after the offer of an additianal £100m equity frofft ICL, this would ha a

 signifioant transfer of rigk to the public aactor - to the extent that this could
result In the project becoming an asset on POGL's balance sheet.

15. These proposals are clgarly unacceptable to the public sector parties.

* However thare are aspacts of the proposal that we fesl could be halpful if the project
were to procaed - in particular the suggestion that tha contract Is reatmctured go that

POCL {ake over BA‘s contracts with ICL.

168, DTI/POCL are of the view that ICL have moved nlgnlﬂcantly ovar the courss
of the fortnight"s discussions and‘show signa baing prepared to move further. They
have settled for significantly less than originally stated aspiratlons ¢f greatar control
on POCL's commoerclal future and single source suppller for alf POCL's IT systems.
They belleve that thare are reasonable grounds to beliave that a deal could be
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' teached through further nagotlation. They think the gap could be closed by a -

combination of; ,
v movemant by (L recognising the bensfits of the partnership propoaai; ,

. tutther nagotlation about commercial terms, with the possibillty of some
' further value-added from POCL through an assst purchase (for which POCL - -
will need a relaxalion of their EFL); :

~«_  thenjection of further direct funding into the projeot by lCL/Fumsu

. 17.  DSS/BA do not agree. They do not think that ICL's proposals (particularly
thelr suggestlons on risk transfer) represent a sufficlently significant move on ICL's
- part to suggest that a commercia} deal acceptable to Government could be struck.

18,  The Treasury's view ie that ICL have made a signiiicant move, and are lnkely .
to mave further, but a judgement on whaether this Is significant enough to give
confidence that an acceptable deal could be struck Is partly dependant on ICL's

. proposals on funding and underwriting by Govemnment (an whmh we are sseking

~ further clarification). : ‘

Comparigah of aption 1 with tho faliback aptlona

Recap on the.options

- 19, The impact of each opﬂon on the Benefits Agancy and the Post Ofﬂce are -
driven by the following key factors: '

. the timing of the move to ACT - via tha Benefit Payment Cardin option 1and
directin optiona 2 and 3;

« the Introductlon of simple banklng and full bankfng sevices at PO Countérs;

. the rollout of the technolegy platfarm (whether Horizon or an afternative) for
the automatlon of wider POCL services (for both exlstlng and new PO
cllents); ;

« . theend of the minimum fiaor paymant from BA to the PQCL. -

Annéx B sets out In graphical form the timings for each aption. -

Managing the dhanges to the PO network

- The response of tha Past Office under each option, and in particular how any
changes to tho network would be managed, will he an Impartant factor in any
declslon an the way forward. There are differencas of view botwcan the pariles on
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. the ability of the Past Office to manage changes to the network under each scenarlo.
Key issues will ba: : — ‘

« . how to maximise POCL's exisling customer base &s benefit payment
switches to ACT: :

. how to maintain relatlons with exléﬂng clients who are looking to automatian
to Improve servicas, and to ensure that POCL's credibillly in winning new
clientg I8 not undemined; o

. ‘how to ansure that the subpostmasters (private agents whao run tha majority

; of the post office network) parceive thal post office buginess can provide a
viable future and do not voluntarily exit the market (reducing the ablifty of the
PO to manags network closures and migrate business to other offices).

21. . Undar all options the Poat Otfice will be seeking to manage a reshaping of the
network, against a background of commitment te a nationwlde netwark of post
offices. Thelr objective Is to retain the current levels of access, especlally in rural
araas, but to reduce over-grovision In soms urban and suburban areas, replacing
some physical offices with electronic access points. Current trands would In any
case see a redtiction In the rural network by aome 200 offices each year, and a
gradual ghift to ACT-based methods of payment over time (by 2009/10 almost 50%
of clalmants are expacted to have switched to ACT). Compared to the cument
network of 18,000 offices, PQCL belleve that thalr vision for the tuture could ba -
sarved by & nelwork conslsting of around 11,000 - 13,000 full service offices
supplemented by 8,000-10,000 electronic access polnts, many of which could
continue to be sitad in axisting post offices. In practice howaver we recognise that
any network of the future will be congirained by the same combination of history and
politics that has shaped today's network. '

