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As you may be aware, one of the parties showing interest in
purchasing Girobank from the Post Office is the Alliance and
Leicester Building Society. They have, I understand, indicated
that they are interested only in a 100% acquisition, including
Girobank's corporate business and have sought the Building
Societies Commission's reactions to this proposition.

It seems that the Commission's reaction to Alliance and
Leicester's proposals is much influenced by the fact that the
question of the extent to which it would be right to enable
building societies to participate in corporate sector business
was considered early last year and that the Treasury then took
the view that it would be inconsistent with the nature and
purpose of building societies to enable them to undertake
significant corporate sector business. I understand that the
view has been taken within the Commission that there are no
grounds for seeking a re-examination of such a recent policy
decision.

JA4AAU
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the department for Enterprise

I fully appreciate that the prudential regulation of building

-societies is the responsibility of the Commission and it would

not be right to interfere with their decisions in this regard.
But I am also conscious that a combination of Girobank with its
large number of customers and network of 22,000 Post Office
counters and a large building society may offer to both parties
imaginative opportunities to develop joint business: I would be
sorry to compromise these opportunities by requiring Girobank to
sell off its established and profitable corporate business.

We are also committed to the policy of returning public sector
undertakings to the private sector and we announced last June
that Girobank would be sold. Alliance and Leicester is one of
very few organisations which are at present indicating serious
interest in purchasing Girobank. If they are prevented from
pursuing that interest this is likely to have a significant
effect on the Post Office's ability to attract a buyer willing
to offer an acceptable price for Girobank. There seem to me to
be sufficient grounds for reconsidering where the balance now
lies between potentially conflicting objectives. This is of
course a matter on which it is primarily for Treasury Ministers
to take a view. However, it may be that in the light of new
factors there is a case for signalling to the Building Societies
Commission a relaxation of the present policy, which could open
the way to the purchase of Girobank by a building society. I am
sure that none of us would want to see such a case go by
default.

At

TONY NEWTON

JA4AAU
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GIROBANK: ALLIANCE AND LEICESTER BUILDING SOCIETY

At your meeting with Mr Bridgeman on Tuesday, it appeared that a

feasible splution could be found to the A&L's request to buy

Girobank.

2 The necessary legislative steps would be:

(1)

(ii)

(d1i)

ease restrictions on money transmission services to

all societies. They would be given the power to
provide overdraft facilities linked to money
transmission to corporate customers. This would
require an affirmative Order under section 19 of

the Building Societies Act;

designate Girobank, by name, to .allow. ‘the

purchasing society to invest in a deposit taking
subsidiary. This would require a negative Order;

allow societies to arrange lending and leasing to

companies and manage the loans off balance sheet.
This could either be accomplished by the
designation of individual companies or by removing
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restrictions in Schedule 8 to the Act (by a
negative Order). The latter option was preferred

because it would grant the power to all societies.

3. The above changes would allow the society to purchase
Girobank and to run the money transmissioh service with more
flexibility than it would be allowed at present. Girobank (as a
subsidiary of the society) could continue to administer the
corporate lending, provided it removed the existing loans from its
balance sheet. It would also be able to arrange new loans for
companies, but not to make them on its own balance sheet. We need
to explore, with BSC officials, how quickly these changes can be

made.

4, Although the A&L can eventually be told that they may proceed
on this basis to bid for Girobank, there are still a number of
hurdles;

(1) they would need to ensure that the corporate
lending and leasing can be removed from Girobank's
balance sheet and that they are content with this
solution;

(355 the BSC will need to be satisfied on the prudential
aspects of a bid;

{1x%) the Bank will also need to be satisfied, as the
supervisors of Girobank.

Recommendation
B We recommend that work begin on the legislative changes, that

the Post Office's advisers should be asked to analyse Girobank's
assets for the BSC and that the BSC should begin discussions with
the A&L on this basis. By the time a meeting is arranged with the
A&L, the BSC hope to have confirmed that the legislative changes
are possible - their lawyers have given the work highest priority.
Therefore, at the same time we recommend that consultation should
begin with the Building Societies Association on the details of
the Orders. This would make it clear to all societies, very soon,
that they may bid for Girobank.
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6. You may now wish to reply to Mr Durward's letter af .25
January and to Mr Newton's letter to the Financial Secretary of 25
January (perhaps your Private Secretary would clear this with the
Financial Secretary's office). Draft replies are attached; they

— s

GRAEME DICKS

have been agreed with PE.
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DRAFT LETTER FROM THE ECONOMIC SECRETARY TO
Mr S Durward
Alliance and Leicester Building Societies

49 Park Lane
London W1Y 4EQ

Thank you for your letter of 25 January concerning the sale of

Girobank.
P Your approach is indeed both legitimate and welcome, but, as
you are aware, it poses some problems in terms of building

societies' powers. However, the Building Societies Commission is
prepared to examine a number of options which would allow a
building society to bid for Girobank. You might like to take up

their invitation to discuss possibilities with them.

3 I regret that I cannot give the definitive answer you
requested. The final decision on whether a society may proceed on
any new venture of this scale rests with the Building Societies
Commission. It will need to be assured of the prudential aspects
of a bid. The Bank of England will also have to be satisfied abut
the proposed arrangements because of its responsibility for

supervising Girobank.

4, I hope that you will take up the opportunity to resume
discussions with the Building Societies Commission and that a

mutually acceptable solution can be found.

PETER LILLEY
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DRAFT LETTER FROM ECONOMIC SECRETARY TO MR NEWTON

GIROBANK
Thank you for your letter of 25 January to Norman Lamont. With
his agreement I am replying, as the difficulties relate primarily

to the regulation of building societies.

2z, I have now discussed this with Michael Bridgeman, Chairman
of the Building Societies Commission. We have identified two main

problem areas.

Overdrafts connected with Corporate money transmission

K Building Societies are allowed to provide corporate money
transmission services at the moment. Their clients may overdraw
their accounts on a temporary basis, but only if such overdrafts
are accidental and occasional. They are not allowed to arrange
overdraft facilities, for use as necessary. Such restrictions
would make it difficult for Girobank's corporate customers to use

its money transmission services.

4. We are therefore considering a general extension to
societies' powers to permit them to allow overdraft facilities for
corporate customers, but only in respect of their money

transmission activities.
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Loans and leasing finance to incorporated business, and loans to

individuals in excess of £10,000

54 At present, societies are not allowed éo make such loans and
I would not wish to make a general extension of their powers to
cover this sort of activity.

b I have also considered with Michael Bridg;man whether it
would be possible for the Alliance & Leicester to buy all of
Girobank, on the condition that it undertook to dispose of such
loans, if it had not converted to a plc within two years.
However, I feel that it would not be appropriate to anticipate a
decision of the members in favour of conversion in this way: and
if the A & L did not go ahead with conversion, this could place
the Commission in the invidious position of forcing the A & L to

sell off their corporate loan book at a loss.

7% However, I think that it would be possible for Girobank to
continue to manage and service these loans, on an agency basis,
provided that they did not feature on Girobank's balance sheet.
It would require a minor extension to societies' powers by means
of a negative Order. (This would be similar to the personal
lending schemes some societies operate, at present, as agents).
Such a change would allow a building society to acquire Girobank
provided that it proves possible for Girobank to remove commercial

loans and leasing arrangements from its balance sheet.
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The way forward

8. I hope you agree that these two péoposals represent a
feasible way forward. So far as we are concerned, the BSC lawyers
will need to do some work on the legal angles; the Commission will
consult the industry (through the Building Societies Association)
on the draft Orders; and I would then have to take one affirmative
order through the House (the other two will be negative). This
will all clearly take some time: but I hope we will be able to let

the A&L and the BSA know of the full proposals in a week or so.

9. I have sent the enclosed letter to Mr Durward at the Ag&L.
'In the meantime we can take things forward between the A&L and the
Post Office. So far as the Post Office and Schroders are

concerned, I suggest that you ask them to do the following:

a. prepare, in conjunction with Girobank, information on
their assets, analysing them into fixed assets, personal
loans and overdrafts under £10,000, personal loans and
overdrafts in excess of £10,000, mortgage loans, overdraft
facilities to companies, other 1loans to cbmpanies, and
leased assets on their balance sheet. Their off-balance
sheet items should also be listed, identifying those for
which the Bank require capital backing and those which are

only noted in the accounts;
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| o3 consider themselves (ie without consulting possible
buyers) how the Post Office might dispose of the "problem
loans" to be covered by the agency agreement described above
(including securitisation options). It might even be best
for the Post Office to keep these assets on its balance
sheet, with a view to sale at a later date (ideally to the

AgL if and when it converts to a plc); ¥

(ol consider themselves whether the proposed extension of

powers 1is likely to rekindle interest from other societies.
Schroders should however not discuss this possibility with

other societies until they have been formally told by the

BSC.

105 I should stress the importance of ensuring that Schroders do
not mention the possible extension of powers to the AgL, or any
other party, until the A&L have themselves been informed by the
BSC. (By the time the A&L have contacted the BSC, I hope that the
BSC will be in a position to let the industry as a whole know of
the changes.) Once the A&L do know about the proposed extensions
to building society powers, Schroders will clearly need to start
work with them on the agency agreement and the splitting of the

loan book, in order that they can fix their bid price.

9. I realise that Schroders will have a difficult task in
keeping the A&L's interest alive, especially given that they are
reported to want to take a final decision on whether to proceed

(and on their offer price) early in March.

PETER LILLEY
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Thank you for your letter of 25 January to Norman Lamont. With
his agreement I am replying, as the difficulties relate primarily
to the regqulation of building societies.

GIROBANK -

I have now discussed this with Michael Bridgeman, Chairman of the
Building Societies Commission. We have identified two main
problem areas.

Overdrafts connected with Corporate money transmission

Building Societies are allowed to provide corporate money
transmission services at the moment. Their clients may overdraw
their accounts on a temporary basis, but only if such overdrafts
are accidental and occasional. They are not allowed to arrange
overdraft facilities, for use as necessary. Such restrictions
would make it difficult for Girobank's corporate customers to use
its money transmission services.

We are therefore considering a general extension to societies'
powers to permit them to allow overdraft facilities for corporate

customers, but only in respect of their money transmission
activities.

Ry,

S



Loans and leasing finance to incorporated business, and loans to
individuals in excess of £10,000

At present, societies are not allowed to make such loans and I
would not wish to make a general extension of their powers to
cover this sort of activity.

I have also considered with Michael Bridgeman whether it would be
possible for the Alliance & Leicester to buy all of Girobank, on
the condition that it undertook to dispose of such loans, if it
had not converted to a plc within two years. However, I feel
that it would not be appropriate to anticipate a decision of the
members in tavour of conversion in this way: and if the A & L
did not go ahead with conversion, this could place the Commission
in the invidious position of forcing the A & L to sell off their
corporate loan book at a loss.

However, I think that it would be possible for Girobank to
continue to manage and service these loans, on an agency basis,
provided that they did not feature on Girobank's balance sheet.
It would require a minor extension to societies' powers by means
of a negative Order. (This would be similar to the personal
lending schemes some societies operate, at present, as agents).
Such a change would allow a building society to acquire Girobank
provided that it proves possible for Girobank to remove
commercial loans and leasing arrangements from its balance sheet.

The way forward

I hope you agree that these two proposals represent a feasible
way forward. So far as we are concerned, the BSC lawyers will
need to do some work on the legal angles; the Commission will
consult the industry (through the Building Societies Association)
on the draft Orders; and I would then have to take one
affirmative order through the House (the other two will be
negative). This will all clearly take some time: but I hope we
will be able to 1let the A&L and the BSA know of the full
proposals in a week or so.

I have sent the enclosed letter to Mr Durward at the A&L. In the
meantime we can take things forward between the A&L and the Post
Office. So far as the Post Office and Schroders are concerned, I
suggest that you ask them to do the following:

a. prepare, in conjunction with Girobank, information on
their assets, analysing them into fixed assets, personal
loans and overdrafts under £10,000, personal 1loans and
overdrafts in excess of £10,000, mortgage loans, overdraft
facilitics to companies, other 1loans to companies, and
leased assets on their balance sheet. Their off-balance
sheet items should also be listed, identifying those for
which the Bank require capital backing and those which are
only noted in the accounts;
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b. consider themselves (ie without consulting possible
buyers) how the Post Office might dispose of the “"problem
loans" to be covered by the agency agreement described above
(including securitisation options). It might even be Dbest
for the Post Office to keep these assets on its balance
sheet, with a view to sale at a later date (ideally to the
A&L if and when it converts to a plc);

e consider themselves whether the proposed extension of
powers is likely to rekindle interest from other societies.
Schroders should however not discuss this possibility with
other societies until they have been formally told by the
BSC.

I should stress the importance of ensuring that Schroders do not
mention the possible extension of powers to the A&L, or any other
party, until the A&L have themselves been informed by the BSC.
(By the time the A&L have contacted the BSC, I hope that the BSC
will be in a position to let the industry as a whole know of the
changes.) Once the A&L do know about the proposed extensions to
building society powers, Schroders will clearly need to start
work with them on the agency agreement and the splitting of the
loan book, in order that they can fix their bid price.

I realise that Schroders will have a difficult task in keeping
the AsL's interest alive, especially given that they are reported
to want to take a final decision on whether to proceed (and on
their offer price) early in March.

(sedies

PETER LILLEY
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Mr S Durward

Alliance and Leicester Building Societies
49 Park Lane
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Thank you for your letter of 25 January concerning the sale of
Girobank.

Your approach is indeed both legitimate and welcome, but, as you
are aware, it poses some problems in terms of building societies'
powers. However, the Building Societies Commission is prepared to
examine a number of options which would allow a building society
to bid for Girobank. You might like to take up their invitation
to discuss possibilities with them.

I regret that I cannot give the definitive answer you requested.
The final decision on whether a society may proceed on any new
venture of this scale rests with the Building Societies
Commission. It will need to be assured of the prudential aspects
of a bid. The Bank of England will also have to be satisfied

about the proposed arrangements because of its responsibility for
supervising Girobank.

I hope that you will take up the opportunity to resume discussions

with the Building Societies Commission and that a mutually
acceptable solution can be found.

\ , o
e e e g w\

\Mkﬂ,&x

PETER LILLEY
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GIROBANK: ALLTANCE AND LEICESTER BUILDING SOCIETY

The Chancellor has seen Mr Dickson's note of 9 February.

25 He has commented that this is welcome. We will clearly need
to give all major building societies an opportunity to bid, before
there is any question of closing with Alliance and Leicester.

