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Funding Agreerent
EXECUTION VERSION

THIS AGREEMENT is made on 2.5 October 2010
BETWEEN:

Q) THE SECRETARY OF STATE FOR BUSINESS, INNOVATION & SKILLS of
1 Victoria Street, London SW1H OET (the Secretary of State);

) POST OFFICE LIMITED, a company incorporated in England and Wales
(registered number 2154540) and whose registered address is 148 Old Street, London
EC1V 9HQ (POL);

3) ROYAL MAIL HOLDINGS PLC, a company incorporated in England and Wales
(registered number 4074919) and whose registered address is 100 Victoria
Embankment, London EC4Y 0HQ (Holdings); and

“) ROYAL MAIL GROUP LIMITED, a company incorporated in England and Wales
(registered number 4138203) and whose registered address is 100 Victoria
Embankment, London EC4Y 0HQ (Mails).

WHEREAS:

(A) All of the issued share capital of Holdings is currently beneficially owned by the
Government, all of the issued share capital of Mails is currently beneficially owned by
Holdings and all of the issued share capital of POL is currently beneficially owned by Mails.

(B) The Secretary of State has requested POL to continue to provide a national network
of post office Branches across the United Kingdom and wishes to entrust to POL the
provision of certain services of general economic interest over that network.

© The Secretary of State has agreed to enter into this Agreement in order to provide
funding to POL to enable it to continue to provide services of general economic interest
across that national network.

(D) It is acknowledged by the Parties that POL will not have achieved a full conversion to
variable pay agency contracts in respect of all sub-postmasters before the conclusion of the
Funding Period, and as such, it is envisaged that further funding may be required to complete
this process for the Financial Years 2015/16 and 2016/17.

(E) It is acknowledged by the Parties that the Postal Services Bill (as introduced in the
House of Commons on 13 October 2010) contemplates the restructuring of the Royal Mail
Group, and in particular makes provision for the separation of POL from the Royal Mail
Group and potential move to mutual ownership of POL. Accordingly, the parties

acknowledge that certain obligations of Mails or Holdings pursuant to this Agreement shall
no longer have effect upon POL ceasing to be a wholly-owned subsidiary of that Party.

NOW THIS AGREEMENT WITNESSES as follows:
1. INTERPRETATION

1.1 In this Agreement, including the recitals, Schedules and Appendices, unless the
context requires otherwise:

Act means the Postal Services Act 2000.
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Branch means any retail outlet of POL, including any post office counter at a retail outlet and
any other facility (including an “outreach” facility) designated for the transaction of business
with members of the public by or on behalf of POL.

Business Day means a day (not being a Saturday or a Sunday) on which banks are open for
general non-automated banking business in the City of London.

Code of Practice means the Code of Practice on Public Consultation and Communication
with respect to change in the post office network introduced on 1 April 2009 as amended,
varied, supplemented or substituted from time to time.

Cumulative SGEI Statement has the meaning given to it in clause 5.10 ((Government
Funding for Services of General Economic Interest).

Deprived Urban Areas means:
(a) the most deprived fifteen per cent. (15%) of super output areas in England;
(b) the most deprived fifteen per cent. (15% ) of data zones in Scotland; and

(c) the most deprived thirty per cent. (30%) of super output areas in Wales and Northern
Ireland,

based upon each country’s then current index of multiple deprivation.

Entrustment Letter means the letter in the form set out at Appendix A (POL Entrustment
Letter) from the Secretary of State to POL and countersigned by POL.

Financial Year means an accounting period of POL commencing on or around 1 April in any
calendar year and ending on or around 31 March in the following calendar year.

Fundamental Change means the occurrence of any of the events listed in Part A of
Schedule 2 (Fundamental Change).

Funding Period means the period from 31 March 2012 until 29 March 2015.

GCA Contract means the agreement dated 5 March 2009 between POL and the Secretary of
State for Work and Pensions for the provision of Government Card Account Services.

Government means Her Majesty’s Government.
Milestone means:

(a) in respect of the SGEI Payment payable on 1 April 2012 (or the first Business Day
thereafter), the requirements referred to as Milestone 1;

) in respect of the SGEI Payment payable on 1 April 2013 (or the first Business Day
thereafter), the requirements referred to as Milestone 2; and

(c) in respect of the SGEI Payment payable on 1 April 2014 (or the first Business Day
thereafter), the requirements referred to as Milestone 3,

in each case in Part 2 section 4A (Milestones and Milestone Test Dates) of the Strategic Plan.

LON13373033 Page 2
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Milestone Test Date means, in respect of each SGEI Payment, the date specified in Part 2
section 4A (Milestones and Milestone Test Dates) of the Strategic Plan for the achievement of
the Milestone applicable to that SGEI Payment.

Order means the Post Office Network Subsidy Scheme Order 2007 (SI 2007/962) made
pursuant to section 103 of the Act as may be amended or replaced by any subsequent payment
order increasing the maximum amount payable under it in any twelve (12) month period.

Parties means the parties to this Agreement.

POL Working Capital Facility means the £1,150,000,000 working capital facility provided to
POL pursuant to the terms of the credit facilities agreement between the Secretary of State
and POL dated 17 October 2003, as amended and restated on 16 May 2007, amended on 18
April 2008 and further amended and restated on 24 March 2010.

Potential Fundamental Change has the meaning given to it in Part B of Schedule 2
(Potential Fundamental Change).

Relevant Payment has the meaning given to it in clause 3 (Delayed payment).
Remedy Period has the meaning given to it in clause 3 (Delayed payment).
Required Payment Date has the meaning given to it in clause 3 (Delayed payment).
Royal Mail Group means Holdings and each of its subsidiaries.

Rural Areas means those communities which are not Urban Areas.

Separation Event means any event by virtue of which POL ceases to be: (i) a wholly-owned
subsidiary of Mails; or (ii) a wholly-owned subsidiary of Holdings.

SGEI Payment means a payment by the Secretary of State in a Financial Year of an amount
calculated in accordance with Schedule 3 (Calculation of SGEI Payment) to compensate POL
for the net cost of: (i) maintaining a network of post offices in accordance with clause 12
(Access Criteria); and (ii) ensuring the provision of services of general economic interest over
that network, in each case during that Financial Year.

SGEI Statement has the meaning given to it in clause 5.10 (Government Funding for Services
of General Economic Interest).

SGEI Supporting Statement has the meaning given to it in clause 5.10 (Government Funding
for Services of General Economic Interest).

State Aid Clearance means, in respect of any payment to be made to POL under this
Agreement, confirmation by the European Commission that such payment is compatible with

the requirements on state aid of the Treaty on the functioning of the European Union.

Strategic Plan means POL’s strategic plan in relation to the provision of services of general
economic interest as set out in Appendix B (Strategic Plan);

Urban Areas means communities with ten thousand (10,000) or more inhabitants in a
continuous built up area.
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VAT Amount has the meaning given to it in clause 5.13 (Government Funding for Services of
General Economic Interest).

1.2 In this Agreement, except where the context otherwise requires:

(a) a reference to a person (which shall include any individual, firm, company,
corporation or other body corporate, government, state or agency or any association,
trust, fund or partnership (whether or not having separate legal personality) shall
include, as appropriate, its successors, permitted assignees or transferees;

(b) a reference to an enactment or statutory provision shall include a reference to any
subordinate legislation made under that enactment or statutory provision and is a
reference to that enactment, statutory provision or subordinate legislation as from
time to time amended, consolidated, modified, or re-enacted;

(©) words in the singular shall include the plural and vice versa;
(d) references to one gender include other genders;
(e) a reference to any agreement or other instrument (other than an enactment or statutory

provision) shall be deemed to be a reference to that agreement or instrument as from
time to time amended, varied, supplemented, substituted, novated, assigned or
restated;

® a reference to a clause or Schedule shall be a reference to a clause of, or Schedule to,
this Agreement;

() a reference to “includes” or “including” shall be construed without limitation to any
events, circumstances, conditions, acts or matters specified after those words;

h) references to dates which do not fall on a Business Day shall be construed as
references to the immediately subsequent Business Day;

@) the headings are for convenience only and shall not affect its interpretation; and

G) references to this Agreement include this Agreement as amended or supplemented.

1.3 The Schedules and Appendices form part of this Agreement and shall have the same
force and effect as if expressly set out in this Agreement, and any reference to this Agreement
shall include the Schedules and Appendices.

2. CONDITIONS

2.1 The obligation of the Secretary of State under this Agreement to make any SGEI
Payment is conditional on:

(a) all necessary State Aid Clearances having been obtained for the making of that
payment; and

(b) the Milestone having been achieved.
2.2 Each obligation of POL, Holdings and Mails under clauses 5 (Government Funding

Jor Services of General Economic Interest), 6 (POL Strategic Plan), 7 (Mails’
acknowledgement), 8 (Holdings’ acknowledgement), 12 (4ccess Criteria) and 15 (Public
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Consultation, Communication and Equality) of this Agreement, and the obligations of POL
under the Entrustment Letter, in each case in each of Financial Years 2012/13, 2013/14 and
2014/15 (respectively), is conditional on the conditions referred to in clause 2.1 having been
met in respect of the SGEI Payment for that Financial Year, save that to the extent the
condition in clause 2.1(b) is not met and (at the absolute discretion of the Secretary of State)
only part of the SGEI Payment for that Financial Year is paid, then POL shall perform such of
its obligations under this Agreement and the Entrustment Letter as shall be determined by
POL and the Secretary of State to be appropriate having regard to the funding constraints to
which POL will be subject and to POL’s obligations under clause 6.1 (POL Strategic Plan).

2.3 In the event that POL fails to achieve any Milestone by the Milestone Test Date, the
Secretary of State shall have no obligation to make the SGEI Payment until POL has achieved
the Milestone. Should POL not achieve the Milestone within 3 months following the
Milestone Test Date, any payment (or part thereof) by the Secretary of State of the SGEI
Payment shall be at the absolute discretion of the Secretary of State.

Deliverables

2.4 On the date of this Agreement, POL, Mails and Holdings shall deliver (or ensure that
there is delivered) all those documents listed in Schedule 1 (Deliverables) in a form and
substance satisfactory to the Secretary of State (acting reasonably).

Fundamental Change

2.5 Without prejudice to the accrued rights and remedies of the Parties, the obligations of
the Secretary of State to make or facilitate any payments in accordance with this Agreement,
the obligations of POL, Holdings and Mails under clauses S (Government Funding for
Services of General Economic Interest), 7 (Mails’ acknowledgement), 8 (Holdings’
acknowledgement), 12 (Access Criteria) and 15 (Public Consultation, Communication and
Equality) of this Agreement and the obligations of POL under the Entrustment Letter, shall
immediately terminate upon the occurrence of a Fundamental Change.

2.6 If on the date on which any payment is due to be made by the Secretary of State to
POL under this Agreement a Potential Fundamental Change exists, the Secretary of State
shall be entitled to withhold such payment until such time as:

(a) a Fundamental Change occurs, whereupon clause 2.5 shall apply and the Secretary of
State shall have no obligation to make that payment; or

(b) the Potential Fundamental Change ceases to exist, whereupon the payment shall
become immediately due and payable, together with interest from the due date until
the date of actual payment at a rate equivalent to the rate of interest then applicable to
drawings by POL under the POL Working Capital Facility (as amended from time to
time).

2.7 Until the date on which the last SGEI Payment is due to be made by the Secretary of
State to POL under this Agreement, POL shall promptly disclose to the Secretary of State any
matter or thing of which its board of directors becomes aware after entering into this
Agreement which constitutes, or which in the reasonable opinion of its board of directors is
reasonably likely to give rise to, a Fundamental Change or a Potential Fundamental Change.
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3. DELAYED PAYMENT

If any SGEI Payment to be made by the Secretary of State to POL under this Agreement (a
Relevant Payment) is not made on or by the date on which it is required by clause 5.6
(Government Funding for Services of General Economic Interest) to be made (the Required
Payment Date), then during the period between the Required Payment Date and the end of the
tenth (10™) Business Day thereafter (such period being the Remedy Period), the Parties shall
continue to comply with their respective obligations under this Agreement and the Secretary
of State shall make the Relevant Payment within the Remedy Period.