22.  Under option 1 the benefit payment card (BPC) will provide the Post Office
with a more s&cure customer base in the short term since claimants who do not
choose ACT will continua 10 use the PQ for withdrawal of thelr benefit. In the
medium term (by 2004/6) the PO intand to use the Horizon platform to provide &
range of banking services across Ha counters, POGL belleve that the banks will ses
a commercial ¢ase for paying them to provide these services as they seak to reduce
costs through closures of thelr branch network, Full banking services will be in place
by the time BA will begin to transfer thelr customers to ACT on a compulsory basis,
POCL are of the view that the transition from the BPC to & “smartcard® {providing
banking and other services) will ensura that thay maximisa the numbar of benafit
customers who continue to use tha post office natwark. Howaver DSS/BA belleve
that the Horizon project will in facl be further delayed, further squeezing the time

. hetween the Introduction of the BPC and the switch to ACT; and will distract POCL
from introducing banking services as quickly as possible potentially misaing the

" amarging banking market. ' :
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23.  Under option 2 the PO will need to move more quickly to introduce banking J
services acroSS PO counters in order {0 ba ready for {he switch to ACT - 8o that they
can protect thelr customer bage by offering cash withdrawal facllities across PO
counters, They will have two years to plan this (during which the sunent levels of
DSS funding will be sustalned). The removal of the BPC from the project would In
principle mean that POCL (and ICL) can focus on the earty roli-out of banking
services and other syatems essential for POCL. to sustaln their business. The
consultants are of the view that it would be posslible to provide banking services by
2001/2 when BA begins the transilion to ACT, pariicularly if 2 baslc cashback facllity
is Intraduced early. However the PO balleve there are risks attached ta this strategy
- in particular the impact on the expectations of private agents of an announcement
that the BPC is being scrapped. It Is likely that subpostmasters will raquire
¢compensation for the loss of retail business In ordor not ta leave the market. Thoy
are also concerned that in practice the removal of the card will not allow a re-focus
because the wark on benalits payment products is largely completed.

24.  Under option 3 the PO will alao need to move rapldly to Introduce simple
banking services ta pratact ita customer bags. Wa envisago that POCL would install
simple deblt terminals to pravide a baslc cash withdrawal service befare the switch
to compulsory ACT, and wauld follow with full banking services at a later date. The
consultants bellsve that slmple deblit terminals could be Installed relatively quickly,
but have stated that there Is a risk around the commercial credibility of this strategy.
POCL would have to move from a sltuation where they were paying the banks (for
.debit terminal facilitias) to & situation where they were recalving payments from the
banks to provide full banking gervicas. .POCL would also nesd o commigsion an —
alternative platform to replace Horizon to provide automation of services for its other
clients, and to providae it with & means of atiracting new business, An announcemsnt
that Horlzon was being s¢rapped and the dslay 1o the introduction of an automation
.platform (atthough not te eimple banking services) could algo impact on expsctations
and lead 1o unmanagsd closures. Agaln, compensation to retaln subpostmasters in
the market is likely to be raquired. An altemnative approach would be to delay the
introduction of compuisory ACT until the replacemsnt for Horizan with full banking
facilities was in place. The price for raducing the rigk ta the network in this way
would be the savings to the Benefits Agenpy foregone. '

25,  Under both option 2 and 3 POCL and BA would therefara need to work
topether to devslop a positive and credible strategy which ensured that BA could

“move to a more efficlont benetlt payment system ag scon ag possible, whilst
retaining the confidence of customers, PO clienta and subpostmasters In the
sustainabllity of the network. A pro-acttve approach to communicating this strategy
will clearly help to mitigate tha risks - atthough BA are mare optimistic than POCL
abaut this. ’ ' '

Risk analygir

26, - Annex C prasents an analysls of the rlsks to the government's key objectives
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for the project under each option, There are, inevitably, differences of view aboutthe *
size of the risks and the abillty of parties to manage them succassfully. DSS/BA

bellave that the riske around deliverability of Horizan In option 1 are very signiflcant
given the history of the project, and that the riske to all of the objsctives above could

be minimised by focussing on getting simple banking tachnolagy Into post offices as
sarly as possible (option 2 or 8). DTI/POCL are of the view that option 1 offers the
lowest risks because It offers POCL the earlleat date for full automatlon and, by
retalning benedit raciplents in the PO system carrles the {east risk to the network and

ta subpostmaster confidence, Option 1 has been validated by independent experts

who judged It be technlcally viable, robust and future proot. - :

_ Revised VFM agsgsement

 27.  Theterms that ICL have offered Imply a contrlbutlon of up to £148m from the
public sector, Qiven that the Warking Group Repart (28 Octobsr) sssumed & g
contributlon of £150m In optlon 1 and 3 then the VFM analysig still stands: Le. that
the optlons are very close, and that the assessment of fsks across the options is
therefora cruclal. -

" Impasis on ICL Y | | . .

