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REPLACEMENT OF HORIZON

Executive Summary

1

Purpose of Paper

The purpose of this paper is to request RM Holdings Board approval in principle for
the replacement of the Post Office Ltd's Horizon Electronic Point of Sale system,
subject to securing long term funding. Approval of £25m interim funding is requested
in order to enable the programme to be continued. Any delay in this programme will
result in ¢ £44m of irrecoverable benefits being foregone over the course of the
existing Horizon contract.

Background

B

Horizon has been in use in Post Office Ltd (POL) since 1998. It was developed, and
has subsequently been maintained, by Fujitsu Services. In 2002 the original contract
term was extended to March 2010 in exchange for significant cost reductions.
However, Horizon remains expensive to operate and change, and lacks the agility
essential to respond to the ever changing marketplace. In 05/06 it cost £96m (c.8.7%
of turnover) and without this investment the cost as a percentage of turnover will
continue to rise as costs increase and revenues fall.

One of the biggest opportunities POL has to enhance profitability is by reducing the
costs of the Horizon system. A new deal has been negotiated with Fujitsu Services
that delivers significant cost savings on more favourable terms, in return for an
investment in new IT infrastructure and an extension to their contract until March
2015. None of the other options considered (including a competitive procurement)
provide similar benefits.

Benefits

4.

For an investment of £127m the proposed new deal delivers an incremental post tax
NPV of c.£90m over continuing with the current system / contract until 2015. The
scheme generates an IRR of ¢.39% and pays back in 4.5 years.

The Fujitsu supplied Horizon replacement represents the least cost option of all those
reviewed. The key drivers of the incremental NPV are: upgrading of the application
software and data centre systems to enable lower cost telecommunications links,
reduced maintenance and upgrade costs and the ability to use the pre-paid element
of the existing contract to fund the development of the replacement system.

Annual operating cost reductions, compared to existing contract terms, are circa £8m
pa in 08, rising to ¢.£60m pa by the end of the contract, as set out in Appendix 1.
These benefits are contractually locked in and are therefore guaranteed. The
percentage of variability in operating costs to cater for changes in POL business
needs is also increased from 23% to 50%.

The new technical architecture gives the flexibility required to evolve the size and
shape of the network, and it will be quicker and cheaper to change.
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