4. STATE AID CLEARANCES
4.1 The Secretary of State agrees to:

(a) prepare as soon as reasonably practicable, in consultation with Mails and POL, an
application for State Aid Clearance for all arrangements under this Agreement
requiring such State Aid Clearance, including any payments to POL under clause 5
(Government Funding for Services of General Economic Interest), in respect of each
of the Financial Years 2012/13, 2013/14 and 2014/15.

(b) pursue such State Aid Clearance application in good faith and expeditiously; -

(c) keep Mails and POL informed as to the progress of such State Aid Clearance
application;

(d) permit representatives appointed by POL to attend meetings with the European
Commission in respect of such application, to the extent permitted by the European
Commission and deemed appropriate by the Secretary of State;

(e) discuss with POL any written notifications to the European Commission in respect of
such State Aid Clearance application before they are submitted; and

® discuss with POL any written notifications from the European Commission in respect
of such State Aid Clearance application promptly upon their receipt.

4.2 As at the date of this Agreement the Secretary of State is targeting the obtaining of
the State Aid Clearance referred to in clause 4.1 by 31 March 2012 and the Parties shall use
their reasonable endeavours to obtain the State Aid Clearance by such date, it being
acknowledged that a mere failure to achieve that target is not of itself a breach of this clause
4.2.

5. GOVERNMENT FUNDING FOR SERVICES OF GENERAL ECONOMIC INTEREST

5.1 POL undertakes to the Secretary of State that it will for the duration of the Funding
Period: (i) maintain a network of post offices in accordance with clause 12 (dccess Criteria);
and (ii) provide across that network the services of general economic interest entrusted to it
by the Entrustment Letter.

5.2 Subject to clause 2.1 (Conditions), the Secretary of State agrees to make to POL in
each of the Financial Years 2012/13, 2013/14 and 2014/15 a SGEI Payment in the amount
specified in clause 5.6 to enable POL to maintain the network and to provide services of
general economic interest over the network.
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5.3 The SGEI Payment for each of the Financial Years 2012/13, 2013/14 and 2014/15
shall be made in a manner or manners to be determined by the Secretary of State in his
absolute discretion (but having consulted with Holdings, Mails and POL as to the impact
thereof (if any) on their profit and loss accounts and the tax treatment of such payments).

5.4 The Secretary of State agrees:

(a) to submit for approval of both Houses of Parliament as soon as reasonably practicable
any order amending or replacing the Order to increase the maximum amount payable
under the Order in any period of twelve (12) months in order to make any payment
under this Agreement which it is determined by the Secretary of State in accordance
with clause 5.3 will be made pursuant to section 103 of the Act;

(b) to submit for approval of the House of Commons as soon as reasonably, practicable
any payment under this Agreement which it is determined by the Secretary of State in
accordance with clause 5.3 will be made pursuant to section 8 of the Industrial
Development Act 1982;

(c) to keep Mails and POL informed as to the progress of such approval(s); and

(d) to notify Mails and POL in writing as soon as reasonably practicable after such
approval(s) have been obtained.

5.5 If and to the extent that the Secretary of State determines to make any part of any
SGEI Payment by way of paying such amount to Holdings or Mails for the purpose of its
being applied in subscription for shares in POL, any such payment to Mails or Holdings shall
be held by Mails or Holdings, as applicable, upon trust to apply it immediately for the purpose
for which it was paid.

5.6 The amount of the SGEI Payment payable in each of the Financial Years 2012/13,
2013/14 and 2014/15 shall be calculated in accordance with Schedule 3 (Calculation of SGEI
Payment), but subject always to the aggregate amount of all SGEI Payments during the
Funding Period not exceeding one billion one hundred and fifty-five million pounds
(£1,155,000,000). Each SGEI Payment shall be made by way of payment on 1 April (or the
first Business Day thereafter) of the relevant Financial Year of the amount specified in clause
5.7 (subject to adjustment in accordance with clause 5.11).

5.7 The amount payable on account of the SGEI Payment (subject to reconciliation in
accordance with clause 5.10) in:

(a) the Financial Year 2012/13 shall be four hundred and ten million pounds
(£410,000,000);

(b) the Financial Year 2013/14 shall be four hundred and fifteen million pounds
(£415,000,000); and

(c) the Financial Year 2014/15 shall be three hundred and thirty million pounds
(£330,000,000).

In ascertaining for any purpose of this clause 5 the amount or maximum amount of any SGEI
Payment no account shall be taken of: (i) any VAT Amount which may be payable under
clause 5.13; or (ii) the benefit of any interest receivable on any amount held by POL prior to
its expenditure.
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5.8 The Secretary of State acknowledges that, without prejudicing his discretion to
determine the method of payment of the SGEI Payment referred to in clause 5.3 above, it is
his current expectation that:

(a) two hundred and ten million pounds (£210,000,000) of the SGEI Payment for
Financial Year 2012/13;

(b) two hundred million pounds (£200,000,000) of the SGEI Payment for Financial Year
2013/14; and

©) one hundred and sixty million pounds (£160,000,000) of the SGEI Payment for
Financial Year 2014/15

will be made by way of a payment under a network subsidy scheme introduced under the
Order provided that: (i) the necessary statutory instrument to permit such payment has been
approved by an affirmative resolution of each House of Parliament; and (ii) any necessary
consent to the making of such statutory instrument has been given by the Lords
Commissioners of Her Majesty’s Treasury.

5.9 It is acknowledged by the Parties that any part of the SGEI Payments received by
POL under a network subsidy scheme pursuant to section 103 of the Act (currently expected
to be the amounts specified in clause 5.8 above) would be treated as revenue in POL’s
accounts, which has an impact on POL’s operating profit. Should any SGEI Payment (or part
thereof) be made in any Financial Year in any manner which would result in it not being
treated as revenue in POL’s accounts then any target operating profit applicable for any
purpose to POL or, prior to a Separation Event, the Royal Mail Group as a whole in such
Financial Year shall be reduced by the amount of any SGEI Payment (or part thereof)
received in any such manner in that Financial Year.

5.10  Within three months following the signature of POL’s accounts in respect of each of
the Financial Years 2012/13, 2013/14 and 2014/15, POL shall provide to the Secretary of
State a statement (the SGEI Statement) setting out in writing the actual amount of the SGEI
Payment for that Financial Year and a cumulative statement (the Cumulative SGEI
Statement) setting out the cumulative amount of the SGEI Payments from the commencement
of the Funding Period, together with supporting calculations and a clear explanation of how
the actual amount of the SGEI Payment has been calculated. Each SGEI Statement shall be
accompanied by a statement (the SGEI Supporting Statement) from an independent firm of
financial advisers confirming:

(a) that the SGEI Statement has been properly prepared in accordance with the
requirements of Schedule 3 (Calculation of SGEI Payment) and any additional
conditions imposed by any relevant State Aid Clearance; and

®) that while carrying out its financial analysis for the purposes of providing the
statement referred to in paragraph (a) above, they did not discover any inconsistency
of POL’s use of the SGEI Payments as against the terms of this Agreement or of any
applicable State Aid Clearance.

For the avoidance of doubt, the independent firm of financial advisers will not be responsible
for determining whether the allocation of costs in paragraph 3 of Schedule 3 (Calculation of
SGEI Payment) is appropriate or whether the profit in paragraph 4 of Schedule 3 (Calculation
of SGEI Payment) is reasonable. POL agrees to use reasonable endeavours to engage such
independent firm of financial advisers on the basis that, if requested by the Secretary of State
and on such terms as the financial advisers may agree:
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©) an accountancy firm nominated by the Secretary of State shall be entitled to discuss
directly with the financial advisers the manner in which the SGEI Supporting
Statement has been prepared; and

(d) the financial advisers shall provide to the Secretary of State all notes and other work
products produced by them in the preparation of the SGEI Supporting Statement.

5.11  If following the end of the Funding Period the Cumulative SGEI Statement in respect
of Financial Years 2012/13, 2013/14 and 2014/15 shows that the aggregate actual amount of
the SGEI Payments over the Funding Period is less than one billion one hundred and fifty-five
million pounds (£1,155,000,000) POL shall, within ten (10) Business Days of receipt by the

Secretary of State of the Cumulative SGEI Statement referred to in clause 5.10, reimburse to

the Secretary of State, without deduction, an amount equal to the difference.

5.12 POL shall use each SGEI Payment only to meet the direct and indirect costs
associated with: (i) maintaining a network of post offices in accordance with clause 12
(Access Criteria); and (ii) ensuring the provision of services of general economic interest over
that network (as entrusted to it pursuant to the Entrustment Letter), as described in Schedule 3
(Calculation of SGEI Payment) (or to make any reimbursement required to be made by POL
pursuant to clause 5.11) and only for purposes permitted by any State Aid Clearance
applicable to it. '

5.13 It is the mutual opinion of the Parties that the SGEI Payments received by POL will
not (and POL agrees not to take any steps with the intention of procuring that they will)
constitute, for VAT purposes, the consideration for any taxable supply and that, accordingly,
the receipt by POL of such SGEI Payments should not give rise to any liability of POL (or
any other member of the Royal Mail Group) to account for VAT in respect of any such
receipt. Notwithstanding the foregoing opinion, if it should, at any time (whether or not a time
falling within the duration of this Agreement), be determined by Her Majesty’s Revenue and
Customs that such SGEI Payments (or any of them) must be treated as the consideration for
taxable supplies made by POL (or, as the case may be, by any other member of the Royal
Mail Group) and that in consequence POL (or such other member of the Royal Mail Group) is
liable to account for VAT in respect of the receipt of any of such SGEI Payments (the VAT
Amount), POL shall notify the Secretary of State of that determination within five (5)
Business Days of being so advised by Her Majesty’s Revenue and Customs and the Secretary
of State shall, as soon as reasonably practicable following notification of such determination,
make a payment to POL, in addition to all amounts otherwise payable by the Secretary of
State to POL under this Agreement, of a sum equal to the VAT Amount, against production of
avalid VAT invoice.

5.14  If Her Majesty’s Revenue and Customs issues a determination as referred to in clause
5.13, the Parties shall (acting reasonably) consult as to what action to take regarding such
determination. If the Secretary of State disagrees with the determination he may, within ten
(10) Business Days of being notified by POL of such determination, give written notice to
POL that he requires POL (or any other Party) to obtain a review by Her Majesty’s Revenue
and Customs of that determination; and POL (or such other Party, as the case may be) shall
promptly request (the form of that request being subject to reasonable review by the Secretary
of State) Her Majesty’s Revenue and Customs to undertake such review. In the event that the
review results in POL obtaining a refund of any VAT Amount, or not being required to pay a
VAT Amount, in each case in respect of which the Secretary of State shall have made a
corresponding payment under clause 5.13, POL shall promptly refund to the Secretary of
State the amount of such corresponding payment.
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5.15  The Secretary of State acknowledges the expectation of the Parties that ongoing SGEI
Payments will be required to be made to POL following the end of the Funding Period to the
extent that POL may be requested to continue to provide services of general economic interest
following the Funding Period.

6. POL STRATEGIC PLAN

6.1 POL shall from 1 April 2011 use its best endeavours to procure the delivery of the
Strategic Plan within the financial parameters of the SGEI Payments provided pursuant to this
Agreement and (unless otherwise agreed by the Secretary of State or required by the terms of
any State Aid Clearance) POL shall not apply any SGEI Payment for a purpose inconsistent
with the Strategic Plan or make any material deviation from the Strategic Plan.