28.  Afull summary of the Impact on ICL ig atiached at Annex D. Under all options
ICL's are fikely to face a materlal write-off. Cancsllation would jeopardise their plans
for flotation. ' ' ’

The Way Forward .
29. OQur assessment of the chalea facing Ministars is:

. to continue with the project on the basis that tha ICL proposal provides
grounds far belleving & commercial deal could bs struck with substantial
further movement from ICL and (possibly) mors limited movement from the
public sector, taking &stion to minimise the risk of future problems;

. to decide that the contract Is unsustalnable in its current form and that the
gap betwesn ICL and tha public sector cannat be closéd in & way that could
be justified as value for money for the taxpayer (taking into account the wider
risks), and that the balance of advantage lies in opening discussiona with ICL
to decide an altemnative way forward. This could involve a negotiatlon around
dropping the benefit payment card (aption 2), and f that failed, a negotiated
setlisment around [CL'a fult withdrawal (option 8).

30,  If Ministers decide 1o allow a further perlad for negatiation with ICL then next
ateps are as follows: : ‘ ‘

. ‘respond to ICL setting out a period for furlher,dlecusston‘s -a perlod of around

16/11 '98 14:00 TX/RX NO. 0191 ‘ P10




POL00028530
POL00028530

16-NOV-19S8 MON 1S5:04 ID:

'11-96 19:03 FROM!PEP. TEAM HM TRERIRY! _GRO

< -

Reatricted - policy and commercial
one month will be required 1o reach Heads of Agreament:

assuming that further negotiations should be led by POCL, agree quickly a
negotiating remit for POCL. - including whether POCL should be given an EFL
relaxation {o make an offar to ICL; ’

at the same time ask POCL and BA ta reach Heads of Agresmeant fo enable
POGL 10 negaliate on a bipartite basig with (CL. :

POCL's propaosals for the negoliation are attached at Annex F.

31.

it Ministers dsclide the contract Is ungustalnable then the next steps are:. |

to ﬂrﬁéba‘re for a nagotiated éettlemgnt - which may involve option 2;

1o prepare public annoyncement/prasantation to minimise impact on banefit

ocustomers/PO network (see Annex @ for an indlcatlon of the questions that -
are likely to arlae which the Government will need to be abla ta anawar);

to ask BA/POCL to work up strategy for early move to ACT conslatent

~ minimising impact on PO network.
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ANNEX -~ TMFLICA’I'IONS OF ICL PATHWAY FROPOSALS FOR I’UBUC . ' '

SECTOR PARTIES - PRELIMINARY VIEW

1

8)

)

This paper ﬁpresenw 3 prellnumry view by BA and POCL of ICL'a latest

fhree proposals on Commecinl and Contractual Iasues, Acceptance, and

Funding. Legal advice has been obtained, as well ag some exsly
ssresement by PO’s advisots on corporate finance, and by PO's external
auditors. :

Overall, the proposala as they stand would be unaccaptabla as a complete
package, However, there does appear to have been some movement by
ICLand POCL (who will have to agree with Government how any '
costs/risks beyond the Corbatt proposals are treated) belleve this is
enough, (c£76 to £103m NFV over the life of tha project -depending on
treatment of contingency), prima facln, for talks to continua between the
parties, At the last Treasury Working Group it was confirmed that BA
had slready gone beyond their remit and had nothing further to offer.”

Howaever there will also nieed to be some issues discussed between BA
and POCL, prior to engaging with ICL in the light of some of ICL's
proposals - eg restructuring of the contracts for PAS and CMS with the
associnted changes in risks, Habilitles and obligationa that would bring.

 There are several key areas of difficulty to take forward and resolve with

ICL. These are summarisad below.
Funding Jssueq

ICL's propdsal effectively requires the public sector to underwrite all of
itz borrowings and in some circumstances the cquity investment as tha

project, including in circumstances where the project falls through ICL's

default,

Thare does not appear to be any matching or increased commitments
from ICL Pathway’s parent companies, In addition, there appants to be
extra transfer of existing patent company underwriting to the public.
gector either at "acceptance”, oz even earlior ance contractual agreements
ave reached. JCL cloim that this approach ia In lina with HM Treasury FFL
Trsk Force Guidelines - but these ara draft guldelines, and not necessatily
fully applicable to IT projects. ~ '

There are also new explicit direct relationships and implicit labilities to
ICL Pathway's lenders for the public sector baing propased.