!

J M G TAYLOR
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0dling-Smee
Scholar
Monck

D J L Moore
Odling-Smee
Pirie

Bent
Dickson
Kroll

F FEEREERERR

Bridgeman - BSC

=
7]

Wheldon - Tsy Sol

GIROBANK : ALLIANCE AND LEICESTER BUILDING SOCIETY

Brian Williamson, whom I understand the Financial Secretary knows,
had a word with the Economic Secretary about Girobank.

Fds Mr Williamson has some connection with the Irish Bank/Bank of
Ireland? who are interested in buying Girobank. He wanted advice
on whom they should appoint as merchant bankers. The
Economic Secretary suggested Mr Williamson might contact the
Financial Secretary about this.

o

S M A JAMES
Private Secretary
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GIROBANK: PRIVATISATION

This submission brings you up to date on the prospects for the
sale of Girobank.

2. You already know about the position with the Alliance &

Leicester (Mr Dickson's recent submissions to the Economic
Secretary). The Economic Secretary expects to announce the
changes to general building society powers on Friday, via an
arranged PQ. The Building Societies' Commission will write to the
major societies next week, pointing out that the changes would, if
implemented, affect the ability of societies to tender for
Girobank. (Probably only the top six would be big enough to Dbuy
Girobank.)

S The Co-op Bank continue to show interest (as reported in my

submission of 8 December).

4. Schroders advised us yesterday of interest from two further
institutions. Singer and Friedlander have entered an indicative
bid of around £120 million. S & F are a small merchant bank, with
pre-tax profits of about £13 million in 1987. Previously owned by
Britannia Arrow Holdings, S & F are now independent. 1In the field
of international finance they were one of the first banks to

become principal players in the secondary market for LCD debt.
Growth of profits in banking and investment management has been
achieved by concentrating on "niche" business.
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e Finally, the Bank of Ireland are also showing interest,

although they are apparently still searching for a merchant bank.

6. Schroders discussed these four potential purchasers with the
Bank of England yesterday. The Bank have undertaken to form
preliminary views on the three banks by the end of this month, but
to leave the A & L to the BSC at this stage. Singer and
Friedlander originally asked for exclusive negotiating rights for
a period of four weeks, but have settled for an undertaking from
the Post Office that they will not sign a contract with anyone
else before 10 March. Given the further work that has to be done
by all four potential purchasers (and the two regulators) this
should not constrain the Post Office's freedom of manoeuvre. All
four parties hope to decide whether to make serious bids at Board
meetings between 3 and 14 March.

1 Assuming that this process produces an acceptable short list,
Ministers will then have to decide whether to wait for further
bids from other major building societies (Mr Taylor's minute of
10 February to the Economic Secretary's office).

8. So much for the good news. The bad news is that the DTI
Select Committee are taking evidence on Girobank on 1 March. This
is despite strong representations from Mr Newton's office to the
Committee Clerk that this timing would be most unhelpful. We
understand that Mr Newton has not spoken himself to the Chairman,
Mr Warren: DTI doubt that this would achieve anything. Clearly
this hearing will take place at a very sensitive time in the sale
process. We will make sure that we see the briefing prepared for
Mr Newton and, if possible, Sir Bryan Nicholson.
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GIROBANK: ALLI1ANCE AND LEICESTER BUILDING SOCIETY

Bridgeman - BSC
Mathews - BSC
Miss Wheldon - T/Sol

The purpose of this note is to seek your agreement to the proposed
announcement on the extension to building societies' powers and
the guidance to be given to societies on purchasing Girobank.

o The Building Societies Commission's lawyers are making good
progress with the draft orders. They believe that an announcement
could be made this Thursday (16th). (This submission assumes this
will be possible; we will let you know when Mr Bridgeman has

confirmed the timing.)

a5 One of the orders requires affirmative resvlution: you may,
therefore, wish to announce the proposed change by means of a
written PQ, before there is consultation with the building
societies on it. A draft question and answer is attached at Annex
A

4, The answer explains that the changes are being made as a
result of the "Schedule 8 Review" last summer; they are necessary
to allow societies to make full use of the new powers. The BSC

also hope to make an Order later this week to allow societies to

purchase mortgages. You announced the intention last year when



the review was completed. Details of this Order have been
included in the draft answer to give more weight to the

announcement.

5. If you are content to make the announcement by means of a PQ,
Mr Bridgeman will write to Mark Boleat at thé Building Societies
Association, giving details of the orders, after your answer has
been given. The latest draft is attached at &annex B and the
letter will be copied to all building societies' Chief Executives.

6. Early next week (or a few days after the ﬁQ) ¢+ Mr Bridgeman
plans to write to the Chief Executives of the large societies
informing them that the BSC's position on Girobank has developed
since last summer. The latest draft letter is attached at
annex C. The Alliance and Leicester will be invited to meet BSC
officials after the letters have been posted. Mr Bridgeman wishes
to inform all the relevant societies at the same time because 11 o
involves a change to legislation affecting all societies.

Conclusion
7 It would be useful to have Your agreement on the following
points:-

(1) Are you content to announce the changes by means of an

arranged PQ?

(ii) If so, are you content with the broad outline of the
attached draft?

(iii) Are you content with the arrangements for informing

building societies?

GRAEME DI



ANNEX A

ARRANGED PQ FOR ANSWER BY ECONOMIC SECRETARY

Question

"To ask: MR CHANCELLOR OF THE EXCHEQUER
whether he plans any further amendment to Schedule 8 to the
Building Societies Act 1986; and will he make a statement. "

Answer - "When the Order amending Schedule 8 was approved by the
House last June [OR Vol 135 No. 172 col.1338] I did not
expect that there would be any need to make major
amendments to this legislation for Some years. However,
the attention of the Treasury and the Building Societies
Commission has been drawn to the fact that the
intentions of the orders are being frustrated in two
respects. T have asked the Building Societies
Commission to consult societies on draft orders to deal
with them.

The first is that some societies have been frustrated in
developing money transmission facilities by the fact
that although they could offer such facilities to
companies, they cannot offer them incidental overdraft
facilities. The wording of the Order approved last June
allows a society not to stop a cheque thereby causing an
accidental overdraft; but does not allow it to grant
occasional overdraft facilities. I intend to table ‘a
draft order for approval by each House, which would add
a new type of Class 3 asset. It should enable societies
to offer temporary and incidental overdraft facilities
in order Lu secure money transmission business. But it
would not allow continuing unsecured lending to a
company in the form of an overdraft.



The second frustration is that a gociety can provide a
wide range of financial services to companies, but they
cannot grant them unsecured loans. This has prevented
societies competing effectively with other institutions.
I have therefore decided that although societies should
continue to make unsecured loans only to individuals,
they should be able to arrange unsecured loans and
leases for companies as agents. i have asked the
Building Societies Commission to consider making an
order to amend Schedule 8 to the Act removing this

restriction. 7

I also announced last June that the Building Societies
Commission would consult societies and other interested
bodies about making an order to permit societies to own
or take an equity stake in companies involved in the
acquisition of mortgages from other lenders. They have
made this order today and it will be laid before the
House [in the next few days/today].

I—aegerd\&hls package of measures as=—g==rEiaying=up”"

allow societies to make full use of the
Schedule 8 powers. I hope that all of the orders can be
made and, where necessary, approved within a short
period. Many societies have their Annual General
Meetings during March and April and they may wish to
adopt the revised powers at this time."



DRAFT A

Letter to

M Boleat Esq

Director General

Building Societies Association

2 Ssaville Row

LONDON e
W1lX 1AF

MONEY TRANSMISSION SERVICES

The attention of the Treasury and this Commission has been drawn to
the fact that the intentions of the "Schedule 8 Review" orders made
last summer are being frustrated in two respects. I am writing to
consult the Building Societies Association on draft orders to deal

with them.

2. The first is that some societies are being frustrated in
developing their money transmission facilities by the fact that
although they can offer such facilities to companies, they cannot
offer the latter overdraft facilities. The existing wording
permitting occasional overdrafts allows the society not to bounce a
cheque causing an accidental overdraft, but does not extend to
granting facilities. The Economic Secretary has now agreed in
principle to table an order for approval by each House of Parliament,
which would add a new class of class 3 asset - the balances
outstanding on occasional or temporary overdrafts arising from
overdraft facilities given incidental to a money transmission service
to a body corporate. This should enable societies to give the types of
facility necessary to secure money transmission business. But Lt
would not allow continuing unsecured lending to a company in the form

of an overdraft.

3. The Economic Secretary has informed Parliament of his intentions

in a written answer to Mr [ ] MP given this afternoon.

4. The second frustration Isithat o society could deal with a request



*ndividual, but over the £10,000 Limig, by arranging the loan with,
Sy, a finance house, but it could not deal in a similar way with a
Téquest for any size of unsecured loan from a company which was a
money transmission customer. The Commission accordingly proposes to
make an order removing the restriction to individuals on the powers to

arrange unsecured loans and to arrange leases.

5. I attach drafts of the two orders, on which we would welcome the

comments of societies, preferably through the Association;

6. The power in the [title] order will require adoption. (The other
should not require amendment of a society's memorandum, since it
merely involves the removal of ga statutory restriction.) Some
societies may wish to do this at their forthcoming agM's. The
simplest way to do this, before Parliament has Passed the resolution
approving the order, is for the notice to members of the special
resolution to refer, for the definition of what the term in the
amendment to the memorandum means, to the draft order, laid before the
House. But this would require the draft order to have been laid,

before the society circulated its notice to members.

7 TE this is t6 be done, time is very short in relation to March and
April AGM's. The sooner we have a response on the texts, the more of
your member societies will be able to adopt it this year. Accordingly,
could I leave it to you to organise a response on the drafts as

quickly as possible, rather than my suggesting a date?

J M Bridgeman

Enclosures: Draft SI's (2)%



Letter to
Chief Executives of the

[ ] largest societies

Girobank plc

I attach a copy of the letter which I have eeday sent to the Director
General of the Building Societies Association, launching a
consultation on two bProposed extensions of the powers available to
societies. Both relate to the development of money transmission
services. Copies are being sent to SOcieties generally under cover of

a DCE letter,

2. These changes, if implemented will affect the ability of Societies
to tender for Girobank plc, compared with the position which the
Commission set out in July last. The current pPosition on this isg
accordingly set out in the enclosed new note for societies which may

be interested in tendering for Girobank as an entity.

3. I should perhaps add that T am writing similarly to the Chief
Executives of all societies with over ¢ billion commerical assets

-~ those which might be able to acquire Girobank, transferring some
business off balance sheet while remaining comfortably within the
Class 3 limits on an aggreqated basis. Thig letter implies no
judgement by the Commission on either its relevance to your society in
the light of your corporate plan, or the prudential issues which would

arise.

J M Bridgeman
Enclosures: Guidance Note
Letter to BsaA
Dratt S1'se (7)
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GIROBANK

Thank you for your letter of 10 February about the difficulties
hindering the acquisition of Girobank by a building society.

I am grateful to you and to the Building Societies Commission
for the effort you have put in to identifying appropriate
solutions to the difficulties. The proposals you have put
forward seem to me to offer a basis on which the acquisition of
Girobank could prove attractive to a building society. We have
passed on to the Post Office and Schroders the specific points
for consideration that you mentioned and we await the outcome,
which I hope will prove positive.

Z/ V g
i
TONY NEWTON

FE3ADD

~ o
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R R 4t0

2 ECONOMIC SECRETARY , V7 ce Mr 0Odling-Smee
Mr Moore
Mr Bent
Parliamentary Clerk
Mr Judge
Mr Portes
Mr Johnson
Mr Mathews - BSC
Mr Perrett - BSC
Mrs Edwards - BSC

Mr Gregory - T. Sol

THE BUILDING SOCIETIES (MONEY TRANSMISSION SERVICES) ORDER 1989

Drafting of the Money Transmission Services Order has now been
completed following a short round of consultation. It has been
approved by the Building Societies Commission's Statutory
Instruments Committee and the Commission will meet on Thursday 16

March to formally consider the order. A final draft is attached.

2. This order is required to be made by the Treasury and is
subject to the affirmative resolution procedure. Ttisidis not
planned to come into force until 1 July but (assuming the
Commission approve it on Thursday) it would be useful to lay the
draft order before the Easter recess so that societies can adopt
the new power at their spring annual general meetings. The
debates can be arranged for a convenient time during the coming
months unless the Alliance and Leicester emerge as front runners
for Girobank. In that case the Order may need to be made before
their AGM at the end of April. The order is unlikely to be

controversial (unless it is linked to the purchase of Girobank) so
‘Aw"'\

—— ™™

the Commons debate could be taken in Committee.

3 I should be grateful if you would indicate your approval that
the draft order may be laid.



. Details of Order

4. The purpose of the order is to allow societies to operate
accounts on which bodies corporate can overdraw, temporarily or
occasionally, in the course of receiving money transmission
services. The power does not apply to individuals: they can
already obtain overdrafts up to £10,000. It is also restricted to

societies with commercial assets of at least £100 million.

D The Order creates "money transmission service debts" as a new
form of Class 3 asset. It also ensures that the debts owing to
the society become aggregated towards the Class 3 asset limit
(current 5 per cent.) Article 6 of the Order provides for the
manner in which this new category of assets is to be aggregated
with other class 3 assets. It is a great improvement, in terms of
clarity, on the equivalent provision in the Limited Credit
Facilities Order 1987, so the opportunity has been taken to amend
the 1987 Order to bring it into line with this Order.

Additional Orders

6. When a draft of this order has been approved by Parliament,
the BSC will make a negative order, coming into force on the same
day, to amend Schedule 8 to the Act. The main effect will be to
allow societies to arrange loans and leasing for companies. ; -
shall show you the final draft nearer that time. If the Alliance
and Leicester emerge as likely purchasers of Girobank, it will
also be necessary to make a Designation Order (negative
procedure). The Order if required would be laid immediately after
the Easter Recess. There 1is a chance that it could be prayed

against.

GRAEME DICKSON



Draft Order laid before Parliament under section 19(7) of the Building
Societies Act 1986, for approval by a resolution of each House of

Parliament.

[DRAFT] STATUTORY INSTRUMENTS

1989 No. ...

BUILDING SOCIETIES

The Building Societies (Money Transmission Services) Order 1989

Madefegi= =S a7 SN e T A 1989

Coming into force Ist July 1989

The Treasury, in exercise of the powers conferred on them by section 19 of
the Building Societies Act 1986(a), and of all other powers enabling them
in that behalf, hereby makes the following Order, a draft of which has been
laid before and approved by resolution of each House of Parliament:

Title and commencement

l. This Order may be cited as the Building Societies (Money Transmission

Services) Order 1989 and shall come into force on Ist July 1989.