6.2 Until the occurrence of a Separation Event, unless POL and the Secretary of State
agree otherwise, POL undertakes in favour of the Secretary of State to apply in the normal
course any funds representing an aggregate out-performance of POL’s net cashflow over the
Funding Period relative to the net cashflow envisaged in POL’s financial forecasts within the
Strategic Plan to reduce POL's borrowings under the POL Working Capital Facility, subject
only to the fiduciary duties of the directors of POL. The Parties acknowledge that following
any Separation Event the method of reimbursement will need to be reviewed and potentially
amended. i

7. MAILS” ACKNOWLEDGMENT

7.1 For so long as POL remains a wholly-owned subsidiary of Mails and Mails remains
wholly-owned by the Crown, Mails agrees that it shall (insofar as is lawful and consistent
with the fiduciary duties of the directors of Mails in the context of Mails’ insolvency and
appropriate for a parent company in its position) take all necessary steps, including
minimising any downside for POL, and take responsibility for requiring that POL takes all
necessary steps, to execute the strategy agreed upon for POL wholly within the financial
resources made available to POL by this Agreement.

7.2 For so long as POL remains a wholly-owned subsidiary of Mails and Mails remains
wholly-owned by the Crown, in the context of this clause 7, Mails agrees that it will consider
in good faith any request to make available to POL inter-company debt facilities, where such
request is received from POL or the Secretary of State during the Funding Period.

8. HOLDINGS’ ACKNOWLEDGMENT

For so long as POL and Mails remain wholly-owned subsidiaries of Holdings, Holdings
acknowledges the steps required to be taken by Mails under clause 7 (Mails’
acknowledgement) and agrees to take all necessary steps appropriate for a parent company in
its position (and acknowledging that Mails is the principal material asset of Holdings) to
procure that Mails takes those steps.

9. FINAL CONTRIBUTION

9.1 Mails and POL acknowledge that the SGEI Payments to be provided by the Secretary
of State pursuant to this Agreement represent the Secretary of State’s final funding
contribution in respect of POL’s obligations over the Funding Period to: (i) maintain a
network of post offices in accordance with clause 12 (dccess Criteria); and (ii) ensure the
provision of services of general economic interest over that network in accordance with the
Strategic Plan as entrusted to it by the Entrustment Letter.
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16. EMPLOYEE INCENTIVE ARRANGEMENTS

10.1  POL shall develop and implement an incentive scheme, to be approved by the
Secretary of State, for its senior executive team in a manner which is designed to ensure, and
is consistent with ensuring, the delivery of the Strategic Plan.

10.2  POL confirms that:

(a) the terms of any bonus arrangements specific to POL (or those parts of any group-
wide arrangements which are related to the performance of POL) are designed to
incentivise and reward the performance of POL;

(b) the terms of such bonus arrangements are robust, subject to annual review and
designed not to provide rewards where POL’s business has not performed
satisfactorily against the relevant target; and

(c) accordingly, no such bonus arrangements will pay out in respect of any Financial
Year during the Funding Period in which POL seeks and obtains new funding from
the Secretary of State, over and above that anticipated in this Agreement, as a result
of a failure by POL to perform in accordance with the requirements of the Strategic
Plan (other than as a result of a change in Government policy or other reasons beyond
POL's control). Any future bonus arrangements following any such Financial Year
will be discussed with the Secretary of State at the time.

11. SUB-POSTMASTER COMPENSATION CONDITIONS

11.1  As part of its obligations to deliver the Strategic Plan, POL shall ensure that it
complies with the provisions of clause 12 (dccess Criteria) and confirms that the Strategic
Plan has been developed on the basis that no community loses access to services of the type
contemplated in clause 12 (Access Criteria) other than due to circumstances beyond POL’s
control.

11.2  POL shall ensure that as of 1 April 2012 (or such earlier date as may be agreed
between the Secretary of State and POL), all new agency contracts entered into between POL
and any sub-postmaster shall be on such terms as to ensure that such sub-postmaster has no
right to receive: (i) fixed pay; or (ii) any compensation payment for termination of such
agency contract (other than in respect of a breach by POL of the terms of such agency
contract or applicable law).

11.3  POL shall ensure that (save as required by law or contractual requirements) following
1 April 2012, no compensation payments may be paid to any sub-postmaster upon
replacement of such sub-postmaster’s existing agency contract, unless such replacement
agency contract complies with the provisions of clause 11.2.

12. ACCESS CRITERIA

12.1  Without prejudice to its obligations pursuant to clause 5.1 (Government Funding for
Services of General Economic Interest), POL shall throughout the Funding Period provide a
network of at least eleven thousand, five hundred (11,500) Branches which:

(a) provide access to all of the following services:

(i) postal services;
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(ii) basic cash and banking facilities and services offered in accordance with the
- GCA Contract;

(iii) bill payment facilities; and

(iv) information about other services which may be available from POL outlets
from time to time,

provided that a maximum of five hundred (500) Branches (such Branches to be determined by
POL in its absolute discretion) shall not be required to provide the service contemplated in
clause 12.1(a)(ii) (Access Criteria) above; and

(b) enables the following criteria to be met:
(i) Nationally:

(A) ninety per cent. (90%) of the UK population are within one (1) mile
of the nearest Branch;

B) ninety nine per cent. (99%) of the UK population are within three (3)
miles of the nearest Branch; :

(i) In Urban Areas:

(A) ninety five per cent. (95%) of the total population within Urban
Areas across the UK are within one (1) mile of the nearest Branch;

(B) ninety nine per cent. (99%) of the total population within Deprived
Urban Areas across the UK are within one (1) mile of the nearest
Branch;

(iii) In Rural Areas: ninety five per cent. (95%) of the total population within
Rural Areas across the UK are within three (3) miles of the nearest Branch;

(iv) In each postcode district: ninety five per cent. (95%) of the population in
each individual postcode district are within six (6) miles of the nearest
Branch.

12.2  In applying the above criteria POL shall in addition take account of geographical
constraints such as rivers, mountains and valleys, motorways and sea crossings to islands so
as not to impose undue hardship when considering the appropriate Branch network.

12.3  Reference to “Branch” in this clause 12 shall mean a Branch providing the services
described in clause 12.1(a).

13. JOINT VENTURES
13.1  POL agrees that it shall only enter into joint ventures with third parties for purposes
consistent with the delivery of the Strategic Plan and provided that the joint venture is

structured on the basis that it would not (according to Government advice) be classified as
part of the public sector under relevant Treasury rules.
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14. SEPARATION EVENTS

14.1  The Secretary of State commits to considering, prior to effecting a Separation Event,
the potential impact of such Separation Event on the deliverability of the Strategic Plan.

142  No Party (other than the Secretary of State) shall be liable for any breach of this
Agreement if such breach would not have occurred but for the occurrence of a Separation
Event.

15. PUBLIC CONSULTATION, COMMUNICATION AND EQUALITY
15.1  POL shall at all times comply with the Code of Practice.

152  POL acknowledges the commitment recorded in the resolutions made during its board
meeting of 21 January 2008 that any individuals taking any decision or exercising any other
function on POL’s behalf should do so having due regard to the need to observe factors which
comprise the statutory equality duties and that appropriate steps be taken to inform all people
making decisions or exercising functions on POL’s behalf of these equality duties. POL shall
ensure that this commitment is maintained in the performance of its obligations under this
Agreement.

16. CONSENTS

The Secretary of State hereby consents, for all purposes of the articles of association of
Holdings and any other document or arrangement under which its consent or approval is
required, and Holdings hereby consents, for all purposes of the articles of association of
Mails, to the execution and performance by Holdings, Mails and POL of this Agreement and
the documents and arrangements to be entered into pursuant to, or otherwise contemplated by,
this Agreement (other than any agreement contemplated in clause 13). Each of the Secretary
of State and Holdings agrees that such consents will take effect notwithstanding any failure to
comply with any procedural requirements of such articles or other documents in connection
with the obtaining of such consents.

17. CONFIDENTIALITY

17.1  Each Party undertakes to each other Party that, subject to clause 17.2, it shall treat as
strictly confidential all confidential information. For the purposes of this clause 17,
confidential information shall mean:

(a) the provisions of this Agreement, the Entrustment Letter and the Strategic Plan; and

(b) the negotiations relating to this Agreement, the Entrustment Letter and the Strategic
Plan.

17.2  Clause 17.1 shall not prevent the disclosure by a Party of any confidential
information:

(a) to those of its officers (including auditors), employees and agents as it considers have
a need for such information in the performance of their respective functions and who
shall in each case be made aware by such Party of its obligations under this
Agreement and shall be required by such Party to observe the same restrictions on the
use of the confidential information as are contained in this clause 17,
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®) to its professional advisers who are bound to such Party by a duty of confidence
which applies to the confidential information disclosed,

() to the extent required by applicable law or by the regulations of any regulatory or

supervisory authority to which such Party is subject or pursuant to any order of court
or other competent authority or tribunal;

(d) which shall have entered the public domain or ceased to be confidential other than as
a result of a breach by such Party of its obligations under this clause 17;

(e) which was already known to such Party prior to its disciosure to such Party other than
as a result of a breach by such Party of an obligation of confidentiality;

() as such Party, acting reasonably, considers necessary in connection with any
investigations, inquiries, or actual or threatened proceedings in connection with
Holdings, Mails or POL or any of their respective directors;

(&) in the case of Holdings, Mails or POL, to the extent that its board of directors acting
reasonably, considers disclosure necessary from time to time in its statutory accounts;

h) to the extent that the Secretary of State, acting reasonably, considers disclosure
necessary from time to time in the published accounts of the Department of Business,
Innovation & Skills or Her Majesty’s Treasury;

) to the extent required by any Parliamentary obligation;

Q) to the extent required for the purposes of any examination pursuant to section 6(1) of
the National Audit Act 1983 of the economy, efficiency and effectiveness with which
the Secretary of State has used his resources;

k) to the European Commission for the purposes of obtaining State Aid Clearance; or
O with the prior written consent of the other Parties.

17.3  If a Party becomes required, in circumstances contemplated by clause 17.2(c), (f) or
(g) to disclose any confidential information, such Party shall, to the extent permitted by law,
give to each other Party such notice of such disclosure as is practicable in the circumstances
and shall, to the extent permitted by law and practicable in the circumstances, consult with the
other Parties as to the extent of such disclosure.

18. NOTICES

18.1 A notice to be served pursuant to or in connection with this Agreement shall be in
writing and, unless otherwise stated, served in person or sent by pre-paid first class post, fax
or any electronic method of communication as agreed by the Parties to the relevant Party at its
address or fax number set out below, or such other address in England or Wales or fax
number notified by it to the other Parties and marked for the attention of the person or
department therein specified.

18.2  The address and addressee of each Party at the date of this Agreement are:

Navmé_(r)f Party :Ad_iireSsée o ‘ “":_”Addréss e _Fﬁix Number
Secretary  of | Legal Director for | 1 Victoria Street, GRO
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Name of Party | Addressee i | Address . | Fax Number

State Postal Services London SWIH 0ET

Holdings Company Secretary 100 Victoria i GrRO |
Emb ent, London |~~~
EC4Y OHQ

Mails Company Secretary | 100 Victoria i._._GRO i
Embankment, London
EC4Y OHQ

POL Company Secretary 148 Old Street,
London EC1V 9HQ

18.3 A notice shall be deemed to be received on the date and time specified below (save
that where such notice would otherwise be deemed to be received after 17:00 London time on
a particular day, it shall be deemed to have been received at 9:00 London time on the next
Business Day):

(a) in the case of a notice served in person, upon delivery at the address of the addressee;
(b) in the case of a posted letter, on the second Business Day after posting;

(c) in the case of a fax, when received in legible form; and

(d) in the case of any other electronic method of communication agreed by the Parties,

when actually received in readable form.