111%s
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- d) ThePost Office’s own financlal advisors have analysed thehindj.ng
propogal and identified a number of arcas of significant concern. Thasa
are summurised at Appendix 1, -

3, Palance Shectfesues

POCL’s external auditos have advised that the curvent terms of the ICL-
proposal, in particular the high level of guarantess required and the-
intervention rights of their senior lenders, would probably result in the
project having ¢o be included a5 an asset an POCL’s balance sheet, Thiacould
 zesult in a net adverse poition on POCL's profit and locs, though there will
be offsetting linbilities, This would mean that the project would effectively no

longer ba a PRI ,
4. Contzact Restructuring Proposals

DSS accept the ptinciple of contract restructuring (ie POCL take over the PAS
and CMS contracta in addition to those they already have with ICL) provided

" the bonefits payment service can be safe guarded, potantinl legal and policy
ismues can be overcome and there 1a no increased coat to BA and POCL accept

" the relevant linbilites and conditions, POCL would need a more detailed

" understanding not only of the liabflities it would be expected to take on (on-:

_ behalf of ICL) but also its obligations to ICL on behalf of BA, This will need

 early discussion and agreement between BA and POCL, tn clarify the risk
transfer to POCL and the degree to which this is covered by ICL under the
Corbett proposals, Timing of this, will ba critical and POCL would not be.
willing to undertake this prlor to BA's ‘geceptance’ of the system, including

5. Compmercial Tormy -
n) Pricing f

ICL ate secking a significant price risa through changes to discount structure
and through introduction of an RPT-2% pricing formula to replace the
contracted position of na RPI linkage up to 6% and price reductions of 3% per
annum over the steady atate period of the contract. This represents ¢£2(Km
NPV improvement for ICL, of which £80m would be used to create a ,
‘eontingency fund’, Jf these contingeneles do not have to be used, the public
sector parties would receive 2/3 of this £80m furud back through credit notes

b) Gunmﬁh:ea » 7 '
ICL are secklng an increase in guarantees to 80% of current business plus 90%
of future POCL banking business, (Current guarantees are 65% of POCL

business and an average of 65% of BA business a3 forecast in the Invitation to
Tender)) In the discussion facilitated by Graham Corbett, both POCL and DSS

1212
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indicated that thoy would be prepared to increass guarantees to 75% of the
revenues from curzently forocast volumes. :

A3 POCL explained to Graham Corbett, it would not wish to provide a

separate guarantee for banking business but would include banking in its

overall guarantea. Fligher guarantees than 75% of forecast volumes could

also Increase the likelihood of having to treat the project as a POCL asset.

6. Acceptance

ICL Pathway’s proposals an Acceptance would mean that the Contracting
. Authorities would be locked into the system before it has been fully trled and
 tested. BA and POCL have already made a very significant concession on
- Acceptance as part of the Corbett proposal ie in walving their termination

rights at Acceptance of NR2 which does not deliver the full contzacted

tequirements. Both partles are not willing to bring forward acceptance before

the end of the Live Tsial, Both parties are prepared to conslder a modest

increase in the number of allowable faults but not in the muagnitude being

proposed by ICL. '

" ICL have also proposed the appointment of a named expert (Peter Copping
from PA) to help resalve disputes on acceptance between the parties. BA and
POCL are willing in principle to accept expert fecilitation (though they do not
nacossarily yet accapt the nominee proposed by ICL) but cannot agrae that the
expert has the right to make binding declsions on behalf of BA and POCL.

Acceptance Is a very critical pointihthe wﬁola programme and uhder ICUs R
proposala worild result in significant reduction of POCL or BA's rights to
termination therenfter. Acceptance is a serious issue to resolve properly.

7. Qtherlssues ;

There are a iumber of other lssues reloted, for example to dealing with the
“running sores” In the project (treated through price tlse propasals), extra riak
for BA around delays around the CAPS project, and cash flow and accounting
rules in paying invelces in advance rather than In arrears, as contracted.

8, FutureB

ICL have indicated that one enabler for their move has been an improvement
in their perspective of the benefits to them of further exploitation of the
Horizon system, without related public sector guarantses, This has been
embadied In the Heads of Agreement on POCL/ICL Partnership, signed
caslier this wok (but which would lapse if agreement on the other issues
detailed abave is not reached). ICL reached thelr view in the light of POCL's
feedback that In principie ICL has tha technical capability to play such a role.

1132
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1. I1CL’s funding propasal sceks to falss non-recourse funding by POCL, ineffect - N
. underwriting the funding required and taking on a substantial proportion of the
risks of the project. This would roleaxa Fujitsu from standing behind the project,

2. While the condltions purportedly being laid down by lenders are not unm.-,omhlcj
from the polnt of view of londets, it is still not certain that any lenders would b
interested in funding Pathway. '

3. Thereisno pointin hgreeing to any of the changes unless they actually b:ihg ahout
the funding - 1,0. changes should nat take effect (If at all) until fimding is in place.