Interpretation

25 Im Ehaas0rden =

"the Act' means the Building Societies Act 1986;

""the 1987 Order'" means the Building Societies (Limited Credit

Facilities) Order 1987(b); and

(a) 1986 c.53.
(b) S:I. 1987/1975.

N



l "society'" means a building society.
Money transmission service debts and accounts

3.- (1) The forms of property which, by virtue of this Order, a society is to
have power, subject to the provisions of this Order, to acquire, hold and

dispose of as class 3 assets are money transmission service debts.
(2) For the purposes of this Order -

(a) '"money transmission service debt" means the sum in which a
person is indebted to a society on a money transmission service
account (whether that sum represents principal, interest or
other sums payable on the money transmission service account and

whether it is immediately payable or not),
(b) '"money transmission service account holder'" means that person, and

(¢) 'money transmission service account' means an account which is
provided by a society to a person to facilitate the provision of
money transmission services by the society to that person and on
which that person may, temporarily or occasionally, in the course
of and as an incident of receiving money transmission services from

the society, become indebted to the society.
Societies to which power is available
4. The power conferred by this Order is not available to a society which
does not for the time being have a qualifying asset holding, but the
cessation of its availability does not require the disposal of any
property.

Limit on power

5. A society may acquire, hold and dispose of a money transmission service

debt only where it is owed by a person other than an individual.



'Class 3 asset limits

6. The aggregate of money transmission service debts owing to a society

shall count

in accordance with section 20 (commercial asset structure

requirements) of the Act towards the limits applicable to class 3 assets

under that section, and in calculating that aggregate -

(a)

(b)

(c)

where the society has the power conferred by section 34(1) of and
item | of Part I of Schedule 8 to the Act (power to provide
banking services) and the power conferred by this Order, any
current overdraft which could be permitted under either of

those powers shall be treated as a money transmission service debt;

where a money transmission service account holder holds other
accounts with the society, the value of any shares or deposits

in those other accounts shall not be taken into account;

where the society has money transmission service accounts upon
which there is no current indebtedness to the society, the

balance of such accounts shall not be taken into account.

Amendment of the 1987 Order

7. For article 7 of the 1987 Order there shall be substituted the

following article -

""Class 3 asset limits

ity

The aggregate of facility debts owing to a society shall count in

accordance with section 20 (commercial asset structure requirements)

of the Act towards the limits applicable to class 3 assets under that

section, and in calculating that aggregate -

(a)

where the society has the power conferred by section 16 of the
Act and the power conferred by this Order, and the society has
made arrangements which could be made under either of those
powers, the society shall, in respect of each such

arrangement, record the power under which it is to be treated

as having been made;



(b)

Ce)

(d)

where the society has the power conferred by section 34(1) of
and item | of Part I of Schedule 8 to the Act (power to
provide banking services) and the power conferred by this
Order, any current overdraft which could be permitted under

either of those powers shall be treated as a facility debt;

where a facility account holder holds other accounts with the
society, the value of any shares or deposits in those other

accounts shall not be taken into account; and
where the society has facility accounts in respect of which

there are no current facility debts, the balance of such

accounts shall not be taken into account.'.

...............................

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

Two of the Lords Commissioners

of Her Majesty's Treasury.

EXPLANATORY NOTE

(This note is not part of the Order)

This Order empowers building societies with commercial assets of at least

£100 million to operate accounts on which a person other than an

individual can overdraw, temporarily or occasionally, in the course of

receiving money transmission services. Any such indebtcdness will count

as a class 3 asset. Class 3 assets may not currently exceed more than 5

per cent of a society's total commercial assets.

The Order also amends article 7 of the Building Societies (Limited Credit

Facilities) Order 1987 so that the aggregation of facility debts for Lhe

purposes of calculating the limits applicable to class 3 assets is made in

the same manner as the aggregation of money transmission service dehts

under article 6 of this Order.

[BS(MTS) ]
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Mr Gregory Tsy Sol
BUILDING SOCIETIES (MONEY TRANSMISSION SERVICES) ORDER 1989

The Economic Secretary was grateful for your minute of 15 March.
He is content for the draft order to be laid. He notes that if the
order is linked to the purchase‘ Girobank it will indeed become
controversial.

{\\\"\A \'905

S M A JAMES
PRIVATE SECRETARY
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1. MR ﬁfﬁIE £¥L€’L673 ce PS/Chancellor

PS/Financial Secretary
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Mr Moore
Mr Bent
Parliamentary Clerk
i Mr Kroll

Mr Mathews - BSC

GIROBANK: MONEY TRANSMISSIQN ORDER . o h;#iuSGgize e assuied
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W kLt ovessiett will mok cecur)
My minute of 14 March requested your approval to lay the draft
Building Societies (Money Transmission Services) Order before the
Easter recess. I noted that the debates on the order could be
arranged for a convenient time unless the Alliance and Leicester

emerged as front runners for Girobank.

2 The Independent on 16 March reported that the A&L would be
putting a special resolution to its annual meeting on 25 April to
enable the society to acquire Girobank. The BSC have confirmed
that the society wish to adopt the power in the Money Transmission
Services Order in addition to the general power to acquire
Girobank. PE advise that the A&L should continue to be encouraged
as serious candidates to purchase Girobank. The A&L plan to tell
the Post Office on 3 April whether they plan to bid. However the
Society (and possibly others) will wish to adopt the power whether
or not they bid so it is worth making the order socve¥ rather than

later.

3. I therefore recommend that the Commons debate on the order
should, if possible, be held before 25 April. A draft letter is
attached for your private secretary to send to the Chief Whip's
Office requesting that they try to arrange time for a debate as
soon as possible after the Easter recess. I also recommend that
you ask for the order to be considered by Merits Committee. This
order applies to all building societies and does not, in itself,
give them the power to invest in Girobank. If it is, nevertheless
linked to Girobank and becomes controversial, the order may have
to be taken on the floor of the House.



4. I should be grateful if you would confirm that you are

content with the arrangements.

GRAEME DICKSON
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CONFIDENTIAL: COMMERCIAL IN CONFIDENCE
DRAFT LETTER FROM PS/ECONOMIC SECRETARY TO:
PS/Government Chief Whip
12 Downing Street

London
SW1

THE BUILDING SOCIETIES (MONEY TRANSMISSION SERVICES) ORDER 1989

The Treasury intends to lay a draft of the above order before the
Easter recess. The draft must be approved by both Houses and is
planned to come into force on 1 July. However, a building society
may anticipate the power on the date ofy which either House

approves the draft.

24 The order grants a general power to all large societies which
will facilitate the provision by societies of money transmission
services to companies. However, it must also be adopted by the
members of a society which wished to purchase Girobank. The
Alliance and Leicestef Building Society is considering seriously
whether to make a firm proposal to purchase Girobank and Treasury

and DTI Ministers wish to encourage their interest.

3. The Society intends to put a resolution to its members at its
annual meeting on 25 April to allow the adoption of the money
transmission power and the power to purchase Girobank. The
resolution will only be valid if the Money Transmission Services
order has been approved by one House before 25 April. I should

therefore be grateful if you would use your best endeavours to



arrange for the order to be debated in the Commons as soon as
possible after the recess. The Economic Secretary would prefer to
debate the order in Merits Committee, if that is possible in the

time available.

I am copying this letter to Linda Joyce in the Chancellor of the
Duchy of Lancaster's Office.

PRIVATE SECRETARY
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1Ll March 1989

GIROBANK

Tony Newton wrote to you on 20 February about progress towards
the sale of Girobank. He said then that the four potential
purchasers were being steered towards submitting firm bids by
17 March. 1In Tony's absence I am writing to let you know the
latest position.

Disappointingly, none of the four potential purchasers in the
event submitted a bid. However, all of them did write

setting out the position they had reached. The letters
suggest that there are still significant difficulties to be
resolved in all four cases but there are some positive
aspects. The Alliance and Leicester, which is the most
promising of the four, have indicated that they expect to be
able to take a final decision and, if favourable, submit a bid
by 3 April. The Co-operative Bank have also said that they
remain keenly interested although they have not indicated when
they expect to be in a position to take a final decision. The
Bank of Ireland now seem a much more doubtful prospect. They
have fundamental concerns about the future for Girobank,
further assessment of which they estimate will take four to
six weeks. It is far from certain that at the end of this

7

the
‘ En te r.p%

initintive



|8

the department for Enterprise

period they would submit a bid. Singer and Friedlander now
appear a very unlikely purchaser. They have asked for a
lengthy period of exclusive negotiating rights (ten weeks)
during which they would want their accountants to undertake a
detailed assessment of the business to form the basis for a
decision whether to bid. As they now appear the least likely
purchaser, there can be no question of the Post Office
agreeing to this request and Singer and Friedlander are
therefore fairly certain to withdraw.

The Post Office Board met today to discuss how to proceed and
will meet again next week to review the issues as necessary.
They propose to give priority to the Alliance and Leicester
and the Co-operative Bank. This seems right to me. The

Post Office should not risk losing the interest of either of
these parties by delaying matters in the hope that others can
be kept in play. I understand, however, that the Post Office
now regard it as unlikely that, for example, arrangements for
the future of Girobank's corporate business will be
sufficiently far advanced for any bid submitted by the
Alliance and Leicester in early April to provide a basis at
that stage for selection of a preferred bidder. While neither
I nor the Post Office consider it advisable to set a deadline
of 3 April, or any other date, I shall look to the Post Office
to try to ensure that both the Alliance and Leicester and the
Co-operative Bank will be in a position to express a firm view
towards the end of April. If the Bank of Ireland can be
encouraged to do so as well then this would be helpful
although it should clearly be a lower priority.

It is now clear that the Post Office will not have reached the
stage of identifying a preferred bidder by the end of March.
When he appeared before the Trade and Industry Select
Committee on 1 March, Tony Newton said he understood the Post
Office were hoping to achieve this. The absence of a
preferred bidder by the end of this month may therefore give
rise to some comment. Tony did, however, make clear that he
had not set a firm timetable and we shall be able to refer to
this should we need to comment.

Tony and I will continue to keep you and colleagues informed
of developments.

I am copying this letter to the Prime Minister, John Moore,
John Wakeham and Sir Robin Butler.

N
%_ﬁ’z\‘w
ERIC FORTH
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Mathews - BSC

GIROBANK : MONEY TRANSMISSION ORDER

The Economic Secretary was grateful for your minute of 20 March.
He 1is content that we should press for a debate on the order, if
possible, before 25 April. I attach a copy of the 1letter I have
sent to the Whips' office today.

\
,’\\ i \,

S M A JAMES
PRIVATE SECRETARY

S
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THE BUILDING SOCIETIES (MONEY TRANSMISSION SERVICES) ORDER 1989

The Treasury intends to lay a draft of the above order before the
Easter recess. The draft must be approved by both Houses and is
planned to come into force on 1 July. However, a building society
wishes to incorporate the power intits memorandum of powers at its

AGM on 25 April and can only do so if it has been approved by
either House.

The order grants a general power to all large societies which will
facilitate the provision by societies of money transmission
services to companies. However, it must also be adopted by the
members of a society which wished to purchase Girobank. The
Alliance and Leicester Building Society is considering seriously
whether to make a firm proposal to purchase Girobank and Treasury
and DTI Ministers wish to encourage their interest.

The Society intends to put a resolution to its members at its
annual meeting on 25 April to allow the adoption of the money
transmission power and the power to purchase Girobank. The
resolution will only be valid if the Money Transmission Services
Order has been approved by one House before 25 April. I should
therefore be grateful if you would use your best endeavours to
arrange for the order to be debated in the Commons as soon as
possible after the recess. The Economic Secretary would prefer to
debate the order in Merits Committee, if that is possible in the
time available.
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. I am copying this letter to Linda Joyce in the Chancellor of the
Duchy of Lancaster's Office and to Rodri Walters.
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GIROBANK PRIVATISATION

You might like to know that the Alliance & Leicester have now
submitted a bid. Their offer price of £120m - subject to various
significant caveats and conditions - is in the middle of the range
mentioned in Tuesday's FT (attached).

20 The A&L have given the Post Office until Thursday, 13th April
to grant them a three month period of exclusive negotiating

rights.

3 The Post Office have been working on the legal, accounting
and tax implications of transferring to the Post Office those
assets which cannot he sold to a Building Society (namely
corporate loans and leases, which amount to about £500m). GEP are
considering the public expenditure implications of the cash
injection to Giro's balance sheet that would be needed.

4, The A&L have not yet formally approached either the Bank or
the BSC about this bid, although they recognise the need to do so
urgently if they are given exclusive negotiating rights.

5, I attended a meeting this afternoon between DTI and Hambros
(their Merchant Bank Advisers). It was agreed that the PO should
be pressed to negotiate an extension of the A&L's deadline until
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the end of April, if possible. Schroders expect bids from the Co-
Op Bank and the Bank of Ireland by Friday 14th. (Singer and
Friedlander, the fourth runner, have definitely withdrawn). Some
time will be needed thereafter for the PO to assess (and negotiate
on) the outline terms and conditions accompanying each offer,
before choosing which party shold be given exclusive negotiating
rights; and for Ministers to consider the Board's recommendation.
Not surprisingly, the advisers think that, once the PO grant
exclusive negotiating rights to one bidder, the other two would
show no further interest if those negotiations came to nothing.

6. At a subsequent meeting (at which I was not present) the PO
asked Schroders to negotiate an extension to the A&L's deadline to
20 April, to follow a Board meeting on 17 April. This timetable
will obviously be very tight. We should know early next week if
the A&L will agree to this. If they don't then the PO will have to
consider their offer in ignorance of the other two.

Contingency Planning

s The Post Office are still very confident that they will sell
Girobank this year. But if they are unable to select a preferred
bidder by the end of this month they are likely to argue that the
privatisation should be called off for the foreseeable future.
Phillip Sellers, Post Office Board Member for corporate finance
and planning, has set up a small group to make plans for this
contingency: the Treasury is represented on it. The PO will be

investigating a range of options.
Conclusion
8. The sale process is hotting up. I will submit further advice

next week: DTI Ministers are likely to write on the general issues
connected with a sale to a Building Society.

S,

S P JUDGE
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Alliance &
Leicester
to bid for
Girobank

By Richard Waters .