18.4  Each Party undertakes to notify all of the other Parties by notice served in accordance
with this clause if the address specified for that Party herein is no longer an appropriate
address for the service of notice or if it is desired to substitute any individual addressee of that
Party named in clause 18.2.

18.5  In proving service of any notice under or in connection with this Agreement it will be
sufficient to prove:

(a) in the case of a letter, that such letter was properly stamped or franked, addressed and
placed in the post or in the case of personal delivery, was left at the correct address;
and

(b) in the case of a fax transmission, that fax was duly transmitted to the fax number, as

appropriate, of the addressee referred to in clause 18.2.
19. ENTIRE AGREEMENT
19.1  This Agreement and any documents referred to in it or annexed to it constitute the
whole and only agreement among the Parties or any of them relating to its subject matter and,
for the avoidance of doubt, supersedes any other prior arrangement, understanding or

agreement between the Parties or any of them relating to the subject matter of this Agreement.

19.2  Each Party acknowledges that in entering into this Agreement, it is not relying on any
pre-contractual statement which is not set out in this Agreement.
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19.3  Except in the case of fraud, no Party shall have any right of action against any other
Party arising out of or in connection with any pre-contractual statement except to the extent
that it is expressly provided for in this Agreement.

19.4  For the purposes of this clause 19, pre-contractual statement means any draft,
agreement, undertaking, representation, warranty, promise, assurance, forecast, estimate or
arrangement of any nature whatsoever, whether or not in writing, relating to the subject matter
of this Agreement made or given by any person at any time prior to the date of this
Agreement.

20. GENERAL
Secretary of State

20.1  Nothing in this Agreement fetters the powers conferred on the Secretary of State by
the Act.

Costs

20.2  Save as expressly provided for elsewhere in this Agreement, each of the Parties shall
at its own expense do all such things as shall be necessary to give full effect to the obligations
imposed on it under this Agreement.

Third parties

20.3  For the purposes of the Contracts (Rights of Third Parties) Act 1999, no person other
than a Party shall have any rights in respect of this Agreement.

Counterparts

20.4  This Agreement may be executed in any number of counterparts and by the Parties on
separate counterparts, each of which when so executed and delivered shall be an original, but
all the counterparts shall together constitute one and the same instrument.

Partial invalidity

20.5  If any term or provision in this Agreement is held to be illegal or unenforceable in
whole or in part under any enactment or rule of law, such term or provision or part shall to
that extent be deemed not to form part of this Agreement but the enforceability of the
remainder of this Agreement shall not be affected.

Rights, variations and waivers

20.6  The rights and remedies of the Parties shall not be affected by any failure to exercise
or delay in exercising any right or remedy or by the giving of any indulgence by any other
Party or by anything whatsoever except a specific waiver or release in writing and any such
waiver or release shall not prejudice or affect any other rights or remedies of the Parties. No
single or partial exercise of any right or remedy prevents any further or other exercise thereof
or the exercise of any other right or remedy.

20.7  No variation of this Agreement shall be of any effect unless it is agreed in writing by
or on behalf of each Party.
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20.8  Any waiver of any right, power or remedy under this Agreement must be in writing
and may be given subject to any conditions thought fit by the grantor. The person seeking the
waiver shall disclose to the grantor all material facts then in that person’s knowledge relevant
to the subject matter of the waiver. Unless otherwise expressly stated, any waiver shall be
effective only in the instance and only for the purpose for which it is given.

Remedies

20.9  Without prejudice to any other rights or remedies that any Party may have, each Party
acknowledges and agrees that damages alone would not be an adequate remedy for any
breach by a Party of the provisions of this Agreement, and that the remedies of injunction and
specific performance as well as any other equitable relief for any threatened or actual breach

of the provisions of this Agreement by a Party may be more appropriate remedies and that no
proof of special damages shall be necessary for the enforcement of this Agreement.

Governing law and jurisdiction

20.10 This Agreement and any non-contractual obligations arising out of or in relation to
this Agreement shall be governed by and construed in accordance with English law.

20.11 Each Party hereby submits to the exclusive jurisdiction of the courts of England.

EXECUTED by the Parties on the date first written above.
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SIGNEDby ~OULIVER GRIFFITAS

for and on behalf of
THE SECRETARY OF STATE FOR BUSINESS, INNOVATION & SKILLS

Signature: R

Name: Oliver Griffiths~~—_/
Title: Deputy Director, Shareholder Executive

SIGNED by
for and on behalf of
POST OFFICE LIMITED

Signature: GRO G Ro

Name: S+ &+ v

Title: (o Sec DAVID gieTry )
CMES CHsrIVEL N RSN

SIGNED by

for and on behalf of

ROYAL MAIL HOLDINGS PLC

GRO 'GRO

Signature: y
Nagme: BOJ MLl
Title: Comarmy ¢rupeTAf OA‘VD SMTTA
e CurTameR AfRCTR
SIGNED by G RO
for and on behalf of

ROYAL MAIL GROUP LIMITED

Signature: GRO \] GRO

Name:  \yn UMD
Title: Contry Spellentr) DAVID SIMUTH
CRIER CASTIWL DEFIER,
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SCHEDULE 1

DELIVERABLES

A certified copy of a resolution of the board of POL.:

(a) approving the terms of, and the transactions contemplated by, this Agreement and
resolving that it execute and perform this Agreement;

(b) authorising a specific person or persons to execute this Agreement on its behalf; and

(c) authorising a specified person or persons, on its behalf, to sign and/or dispatch all
documents and notices to be signed and/or dispatched by it under or in connection
with this Agreement.

2. Certified copies of resolutions of the boards of Mails and Holdings:

(a) approving the terms of, and the transactions contemplated by, this Agreement and
resolving that it execute and perform this Agreement;

(b) authorising a specific person or persons to execute this Agreement on its behalf; and

(c) authorising a specified person or persons, on its behalf, to sign and/or dispatch all
documents and notices to be signed and/or dispatched by it under or in connection
with this Agreement.
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SCHEDULE 2

Part A
Fundamental Change

A Fundamental Change will have occurred if:

1.

an order has been made or resolution has been passed for the winding-up of, or a
provisional liquidator to be appointed in respect of, POL;

an administrator has been appointed in respect of POL;

a receiver (which expression shall include an administrative receiver) has been
appointed in respect of POL;

POL has stopped paying its debts as they fall due;

a moratorium is declared in respect of the indebtedness of POL or POL enters into a
moratorium or a composition, assignment or similar arrangement with its creditors
generally;

a scheme of arrangement is approved, or proposed by POL, under Part 26 of the
Companies Act 2006 with a view to rescheduling or restructuring POL’s
indebtedness;

a voluntary arrangement has been proposed by POL under section 1 of the Insolvency
Act 1986 in respect of POL; or

an event analogous to the foregoing has occurred in relation to POL in any
jurisdiction outside England.

Part B
Potential Fundamental Change

A Potential Fundamental Change exists at any time if at that time a Fundamental Change shall
not have occurred but:

L.

a petition has been presented or a meeting has been convened for the purpose of
winding-up POL or appointing a provisional liquidator in respect of POL and such
petition has not been discharged or such meeting has not been held; or

POL is currently taking steps with a view to appointing an administrator or agreeing a
moratorium, composition, assignment or similar arrangement with its creditors
generally.
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SCHEDULE 3

CALCULATION OF SGEI PAYMENT
The amount of the SGEI Payment shall (subject to clause 5.7 (Government Funding for
Services of General Economic Interest)) be equal to all the direct and indirect costs associated
with the provision by POL of services of general economic interest (SGET) including:
1. all variable costs incurred in providing the SGEI; plus
2. all fixed costs incurred in providing the SGEI plus
such proportion of fixed costs common to both the SGET and other activities of POL

as is appropriate to be allocated to the SGEI (based on generally accepted cost
accounting principles); plus

(%)

4. a reasonable profit in providing the SGEI; less
5. the revenues received by POL from the SGEL

For the purposes of paragraph 3 of this definition the fixed costs common to both the SGEI
and other activities of POL shall include, without limitation, contributions to pension funds,
interest costs, group central cost allocations, capital expenditure, contributions to the cost of
any employee incentivisation arrangements and the costs of rationalising the network to
maintain a network with optimal coverage for delivery of SGEI at minimum cost within the
funding envelope, in each case whether such costs are recurring or exceptional.
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APPENDIX A

POL ENTRUSTMENT LETTER

Post Office Limited
148 Old Street

London
EC1V 9HQ

For the attention of: Paula Vennells
[ ] October 2010

Dear Sirs,

ENTRUSTMENT OF POST OFFICE LIMITED WITH THE DELIVERY OF
CERTAIN PUBLIC SERVICES

Commencement

This letter has effect from the later of: (i) the date on which the European Commission
confirms that the schedule of services of general economic interest as set out in Annex
A to this letter are compatible with the requirements on State aid of the Treaty on the
functioning of the European Union; and (ii) 1 April 2012 (the "Effective Date").

Existing entrustment letter

Notwithstanding the signing of this letter, in respect of the period prior to the
Effective Date, the provisions of the letter from the Secretary of State to Post Office
Limited entitled "Entrustment of Post Office Limited with the delivery of certain
public services" and dated 24 March 2010 (the "Existing Entrustment Letter") shall
continue in full force and effect and the provisions of this letter shall be without
prejudice to any rights, remedies, obligations or liabilities of any party accrued under
the Existing Entrustment Letter.

The Existing Entrustment Letter shall be terminated on the Effective Date.

Entrustment

This letter contains an overarching ministerial instruction entrusting Post Office
Limited with the provision and delivery of certain public services of general economic
interest. This instruction is legally binding on Post Office Limited and Post Office
Limited has signed this letter in agreement and acknowledgement of this.

Post Office Limited is required to provide a network of post office branches to make
available the services of general economic interest detailed in Annex A ("SGEI").
Post Office Limited is entrusted with the delivery of these SGEI using its network in
accordance with the contractual terms which apply to each service.
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Specifically, the SGEI are provided under commercial contracts entered into by Post
Office Limited and the Government department or body purchasing the service. In the
case of universal postal services, the services made available at post office branches
are ones which the universal service provider (Royal Mail Group Limited) is required
to provide under the terms of its postal service licence.

The entrustment of the delivery of the SGEI set out in this letter to Post Office
Limited does not replace or change in any way contracts and other agreements under
which the terms of the provision of the individual SGET are made. Post Office Limited
is expected to use reasonable endeavours to enter into contracts with the Government
department or body purchasing the service to provide the SGEI.

We confirm that Post Office Limited's public service obligation extends to
maintaining a network of post offices beyond its optimum commercial size and
providing services of general economic interest over that network from the start of its
financial year on or around 1st April 2012 until its financial year ending on or around
31st March 2015. Additionally, as set out in the Post Office Limited Funding
Agreement dated on or around the date of this letter (the "2010 Funding
Agreement"), Post Office Limited will, as a minimum, be required to meet the
following access requirements:

° Nationally, 99% of the UK population to be within 3 miles and 90% of the
population to be within 1 mile of their nearest post office outlet.

] 99% of the total population in deprived urban areas across the UK to be within
1 mile of their nearest post office outlet.

° 95% of the total urban population across the UK to be within 1 mile of their
nearest post office outlet.

o 95% of the total rural population across the UK to be within 3 miles of their
nearest post outlet.

In addition the following criterion will apply at the level of each and every individual
postcode district, establishing a minimum level of coverage at a very local level.

° 95% of the population of the postcode district to be within 6 miles of their
nearest post office outlet.