4. Tt follows that there may be limited use in agresing to some but not all of the -

| proposals.

5. The major js=ues of concerts on the funding propesals (aside from cther conosms
on ICL's other comntercial propozalg) are: _r :

= Acoeptance: the proposal is that we should slgn beforo acceptance, Itis
unlikely that any lender would lend bafore acceptance and we should not-
sign up to these changes before banks arc on board,

= Compensation on Pathwyy defhult: wehaveta pay off tiielr lenders aven if

they default. Although this{anotan wmusual clauge to be required in —

circumstances such as this, the likellhood of Pathway dcfault is higher than

typleal givon their track-record and, tharefare, the tisk to POCL groatet.

= Set-pff we ar¢ unable to set-off any liquidated damages owed for )
‘ failure sgainst any compensation to Pathway and/or their
fenders, This is not normal. o

o Prugd: fraud risk Is transferred back to BOCL, A primary alm of the FFT
wis to tranafer frand risk out of ths public sector,

=s- Changesa: all changea would have to be agreed by Pathway and POCL
would have to pay for them, cven iffhey wero Pathway generated.

6.. Secondary issues are:

=> Pathwny termination: Pathway cast tarmlnatc fora minor breach by POCL
and lenders would be repald, but POCL wnay not afford to terminate for
material breach by Pathway. - . ,

o opwneL
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= Dirot Agresmipat: it is proposed to have a Dlrect Agrecment betwoen

lenders and POCL. This {s not unusual, but transfers funding risktous, As »
. written there is & risk that lenders could forca us to terminate if ths funding
agreement between lendess and Pathway are tctmmatud. .

= mﬂ_'mgdgdnﬂkma it is proposed thet deductions are capped. This
could leave substantial cost with POCL in coping with persistent poor
pcrformancc.

% Other aigxﬁﬁc&nt 13sueg inoludu:

gmmm The coats to POCL of tmnmnﬂcm are mgmﬁoanr. Althcmgh it
is not unusual for the contract to includs compeasation clauses tha
mcmsed, oxposure is substantial.

= Chagges in Law: POCmeﬂdtakathamkofchmgesmlaw Agaln, this
!Bnotunusuul v

=2 mem the lcuderwonldhnva first securlty over the zasets, This
is not unusual, but could cut across our rights to buy (or use) the asgets
following teemination.

8, Therolo of BA in standing bohind eny oonumtmant we take on their bqhalfhu fnot
been cleamd

9. It needs to be recognized that Pathiway already have third party lender lability of
‘ £200m. A

10. From an accounting pmpwtwc, no signlﬂunt risk has boent transfarred to ICL. It
is, therefore, probable that the PO will need to recognlse this as an ussethth
. comesponding lisbilities.

fwAcL
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“Annex C: Risk Assessment

This annex presents an assessment of the risks surrounding each option egélnsi the -
key Government objectlvas: o : B :

' Oblective A: efflclent, sacure and accessihle bensflt payment

v ‘Objective B: maintenance of a natlonwide netwark of post offices 1o protect
the accessibility of post office Borvices ' .

*  Objective C: improved delivery of existing and new services for gavemment
. Objective D: improved access to banking services for the soclally excluded

If succéssfulty lmpremamed, then each option will dontrlbme to those abjectives as
{follows:
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these objectives. The fallowing tables attempt to present the potential risks around

A 8 ¢ D
| eption | improves on pravidss PO provides allows PO 10
1 present system | with technology | platform for offer front end
and ellminatea | to retain existing | dalivery of banking
means of and davolop existing and services
payment fraud, | new businsss new govemmant | providing
but delays move | and sscures services acrass | accessibllity
to (more customerbase | PO Countars through a
efficient) ACT in shorter tarm and could trusted brand
' ; through -suppart
migrating to initiativas such
ACT via the as “single
BPC - account” and
gleclronlc
governiment
option | early move ta asoption 1 but | asoption1and | earier move to
2 ACT delivers reduced security { removal of BRC | ACT brings
gigniflcant of customer would enable “unbanked” into
efficlency bage dus to loss { ICL and POCL | the banking
savings and of BFC and to focus earlier | system In
ellminates earller maveto | onwider advance of
payment fraud | ACT government option 1
garvices
aption | &g option 2 asoption2but | delayed | as option 2
9 delayed implemantation
implementation | of non-banking
of automation technology
for existing and | platform means
new (non-BA) more likely that
clianis other channels
are uged for
government
services -
without PO
trustad brand
and roach
Hawever there are risks aitached to each option which may threaten the delivery of