ALLIANCE & LEICESTER, the
UK’s fifth-largest building soci-
ety, will become the first insti-
tution to make a formal bid for
Girobank when it offers more
than £100m early this week.

The move, approved at an
Alliance board meeting on Fri-
day, could mark the final chap-
ter in the long process of pri-
vatising %hg Post Office’s
banking subsidiary.

At the end of last year, the
sale appeared to be on the
rocks ‘when  the ‘Government
was unable to*find ‘a suitable

buyer. By February, however,.

it was-announced that a short-
list of four:potential buyers
had been found. These were
known to include Alliance &
Leicester «and :Co-operative
Bank 5

Alliance& Leicesterhas not.

disclosed how' much it will
offer, but is understood to have
set a figure below the £140m it
was reported to' have* consid-
%ﬁ‘ir'e Neverthelllei:s} f%ﬁ:le a‘t11 g
‘approac| WO
come as a relief to Schroders,
the ‘London merchant bank
advising Girobank, as the price
was understood last autumn to
have fallen to nearer £100m.

There are still significant
points of difference which will
need to be hammered out if
Alliance & Leicester is to buy
the bank. It is understood to be
unhappy, for instance, that
Girobank has a five-year con-
tract with ‘the Post Office to
use its counters; but only a
one-year ‘contract with the
Department of Social Security
for payments by Giro. :

If the Government accepts
the Alliance & Leicester offcr,
the society will then become
the preferred bidder and will
be given exclusive rights to

negotiate over this and other |-

 conditions.
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| An Alliance & ' Lelicester
board member said yesterday
that the society was wholly
committed to maintaining the
Girobank operations centre in
Bootle, Merseyside.. Unlike
other. societies, he ‘said;, Alli-
ance & Leicester had no
cheque processing operations
of its own and so had little
overlap with the bank’s exist-
ing operations.
milil%vever, he declined to com-
e society to retainin, g all
of the Bootle staff. “We would
‘have to run'it as a business
and do whatever we needed to
do,” he said... . ...
The way for a building soci-
ety takeover of Girobank was
cleared earlier this year when
the Government relaxed the
Building Societies Act to allow
societies to offer- services to
companies. © s e i
Alliance & Leicester said it
would use its acquisition to
build a chequebook operation.
Building this from seratch
would be expensive; as
suggested by the recent experi-

ences of other societies, it said.
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FINANCIAL SECRETARY e PS/Chancellor
PS/Chief Secretary

PS/Economic
Secretary
Sir P Middleton
¢« Mr Anson
¢ Mr Scholar
-Mr Monck
- Mr Moore y
‘ -Mr Odling-Smee o/r
{D \VAL i} . Mrs Lomax
) ~ *Mr Bent o/r
E ‘ « Mr Pirie
. Ms Osmond
-Mr Dickson
sM¥ Krolil
Mr Call
‘Mr Tyrie

GIROBANK PRIVATISATION

You might like to know that the Alliance & Leicester have now
submitted a bid. Their offer price of £120m - subject to various
significant caveats and conditions - is in the middle of the range

mentioned in Tuesday's FT (attached).

2 The A&L have given the Post Office until Thursday, 13th April
to grant them a three month period of exclusive negotiating
rights:

oo The Post Office have been working on the legal, accounting

and tax implications of transferring to the Post Office those
assets which cannot be sold to a Building Society (namely
corporate loans and leases, which amount to about £500m). GEP are
considering the public expenditure implications of the cash
injection to Giro's balance sheet that would be needed.

4, The A&L have not yet formally approached either the Bank or
the BSC about this bid, although they recognise the need to do so
urgently if they are given exclusive negotiating rights.

5% I attended a meeting this afternoon between DTI and Hambros
(their Merchant Bank Advisers). It was agreed that the PO should
be pressed to negotiate an extension of the A&L's deadline until
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the end of April, if possible. Schroders expect bids from the Co-
Op Bank and the Bank of Ireland by Friday 14th. (Singer and
Friedlander, the fourth runner, have definitely withdrawn). Some

time will be needed thereafter for the PO to assess (and negotiate
on) the outline terms and conditions accompanying each offer,
before choosing which party shold be given exclusive negotiating
rights; and for Ministers to consider the Board's recommendation.
Not surprisingly, the advisers think that, once the PO grant
exclusive negotiating rights to one bidder, the other two would
show no further interest if those negotiations came to nothing.

6. At a subsequent meeting (at which I was not present) the PO
asked Schroders to negotiate an extension to the A&L's deadline to
20 April, to follow a Board meeting on 17 April. This timetable
will obvidﬁsly be very tight. We should know early next week if
the A&L will agree to this. If they don't then the PO will have to
consider their offer in ignorance of the other two.

Contingency Planning

i The Post Office are still very confident that they will sell
Girobank this year. But if they are unable to select a preferred
bidder by the end of this month they are likely to argue that the
privatisation should be called off for the foreseeable future.
Phillip Sellers, Post Office Board Member for corporate finance
and planning, has set up a small group to make plans for this
contingency: the Treasury 8 represented on it. The PO will be

investigating a range of options.
Conclusion

8. The sale process is hotting up. I will submit further advice
next week: DTI Ministers are likely to write on the general issues
connected with a sale to a Building Society.

S P JUDGE
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ALLIANCE & LEICESTER, the
UK'’s fifth-largest building soci-
ety, will become the first insti-
tution to make a formal bid for
Girobank when it offers more
than £100m early this week.

The move, approved at an
Alliance board meeting on Fri-
day, could mark the final chap-
ter in the long process of pri-
vatising the Post Office s
banking subsidiary. i (/4

At the end of lastvear the
sale appeared to‘be .on:the
rocks when:theGovernment
was unable-467find 2 suitable
buyer. By ‘Febriiary;:

‘however, .
it was announced that a thort-

list of fourtpotential bayers
had been:found.:These .-were
known to 'include ‘Alllance ' &
Leicester «and- Co-operative
Bank. ST YPRAT 0 < B SN

Alliance & Leicesterhas not.

disclosed how: much it “will
offer, but is understood to have
set a figure 'below the.£140m it
was reported ‘to" have" consid-
i Nmmchm;wm
figure app W
come as a relief to Schroders,
the London merchantbank
advising Girobank, as the price
was understood last autumn to
have fallen to nearer £100m.

There are still significant
points of difference which will
need to be hammered-out if
Alliance & :Leicester:is to buy
the bank. It is understood to be
unhappy, for -instance, that
Girobank has a five.year con-
tract with 'the Post :Office to
use its counters,*but .only a
one-year 'contract™ with :'the
Department of Social Security
for payments by Giro. == - -

If the Government- accepts
the Alliance & Leicester offer,
the society will then become
the preferred bidder and will
be given exclusive rights to

negotiate over this and other |

conditions.
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An ‘Alllance—& L.elc;aster
board. member said.y

that the society was wholly | |

committed to maintainingthe
Girobank operations centre in
Bootle, --Merseyside., .Unlike
other. socxeties ‘he*g8aid; Alli-
ances &saLeiceaten’had no

cheque processing operations

of its-own-and so-had little |.
overlap ‘with' the bank’s exist-

have ‘td~run:it “as.a: business
and do-whatever: we'needed to .
do,” he Bald. "0/, 5 08
-'The way>fora soci-
ety takeover-of Glfobank.was
cleared- this year,when
the Gévernment relaxed the
Building Societies-Act to allow
societies’ to offer- services to
companu,aq"?m i R
Alliance .8aid it
would use 'its- acquisition to
build a chequebook. operation.
Building-- this : from- seratch
would be expensive;:
suggested' by the recent expen-
ences of other socieﬁa it said.
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GIROBANK PRIVATISATION

Mr Judge's minute of 7 April reports that Alliance and Leicester
are pressing for a three month period of "exclusive negotiating
rights".

2. At the moment we seem to have three bidders of various degrees
of seriousness. I don't see why the Post Office should weaken its
own negotiating position by agreeing to exclusivity until the
enquiries the bidders want to make have reached the point at which
the answers to them will not affect the price, ie they are about
genuine details. So long as the answers to the enquiries can
affect the price offered, it must be in the Post Office's and
hence the taxpayer's interest to keep as many bidders in play as
possible. In the last resort there may be a risk of killing the
bid by taking this line. But we certainly should not assume at
this stage that a robust commercial reply to a request for
exclusivity will produce such a reaction for real rather than as a
negotiating ploy. (The current Shorts negotiation is relevant to
this).

3. It would be helpful to know it you agree that exclusivity
should be rejected, at least at this stage.

o

N MONCK
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GIROBANK: SALE TO A BUILDING SOCIETY . o o p. Au.AaE-—

Eric Forth's letter of 21 March explained that no bids had at
that stage been received for Girobank and that, of the four
potential bidders, the Post Office were focussing attention on
the Alliance and Leicester and Co-operative Bank, with less
prospect of either the Bank of Ireland or Singer and
Friedlander making a bid. The Alliance and Leicester have now
submitted a bid and we expect the Co-op to do so shortly. The
Bank of Ireland and Singer and Friedlander have decided not to
bid. This letter sets out the details of the Alliance and
Leicester bid and seeks agreement on how it should be handled by
the Post Office.

The Alliance and Leicester bid is for £120 million (£81 million
cash plus repayment of the £39 million subordinated loans).

This is subject to a number of adqustments which at present seem
likely to have a modest positive qﬁfect on the bid price but
there would be a downward adjustment in the event of any rise in
interest rates. It is also subject to a number of conditions
and warranties which may significantly lower the eventual price.
It is not possible at this stage to estimate what the bottom
line could be, but my expectation is that it will be above the
£90 million minimum price which my advisers, Hambros, regard as
acceptable in present circumstances.

cc:. M. Dickaen
e . keall
BRYABO M‘-'Bt 'E ‘V\LC\ ! '

e
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the department for Enterprise

The Alliance and Leicester originally set a deadline of 13 April
for a decision on their bid, but have agreed to extend this to
20 April. The Post Office and its advisers expect that the
Co-op Bank will submit a bid by 14 April. If this is achieved
it will allow a brief opportunity to consider comparative bids;
but we cannot rely on a Co-op bid meeting this timescale. A
decision must be made on the Alliance and Leicester bid by
Wednesday 19 April, before it lapses.

The Alliance bid is subject to the condition that there should
be a three month period of exclusive negotiating rights and,
even if this period can be negotiated down, the effect of this
condition is that the choice at the end of it would be between a
sale to them or no sale at all. There is every likelihood that
a bid from the Co-op will contain a similar condition. Despite
the evident risks, there seems to me to be little alternative
but to indicate to the Post Office that in principle we would be
prepared for them to enter in to a period of exclusivity with

a preferred bidder. I shall of course try to give you and
colleagues the opportunity to comment on any bid from the Co-op.
For the present, however, I believe that while the Alliance bid
is not ideal, it would be acceptable, depending of course on the
terms of any Co-op bid, for them to become the preferred bidder.
In any event I shall also need to be satisfied in relation to
David Young's responsibilities under competition legislation.

There is a second issue in relation to the Alliance bid which
needs to be resolved now. This concerns the handling of
Girobank's leasing and corporate lending business, which a
building society will not be able to undertake as principal even
after the changes in building society regulations recently
announced by Peter Lilley. This business needs to be sustained
in order to safeguard the value to the purchaser of the
corporate business it will acquire as principal. Peter Lilley
set out in his letter of 10 February a possible solution and
this has, as he predicted, proved to be the best course. The
details are set out in the attached note. I believe these have
already been discussed with your officials. I should welcome
your endorsement that we should proceed in this way.

The sale process has now been underway for some 10 months. We
have resurrected the process once, when it appeared to be
failing. The Alliance and Leicester is one of only two
organisations showing serious interest in acquiring Girobank at
a reasonable price and the only one to have made a bid so far.
We must take all the necessary steps now to keep alive the
interest which exists. Even then, we cannot be sure that a sale
will result. Unless we do secure a sale quickly from amongst
the present potential purchasers, I consider that we shall have
no option but to withdraw the bank from the market. This will

BRYABO
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the department for Enterprise

give rise to different, but nevertheless significant,
difficulties. Your officials and mine are already discussing
these with the Post Office, on a contingency basis. It seems
clear, however, that additional investment to help regain lost
market share and more flexible procedures for responding to
Girobank proposals may well be required.

To summarise, I should be glad of your agreement to:

(512) my confirming to the Post Office that we recognise
the possible need for them to enter into an exclusive
negotiation from next week:

(ii) depending on further negotiations with the Alliance
and Leicester and any bid from the Co-operative Bank, we
should be prepared for them to recognise the Alliance as
the preferred bidder; and

(iii) if the Alliance becomes the preferred bidder, the
leasing and corporate loans business should be handled as
set out in the attached note.

I am copying this letter to the Prime Minister, John Wakeham,
John Moore and Sir Robin Butler.

4

TONY NEWTON

BRYABO



GIROBANK'S LEASING AND CORPORATE LOAN BUSINESS

Peter Lilley's letter of 10 February set out the changes in
building society regulations which it was proposed should
be made to facilitate a sale of Girobank to a building
society. Although the proposed changes will be very
helpful in opening the way for a building society to
acquire Girobank, a building society will be able to
conduct leasing and corporate lending business only as
agent and not on its own account. Peter Lilley's letter
suggested that the Post Office and its advisers, Schroders,
should be asked to consider what arrangements might be made
for dealing wiih this part of Girobank's business. He
suggested that the best solution might be for the Post

Office to take this business onto its own books.

The Post Office has now completed its analysis of this
business. This shows that transfer of this business onto
the books of the Post Office is indeed likely to offer the
best solution in terms of maximising the return. Indeed,
there is little or no alternative if Girobank is to be sold
to a building society. The Alliance and Leicester Building
Society bid is conditional, amongst other things, on this
business being preserved through retention by the Post
Office of the assets relating to leasing and corporate

lending.

RP3ACX



Girobank's leasing subsidiaries, held by its subsidiary
Giroleasing Holdings Limited, have outstanding leasing
assets and forward funding commitments of about

£350 million. A forced sale of these assets would be very
unlikely to realise their full value. It would result in a
loss to Girobank which would be reflected in the sale
price. Their retention by the Post Office, on the other
hand, would maximise both the proceeds of the sale of

Girobank and the benefit from the leasing business.

In addition, Girobank has outstanding about £100 million of
corporate leasing, made up of some 200 corporate overdrafts
and 150 term loans. These could be transferred to the Post
Office by meaﬂs of a scheme under section 60 of the British
Telecommunications Act 1981. Transfer to any third party
would require consultation and negotiation with each
individual borrower. This would be impracticable. 1In the
eyes of the purchaser, loss of this business would damage

the corporate business which Girobank will retain.