Method of Calculating Compensation

As soon as reasonably practicable following publication of its audited accounts for the
Financial Year 2014/15, Post Office Limited will be required to provide, in
accordance with the 2010 Funding Agreement, a statement (the "Cumulative SGEI
Statement"), accompanied by a supporting statement from an independent financial
adviser, to confirm that the aggregate actual amount of the SGEI Payments made by
the Government to Post Office Limited in respect of Financial Years 2012/13,
2013/14 and 2014/15 under the 2010 Funding Agreement did not exceed the direct
and indirect costs incurred by Post Office Limited in connection with the provision of
SGEI during those Financial Years, including::
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1. all variable costs incurred in providing the SGEI; plus
2. all fixed costs incurred in providing the SGEI; plus
3. such proportion of fixed costs common to both the SGEI and other activities of

POL as is appropriate to be allocated to the SGEI (based on generally accepted
cost accounting principles); plus

4. a reasonable profit in providing the SGEI; less
5. the revenues received by POL from the SGEL
in each case in respect of the relevant Financial Years.

For the purposes of paragraph 3 above, the fixed costs common to both the SGEI and
other activities of Post Office Limited shall include, without limitation, contributions
to pension funds, interest costs, group central cost allocations, capital expenditure,
contributions to the cost of any employee incentivisation arrangements and the costs
of rationalising the network to maintain a network with optimal coverage for delivery
of SGEI at minimum cost within the funding envelope, in each case whether such
costs are recurring or exceptional.

Recovery of Overpayment

Notwithstanding clauses 5.2 of the 2010 Funding Agreement, in the event that the
aggregate actual amount of the SGEI Payments made by the Government to Post
Office Limited in respect of Financial Years 2012/13, 2013/14 and 2014/15 exceeds
the costs incurred by Post Office Limited in providing the SGEI during those
Financial Years, as calculated in accordance with the above formula, Post Office
Limited will be required to repay to the Government, within 10 Business Days of the
receipt by Government of the Cumulative SGEI Statement, an amount equal to such
eXCesS.

Edward Davey MP

Post Office Limited acknowledges that the instructions set out in this letter are legally
binding.

Signed by )
for and on behalf of Post Office Limited )

Dated  October 2010
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SCHEDULE OF SERVICES OF GENERAL ECONOMIC INTEREST
PROVIDED BY POST OFFICE LTD AT POST OFFICE BRANCHES

| Category of
“|'service

'Setfvircek provided

- | Service providedon
.| behalfof -

Processing social
benefit and tax
credit payments to
the public.

Cash payment of state
benefits including state
pension, child benefits and
tax credits and encashment of
benefit cheques.

Cash payment of benefits and
the issuing of vouchers to
eligible asylum seekers.

Department for Work
and Pensions, Social
Security Agency -
Northern Ireland, Her
Majesty's Revenue &
Customs and financial
institutions Home Office

application forms for
customers to complete and
return to DVLA, and budget
cash savings schemes for
licence fees.

Receiving payment for
vehicle licences and
Photocard Licences, and
checking Photocard
application forms and
supporting documentation.

Cash payment of health Department of Health.
benefits and the provision of
form EHIC benefits
Processing of Providing passport The Identity and
national identity application forms for Passport Service ("IPS")
and licensing customers to complete and
scheme applications | return to IPS Checking and IPS
authentication of passport ) )
applications and supporting The Driver and Vehicle
documentation Licensing Agency
("DVLA")
Providing vehicle licence
DVLA.

Universal payment
facilities for public
utility services.

Provision of facilities for
payment of electricity, gas,
telecommunications and
water bills. Payment options
include pre-payment and
other budgeting schemes (e.g.

savings stamps).

Financial Institutions
individual utility service
providers, and billing
service providers
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Category of Service provided | Service providedon
service - g ) | behalfof -
Provision of facilities for | Her Majesty's Revenue
payment of tax bills and and Customs, local
social housing rents. authorities and housing
associations.
4, Universal postal Provision of postal services Royal Mail Group
service. which the universal service Limited.
provider (Royal Mail Group
Limited) is required to
provide under its postal
services licence
S. Universal access to | Provision of basic Financial Institutions

basic cash and
banking facilities
and Government
savings
instruments,
especially for rural
customers and
those on social
benefits.

community banking facilities
(cashing of cheques, cash
deposit, Post Office card
account and automated cash
withdrawals and deposits)
and cash transmission
facilities (postal orders), in
particular to socially
excluded customers. This
includes deposits and
withdrawals of cash by
businesses local to Post
Office branches. Access to
Saving Gateway accounts
and Government savings
instruments including
Premium Bonds, Investment
Accounts, Children's Bonds
and National Savings
certificates.

including Her Majesty's
Treasury, the
Government-owned
National Savings &
Investments, the
Department for Work
and Pensions, the Social
Security Agency -
Northern Ireland, and
Her Majesty's Revenue
& Customs.
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Government Funding and Strategic Plan - Executive
Summary

GOVERNMENT FUNDING

HM Government has enfrusted Post Office Ltd to maintain a network of at least 11,500 Post Offices
meeting certain access criteria and through that to provide certain SGEI services. This places a material
financial obligation on Post Office Ltd so, in order for these obligations to be met, Post Office Ltd requires
on-going Government funding. To further minimise the funding required Post Office Ltd also provides
some non-SGEI services the revenues from which contribute to the SGEI funding.

STRATEGIC PLAN

Post Office Ltd has created a strategic plan which addresses the challenges the business faces, and puts
the Post Office network and the ongoing provision of SGEI services on a more sustainable footing. This
document outlines that plan.

The Post Office network is a valuable national asset which positively contributes to communities the
length and breadth of the United Kingdom. A report for Postcomm on the social value of the Post Office
network found that its annual social value is upwards of £2.3B'. However the network as currently
constituted requires ongoing reform if the delivery of the SGEI services and the social value is not to be at
risk over time. In particular Post Office Ltd needs to address the uneconomic legacy network operating
models — and specifically the Subpostoffice model. Not only are the legacy operating models uneconomic
for Post Office Ltd, but also for many agents (due to staffing costs and the lost opportunity cost of retail
space foregone), and most importantly they do not meet the needs of customers in the 21 century. Post
Office Ltd’s strategic plan aims to modernise the models to the benefit of Post Office Lid, its shareholder,
Post Office agents, customers and UK communities.

CHALLENGES

o Customer relevance challenge: the Post Office continues to see accelerating decline in traditional
revenues, intensifying competition and substitution across all our markets. This is leading to a
diminishing sense of relevance among many of our customers for the Post Office brand, which is
further driven by the Post Office falling behind customers’ channel experience expectations.

o  Operating model chalienge: the customer challenge is in part driven by our network operating models
which are inflexible, expensive, high in fixed cost for Post Office Lid and also low-yield, high cost for
Post Office Ltd's agents.

o Financial challenge: While Post Office Ltd has returned to an operating profit level in recent years
(inclusive of Government SGEI compensation), the business has not begun to generate cash and the
outlook is one of decline and ever increasing subsidy unless the business is able to solve the
customer relevance and operating model challenges it faces and also to innovate in growing new
revenue streams.

o Shareholder challenge: Government requires Post Office Ltd to retain its current network size, reduce
its reliance on subsidy, grow revenues and ensure alignment of interest with agents.

THE PLAN

Post Office has put together a holistic plan which addresses the challenges the business faces:

o Defend Traditional Income: by improving customer experience across all channels, by offering
tailored mails services for SMEs and by extending network coverage for relevant services

o Innovate and grow new income streams: particularly from making the interface between Government
and citizens more efficient via identity verification and application management services.

o Modernise channels: by extending opening hours, improving the in-store environment and reducing
queues in the network and through extending and improving the online offering. In the network Post
Office Ltd will infroduce new, more flexible, operating models which better integrate the Post Office

! 1 HTTP://www.nera.com/extimage/PUB_Postcomm_Aug2009.pdf
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with the host retail business and remove entitlements to fixed pay and compensation from agents’
contracts.

o Address cost base competitiveness: by buying down pay and reviewing the number of Crown Offices,
by driving efficiencies in our support operations and by removing fixed pay in the agency network.

o Engage our people: Post Office will engage its people and agents by ensuring that focus on
customers is at the heart of the business and via reward structures that ensure alignment of interests.

OUTCOMES

o Post Office Lid will maintain the network of ~11,500 Post Office branches, the majority of which will
offer extended opening hours and significantly improved customer experience. Post Office Lid will
also investigate extending its bill payment network significantly through partnerships. In particular this
modernised network will better meet the future needs of Royal Mail and their customers, and in doing
so make Post Office Ltd the mails channel of choice for small businesses and consumers.

o Post Office Ltd will eradicate the loss generated in the Crown Office network through pay rebalancing
and by reviewing the number of directly managed branches.

o Post Office Ltd will transform the franchise proposition for its agents, reducing their cost base,
simplifying their operations, driving new revenue streams and investigating the introduction of
mechanisms for agents to share in the success of a transformed business.

o Post Office Ltd will offer direct channels that account for a material proportion of revenues and enable
a multi-channel experience alongside the network channels providing customers with real channel
choice.

o Income will grow by ~£60m during the Spending Review Period to 2014/15 (compared to 2010/11
forecasts) despite some declines in traditional markets and if Post Office Ltd were able o complete
the remainder of its plan in 2015/16 and 2016/17, it would achieve a steady state growth of around
£200m.

o Costs will absorb inflation and the introduction of additional functionality (e.g. CRM and ID Services),
and will become further variabilised.

o  Post Office Ltd will deliver a marginally positive annual cash flow exit rate at the end of 2014/15 with
an NSP payment that is in decline (£160m in 2014/15), and if Post Office Ltd were able to complete
the remainder of its plan in 2015/16 and 2016/17, then at maturity NSP would be ~£50m p.a. and
annual cash flow would be positive by ~£25m.

RISKS TO THE PLAN

There are a number of risks to the plan which are covered in section 6 of this document; the five most
critical risks are:

o Pensions settlement not being implemented,

o Failure to obtain State Aid approval,

o  Slower growth in New Government Services income,
o Retail mails revenues lower than forecast, and

o Network programme not being deliverable.

UPSIDES TO THE PLAN
There are also a number of potential upsides to the plan which are covered in section 7 of this document:

e More new Government Services income coming through,

e Innovation proposition revenues higher than forecast over the plan period,
o A greater than assumed contribution from Personal Financial Services, and
o  The network programme being delivered under budget.

!M_044132
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The UK post office network ret
500 OCutreach services) serving &

ins at the heart of cnmmumt?m nationwide with ~11,500 branches {including
ound 20 million customers & clie

The Governiment is clear that there is a continuing social n@ ci .ur a uc—wwon\ of Pos ficas, providing SGEls
throughout the country, which cannot be provided by nai 2 Post ce network, o "mmugh
internet or telephone-based access. In particular, the dhpeww namm of zi% UK population means that a
commercially optimal network, which would very largely be located i densely populated urban areas, would be
insufficlent to meet the naads of many communities.

Iy recagnition of this, the Government funds Post Office Lid to snable the continued provision of SGEls across
a network which is larger than the oplimum commercial size. In return Post Office Lid pt‘ovidm a network of

11,500 Post Offices and adheres to the access criteria. The expansion of the network through the introduction
of the Basics model will not increass the network S(;:i:.! costs incurred as Basics will only operate in focations

whera it is commnercially viable in absence of subsidy.

In addition to the network requirements described above, Post Office Lid has been entrusted by Govarnment to
. . o kS . . )
provide the following 8GE] services (these are set out in the Entrustment Letter and surmmarised below):

1. Processing social henefit and tax credit payments to the public;

2. Processing of nationg! identity and licensing scheme applications;

3. Universal payment facilities for public utility services,

4. Universal postal service; and

5. Universal access 1o basio cash and banking facilities and Government savings instruments, especially

for rural customers and those on social benefits.