each option, how they could impact on these objectivas, and how thay will bg

16711 '98 14:00
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- believe that the rigks araund deliverablilty of Horizon in option 1 ara very significant  ~
given the history of the project, and that the risks to all of the abjectives above could
be minimised by facussing on getting simple banking technology into post offices as
_eatly as possible (optian 2 or 3), DTI/POGL are of the view that option 1 offers the
lowest risks because it offers POCL tha earllast date for full sutomation and carries
the least risk of damaging aubpontmaster confidence therehy reducing the threat {0

the network. )
Option 1
Risk : . A |B |C |D |Ritk management stratogy
BPC technology does not vl rigorous acceptance process
meel BA's requirements "
nan-BPC technology does ¥ |¥ |¥ |rigorous acceptance process
not meet PO's requiraments :
Further delay to vy |4 |¥ |¥ | active project management;
Implementation ‘ . independent advice; commaon
‘ incantive structure to daliver to
time
Incomplete roll out vV common Ineentive structure to
: ensure o officas ramaln .
outside of Horizon . —
Lack of ICL commhtmant Y |V {¥ |V |reallstic partnership
‘ arrangement batween POCL
and (CL with no fudges
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Option 2
Rigk A |B |C |D |RIsk managsment strategy
non-BPC techinology docs Y [V |Y [rgorous acbéptanca process
not meet PO's requiromants
| Further defay to o (¥ |¥ |activa projact management;
lmplemem_atlon e T independent advice; common
: 2 : incentive strycture to dallver to
. time - : '
Lack of ICL commilpent v |V |¥ |realistic partnarship
v : : : arrangoment between ICL and
. : POCL with no fudges
100% migration to ACT Y V' | BAplan changes to
delayed : , petladicity; publiolty campaign
Delay to implementation of Y |¥ ¥ | POCLACL refocus efforis on
PQCL banking _ banking requirements
negative raactlon of vV |V |¥ |V | presentational strategy for
_subpostmasters and exlt from : announcgment; grant regime
postal market g to incentivise subpostmasters; |
' ; wark closely with BA ta co- .
ordinate timing of move to
} ACT :
banks react by charging BA |V ¥ | BA wark with banks to reduce
customers - ' Impact; PQ introduce banking
as soon as poasible {6 reducs
Impact on bank branches
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Option 3 |
Risk A |B |C|D [risk management slrategy
new fachnology doos nat ¥ |V |¥ [rigorous acceptance progess
meat PQ's requirements . '
Further delay to v | |V |active project management:
implemeantation Indepandent advice; comman
: incentive atructure to deliver

on time o
100% migrationto ACT - v v | BA plang changes to
delayed periodiclly; publicity campalgn
Delay to Implementation of v Y . | POCL/ICL refocus efforts on
PQCL banking " | banking requirements
negalive reaction of ¥ |V ¥ |V |presentational siratagy for
subpostmasters and exit fram announcement; grant regime .
postal market 10 incentivise subpostmasters;

. wark closely with BA 1o co-
ordinate timing of mova to.
ACT : ‘
| incompatibliity of introducing |V |+ ¥ | POGL negotiate with banks a o

interim bankirg solutlon and package Including interim
commercial stratagy to banking
introduce full banking solutlon
banks react by charging BA. |+ ¥ | BA work with banks to reduce
customers Impact; PO introduce banking

as goon as possible to reducs

(mpact on bank branches
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 ANNEX D: IMPLICATIONS FOR ICL AND FUJITSU

- This Annax reviews the implications of each opﬁon for (CL and ils parent,
Fulltsu. ICL Pathway have bean get up as a subsldlary of ICL which has providsd
BA and PQOCL with parent company guarantees on finarice and performance,

2. To recap, the IGL Group bafance shaet (g not gtrong. [n 1897 it included net
agsets of around £260m. KPMQ@ have confirmed with ICL Pathway that around
£125m of this figure representad caphalisation of the work on this project, some

- fixed asssats but mainly work in progress. We now think that thig figure will have
increased to around £200m. Liquidity had worsened from £105m of net curant’
assels In 1886 to £42m In 1897, There Is a possibllity that ICL could strangthen its
balance sheet by wiiting back some of the £200m goadwill written off according to°
existing accounting regulations that have subsequently been revised - buf this Is not
mandatory. In any event this would do nothing to improve the Group's liquidity and
net current aasat pasition. L -

3. Profitabllty Is also weak, On a like for like basls ICL. mads an operalting profit
of around £50m in 1996 compared to ATEATTET profit of around £35m In 1997, on a
. lurnover of £2,477m in 1997, So ths group Is operating at pretty close to break even.