Sale to a building society in principle offers a good
option for transferring Girobank to the private sector and
this option is unlikely to be available unless the Post
Office retains these assets. I believe that we should
therefore be prepared to accept such a solution. There may

be no other disposal option.

RP3ACX



The ability to offer new corporate lending business (albeit
as agent) will be important to maintaining and developing
Girobank's corporate business. Other institutions may be
interested in acting as principal in this new business. It
may, however, be necessary to make some arrangement for the
Post Office to assume some additional corporate lending
business if it does not prove possible to make arrangements
with a third party in time to avoid any break in
availability. This would need to be subject to clear
limits both on the extent of lending and the duration of

the arrangement.

The effects on profits and losses of the transfer are not
expected to be significant. Financing of the transfer
does, however, raise significant issues. Ideally any
transfer would include both assets and matching liabilities
and the restructuring would have no EFL consequences. That
is not possible in this case. The leasing advances and
corporate lending are financed by personal and corporate
deposits which are at the heart of Girobank's business and
could not be transferred out. It will therefore be
necessary for the Post Office to refinance the prohibited
assets: the precise cash effect will depend on the

_ business outstanding at completion, but is likely to be in
the region of £450—£550 million. - The transaction will not
Vaffect Gi;obank's EFL because of its special treatment as a

bank. It will, however, have a direct effect on the Post

3.
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Office's EFL, adding £450-550 million this year. In future
Years the Post Office's EFL would of course benefit from the
income from this business, which will largely wind down over the

next three to five years.

Such a refinancing arrangement by the Post Office and the
adverse EFL implications, as well as the temporary retention of
part of Girobank's business in the public sector, may be
expected to cause comment. Officials in DTI and Treasury will

need to consider carefully how best to deal with this.

RP3ACX
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A&L have bid £120 million and the Co-op £124 million, both with conditions
which have to be probed further. Mr Newton wants reactions by Monday lunch-
time on 2 main points on the A& bid. The Chief Secretary will want to
consider the public expenditure consequences explained in 81;0 fbelow: a net
£300 m plus this year, unwinding in later years. We advise that this should
be accepted if necessary, but that we should pursue other financing methods
which would avoid the problem. If these worked the outcome this year would
beminus £120 m on the PO's EFL.

You have agreed that the PO should be urged not to give exclusivity to
either bidder before they are very much clearer on the price options.

N‘ﬂ' U

GIROBANK PRIVATISATION
Mr Newton's letter of 13 April: (’)e.ie\;v‘é)

- seeks your agreement to the
handling of the bids
arrived last week) and the

2.30 pm today);

Post Office's
from the Alliance & Leicester (which
Co-op Bank

6 P /L}
[{‘a [WO{CH .'t_,:“ \(FJ

S P JUDGE (PE2)
4931

14 April 1989

Chancelloréff//

Chief Secretary
Economic Secretary
Sir P Middleton
Mr Anson

Mr Monck

Mr Scholar

Mr Moore

Mr 0dling-Smee o/r
Mrs Lomax

Mrs R J Butler

Mr Bent o/r

Mr Pirie

Mr MacAuslan

Mr M G Richardson
Mr Devereux

Miss Osmond

Mr Dickson

Mr Kroll o/r

Mr Portes

Mr-gaill

Mr Tyrie

proposed

(which arrived at

- in particular, seeks your agreement to the Post Office

(PO) granting exclusive negotiating rights to

bidders next week; and

one of these

- seeks your agreement to his proposals for handling the

leasing and corporate loans business, if Giro is sold to
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Ag&L. This would have significant public expenditure
implications in 1989-90, which the Chief Secretary will wish

to consider. The PO need to know if these implications now
rule out a sale to a building society. 1In our view - after
consulting GEP - they do not, and it may prove possible to
sidestep them altogether.

2, This submission, which has been agreed with FIM and GEP,
recommends that you write on the lines of the attached draft. This
letter should issue early on Monday, if it is to affect the meeting of
the Post Office Board that evening.

Alliance & Leicester bid

3. As Mr Newton says, the A&L bid is for £120m, subject to a
number of adjustments and conditions, which the Post Office and
Schroders are trying to whittle down. The more conditions that
survive, the greater the risk of a bidder walking away later on,
blaming the Government. We are concerned about the following, in
particular:

- A&L propose that the PO should undertake to supply
/ funds for new loans to corporate bodies that Girobank might
y generate (as the Post Office's agent) after privatisation.
This could hit the 1989-90 EFL;

govs - they seek an undertaking that the PO would retain the
% & "prohibited assets" that cannot be sold to them (ie corporate
R2% 1% B loans and leases), and give them an option to buy these

assets if and when they convert to a plc (a 1la Abbey
National). We do not agree that the PO shounld hang on to
these assets against the possibility that A&L will become
eligible to take them over;

- the A&L ask for an undertaking from the PO that it

will not compete with Girobank in respect of the latter's
services, for an agreed period.

CONFIDENTIAL
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4. Subject to satisfactory resolution of these points, and
others, we would agree with Mr Newton's statement that "while the
Alliance bid is not ideal, it would be acceptable". We understand
that both he and the Board would prefer to sell to them rather than to

the Co-op.
Co-op Bid
< The Post office have just received a bid from the Co-op - for

£124 million, again subject to various qualifications and conditions.
We have not yet been able to asses this bid, but a sale to the Co-op
would of course avoid the public expenditure problems described in
paragraphs 8-15 below.

Exclusivity
6 Mr Newton's letter reports that the A&L have asked for a
three month period of exclusive negotiating rights. Their offer

initially expired yesterday, but they have been persuaded to extend it
until 20 April. The advice from Hambros - DTI's advisers - is in line
with Mr Monck's note of 10 April. There will come a time when the PO
will wish to indicate a firm wish to sell to a specified bidder, at a
specified price. This will then be followed by a period of
negotiation (which we expect to last up to 3 months) over the details,
legal agreements etc. The question is whether the PO will have a
sufficiently clear understanding of the bid by next Thursday. We
think that they may not have. If this is so, both bidders should be
asked to revise their bids to take account of the seller's concerns,
and exclusivity should not be granted until the position on the price,
or the variables which might effect it, are as clear as possible.
Clearly there is an element of brinkmanship here (and the last page of
Mr Newton's letter previews the IFR bid he will make if the sale is
called oft), but if the bidders are serious they will expect this

behaviour from the PO.

s The draft letter makes points along these lines. It must be
accepted that once such detailed "pre-exclusivity" negotiations are
concluded, the PO will want to grant exclusivity very quickly. But we
do not think the PO should move to exclusivity before Ministers have

CONFIDENTIAL
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had an opportunity to consider the position again, although this may
have to be done very quickly indeed. We discussed this line with you
this afternoon, and you agreed with it.

Public Expenditure Implications of a A&L bid

8. The attachment to Mr Newton's sets out the rather complicated
financing and public expenditure implications of a bid from a building
society. Briefly, about £550 million of “prohibited assets" (loans
and leases to corporate bodies) will have to be removed from

Girobank's balance sheet.

9. The ideal option would be to sell these assets before
privatisation to another financial institution. However, the
logistics of reassigning the corporate 1loans would make this very
difficult; and for the corporate leases a sale would crystallize a
loss of £16 million, which reflects the divergence (at current
interest rates) between the book and market values of their fixed

interest leases.

10, The PO therefore propose to replace these assets with cash.
This cash injection will score against the PO's external financing
limit (EFL) and thus the 1989-90 public expenditure planning total.
Conversely, as the loans and leases mature, the cash payments from the
private sector to the Post Office will reduce net public expenditure.

11. The net effect in 1989-90 is difficult to predict. However
we can be confident that it will be less than the full £550 million

mentioned above:

e the Post Office should be able to sell some of the
"problem assets" during 1989-90 (and should be encouraged to
do so);

di3es some of the leases and loans would anyway mature

before the end of the financial year; and

i3l it may be possible to replace the assets on Giro's
balance sheet with 1liquid assets other than cash, eg, a

CONFIDENTIAL




CONFIDENTIAL

marketable loan from Giro to the Post Office. This would be
the ideal solution because the EFL effect would be confined
to the benefit from the sales proceeds - up to £120 million.

12, Taking into account the expected proceeds of £120 million,
our best assessment for the impact on public expenditure 1is as
follows:
Change in Post Office's EFL fmillion

1989-90 +300

1990-91 -80

1991-92 -70

1992-93 -70

1993-94 and later years =200

=120

(Not surprisingly, the net effect over time, £-120m,is equal to the
proceeds from the sale).

13 The Chief Secretary will wish to consider these figures -
which are still somewhat uncertain. They represent our best estimate
of the effects of a straight cash injection, with 1limited sales of
leasing assets by the PO after privatisation.

14. GEP point out that the prospect of annual EFL 'savings' of
£50-100 million in 1990-91 and later years would help to mitigate some
of the difficulties of the forthcoming Survey. On the other hand, an
addition of £300 million (or so) in 1989-90 would be a potent threat
to our ability to hold this year's planning total. GEP's first formal
position report on 1989-90 will not appear until early next month.
But the early indications are that the £3.5 billion Reserve will be
overspent: more than £0.5 billion of Reserve claims have already been
agreed and LG are forecasting overspending by local authorities of
over £2.5 billion. Against this (albeit uncertain) background, an
extra £300 million for Girobank would damage whatever chance remained
of holding the 1989-90 planning total. On balance, GEP do not think
that public expenditure considerations should rule out a sale to the
A&L.
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15. PE would agree: although the affect on the PO's EFL will be
presentationally awkward - and will no doubt necessitate messy
footnotes in future PEWPs - we think this could be handled.

16. We will of course follow up, with FIM's help, the various
options identified in paragraph 11 for mitigating the effects, and in
particular 11 iz. This will take some time - iii. would involve

Girobank and the A&L, and the Bank and Building Societies Commission

(as their respective regulators).

S P JUDGE
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DRAFT LETTER TO MR NEWTON

GIROBANK: SALE TO A BUILDING SOCIETY

Thank you for your letter of 13 April.

2. Our officials have discussed further the 1likely public

expenditure impact on the Post Office's EFL if Girobank is sold to

the A&L. They now agree that the net impact is 1likely to be
around +£300 million in 1989-90, with offsetting savings of

£80 million or so in each of the following Survey years.

35 Although this effect in the current year would be
presentationally unwelcome, John Major would be willing to accept
it if necessary. It will however be important to do all we can to

minimise the impact:

- the PO must be encouraged to sell as many of their
leasing assets as possible during 1989-90 (subject of
course to securing a good price). In particular they
should sell their forward funding and commitment leasing

arrangements;

- the PO should therefore not give an undertaking to hold
on to the "prohibhited asscts", and Lu sell them back to

the A&L if and when they convert to a plc;
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- we must closely restrict the amount of new corporate
loans that the PO undertake to supply via Girobank after
privatisation. And the PO must undertake to arrange for
a third party to take over this new lending as soon as

possible this year.

- I am not convinced that the PO will need to (or should)
provide funds for new corporate leases generated by

Giro;

- officials and advisers, together with the Bank and
the BSC, should investigate the possibility of
replacing Giro's "prohibited assets" with a liquid
asset other than cash}so that the net EFL effect
would be 1limited to the benefit from the sale
proceeds. Treasury officials will take the

initiative on this.

4. Turning to the exclusivity point, I gather that the PO have

now received a bid from the Co-op bank, and that Schroders will
be discussing both bidders' proposals with them next week. I
accept that there will come a time when the PO will want to grant
exclusive negotiating rights to one bidder, and move to detailed
work on the legal agreements and so on, However I do
[eel that they should not advance to this position until they are
clear on the relative merits of the two bids, and have refined the
conditions attached to them as far as possible, in particular
those which affect the price. This seems essential if they, and

we, are to defend the price as the best available from the
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competing bids received. If this assessment cannot be completed
by Thursday - the A&L's deadline - then it should be explained to
both bidders that a few more days work is needed. I am not
convinced that this approach would provoke either party to walk

away, and I understand that it is in line with your advice from

Hambros.

B In the meantime, on the information that is available, I
would agree with your assessment of the acceptability of the A&L's

bid.

4. I am copying this letter to the Prime Minister, John Wakeham,

John Moore, Nigel Lawson, John Major and Sir Robin Butler.

CONFIDENTIAL
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Mrs Lomax
Mrs R J Butler
Mr Bent
5 Mr Pirie
/\ Mr MacAuslan
@ N(\) Mr M G Richardson
[ | Mr S P Judge (PE2)
A= ! Mr Devereux
%SE ¥ gk Miss Osmond
) Mr Dickson
Mr Kroll
Mr Portes
Mr Call
Mr Tyrie

7
[ oL

GIROBANK PRIVATISATION

The Chief Secretary has considered Mr Judge'sA submission of 14
April.

25 He 1is content with the public expenditure consequences of
around £300 million in 1989-90 with offsetting savings of £80
million or so in each of the following Survey years.

3 He 1is content for paragraph 3 of the letter to Mr Newton to
be redrafted to read:

"This effect in the current year would clearly be unwelcome
to John Major and he has therefore asked me to stress the
importance of doing all we can to minimise the impact:...."

PR

PETER WANLESS
Assistant Private Secretary
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GIROBANK: SALE TO A BUILDING SOCIETY
Thank you for your letter of 13 April.

Our officials have discussed further the likely public expenditure
impact on the Post Office's EFL if Girobank is sold to the As&L.
They now agree that the net impact 1is 1likely to be around
+£300 million in 1989-90, with offsetting savings of £80 million
or so in each of the following Survey years.

This effect in the current year would clearly be unwelcome to
John Major, and he has therefore asked me to stress the importance
of doing all we can to minimise the impact:

- the PO must be encouraged to sell as many of their
leasing assets as possible during 1989-90 (subject of
course to securing a good price). In particular they
should sell their forward funding and commitment leasing
arrangements;

- the PO should therefore not give an undertaking to hold
on to the "prohibited assets”, and to sell them back to
the A&L if and when they convert to a plc;

- we must closely restrict the amount of new corporate
loans that the PO undertake to supply via Girobank after
privatisation. And the PO must undertake to arrange for
a third party to take over this new lending as soon as
possible this year.