These services are entrusted o Post Office Lid by way of a letter authorised by Edward Davey MP signed on

25" October 2010 and covers the funding petiod !)/1% 0 14715 {the "Entrustment Letier”). A am'xilar letter from
%1 McFadden to Mike Moores dated 24 March 2010 entrusic Post Office Lid fo provide these services in
2011112,

Government deoes not compensate Post Office Lid for the full cost of iis SGE p]@«u sion and does not
compensate Post Office Lid for non-8GEl in any way. Post Office Lid provides non-SGE! products with the sob
purpose of reducing the funding requirement gensrated by the provision of the SGE! wquumnﬁnif These
products include Telephony, Parsonal Financial Services cmd Travel In addifion these non-S 2E] products
generate agents pay which weould probably have to be paid in order to rnake the agents economically viable -
ihis benelit however is not taken into account within FOL’s accounts.

Government envisages that it is likely it will continue o require Post Office Lid to maintain the network and
provide the SGEI services through that nelwork beyond the current funding period and accordingly also require
Post Office Lid o take reasonable actions to reduce the longer term costs of tha bﬂﬂo and the network and to
increase the amount of confribution generated from non-SGE] sarvices. It should be noted that the actions Post
Office Lid plans to take to reduce the longer term cost of the 8GEls and the neiww i through which the SGEls
ate provided are counted as 8GE] cost within the funding period,

POL's accoume are aplil Ento S GEl and non-SGE] with direct income and costs atiributed to the respective parts

of the husiness. Fixed costs are allocated to both paris of the business.
The amount of funding provided by Government is restricted fo the cosis of SGEI aver this period by EU Slate
:f\iri rutes, The total amount of funding Governiment will provide to Post Office Iui Vel I ;GHUH 12113 to 14115
s less than the SGEL costs for the same period and - along with an indicative foracast of the quantuin of the
ubEi costs - ia set out in the following table:
{(£m) 2012/13 2013/14 2014715

1 SGEl Cost (broken down at Annex 1) {497} {458} (410}

2 NSP 210 200 160

3 Qther Governmeant Funding 200 215 170

4 Total SGE! Funding (sum of lines 2 and 3) 410 415 330

5 POL contribuiion to SGE! costs

{the negative of the sum of linas 4 and 5 equal ling 1) 87 53 30

© 201112 MSP is not new funding and is covered in the 2011/12 Funding Agresment. The iotal with that funding would be £1,335m
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Within the funding period Post Office Ltd will deliver the strategic plan as set out in Section 2 of this document.
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Post Office Strategy - Part 2, Strategic Plan

1. The case for change

=)

There are a number of factors that combine to create real pressures on the Post Office business
model and the company’s ability to meet Government objectives around maintaining the network and
delivering SGEls:

Customer demands are fast shifting due fo
technology, lifestyle and widened choices for
fulfilling needs; they want enhanced
convenience, better opening hours, high retail
standards and quick tailored service in
obtaining the services they demand from Post
Offices

Markets and competition are evolving much
faster, becoming sharper and widening into the
key mails pillar, through a mixture of electronic
substitution and competitors diversifying their
offerings into adjacent market places, or small
retailers seeking to replicate Post Office
service provision

Agenis face escalating costs, Post Office pay
reduction and loss of footfall which coupled
with the recessionary impacts in their retail
businesses are leading to more of them
becoming economically unsustainable. This is
now becoming acute for larger branches and
multiple partners as well

Public opinion does not want to see further
closures and wants ‘social value’ maintained.
The national role and social cohesion of the
Post Office network remains treasured.

o The Government as Shareholder has a
number of policy objectives with regards to
the Post Office including: maintaining the
network at ~11,500, avoiding any closure
programme, meeting the access criteria and
delivering the Services of General Economic
Interest

o Stakeholders (special interest groups and
MPs) want a reliable network as part of a
national infrastructure, providing key services
and delivering significant ‘social value’ for the
UK and vulnerable customer groups

o Post Office Lid has a legacy of inflexible

and expensive operating models in the

network (which work for neither Post Office

Ltd nor agents) which are enshrined in

practice and in contract

Clients (including Government

Departments) need to be able to access

‘fast, transaction services’ (requiring high

levels of network coverage, convenient

locations and opening hours) and / or

‘secure, complex services’ (requiring efficient

mass distribution channels for face to face

services with highly skilled, trusted customer
facing people).

[}

Overall these drivers combine to create a position where the business has to spend increasing levels
of cash to sustain the network. Even additional cash payments by way of fixed agents pay will
ultimately fail as declining footfail undermines the business models of the agents themselves.

The challenge to the Mails market is particularly acute. This market accounts for 38% of Post Office
Lid's income, 46% of agents’ variable pay and 35 to 40% of footfall. Post Office’s market share is at
risk from a number of areas:
Failure to meet customer and client expectations — customer loyalty is declining largely due to
queuing and to uncompetitive opening hours. This in turn potentially undermines Royal Mail's
commitment to Post Office Lid as a channel in the medium term,

Continued electronic substitution across the mails market — Post Office Ltd is the only Royal Mail
Group retail channel in decline currently (compared to direct channels such as On Line Postage),
New competition — this risk has increased notably with the establishment of competitor networks
and a growing risk of operators consolidating customer mail and entering the Royal Mail pipeline

o

through account based products.

The market for personal financial services is also in flux due to the banking crisis and the recession.
While an opportunity exists for Post Office Ltd to extend its personal financial services business -
building on its trust, reach and the foundations of Forward:five2eleven - other entrants such as Tesco
and Virgin are also looking to expand their role and operate in the same trusted space that the Post
Office brand could exploit. It is critical that Post Office Lid is able to progress its proposition consistent
with market evolution.
There is also a real opportunity for Post Office Lid to develop new Government Services which focus
on two key public requirements: firstly, allowing Government Departments and Agencies to reduce
their costs and secondly, providing a physical access channel to direct services for digitally excluded
customers.
A failure by Post Office Lid to react now to the challenges and opportunities it faces will lead to

irrecoverable position where the network staris to contract due to uncontrolled closures and whd
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the business has lost many of its customners. In this scenario there is unlikely to be any further
opportunity to subsequently arrest the decline of the network.

'M_044132
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2. Commmercial Strategy

CUSTOMER FOCUS

e The most fundamental issue Post Office Ltd faces is one of customer relevance and accordingly the
strategy has at its heari a relentless focus on understanding and meeting developing customer
needs.

e Post Office Ltd has developed an aspirational vision to become “The People's Post Office, always
socially and commercially relevant by providing essential services for a fair return”. This vision has in
turn led to three Customer Change principles which underpin all elements of the strategic plan:

o Increase Accessibility: Post Office Ltd will aim to offer customers a wider choice of channels, to
make more products and service available online and on a multi-channel basis, to maintain the
network at 11,500 Post Office branches, to provide more convenient locations with longer
opening hours, and to tell customers about these developments.

o Improve Branch Experience: Post Office Lid will aim to reduce queues, to provide rapid,
convenient access, to offer the choice of automation suited to customer needs, to maintain clean
branches with high retail standards, to deliver trusted, helpful and informed customer service, and
to provide closer integration with the existing retail offering.

e Enhance products: Post Office Ltd will aim to provide simpler, more customer-friendly and more
easily accessible products, to offer customers the right range of products to meet their needs, and
to ensure products offer good value for money.

MAILS STRATEGY

e The main focus of the mails strategy is to address the issues Post Office Lid currently has with the
customer experience issues. Much of this improvement will be delivered by the channel strategy, and
the three strategically vital areas for improvement remain:

o Reducing queue times in the Premier and Main Post Offices delivering Mails capacity,
o Extending opening hours to meet the needs of our customers, and
e Improving the in-branch experience of customers, in particular small businesses

e In addition to the medium term improvements delivered by the network sirategy Post Office Ltd will
also focus on:

o Queue busting solutions for Premier and Main Post Offices,

Extending functionality and deployment our of Post & Go self service kiosks,

Creating a compelling pre-paid mails range,

Improving collection services,

Developing the mails specialist role,

Developing targeted small business propositions and account management solutions,

Developing and supporting online mails services,

Investigating opportunities as a mails aggregator

e © 6 © © 9o o

GOVERNMENT SERVICES STRATEGY

e Post Office Ltd plans to become the physical channel alternative fo Government's own direct
channels for those customers who cannot interact online and for those services that require a
physical touch point.

o This aspiration will suppori Government objectives around universal access to services, removing
paper and complexity and enabling digitisation of administration, as well as providing material savings
opportunities.

o Post Office Lid plans to develop and offer three main propositions fo Government departments and
agencies:

o ldentity and verification: to become Government's consolidated channel for authenticating and
verifying customer identity and credentials,

o Assisted digital applications: become Government's physical exception channel for the digitally
excluded, and

o Data re-use: over time, make customers’ lives easier - and enabling Government’s ‘Tell Us Once’
aspirations - by storing and re-using customer consented data.

FINANCIAL SERVICES STRATEGY

o Post Office Ltd's financial services portfolio remains broad and iis strategy contains a variety gf
differing aspirations in the various sub-markets: iM 044132
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s Personal Financial Services: Post Office Ltd plans to re-focus business around savings and
mortgage products while limiting exposure on insurance, to improve the online offer significantly,
to review the branch capacity and focus, and to renegotiate the relationship with the Bank of
Ireland to deliver a proposition which reflects customer needs and preferred channel choices,

o  Bill Payments: Post Office Ltd plans to partner with one or more suitable network terminal
operators or point of sale providers to dramatically increase the number of locations where Post
Office bill payment is offered,

o Personal Banking: Post Office Lid plans to increase the number of partner banks who allow their
customers o undertake cash withdrawals and deposits in Post Office branches, with an
aspiration to have all major high street banks signed up,

Travel Services: Post Office Ltd plans to maintain their position in the market,

e Financial Inclusion: Post Office Ltd plans to develop its relationship with ABCUL and individual

credit unions with a view to helping them make their service more accessible.

TELEPHONY & INNOVATION STRATEGY

o Post Office Ltd's Telephony strategy is to continue to provide fixed line and broadband propositions
that meet the need of the business’ core customers, presenting the proposition as a simple and
competitive alternative to BT and focusing sales activity more on direct channels.

o At the same time Post Office Ltd will:

o  Look to improve the customer proposition to keep pace with the market,
o  Assess the opportunity for launching a simple mobile offer, and
o Investigate the value of installing ‘4G’ repeaters across the branch network.

o Post Office Ltd will also develop a much greater focus on innovation, setting aside funds to develop
new propositions. In addition to the ‘4G’ and mobile concepts in Telephony and the new Government
Services detailed above, Post Office Ltd will also investigate:

o  Online mails services aimed at supporting growth in mails fulfiment,
o Payments solutions which will support the phasing out of cheques, and
e Further self-service solutions.

!M_044132
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3. Channel Strategy

OVERALL NETWORK STRATEGY

e The network strategy aims to:

o Maintain geographic accessibility, network capabiliies and social value for the benefit of
customers,

e Undertake a network modernisation programme to ensure customers can access services
through channels that meet their needs and expectations,

o  Offer a ~40% increase in opening hours giving greater convenience ,

o Ensure queues are reduced so that 90% of customers are served within 5 minutes,

o Bring the Crown Office network to break even through pay rebalancing and a review of the
number of Crown Offices (within the bounds of contractual obligations),

o  Create branch models that are profitable for Post Office Ltd and for Agents,

o Change all agency contracts within the scope of the network programme set out within this
strategic plan to fully variabilised pay and remove the right to compensation on termination other
than for breach of contract by Post Office Ltd, and

o Manage the transition from the current network structure to one that is more fit for purpose and
cost effective in a smooth, customer oriented way which compensates agents appropriately,
minimises adverse public opinion and which takes account of local community views. As part of
this transition, Post Office Ltd will not remove any provision from a community where a service
currently exists other than for reasons beyond Post Office Ltd's control.