3, If the whole pfo}eoi waas cancelled (optlon 3) Pathway wauld guffer a loss of
around £250m, Assuming ICL stand behind Pathway, they will havs to bear most of
this. The implications for ICL are: : - . '

. it would have to write off a gbod part of the £200m capitallsed aszats from the
projact unless the work In progress could be deployed on another similar
project; ‘ : '

. it would bear aloss at Pathway of £250m;

.. therefore reducing net assets of up tb £450m and creatlrig a sliuation of net
labilities of up to £200m bafore any write back of goodwill. ' '

5 A write off of anylhing liké this slze would cleany be matarial. There sesms
little doubt that it would put at risk for many years any charice of a successful (CL
flotation (planned for 2000), g 40 ' ’

8, Infact Pathway have not yet signed and filed thelr Iatest accounts - missing
the end October deadline - pending the present discussions. A material write-off In
the Pathway accaunts could mean the ICL group having ta re-flle thelr accounts, -
although this is not clear cut. it could be argued that the ICL gccounte were prepared
1 : . an the basis of informatlon that was true at the time - even though the adjustment is -
I farge it may not requlre a “prior year” adjustment, Eithar way this would be
embarrasaing for ICL'a directars and auditors. :
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7. In these cireumstances it might be posaible in principle for ICL to gimply wind
Pathway up, leaving Pathway's creditors, rather than ICL, to foot the bill. Howsver
this Is unlikely. ICL are more likely ta seek guarantess or a significant injectlon of
new capltal for Fujitsu. ' ‘

.-

8. Cancellation would have limited financial implications for Fujitsu, sinca ICL
rapresents only around 5 per cant of graup shareholders' funds and 2 per cant of net
current assats. However Futfitsu hag underwritten & £200m foan facility to ICL
Pathway, and FuJitsu iteelf had a bad year In 1987/8, with graup profit aiter intarest

- . and taxes raduclg from £254m In 1886/7 to £26m in 1897/8 due to economic
problems in Japan and South East Aala, Given the currant economlo cllmate -

. Fujitsu's attitude may woll have hardaned: it may wall $sek 1o divest itselt of the

company. : .

9, The Implicatlons of cancsllation for employment within ICL will depend on

Twhether Fujitsu decides ta divast itsalf of tha company. it is estimated that some 270
peopls at ICL Pathway are working on this project and meny more at thslr
cantractars. (CL itaelf employs 2,700 people in the UK and a further 8,800 In Eurape.
Howaver any IT staff relaased ars likely to be quickly re-smployed by competitors
given skill shortages In the IT Industry. : '

10, There Is also a risk that cancellation might prejudice Fuijitsu's attituda to future
(nvestment in the UK. Japan accountad for some 9.4 per cant of inward invesiment

In to the UK In 1988. Despite the ¢losure of thelr semi-conductor plant, Fujitsy -

remain the single largast Japanesa Investor in the UK and are highly sensitive tothe ..
outcome on Project Horlzon, Thera s a serlous risk that cancellation might prejudice S

not only Fufitsu's but other existing and potential investors’ future Invesment In the
UK. s . 5 v

11. ~ Under option 1 and 2 ICL could still make large\losses. Even g write-off of
£50m would appear to be material (20% of net assets, 100% of annual profits).
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RESTRICTED - POLICY AND COMMERCIAL.

BA/POCL AUTOMATION PROJECT
PROPOSALS FOR NEGOTIATIONS BETWEEN ICL AND FOCL.

before negatiations atart
* BA and POCL to agres heads of agrenment on the future contract torms ete between the -

* could be agrecd

s following agreement with BA, clear negotiating remit to be agreed with Government,
The Post Office Board would ulso Want to ensure that POCL’s negotiating brief made
sence commercially and protected its ngreed shareholder yetums _ '

. POCL/ICL negotiationa

. progess

¢ theniegotiaons to be conducted directly and salely batween POCL (with Post Office
Executive Board involvement where appropriate) and ICL. The partles, at their gole
discrotion, would be frea to involve specialist e L

¢ aspnior Treasury official (Adrian Montague) to be available to act ag a lang-stop - -
facilitator batween the parties, but will not be part of the actual negotiations, —

Progress reporting

. POCL to report progress on negotintions to q Progress Tracking Group, the purpasg of
- ‘which will be: L A
¢ to ansure the outcome of the negotintiona is within the remit get by Government