- I am not convinced that the PO will need to (or should)
provide funds for new corporate leases generated by
Giro; e

- officials and advisers, tocgether with the Bank and the

BSC, should investigate the possibility of replacing
Giro's "prohibited assets™ with a 1liquid asset other
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than cash, so that the net EFL effect would be
favourable rather than unfavourable and confined to the
benefit from the sale proceeds. Treasury officials will
take the initiative on this.

Turning to the exclusivity point, I gather that the PO have now
received a bid from the Co-op bank, and that Schroders will be
discussing both bidders' proposals with them next week. I accept
that there will come a time when the PO will want to grant
exclusive negotiating rights to one bidder, and more to detailed
work on the 1legal agreements and so on. However I do feel that
they should not advance to this position until they are clear on
the relative merits of the two bids, and have refined the
conditions attached to them as far as possible, in particular
those which affect the price. This seems essential if they, and
we, are to defend the price as the best available from the
competing bids received. 1If this assessment cannot be completed
by Thursday - the A&L's deadline - then it should be explained to
both bidders that a few more days work is needed. I am not
convinced that this approach would provoke either party to walk
away, and I understand that it is in line with your advice from
Hambros.

In the meantime, on the information that is available, I ‘would
agree with your assessment of the acceptability of the A&L's bid.

I am copying this letter to the Prime Minister, John Wakeham, John
Moore, Nigel Lawson, John Major and Sir Robin Butler.

CONFIDENTIAL
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GIROBANK PRIVATISATION

The Post Office Board wishes to announce this Thursday,
concurrently with a Written Answer, that it has accepted a
conditional offer from the Alliance and Leicester and has agreed
to enter into a period of exclusive negotiations with them to
bring the sale to a conclusion within the next few weeks.

25 Mr Newton at DTI will write - and probably speak - to you
tonight seeking your agreement to this tomorrow morning. 1
recommend that you give it. As I explain below, A&L are offering
a better price than the Co-op. The Post Office prefer them for
operational and personnel reasons. An A&L bid is more complex
because, as a building society, they cannot take on corporate
leasing and lending activities. But that is not a sufficient
reason to override the price advantage and the Post Office's

commercial judgement.
Price

3. On Monday A&L increased their bid by £10 million to
£130 million compared with the Co-op's £124 million. Both bids
would be adjusted downwards in negotiation, notably to take
account of differences between book and market values of

CONFIDENTIAL




CONFIDENTIAL

. securities and leases. The Post Office's present estimate is that
the outcome could be a price of £110 million to the A&L against
£96.5 million to the Co-op.

4. The arithmetic could be disturbed by changes during the offer
period to interest rates, and an increase could substantially
reduce or even eliminate the A&L's price advantage. But subject
to that the Post Office would expect A&L to remain at least
€6 million better than the Co-op and very probably more.

EFL effects

D In your letter of 17 April to Mr Newton you made 5 points on
the need to minimise the impact on the Post Office's EFL in the
current year. All these points are acceptable to the Post Office.
They already intended to negotiate with the A&L on the basis that,
if it proves necessary for the Post Office to take on leasing and
corporate lending business from Girobank, they will run that
business down and take on no new business. It A&L were to become
a plc in due course the Post Office would be ready in principle to
transter back at market value any leasing or corporate lending
business which was left outstanding.

6 - We are still considering within the Treasury whether there
are ways of confining the EFL effects to the benefit from the sale
proceeds. While I made clear that I did not know whether this

would be practicable, the aim is very welcome to the ‘' Post Office
and I was assured that they would do nothing to close off options
for tackling this problem.

Exclusivity

Toe The Post Office, DTI, Schroders and Hambros are all convinced
that it is necessary to give A&L exclusivity for negotiations on
Thursday or at the most just a few days later. 1 am now satisfied
that we should go along with this. To do otherwise would be to
run contrary to the commercial judgement of the Post Office who
are the sellers; and to run a risk that A&L would pull out. The
Post Office feel that it would not be administratively possible
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“) for Giro to negotiate concurrently on a mass of details,

particularly the Post Office's counters contract, with 2 bidders.
Nor do they think that without exclusivity the bidder would
readily spend money and time on due diligence and other

procedures.
8. However, they accepted my point that it was always possible
that something could go wrong in the negotiations with A&L. For

example, they have to get clearance from the 2 regulators, the
Bank and the Building Societies' Commission. If this, or indeed
anything else, turned out to be a show stopper the Post Office
would want to bring the Co-op back into play. Therefore it is
essential to try to keep the Co-op warm over the next month or so.
They agreed with this. Subject to Ministerial approval tomorrow
morning, the Chairman of the Post Office will speak to the Co-op
and explain that while their bid was in many respects attractive
A&L had got the edge because of price.

Summary

9% To sum up, I recommend you to agree with Mr Newton that given
the price offered and the Post Office's commercial and operational
preference Ministers should approve acceptance of the A&L bid.

10. You could go on to say that you are pleased that the points
in your letter of 17 April are accepted by the Post Office. You
recognise the case for moving now to exclusivity but as much as
possible should be done to keep the Co-op warm against the
possibility that something might go wrong in the negotiating
period.

11. Finally, can I stress that all the above, and in particular
the possible outcome on price, is commercially sensitive.

DJ MOORE

CONFIDENTIAL
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SALE OF GIROBANK
Thank you for your letter of 17 April.

The Post Office has now received bids for Girobank from the
Co-operative Bank as well as the Alliance and Leicester Building
Society. The Post Office Board has unanimously decided that the
Alliance bid is better and that they should be given exclusive
negotiating rights for three months.

I attach a paper evaluating the two bids which I believe your
officials helped to prepare. I think the Board has made the
right decision and that the price, although still conditional,
is fully acceptable. The bid also measures up satisfactorily to
our other criteria; and our officials have agreed that the
points in your letter of 17 April can be properly met.

We are publicly committed to the sale of Girobank. I am
satisfied that this is likely to be the last opportunity for
some time to accomplish the sale at a satisfactory price.

The Alliance has made its bid conditional on being given

exclusive negotiating rights by 20 April. There are still
uncertainties about the bid and I propose to ask the Post Office

STYABB
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the department for Enterprise

Chairman to attempt tc retain the interest of the Co-op Bank.

. Once a preferred bidder has been identified, however, we could
not expect to pursue that interest except at a much reduced
price. On the other hand, there is a significant risk that the
Alliance will withdraw if the Post Office does not meet its
deadline and, even if we were successful in pressing them not to
withdraw for a few days, there would still be insufficient time
to resolve the remaining conditions, which depend upon
intensive, exclusive negotiation. I hope therefore that you
will agree to my telling the Chairman by midday on 19 April that
we are content with the Board's decision. I have in mind
announcing it on 20 April in an arranged PQ.

I am sending copies of this letter to the Prime Minister,
John Wakeham and John Moore, and to Sir Robin Butler.

LY

TONY NEWTON

STYABB
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GIROBANK SALE

Issue

This paper evaluates the two bids for Girobank. Its conclusion
is that the unanimous preference of the Post Office Board for the
bid from the Alliance and Leicester Building Society is correct.

The Bids

243 Alliance and Leicester have offered £130m for the equity and
loans compared with the Co-op's £124m. A comparison of the two
bids is attached at Annex A. Both bids are subject to a number
of adjustments and warranties. The likely effect of these on the
price is set out at paragraph A of the Annex. After adjustment
it appears that Alliance and Leicester's bid is likely to be
worth £110m compared with the Co-op's £96.5m. The valuations of
securities are, however, sensitive to interest rates changes and
a 1% increase in interest rates would reduce substantially
Alliance and Leicester's price advantage. However the Post
Office and Schroders take the view that if both bids were to be
negotiated that of Alliance and Leicester would keep a price
advantage of at least £6m.

3. There is little to choose between the bids on other grounds.
Both bids are conditional, raising many of the same issues, for
example renegotiation of the Counters contract. Each raises one
substantial uncertainty. In the case of Alliance and Leicester
special arrangements must be made for the corporate lending and
leasing business. These can be made on the lines indicated in
the letter from the Financial Secretary of 17 April (see para 7
below). In the case of the Co-op the terms for obtaining finance
from DG Bank have not yet been negotiated. CWS has offered to
provide funds if negotiations with DG Bank fall through, but this
could delay negotiations with the Post Office.

Grant of exclusive negotiating rights

4. There are clearly risks attached to selecting a single
preferred bidder, in view of the remaining uncertainties.

Failure to resolve any of the conditions attached to an offer
would allow the purchaser to withdraw from a contract. However,
the Post Office and its advisers judge that there is little
further progress which can be made in the absence of an exclusive
relationship. For example, issues such as the Counters contract
depend on detailed negotiations to which there are commercial
objections in the absence of the greater security that would come
from exclusivity. Resources are also a substantial difficulty in
pursuing two sets of detailed negotiations.

AB2ADU



5is Our advisers agree that for practical and commercial reasons
there must come a point at which a single preferred bidder must
be identified and given exclusive negotiating rights. It is a
matter of judgement when that stage in the negotiating process is
reached. The views of the Post Office and its advisers who are
responsible for that process and are in close touch with the
parties must therefore be given considerable weight in reaching
that judgement. Though it would not be impossible to put
pressure on the Alliance and Leicester not to insist on their
deadline of 20 April, DTI officials agree that the few days
extension which might be secured would not materially affect the
information available. A period of exclusivity is necessary to
resolve the outstanding conditions and should now be granted.

Factors to be taken into account in evaluating bids

6% In announcing the sale of Girobank last June the then
Chancellor of the Duchy set out a number of factors which the
Post Office and Government had agreed should be taken into
account in evaluating bids. These were:

(1) price;
(i 19 acceptability to the Bank of England;
(iii) increased competition and choice for consumers;

(iv) the ceontinuing importance of the relationship with
Post Office Counters; and

(v) arrangements for staff to share in the future success
of the bank.

Judged against these criteria neither bid raises any significant
question of suitability. The prices are above that which our
advisers have indicated should be the minimum acceptable and seem
likely to remain so. The Bank of England, although it cannot
give a firm view until it has been able to evaluate prospective
purchasers' detailed proposals for the bank, has indicated that
it sees no objection in principle to either. Both the Alliance
and Leicester and the Co-op could, with the acquisition of
Girobank offer wider choice for consumers. The Alliance and
Leicester in particular does not at present offer its own current
account or credit card facilities. BRoth bidders, although
looking for changes in the terms of the Counters contract, have
indicated their wish to continue the relationship. Both plan to
offer employees an oppoartunity to participate in the success of
the business.

AB2ADU



Public Expenditure Aspects of the Alliance and Leicester Bid

7. The Financial Secretary's letter of 17 April stressed the
importance of doing everything possible to minimise the EFL
impact of the transfer to the Post Office of the leasing and
corporate lending business which is ultra vires for a building
society. DTI and Treasury officials have discussed with the Post
Office the points raised in that letter. The Post Office is well
seized of the need to keep open the method of funding transfer of
the ultra vires business to allow full exploration of

the options for minimising the EFL impact. The Post Office
confirmed that if it took over the leasing assets from Girobank
it would be looking to sell them on as soon as it was
commercially advantageous to do so. In responding to Alliance
and Leicester, the Post Office would not therefore commit itself
beyond offering first refusal to Alliance and Leicester. On the
question of new leasing and corporate lending business, the Post
Office has made clear to Alliance and Leicester - and will do so
again in responding formally to its offer - that it does not
envisage taking on any new business for the Society.

Timetable for Further Action

8. Every effort should be made to avoid the risk entailed in
asking the Alliance and Leicester to defer their deadline, since
no material benefit is likely to result from a few days
extension.

9. A positive response by the Post Office to the Alliance and

Leicester on 20 April depends on the Government confirming early
on 19 April that it is content with the Board's recommendation,

subject to the ultimate satisfaction of the Bank of England and

the Building Societies Commission and of the Secretary of State

in relation to competition legislation.

10. The Chancellor of the Duchy of Lancaster will make the first
public disclosure by means of a written parliamentary answer at
3.30 pm on 20 April. The Post Office will confidentially concert
with the Alliance and Leicester the terms of their own public
announcement and the communication with Girobank staff and
customers, which will take place on 20 April at the same time as
the Parliamentary answer is made.

AB2ADU



ANNEX A

GIROBANK SALE - COMPARISON OF BIDS
A Price £m

Alliance & Leicester

1. Offer price - equity 91
- loans 39
total 130

2. Price adjustments

G ) dividends paid by Girobank
since 31.3.88 (2.1)

(it warranty on value of net
assets

)

(i) difference between book and
market value of quoted
securities (:2%.57)

(iv) difference between book and
market value of unquoted
securities 9.5

(v) valuation of subordinated debt 0

(vi) possible prepayment of not expected to
Nippon loan be material

(vii) difference between book and
market value of leasing
book (16)

(viii) difference between book and
market value of Bootle

freehold =
(ix) 1988-89 pre-tax profits of

not less than £18.7m 7
(x) S 278 tax indemnmity (7:507
(x1i) sale expenses (2.0)

Adjusted price "109.9

AB2ADR

Co-op

(2.5)

(16)

not expected
to be material

(7.0)
(2:0)

96.5



.B Features of difficulty in Co op bid

l. “Source.of
funds

2. Risk Asset

Ratio

3. Reduction
in workforce

Alliance and Leicester

No apparent difficulty

No condition

No figures but want to
agree any extension of the
present no-compulsory
redundancy-scheme

C Features of difficulty in A & L bid

l. Transfer
of business

2. Profit-
ability of
Corporate
loans
business

3. Counters
contract

AB2ADR

Transfer of leasing and
corporate loans business
which are ultra vires to

a building society.

Existing corporate loans
business at least likely to
need to be transferred to PO.

Conditional on continued
profitability of corporate
money transmission business,
particularly its
vulnerability to loss of
major customers; and
warranty required on
continuity of all major
commercial customer
contracts.

Wants abatement of

charges in event of
industrial action affecting
delivery of mail by Royal
Mail

Co op bank

Need to reach agreement
with DG Bank but fallback
of CWS. Could slow down
negotiations.