The network will be modernised along the operating model lines set out below in this section. Details of
the purpose, role and product set for each operating model is included at Annex 2.

CROWN OFFICES AND PREMIER BRANCHES

@

Post Office Lid plans to buy down Crown Office pay and to review the number of Crown Offices
retained. Current plans envisage around 140 directly managed branches being retained (subject to
amending certain existing contracts) which would become Premier branches focusing on sales of
personal financial services along with a further 60 agency run premier branches. Post Office Lid is
committed to moving the remaining Crown Office network to break even position within the funding
period, eliminating an annual cash loss of ~£50m.

MAIN POST OFFICES

o Post Office Ltd plans to modernise 4,000 larger branches, and to relocate 1,000 of these to new
partners better able to meet customer needs.

o Main Post Offices will be better integrated with the host retailers business allowing for extended
opening hours, have excellent retail standards (delivered through refurbishments and through new
partner investments), and will deliver capacity for retail mails and new Government services as well as
continuing to generate personal financial services and telephony leads for direct channels.

o New agents taking on Main Post Offices (including Premier branches) as part of this programme will be
expected to make a material investment in setting up their branches, matching the investment being
made by Post Office Ltd.

POST OFFICE ESSENTIALS, OUTREACH AND BASICS+

e Post Office plans to introduce the Post Office Essentials model across the majority of the remaining
agency network, however within the plan period up to 2014/15 it will only create 2,000 of the planned
6,000 Essentials branches that are planned to be introduced by 2016/17. Around half of the new
Essentials branches will be operated by new agents in new premises.

o Post Office Essentials branches will be fully integrated with the host retail business, freeing up retail
space and allowing for staff efficiencies as well as increased opening hours. This means that Post
Office Lid will be able to pay Essentials agents on a variable basis only, removing fixed pay from the
network.

o In addition the product range in an Essentials branch will be simplified to remove those manual
products that make up a small minority of the customer demand but disproportionately increase the cost
and complexity of the branch model.

o Post Office Lid also plans to increase the number of Outreach by around 200 locations and to introduce
a Basics+ model in around 750 locations (which offers simple mails, bill payment and POCA cash

|M_044132
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withdrawals only) to ensure that all communities with an existing Post Office service continue to receive
the provision they need but on a more economic basis.

BASICS MODELS

o Post Office Ltd plans to extend its network by adding around 3,000 brand new Basics models. These
will be light touch models providing simple mails and automated bill payment services at point of sale in
locations where demand allows. These will mostly be in urban and suburban locations and will be
critical for Post Office Ltd in targeting mails and bill payment convenience transactors.

s In addition to the Basics model, and as described above, Post Office Ltd will also investigate partnering
with one or more parties to extend its bill payment provision. Potential partners could include the
operators of point of sale terminal networks. Up to 20,000 additional bill payment locations could be
added through this approach.

COMPENSATION POLICY

o Post Office Ltd plan to compensate existing agents for the introduction of these changes along the
following lines:

o Compensation will only be paid to agents leaving the business or to agents who remain on
acceptance of the revised contract terms,

o New contract terms will be introduced on 1% April 2012 for all changing agents. These contracts will
embrace a number of changes including: a move to fully variable pay, the removal of any right to
future compensation and clearly defined customer experience service levels (including opening
hours and queuing performance),

e Existing Agents — i.e. those currently holding a contract for services - will be required accept the
new contract terms at the latest by December 2016 (at which point Post Office Ltd will serve notice
on any who have failed to do so),

Compensation will only be paid to existing agents when the new contracts are signed.

o Compensation will be paid against a base factor of 18 months pay, with those agents leaving the
business receiving 18 months of full pay and those remaining receiving 18 months of fixed pay plus
18 months of variable pay for those products that are being withdrawn (in the case of Essentials),

o 18 Months has been chosen as the base factor because it closely equates to the re-sale value of a
Subpostoffice on the open market currently and this has been discussed with the NFSP executive.

e The exception to the 18 month base factor rule is that those agents who remain and who operate
Main Post Offices will receive a smaller amount of compensation, referred to as a fransition
payment, which is intended to bridge the gap between fixed pay being removed and a material
amount of new Government Services income being delivered. In addition to these ftransition
payments, these agents will also receive a significant contribution towards the refurbishment which
becoming a Main Post Office requires.

NETWORK IMPLEMENTATION

o The network strategy will be implemented on a semi-voluntary basis using a programmatic approach,
taking best practice from previous network programmes. The detailed plan for the programme will be
built up over time and will take account of the views of the NFSP, local authorities and communities.

o Underpinning this programme of network modernisation are two core principles; firstly, that there will be
no planned closures instigated by Post Office Ltd and secondly; that the Government's stated
requirements for access will continue to be met. This does not mean that branches will not be moved to
new locations in circumstances where doing so strengthens the sustainability of the branch and/or
enhances the service offer to customers, but it does mean that communities who have a Post Office
service at the commencement of the plan will continue to do so. In cases where Post Office closes for
reasons outside Post Office Ltd's control the company ("Unplanned Closures”) will, as now, take all
reasonable steps to replace that service so that community access to services is not lost.

o Where the Code of Practice requires Post Office Ltd to consult on a change then Post Office Ltd will do
so in accordance with the Code of Practice that is current at that time for the purpose of delivering this
modernisation plan. For the purposes of this plan Post Office Ltd has assumed the following
obligations:

o Where an existing Post Office converts on site to either a Main Post Office or an Essentials branch
Post Office Ltd will advise customers of the change 4 weeks in advance, through communications
displayed in branch, and

o  Where a new Post Office branch (Main Post Office, Essentials or Outreach) is to be established in a
community - but in a new location that is likely to materially affect the accessibility of that branch for
a significant proportion of customers - then Post Office Lid will consult on relevant issues for a

period of up to 6 weeks;
M_044132
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The above arrangements do not cover changes to the network that are outside the strategic plan and /

or Post Office Lid's control, namely Unplanned Closures.

The programme will be “semi-voluntary” in nature, meaning that those agents who have a valid contract
in place on 1% April 2012 will have some choice as to when they adopt the new models into their
businesses, but that this period will have an end date upon which contract and operating model

changes become mandatory.

'M_044132
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31173, and the current
broadd shape of the

programme as cuirently envisaged (but prior to detailed pfdzm.u;) for the funding period o 201415

CROWKS
{373

FRANCHISE

Madium B

POE
{49) e e

CUTREATH L 3,000 3000 New Basic
) : =

{324} T 130 430 20 Large Hranch

RASICS + (750)

O ESSENTIALS
(2,000}

CUTREACH
{3,800)

BASICS {3,000} |

DIRECT CHANNELS

ost Office Lid plan to improve lis direct channels further, plans include:
s introducing CRM, data managemant and Improved web functionality,
»  Growing personal financial services and telephony sales,

o Extending the range of service offered including introducing direct only offers,
s (3iving customers more cholce aound how they inferact with postofiice.co.uk,

2 Providing greater alignment and consisiancy of voice across Post Office’s contact cenire channsls
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4, Delivery Strategy

TECHNOLOGY

o Post Office Ltd has developed a technology strategy that supports the overall strategy, reduces the cost
of operation and satisfies the demands of the business for new products, services and operating
models. The technology strategy will be delivered through the provision of industry standard solutions
and Post Office Lid will adopt “off the shelf components” where possible and maximise reuse and value
for money.

o  The main elements of the technology road map will be:

o Need To Do items including: pin-pad replacement, branch counter hardware refresh and Paystation
renewal,

o Cost Reducing items including: core Horizon system development (including preparation for
replacement), introduction of unified branch engineering and rationalisation of branch telecoms,

o Strategic Development items: development of a service orientated architecture service layer,
improvements to management information and business intelligence capabilities, consolidation of
desktop, engineering and hardware contracis,

o Channel strategy supporting: development of point of sale and other systems to support the new
branch operating models, development of functionality to support the direct channel strategy,
enhancements to Post & Go and roll out of more units, development of queue measurement and
management solutions,

o Commercial strategy supporting: infroduction of a Customer Relationship Management system,
development of data management solutions to enable Post Office Ltd to strengthen and leverage
our customer, product and transaction information, and the development of functionality and
hardware to deliver the new Government Services propositions.

PEOPLE AND ENGAGEMENT STRATEGY

o Post Office Lid will deploy a People Engagement plan aiming at ensuring the whole organisation
including agents is aligned behind the strategic plan. This will feature:
o A clear focus on the customer centricity of the plan,
o The deployment of a clear set of leadership standards and behaviours,
o A reward structure focused on delivering objectives, and
o The development of any gain share mechanism or mutualisation structure required by Government.

COST REDUCTION

o Post Office Ltd will also reduce its cost base in delivering the strategic plan. The total operating cost of
the business will stay materially the same but will absorb inflation and add new channel and technology
functionality within that cost envelope. Key cost reduction drivers include:

o Delivering the changes to Crown Offices will reduce staff costs by ~£60m p.a.,

o Reducing the cost of central and supporting staff through ongoing organisational development &
management and through the infroduction of more Single Person Vehicles in supply chain will
reduce staff costs by ~£20m.

o  Delivering the new agents contracts will remove fixed pay by ~£110m (while agents retain much of
their income as variable pay, critically, it is then dependent on revenue levels).

!M_044132
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Milestone Milestone Test Date | Requirements
1 31 March 2012 Network size and scope:

e As demonstrated by the then most recent report
submitted to the House of Commons library
(subject to any updates notified by POL), POL’s
network continues to number at least 11,500
Branches in accordance with clause 12(1)(a) of
the Funding Agreement.

e POL’s network continues to meet the access
criteria set out in clause 12.1(b) of the Funding
Agreement.

Any shortfall caused by Unplanned Closures, which

POL can demonstrate it is taking steps to remedy,

will be deemed not to be a failure to meet this

milestone.

Neiwork contraci:

o POL has developed replacement sub-postmaster
contracts to ensure that under the new contract
no sub-postmaster has any right to receive: (i)
fixed pay; or (ii) any compensation payment for
termination of that contract (other than for breach
by POL of the contract or under applicable law).

Annual plan:

o POL has presented a plan for the Financial Year
2012/13 setting out the steps it will take in
respect of the Strategic Plan (or any variation to
it, agreed by the Parties where material) during
that Financial Year (an “Implementation Plan”).
This Implementation Plan will include:

- POL’s annual budget; and
- POL's network strategy, including details of the
commercial rationale for the same.

SGEI Statements:

e POL has presented the NSP Statement and the
Supporting Statement for the Financial Year
2010/11.

2 31 March 2013 Neiworl size and scope:

o As demonstrated by the then most recent report
submitted to the House of Commons library
(subject to any updates notified by POL), POL’s
network continues to number at least 11,500
Branches in accordance with clause 12(1)(a) of
the Funding Agreement.

o POL’s network continues to meet the access
criteria set out in clause 12.1(b) of the Funding
Agreement.

Any shortfall caused by Unplanned Closures, which
POL can demonstrate it is taking steps to remedy,
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will be deemed not to he a failure to meet this
milestone.

Annual plan:

o POL has presented an Implementation Plan for
the Financial Year 2013/14 setting out the steps
it will take to deliver the Strategic Plan (or any
variation to i, agreed by the Parties where
material) during that Financial Year. This
Implementation Plan will include:

- POL’s annual budget;

- POL’s network strategy, including details of the
commercial rationale for the same; and

- A reconciliation of the steps it took under its
Financial Year 2012/13 Implementation Plan
back to the Strategic Plan, including a
breakdown of changes to the network.

SGEl statementis:

o POL has presented the NSP Statement and the
Supporting Statement for the Financial Year
2011712,

31 March 2014

Network size and scope:

e As demonstrated by the then most recent report
submitted to the House of Commons library
(subject to any updates notified by POL), POL’s
network continues to number at least 11,500
Branches in accordance with clause 12(1)(a) of
the Funding Agreement.

o POL’s network continues to meet the access
criteria set out in clause 12.1(b) of the Funding
Agreement.