0 to review progress uf the negotations in order to brlef Ministars
0 to provide facilitation to the negatations where requestad

. 'membe'uhip of the Progress Tiacking Group to be IMT (chair), DT, DSS along with
POCL ] . RN

Hmetable

» by 20 Novamber: (nssuming Ministerial go-ahead) heads of agreementreached .
between BA and POCL [NB this assumes BA are ynabla to reach agreement with POCT,
before Ministerial declafon to continue négotiations] e S

» by 20 November: Government agrees POCL negotiating remit and announces to ICL
resumption of negotiations ’ =

* by 11 December: heads of agreement agreed. These to be turned into fully detailed
and revigad contracts us saon as possible thereafter. o ' :
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DRAFT - NOT YET AGREED BETWEEN DEPAR:!:MEN:IIS » ANNEX G |

LINES TO TAKE IF EITHER ICL OR HMG DECIDE TO TERMINATE
HORIZON PROJECT , E ’

IF ICL TERMINATES

* Regret that ICL has felt unable to continue with the project despite the public

sector parties' best efforts to agree revised terms with them.
IF GOVERNMENT TERMINATES

¢ Despito the publioc sector's best efforts it has not'proved possible to reach
agreement with ICL on commercial terms for continuing with the project.

WHAT WENT WRONG?

¢ This large and complex IT project became subject to extensive delaysand -
cost-overruns, and the contracting parties were unable to agree an acceptable

~commercial basis for continuing with it.
- EFFECT ON POST OFFICES ? -

e Post Office Counters will now need to consider mgcnﬂy the optibns for securing
a replacement for Horizon, but in the meantime it will be business as usual for
post offices up and down the country. '

e The Government remains fully committed to the maintenance of a nationwide
network of post offices. ’

. Fully recogm’ée importance of post offices to communities they serve and 4
recognise the especially valuable role played by post offices in rural communitics.

EFFECT ON BENEFIT CUSTOMERS?

e Those customers who presently use payment card will see no interruption of their
payments. 4

* Vast majority of 18 million benefit customers will be unaffected.

1 QANOV.DOC
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COMPULSORY ACT?

¢ DSS wxll take steps to ensure that it gets the secure convenient and cost effecuvo
method of paying benefits which its customers need.

o Benefit recxpxents are increasingly opting to receive their benefits through their
bank accounts, but the Government will ensure that all benefit recipients who wish
 to do so can continue to collect their benefits in cash at post offices.

REPLACEMENT FOR BENEFIT PAYMENT CARD?

¢ DSS will need to ook at the options for ensuring that it can offer its customers a
secure, convement and cost effective method of benefits payment.

REPLACEMENT FOR HORIZON?

» Government accepts it is important to future of Post Office Countefs that network
- has modem, automated on-line platform for handling present and future business.

* Disappointing to lose Horizon, but Post Office Counters will now need to quickly
consider altemative options which will help it to provxde the services which its v
clients and customers want, | _ m——

RURAL NET\VORK

o The vast maj onty of post offices are run by pnvate individuals who opemte the
facility alongside a retail outlet.

. Management of the network is the responsibility of Post Office management who
seek to ensure that services continue to be provided where possible. However,
when a subpostmaster resigns or retires it is unfortunately not always possxble to
recruit a replacement v

e The Post Office must also be sensitive to changes in shOppmg habxts and
demographxc trends,

.o When the Post Office are unable to retain a full time ﬁmhty in such areas they
will seck to establish a part-time facility where possible.
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POST OFFICE REVIEW?

s Weare commltted to grantmg the Post Ofﬁ'ce greater commerclal freedom within
the public sector, :

. ,IExpect to announce conclusions of Review shortly.

» Post Office Counters has exténded its produét range into a number of new areas in
recent years, which has proved popular with customers, Important that they
continue to develop in ways which will hclp underpin the network which is valued
by many people.

IS THIS AN O’I‘HER PFI FAILURE?

¢ No. The Private Finance Initiative wxll continue to prov:de succesful basis for
public/private sector partnerships. '

e Risks transferred under PFI to the pnvate sector must not come back to the public
sector.

WHAT DOES FAILURE MEAN FOR ICL’S PLANNED FLOTATION/ITS
FUTURE? ) —

e« Decisions concerniing the future of ICL are a matter for ICL and its parcnt
company, Fujitsu, _

WHAT ARE IMPLICATIONS FOR INWARD INVESTMENT BY ICL’S
PARENT COMPANY, FUJITSU"

e Each project needs to be consxdered on its own merits, The Govemment greatly
values Fujxtsu s investment in the UK.

DTI/Postal Services Directorate
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