Want Bank of England to
agree RAR in range 10-
10.5%

Said to plan a reduction
of 2,000 in the 6,000
workforce; interest in
value of Bootle freehold
suggests might consider
closure. But expect
after discussion with the
unions to include
Girobank staff in a no-
compulsory-redundancy
scheme

As a bank, Co op has
powers to carry on this
business



@

Subjects on which both bids have similarly onerous

requirements

1. Girobank
contracts
with Counters
DSS and PO

2. Notes
Held to Order
facilities

3. CALM

4. Pension
fund asset

5. Senior
management

6. MMC

7. Competition
from PO and
Counters

AB2ADR

Alliance and Leicester

Appropriate amendment to
benefit A & L, including
C3 above

Satisfactory agreement
required for Girobank to
share in benefits

Satisfactory demonstration
of CALM

Satisafactory arrangements
of transfer

Managing Director

Mr M Williamson to enter
into a satisfactory service
contract with Girobank

Confirmation that DTI will
not refer; cannot be given
but no evident grounds for
reference

Agreement required not to
compete in respect of
Girobank services for a
period to be agreed; Post
Office cannot fetter its
statutory powers in this
way but might give some
comfort; terms need
clearance with OFT

Co op bank

Review of elements of
Counters contract and
harmonisation
(unspecified) between
Counters and DSS
contracts. Contracts
not to be terminated for
at least seven years

Fruitful negotiations on
implementation,
recognising that Co op
already holds the status;
would probably require
fewer centres from
Counters than A & L.

Twelve weeks audit of
CALM

To be adequately funded
on a basis agreed

Assurances of likelihood
of securing senior
management continuity

Confirmation that DTI
will not refer; more
likely to affect
competition

Undertaking required
that PO will not compete
with Girobank and Co op/
Girobank group for the
provision of certain
financial services; Post
Office cannot fetter its
statutory powers in this
way but might give some
comfort; terms would need
clearance with OFT
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SALE OF GIROBAN:7 Hi. @

Thank you for your letter of 18 April. As my office have already
told yours, I am content with your proposals, and look forward to
developments.

I am copying this letter to the Prime Minister, John Wakeham and
John Moore, and to Sir Robin Butler.

(. Aar

NORMAN LAMONT
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GIROBANK PRIVATISATION: ANNOUNCEMENTS

I attach the Written Answer which the Chancellor of the Duchy will
give this afternoon and the Post Office's press announcement.

25 You will see that the WA refers to the need for the
2 requlators, the Bank and the Building Societies' Commission, to
approve the deal. The wording has been cleared with them by FIM.
Both have to be satisfied that the acquisition will be
satisfactory from a prudential point of view and we cannot take a
favourable verdict for granted. This is one of the reasons why I
believe, and DTI agree, that if at all possible the Co-op should
be kept interested.

o You will see that the Post Office's press announcement refers
to the price offered of £130 million. We considered whether this
was wise since the negotiated price could well be less - perhaps

down to around £110 million on the Post Office's provisional and
commercially sensitive internal assessment. But the Post Office
and both Schroders and Hambros thought it better on balance to
give the gross figure. This is to prevent speculation that a poor
price has been obtained and because the figure is likely to come
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out one way or another anyway, quite probably at the Alliance and
Leicester AGM.

4. In their Q and A briefing DTI and the Post Office are taking
the 1line that the number of bids received is commercially

confidential, as of course are the names of those who bid apart
from the A&L. This of course has not stopped accurate leaks.

m

D J L. MOORE
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SBALE OP GIROBANK -~ DRAPT WRITTEN ANSWER TO A PQ, FOR ANSNER
OR 230 APRIL

To ask the Chancellor of the Duchy what furthor progress has
been made in finding a suitable buyer for Girobasmk

After detailod discussion with a number of 1ntetested
partiaa, the post ottlce Board has decided to accept the
conditional offer made by the Alliance and Leiceater
Buillding Bociety to purchase Girobank pleo, 1 have endarsed
this decision whieh 1 am satisfied takes full account of the

factors for the sale set ocut by myself and my predecessor,

I understand that the Alliance and Leicestery:

conditional offer to the Fost Otticezgq acquzre the equity

‘and subordinated debt of Girobank for €130 million subject

té completion adjustments. The Post Office vill now enter

in to detalled negotiations with the Alliance and Leicester

with a view to completion as soon as practicable within the {
coming weeks, My consent will be required baﬁoée the final E
. Bale can take place. 1In addition, the requtvements of the |
relevant competition legislation will need to bo satisfied
and the agreement of the Bank of Bngland will be naaded to
the operation of the bank under a new owner. IE the
negotiations are successful the Alliance and Leicostar will
4180 need to satiafy the Building Societies Commiaaion

before the sale is completed,

e e,

~ - -

JOYAAG



DRAFT PRESS RELEASE ¢ 19.4,89

(for Immediate relcase)

The Post Offica
Sale of
Girobank ple

: The Post Officc announces thut it has received n conditional offer
from the Alliance & Lelcester Building Society ("Alllance & Leicastor™) to
acquire the equity and subordlnated debt of Girobunk ple (MGitobank") for
£130 milllon (subject to varlous completlon adjustments). The Board of the
Post Oftlce has accepted this offer and has agreed to enter into a period of
exclusive negotiations with Alllance & Lelcester with g view to {Inallsing
the sale as soon as practicable within the coning weeks. The sale cannot
be completed until Alliance & Leicester Is glven the appropriate statutory
powers, which Is expected this summer,

It is not expected that any further announcemnents will be made until
the sale has been compluted.

20th April, 1989,

PRESS ENQUIRILS:
The Post Office
; Alan Feinsteln (Director, Public Relatlons) Teli 01-245 7923
Sclwoders

Gerry Grimstong ; Tel: 012332 6089
Alllance: & Lelcester Tel: 01-629 6661

Scott Durward (Chlef General Manager)

J.P. Morann Tels 01-600 2300
Terry Eccles : :

Carter Valln Pollen ' Telt 01-823 3436
[Chrls Mathews]
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GIROBANK SALE S S LO\/\/\(,X

The Post Office Board has recently considered proposals put
forward by Girobank, with the endorsement of Alliance and
Leicester, for arrangements to enable Girobank to continue to
offer corporate lending facilities after sale to the Society. I
am advised by the Post Office that rejection of this

proposal could jeopardise the sale process and I am therefore
writing to let you know where matters stand.

We had always recognised the complications inherent in the sale
of Girobank to a building society given the restrictions on
building societies powers to carry on corporate business.
However, Peter Lilley in his letter of 10 February identified a
way forward which would allow Girobank to continue to offer
corporate lending facilities provided this was done on an agency
basis with both the assets and the risks removed from Girobank's
books. This was accepted by the Post Office as an appropriate
and viable solution and apparently accepted by Alliance and
Leicester in its offer for Girobank, which included as a
condition that the Post Office should retain the ultra vires
assets temporarily unless or until the Society made other

RC4ABE
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the department for Enterprise

arrangements for continuation of the business. After careful
consideration of the competing bids from Alliance and Leicester
and the Co-operative Bank, we agreed that, subject to the
caveats set out in Norman Lamont's letter of 17 April, we could
endorse the Post Office's acceptance of Alliance and Leicester's
offer.

The proposal on which Sir Bryan has now sought my views seems to
me to be very different in character from the basis on which we
endorsed acceptance of Alliance and Leicester's offer. I
understand that it stems from a recent reassessment by Girobank
of the relationship between corporate lending and its main
corporate deposit business. Contrary to its previous position,
the bank now takes the view that customers are increasingly
looking to a single bank to provide a full banking service and,
with increasing competition from the High Street banks for
corporate deposit business, the ability to offer in house
corporate loan facilities is crucial to retaining the corporate
deposit business on which Girobank's profitability depends. It
has therefore proposed that the bank should retain the corporate
lending book but that, with a view to meeting the Building
Societies Commission's concerns, the risk should be removed by a
Post Office guarantee and deposit with Girobank of an amount
corresponding to the value of the amount drawn down under loans.
Girobank proposes that this guarantee should be for £200
million, to cover present outstanding loans of approximately
£150 million and allow reasonable scope for new lending. It is
envisaged that the guarantee would be for three years or until
the Alliance and Leicester converted to plc status.

Quite apart from the regulatory issue of the ownership of such
assets by a building society, the disadvantages associated with
this proposal seem to me to be overwhelming. From the point of
view of control of public expenditure, the Post Office would
have little effective control over future lending policy and,
with no exposure to risk, there would be limited incentive for
Girobank to act prudently. Although the proposal is for the
length of the guarantee to be limited, that would in practice be
unenforceable if at the end of the three years Alliance and
Leicester had not converted to a plc. There are also
competition considerations: what would effectively be a
Government guarantee for Girobank's corporate lending activities
would be very likely to be seen by other banks as unfair
competition.
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the department tor Enterprise

Had the proposal been before us in this form at the time that we
were considering the bids from Alliance and Leicester and the
Co-op, Sir Bryan Nicholson accepts that it would have swung the
balance in favour of the Co-op's offer. As you know,
allegations have already been made in the House that the Co-op's
rejected bid was better than that accepted from Alliance and
Leicester. A guarantee on the lines proposed would make it very
difficult to refute such allegations. Presentationally it would
in any circumstances be difficult to justify such a substantial
and open-ended guarantee to secure a sale for £130 million.

There is clearly a possibility that rejection of the proposal
could cause Alliance and Leicester to withdraw but I believe
this is one that we must accept. Should Alliance and Leicester
withdraw there is still the possibility of going back to the
Co-op which is understood to remain interested in buying
Girobank. If the sale process collapsed completely, we would be
in a difficult position but one which was defensible. However,
it is far from clear to what extent the Society is committed to
Girobank's guarantee proposal and in Sir Bryan's judgement
Alliance and Leicester remains very keen to buy Girobank. There
is no evidence that Alliance and Leicester has yet made serious |
efforts to find a third party for an agency arrangement:
Hambros' advice is that although this will not be easy, there
are a number of potential partners in the market. It therefore
seems to me unlikely - and I believe Sir Bryan agrees - that
Alliance and Leicester would withdraw without investigating
fully alternative options.

I have therefore told Sir Bryan that I consider the guarantee
proposal indefensible and can see no realistic chance of our
endorsing it. I have said that the Post Office should tell
Alliance and Leicester that this is the case and should strongly
encourage them to look for a partner to provide lending
facilities on the lines we had originally envisaged.

I am copying this letter to the Prime Minister, John Wakeham and
Sir Robin Butler. If you or colleagues see any difficulty with
the course I have indicated, I should be grateful to know by the
end ot the week.

~

/
W IML\
v/

TONY NEWTON
=7
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GIROBANK: SALE TO THE ALLIANCE AND LEICESTER BUILDING SOCTETY

Summary

Mr Newton's letter of 5 July:

- brings you up-to-date on progress since the A&L was
granted exclusive negotiating rights at the end of April
(following your letter of 20 April to him);

- recalls that the A&L cannot continue corporate leasing
and lending. It was agreed in April that these assets should
be sold off separately if possible, or transferred to the
Post Office. It appears that it will be possible to sell the
leases, but not the loans (mainly because of banking
confidentiality legislation);

- considers what should be done with the corporate loans
currently on Giro's balance sheet, given that they are more
important to Giro's key corporate money transmission business

than was originally thought;
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- reports that he has told the PO that he is not
attracted by Giro's suggestion (supported by the A&L) that
the PO should give a three year cash-backed guarantee for
£200m to Girobank, in case any of their corporate loans turn
bad; and

- proposes that, for loans but not for leases, the PO
revert to the original plan, as set out in your letter of 17
April. The PO retain the existing prohibited assets and Giro
act as agents, both to them and to private sector third
parties, in respect of post-privatisation corporate loans.
The aim should be to unwind these arrangements as quickly as
is sensible.

2. This submission has been agreed with GEP, FIM and (so far as
it concerns them) the BSC. It recommends that, subject to the
views of the Economic Secretary on the Building Society aspects,
you support Mr Newton's 1line with the Post Office. The key
questions to be considered are listed in paragraph 24. The public

expenditure implications (paragraphs 20 and 21) are more
favourable in 1989-90 than those which the Chief Secretary was
willing to accept in April. A draft letter is attached at A:
Mr Newton asks for an early reply. As he says, there is some risk
that this approach could cause the deal to come unstuck - in which
case the PO would try to resuscitate the earlier bid from the
Co-op, who clearly would then be in a strong negotiating position.
Mr Newton thinks it right to accept this risk: we agree.

3" On timing, we had hoped that the BSC would be able to table
the necessary Designation Order this side of the recess. 1In his
earlier letter of 19 June Mr Newton asked the Lord President to
provide time for a debate on the Order before the recess, so that
Parliament might have a chance to discuss the sale before it is
completed (there is also a Trade and Industry Select Committee
hearing on Girobank at the end of this month). The Lord President
has agreed to this. However, the BSC do not now expect to be able
to table the Order this month, because of the uncertainty over
corporate loans: this will delay the sale timetable somewhat. The
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Commission, collectively, presently take the view that it would
not be in accord with their responsibilities to make an Order
before the deal is finalised. The A&L are expected to take a final
decision on their bid in September, and (subject to the Bank's
regulatory approval and the Designation Order coming into effect)
the sale is therefore 1likely to be completed around the end of
October.

Background

4. A considerable amount of work has been done since April by
the PO (advised by Schroders), the A&L and the Girobank Board.t
This work is fairly accurately summarised in the Observer article
attached at B. 1In particular:

- the PO have rebuffed most of the more outrageous
warranties requested by the A&L;

- CALM - Giro's new and somewhat unproven computerised
ledger system - has apparently performed to the A&L's
satisfaction;

- detailed negotiations are continuing on the draft
contract;

- the negotiations with the Counters business covering

the remuneration for services they provide to Girobank have
made reasonably good progress;

Saturday's papers also reported that Lord Young has decided not
to refer the bid to the MMC.

g4 The A&L Board are satisfied with the progress to date on
these points. In addition, the BSC and the Bank have had some
t Led by Malcolm Williamson - who has been suspended from the

PO Board to avoid any conflicts of interest, and has since
indicated that he does not want to work for the A&L after the
sale.
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preliminary discussion with them. The Commission staff are
appraising the business issues involved in the acquisition as the
negotiations proceed. But the formal submission from the A&L,
once the negotiations are completed, will need to be put before a
full meeting of the Commission: this could take a few weeks. The
Bank will also need to be content with the arrangements.

Designation Order

6. There is however still quite a lot of work still to do before
the sale can be finalised. We believe that most of the technical
issues have now been sufficiently sorted out to enable the BSC,
with Treasury consent, to draft the Designation Order covering
Girobank. This order will add "Girobank plc" to the list of
bodies that a Society may invest in or support. It does not imply
approval by the BSC of the actual bid.