Any shortfall caused by Unplanned Closures, which
POL can demonstrate it is taking steps o remedy,
will be deemed not to be a failure to meet this
milestone.

Annual plan:

o POL has presented an Implementation Plan for
the Financial Year 2014/15 setting out the steps
it will take to deliver the Strategic Plan (or any
variation to it, agreed by the Parties where
material) during that Financial Year. This
Implementation Plan will include:

- POL’s annual budget;

- POL’s network strategy, including details of the
commercial rationale for the same; and

- A reconciliation of the steps it fook under its
Financial Year 2013/14 Implementation Plan
back to the Strategic Plan, including a
breakdown of changes to the network.

SGEI statements:

o POL has presented the SGEI Statement and the
SGEI Supporiing Statement for the Financial
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Year 2012/13.
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Post Office Lid will seek external investment from new and existing partners in order o deliver
commearcial elemerds of tha plan.

STRATEGIC PLAN FORECAST FINANCIAL STATEMENTS

s0me

Post Office Lid forecasis the following business profit and cashflow when the shrategic plan is

)
delivered (the key assumptions which underpin this forecast are included at Annex 3):
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BASELINE FINANCIAL STATEMENT

o The sirategic plan cashilow represents a significant improvernent on the baseline scenario in which
no improvements are made to the network. £18 of NSF would still fail to stem the deteriorating
financial position of the business and risk Post Office Lid's ability to maintain the network.
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Risks

o Pensions settlement: Post Office Ltd has assumed that the Government will take on the historic pension
deficit for the whole of Royal Mail Group as of the 1% April 2012 and that Post Office Ltd’s ongoing
contributions will not materially increase; there is a risk that this assumption proves not to be the case,
in which scenario (where Post Office Ltd has to continue to fund its share of the historic deficit) there is
arisk of up to £75m funding shortfall during the plan period.

o New Government Services Income: Post Office Ltd has assumed it will secure £175m of new
Government Services income during the plan period. These services will be publicly procured in line
with all relevant legislation and that may result in Post Office Ltd being unsuccessful in some tenders.
There is, therefore, a risk that this income growth is not secured, or that it is won at lower margin than
assumed. Post Office Ltd’'s maximum exposure to this risk is ~£90m. Post Office Ltd will mitigate this
risk by working with Government and in particular the Cabinet Office to move to pilot on new services
with a number of Government Departments and Agencies with a view to proving concepts and securing
contacts as soon as possible.

o Retail mails revenues: Post Office Lid has assumed that in return for it delivering the improvements to
the customer proposition for retail mails customers, Royal Mail will agree to an intra-business
agreement (or in the event of separation, a distribution agreement) at materially the same value as the
existing IBA. There is a risk that Post Office Ltd is not able to deliver the level of revenue and
contribution from its Mails pillar assumed in the strategic plan, for instance because Post Office Lid fails
to deliver the customer service improvements set out in the plan. This could lead to a revenue shortfall
of up £150m within the plan period. The mitigation of this risk is intrinsically linked to the delivery of the
network programme and Mails commercial strategy.

o Innovation: The cumulative income from innovation is £60m from 12/13 to 14/15 which is not yet tied to
specific business cases and if it doesn’'t materialise will reduce POL'’s profit by £15m. The mitigation for
this risk is that Post Office Ltd will monitor delivery of Innovation benefits and take remedial
management action if benefits are not forthcoming.

o Consultation and the code of practice: There is a risk that if the code of practice arrangements
envisaged for the programme become more onerous than currently envisaged then the costs of
implementation will rise, the timescales for delivering changes extend and the likelihood of legal
challenge heighten. The mitigation of this risk will be that Post Office Ltd will work with Government and
the appropriate consumer body to agree a practical code which gives local communities a proportionate
voice in the network changes.

o Completion of network programme: The network programme is highly ambitious, impacting ~7,500
offices during the funding period, and has three main risks. Firstly the scale of the change (effectively
twice the size of any previous change programme); Secondly the reliance on some new operating
models that have only been piloted and not tried at scale; and Thirdly the ability to find new agents who
will operate the new models. The financial impacts of these are impossible to quantify but any of these
factors could undermine the network change. Post Office Ltd’'s management team is experienced in
delivering programmatic network change and will track the delivery of the network programme closely
as well as incorporating the learnings from earlier programmes into the implementation plan.

o Lack of NFSP support: It is possible the NFSP membership will not support 18 months compensation
as previously it was paid at 26 months. If the NFSP are able to generate sufficient public opposition to
the change this might undermine the network change or increase the cost of it by ~50% (in excess of
£100m). Post Office Ltd has already begun mitigating this risk by consulting with the NFSP executive
over the changes and involving them in the strategic planning process.

o  Public reaction: The British public have demonstrated great attachment to Post Offices and they might
regard the new operating models as a reduction in service. If this opinion generates sufficient
momentum it could, again, undermine the network change. To mitigate this risk Post Office Lid will
carefully plan and deliver a communications plan highlighting improvements in customer experience,
accessibility and opening hours.

o State Aid approval: If State Aid approval is not obtained for all of this funding over the period (including
working capital and the separate 2011/12 funding request) then it is likely that POL would not be able to
maintain the network at its current size meaning that POL would be unable to discharge the SGEI
obligations that have been entrusted fo it or to deliver this strategic plan.

o Additional obligations on Post Office Lid: If extra obligations over and above those in this agreement
are placed on Post Office Ltd that have a material impact on Post Office Lid’s funding then Post Office
Lid’s financial viability could be threatened. Post Office Ltd will mitigate this risk by continuing to work
with Government on all aspects of the strategic plan to ensure all decisions which might add additional

obligations on Post Office Ltd are made with these costs understood.
!M_044132
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o Underperforming economy: if the UK economy fails to recover at the pace assumed in the plan Post
Office Ltd's commercial operations may fail to deliver the level of contribution towards costs anticipated
in the strategic plan.
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7. Upsides to the Plan

o New Government Services: there is an opportunity for Post Office Ltd to deliver more new
Government Services income beyond planned levels largely by selling the propositions to more
Government Departments and Agencies than the core ones assumed in the plan and by re-using
consented customer data towards the back end of the funding period.

o Innovation: there is an opportunity for Post Office Ltd if one of the Innovation propositions under
investigation can be brought to maturity sooner than assumed and starts to materially contribute to
overheads over the plan period. In order to improve the chances of this, Post Office Ltd are assessing
a wide range of potential propositions (both in number and diversity).

o Personal Financial Services: there is an opportunity for Post Office Ltd to deliver more contribution
from Personal Financial Services than assumed in the sirategic plan, for example through:

o Improved commercial terms with its partners and providers,
o Higher than forecast sales volumes caused by i) improvements to the sales model and channels
or through, ii) effectiveness of Post Office marketing, or iii) market trends,

o Network Programme: there is an opportunity for Post Office Lid to deliver the network programme
under budget through:

o Lower than assumed development and project costs,

s More agents opting to convert to new models onsite than assumed reducing the overall amount of
compensation, or

s More Unplanned Closures than assumed, removing these agents from the compensated
population.
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Completion of ithe programme beyond the funding period

Post Office Ltd’s full plan for the business runs through to 2016/17, with 2017/18 being the first year of

steady state operation.

There are two main elements of the longer term plan that are not completed by 2014/15 and will

continue through 2015/16 and 2016/17:

e The completion of the network programme and in particular the deployment of a further 4,000
Essentials branches, and

e The ramp up of new Government services revenues.

It is critical to the delivery of the strategic plan and to the integrity of the network that Post Office Lid is

able to offer reasonable comfort to agents at the start of the network programme that the programme

will be completed in full. Post Office Ltd accepts that it is not possible for Government to provide

confirmation of funding beyond 2014/15 at this point.

Post Office Ltd forecasts the following NSP payments in the years immediately beyond 2014/15:

NSP Breakdown By Year (Em)
2015/16 2016/17 2017/18
130 80 50
*£50m is the forecast steady state NSP once the strategic plan is delivered.

Post Office Ltd forecasts that it will spend £105m in each of the years 2015/16 and 2016/17 on
completing the network programme. This will allow Post Office Ltd fo complete the implementation of its
proposed end state network, made up of the following operating models:

o  Premier branches: 200

o Main Post Offices (large): 1,500

e Main Post Offices (medium): 1,300
e Main Post Offices (small): 1,200

o Post Office Essentials: 6,000

o  Qutreach and Basics +: 1,750

e Basics: 3,000
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Annex 3 — Key Planning Assumptions
Funding

e State aid clearance sought and obtained for all required elements of plan
e Government provides funding in accordance with the Funding Agreement
o Funding will not be subject to tax
o No net VAT impact from separation

Financials

o No pension deficit recovery payments are assumed from 2012/13 onwards

e Inflation is included at 3.5% pa for staff costs and 2.5% for other costs. Interest rates rise, to 3.8% in
2012/13 and 4.3% subsequently
The UK economy will not change materially throughout the plan period with modest GDP growth
Network Subsidy Payment will be received as revenue

Comimercial strategy

e The Mails IBA contract at materially the same value

e Mails simplification agreed with Royal Mail to enable pre-paid parcel solutions

e There is no strike action within Royal Mail

o Postcomm approval for increase in mails prices is forthcoming in line with Royal Mail October 2010
application io Postcomm

e ABCUL/credit union costs and income excluded from plan

e There will be no net financial impact from renegotiation of the current joint venture deal with Bank of Ireland
affecting Personal Financial Services over the current plan period

o No major changes affecting Post Office Ltd's travel services (in particular travel money and travel insurance)

o Post Office Ltd sign-up two of the remaining big three banks to its cash withdrawal services

o There is no net financial impact from signing up a partner in Bill Payment over the plan period

e New Government Services initiatives will provide Post Office Ltd with ~£175m income over the plan period

with a 25% contribution to fixed overheads
POCA revenue will decline in line with the forecast provided in the POCA contract
e Innovation income will be £60m over the plan period with a 25% contribution to fixed overheads

@

Network and Delivery strategy

e Government will continue fo mandate a network of at least 11,500 branches which meet the access criteria
and that there will be no mandated programme of Post Office closures

o New model propositions will be sufficiently attractive to prospective agents to enable Post Office Lid to
recruit the number of agents assumed in the plan; and new Main Post Office agents will match funding for
their branch refurbishments

o Project cost assumptions are based on previous management experience of change programmes
The programme will be “semi-voluntary” in nature, meaning that those agents who have a valid contract in
place on 1% April 2012 will have some choice as to when they adopt the new models into their businesses,
but that this period will have an end date upon which contract and operating model changes become
mandatory (no later than the end of December 2016)

o The National Federation of Subpostmasters supports the compensation policy, in particular the base factor
being at 18 months pay

o The changes in the Crown Office network, particularly the staff pay buy-down and franchising are achieved
without industrial action

o The level of Unplanned Closures is 150 per annum

o The proportion of off-site conversions is 25% for Main Post Offices and 50% for Post Office Essentials

o The full network programme is communicated to agents at the outset of the programme, and funding will be
available for the last two years of the programme (15/16 and 16/17) which fall beyond the period of this
funding agreement

o There is no judicial review or other legal challenge to the programme that delays or halts implementation

o There is no change in relevant Government policy

o The Code of Practice is no more onerous than currently and there will be no consultation for on-site

conversions
!M_0441 32
Page 26 of




UKGI00043218
UKGI00043218

The cost of services provided to Post Office Ltd by Royal Mail remain materially the same and there will be
no material financial impact on Post Office Ltd as a result of the separation
The cost of any agent gainshare mechanism is excluded
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