A The timing of this negative procedure Order is now proving
rather tricky. There are three options:

a. to lay the Order this month, and to arrange a debate
on it before the Recess. The BSC would continue their
regulatory investigations over the summer and, i 8
_satisfactory, the sale could be completed soon after the
AgL's September Board meeting;

b. to lay the Order in September, by which time the
regulatory work should have been completed. The Order would
not take effect until the end of October, to enable an early
debate to take place once the House reassembles (currently
expected for mid-October). The A&L would enter into a
provisional contract in September, conditional on the Order
coming into effect, with completion around the end of
October;

Ce to lay the order immediately the House reassembles,
and for contracts to be exchanged and completed shortly
thereafter.



pe2.spj/po/Julll
CONFIDENTIAL: COMMERCIAL IN CONFIDENCE

8. The Post Office, A&L, DTI and PE Group would obviously prefer
a., because it minimizes the delays. Parliament would have
discussed the sale properly before it went ahead, and there would
be no risk of delays once the A&L and PO were ready to exchange
contracts in September. However the BSC do not believe that it
will be possible to lay the Order this month, given that important
points and contract terms are still unresolved. They do not want
to lay an Order this month based on one set of assumptions only to
find that a different Order is needed in September once the
negotiations have been finalised.

9. PE accept this point, and have encouraged the A&L to clarify
their intentions to the BSC as quickly as possible, in the hope
that this will enable the Order to be laid and debated before the

Recess. If this turns out not to be possible we are left with b.
and c.. Both involve delay - especially c, which would seriously
jeopardise the sale. We would recommend b. as the fallback:

although Ministers could expect some criticism for allowing the
Order to be laid in the Recess, Parliament would still debate it
before it came into effect.

Prohibited Assets

10. As mentioned above, the BSC are not yet able to finalise the
Order. The main outstanding issue relates to exactly what will be
done with Giro's "prohibited" assets - corporate loans and leases.
This note seeks Ministers' views on this important point.

11. So far as leases are concerned, we are now much more
optimistic that Girobank will be able to sell the subsidiary that
holds these assets (worth about £300m) at or around the time of
the main sale. Most leases are one-off transactions, undertaken
for tax purposes, are not part of a continuing banking
relationship, and should therefore be easy to sell without
damaging Giro's business. Fortunately, this transaction will not
affect the PO's or Giro's EFL.
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12. The real problem relates to the corporate loans, which are
part of a normal banking relationship. After doing more work,
Giro now think that some 60% of their core money transmission
business is dependent on the availability of corporate loans.
Money transmission services for businesses (eg supermarket chains)
form a key part of Girobank's business, and account for more than
100% of its profits. It follows that the A&L are most concerned
that its profitability should be maintained. They have been told
that they cannot have a formal warranty to that effect, but if the
arrangements for corporate loans are not satisfactory to them then
they are likely to pull out or reduce their offer price.

13. So the key question is who should provide corporate lending
after the sale. There are three options:

ik Girobank could after all be allowed to make such
loans. But allowing all Societies and their subsidiaries to
do this would fly in the face of the decisions Ministers took
last year on Societies' powers. The Commission would not
wish to extend the power to make corporate loans to only one
society. But an extension to all societies would be contrary
to the Economic Secretary's statements on corporate lending.
The BSC advise that this would be a major step to take, and
the prudential implications would need careful consideration;

s the Post Office could take over the existing loan book
- some £150m or so, and reach an agency agreement with Giro,
who would collect the interest etc (but not bear the risk).
The PO would undertake for a limited time to provide a
limited amount of new loans to existing customers. Giro
would therefore have to find someone in the private sector
for whom they could act as agent, who would refinance
existing loans and finance the rest of the new loans. This
is the option envisaged in April. Building Societies do now
have powers to act as agents in this way, and this change
was indeed made partly with Giro in mind; and

iil, a recent proposal by Giro, which Mr Newton has
rejected, which is midway (in regulatory terms) between 1i.
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and 1ii.. Giro would actually retain the existing loans, and
make new ones (and hold them as assets on its balance sheet),
but the PO would guarantee any bad debts up to, say, £200m.
The PO would back this guarantee by depositing cash with Giro
to match the amount of ultra vires loans they currently hold.
It would lapse if and when the A&L converted to a plc.

The "guarantee" option

14. A traditional guarantee would normally only affect the PO's
EFL if and when it was called. But the cash deposit variant
described at iii. would score against the EFL as it was made in
1989-90, although this effect would be reversed if and when the
A&L converted to a plc. But if the A&L decided not to convert,
the worse case scenario would lead to additions to the PO's EFL
in perpetuity as a result of the privatisation, as the PO
guaranteed an ever-increasing loan portfolio! As Mr Newton says, a
guarantee on these lines would be unattractive on competition
grounds, and would be hard to defend publicly. Moreover, although
the PO could assess the quality of the existing loans (and they
are thought to be a good risk), it is very difficult to see how
they could effectively assess new loans and it would be
inappropriate for the PO to accept a risk on this basis. As
Mr Newton says, Giro would only have a limited incentive to act
prudently (although they would clearly wish to maintain their
reputation as competent bankers).

15. From the financial viewpoint, PE are therefore dubious about
option 1iii) - as are the PO Board and DTI. It does look like
something of a try-on by the Giro management, who want their lives
after the sale to be made easy. It would be inconsistent with the
usual "clean break" policy underlying privatisation.

16. FIM and the BSC are also unhappy, from a requlatory
viewpoint. They advise that:

- it would be technically possible to make an
affirmative Order creating a new type of "Class 3" asset
which a Society may hold, namely corporate loans backed by a
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guarantee from a public corporation. However, class 3 assets
are limited to 5% of a society's total commercial assets -
7%% from next January - and this may be a practical
constraint. Loans guaranteed in this way might also require
capital backing by Girobank;

- but, even if the Commission and the Bank agreed to
this - which is not automatic - it would be at variance with
the general policy on corporate loans (paragraph 13 1i.),
would discriminate in favour of the A&L, and would be a
pretty obvious fiddle designed to get the Government out of a
hole; and

- the PO would only want to give a guarantee for, say,
three years - on the presumption that the A&L convert to a
plc within that timescale. But this is an obvious regulatory
trap: the BSC could find themselves being forced at that time
to choose between insisting on a distress sale of the A&L's
ultra vires assets - possibly at a loss - or allowing them to
convert to a plc when they were not adequately prepared to do
so, or allowing them to hold such loans unguaranteed, which
Ministers might not be prepared to permit generally.

17. All in all, we advise that option iii. should not be
considered further. Do you, and the Economic Secretary, agree?

The "third party" option

18. If so, then we think you will wish to support Mr Newton's
line with the PO - ie they should tell the A&L that only option
ii. is on offer and they should find a third party to provide new
loans, for whom they would act as agent. Hambros - DTI's advisors
- think that such a financial institution can be found: the State
Bank of New South Wales 1is one possibility. (The PO are also
trying to persuade Schroders - their advisors - to show some
interest!) So far as the borrowers are concerned, this option
could cause some difficulties with the tax treatment of their
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interest payments: we are following this up with the Revenuef.
The PO envisage taking over £150m of existing loans, and providing
perhaps £20m of new finance to these existing customers over the
next two years or so, where it was in the PO's commercial interest
to do so (they will continue to have an interest in the scale of
Girobank's comporate money transmission business, as Counters will
still do much of the work). But the presumption would be that
when short term facilitites come up for renewal (and they account
for most of Giro's existing corporate loans) Giro would look to
the private sector third party to provide the finance.

19. ©Under this option, the PO and the A&L would reach an informal
understanding that if the latter converted to a plc they would buy
back all the loans remaining on the PO's balance sheet. A legally
binding contract to this effect would be outside the A&L's
powers, and would anyway probably require extra capital backing to
satisfy the Bank of England. (It is of course of no interest to
the PO whether the A&L reached a similar understanding with the
third party).

20. The PO, Schroders and Hambros think that this scenario for
the PO's 1likely future involvement in corporate lending is
attainable and sensible, and that it will not unduly damage Giro's
business prospects. We agree with this judgement, and do not
think there is much scope for pushing the A&L (and Giro
management) further. On this basis, the net effect on the PO's
EFL and on public expenditure could be as follows - subject to the
usual health warnings:

g Simply, borrowers are allowed to pay interest gross to banks,
but have to pay it net of tax to non-banks.
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‘ fmillion

1989-90 1990-91 1991-92 1992-93 rater(*) Total

Giro privatisation -24 -58 -6 -6 -26 -120
Tariffs and other

IFR issues* +41 +100 - =50 -
TOTAL +17 +42 -6 -56 -26

Memo: corporate
loans held by PO at
end of period 96 38 32 26 -

* Based on the 1p/lp tariff increase announced for this September, and
plausible assumptions for the outcome of the forthcoming IFR.

+ These savings would be advanced if the A&L convert to a plc.

21. The 1989-90 total of +£17m is £117m more than was assumed in
GEP's June position report - see Mr Richardson's note of 19 June,
which reported that the Reserve was forecast to be underspent by
only £200m. But the implications for 1989-90 compare quite well
with the £+300, -80, -80, -80 million profile mentioned in my
note of 14 April, and which the Chief Secretary said would be an
acceptable consequence of selling Giro to the A&L. (Mr Wanless'
note of 17 April to your Private Secretary). The improvement
flows from the fact that the PO and their advisers are now much
more optimistic that the leasing business can be sold off before
the end of the financial year. GEP think that this revised
profile is acceptable. Does the Chief Secretary agree?

22. In conclusion, we advise you to request the BSC to draft the
designation order on this basis, for laying as soon as possible
(see also paragraphs 7-9 above). Do you, "and the Economic
Secretary, agree? Further, although Mr Newton omitted to mention
this in his letter to the Lord President, the Economic Secretary
will wish to note that the debate on the Order - a Building
Society matter - will be for Treasury rather than DTI Ministers.

Contingency Plans

23. If the A&L fail to find a suitable third party, then we
expect them to pull out. Hambros have been keeping in direct
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touch with the Co-op and report that they were sorry to lose the
original competition. But if the PO go back to them at the end of
the A&L's 3 month period of exclusivity we must expect a much
lower offer. It may even turn out that the Co-op will not show
sufficient interest, in which case we think Giro would have to be
taken off the market for the foreseeable future. Ministers would
then have to take some fairly tough decisions on its long-term
future: should capital be invested to produce a more attractive
and secure business, or should it be closed down as quickly as
possible? (We would of course need to seek the Bank's advice at
an early stage).

Conclusions and Questions
24. We would be grateful for Ministers' views on these points:

a. do you and Economic Secretary agree that the
"guarantee" option should not be pursued (paragraphs 14-17),
and that the PO should revert to the "third party" option
(paragraphs 18-20)7?

b is the Economic Secretary content for the draft
designation order to be finalised as quickly as possible on
this basis? (paragraph 22)

C. and for it to be laid and debated as soon as possible?
Ideally this will be before the recess, if the A&L are able
to satisfy the BSC on the technical arrangements for dealing
with corporate loans (see also paragraphs 6-9);

d. is the Economic Secretary content to take part in such
a debate? (paragraph 22)
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e. do you and the Chief Secretary agree that the PO
should try to run down the corporate loans tranferred to them
as quickly as possible, but that they should be allowed to
make a limited amount of new loans to existing customers
(say, £20m in total over the next three years) if
commercially Jjustified on business grounds? (paragraph 18).
Note that the public expenditure implications (paragraph 20)
are more manageable than those which the Chief Secretary said
in April would be acceptable.

If the answers to all these questions is "Yes", you may like
write on the lines of the attached draft (I have rounded the

illustrative EFL effects in a favourable direction).

SR

S P JUDGE
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DRAFT LETTER TO MR NEWTON
Thank you for your letter of 5 July to John Major, which I have

discussed with him and Peter Lilley.

I agree with you that Girobank's proposal for a guarantee should
not be accepted. Quite apart from the fact that Building
Societies may not make loans - whether guaranteed or not - to
corporate bodies, the Post Office would be faced with a

considerable risk over which it would have only limited control.

I therefore think it is right to tell the Post Office to revert to

their original plan, namely:

s " for them to take over the existing corporate loans;

ii. to run them down as quickly as possible, while making a
limited amount of new loans (say, a total of £20 million over
the next few years) at full market rates, but only where the

Post Office can justify this on business grounds; and

iii. for Girobank to reach an agency agreement with one or
more private sector third parties, to cover new loans
post-privatisation and the refinancing of existing facilities

as they come up for renewal.

Under such arrangements, the overall net impact on the Post
Office's EFL of the privatisation might be about £-30 million in
1989-90 and £-60 million in 1990-91, with further reductions in
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. later years (or when the A&L, if they convert to a plc, buy back
the loans from the Post Office). John Major would be content with
public expenditure effects of this order: he has of course written
to you separately about the EFL implications of the PO's

mainstream activities.

We must ensure the Post Office drive a hard bargain with the A&L.
There is a chance that they might decide to pull out, but I agree
with you that we should accept this risk. I also agree that if
the A&L did pull out the Post Office should reopen discussions
with the Co-op Bank, who would not have the same difficulties over

corporate loans.

So far as the Girobank Designation Order 1is concerned, 11
understand that the position on corporate 1loans is not yet
sufficiently clear to enable the Commission to table the Order
later this month. I hope that the A&L and the Commission will be
able to sort this issue out, but we have to accept that it may not
be possible for the Order to be laid until after the A&L's Board
meeting in September. The PO and A&L would then be able to enter
a conditional contract, with completion occurring once the Order
takes effect. This would be early in the spillover session, so as
to allow time for a Parliamentary debate on the Order. I gather
that John Wakeham has agreed to find time for a debate before the
recess, if it proves possible to lay the Order this month:
Peter Lilley would support such a move, and would expect to speak
in the debate, as it will be primarily on a Building Society

regulatory matter. I should also stress Lhal if the BSC are able
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. to lay the Order this month, this will be without prejudice to

their decision on the regulatory issues.

I am copying this letter to the Prime Minister, John Wakeham and

Sir Robin Butler.

NORMAN LAMONT

CONFIDENTIAL
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A testing imetable for Alliance's Durwood and Girobank's Willlamson (left), Bridgeman (inset) could yet veto the deal.

ANOTHER building society
may have been capturing
most of the recent headlines,
but rather less flamboyantly
the. £12 billion Alliance & |
Leicester has now been |

The_ marriage of Alliance & Leicester and Girobank would create a
unique building society and banking hybrid, but negotiations still ~ ; Prei
have a long way to go. JOANNA<SLAUGHTER reports. -

on‘X: :ir;ht iggn;oaz‘éyw‘::}: future is decided. Its sale | banking and financial ser-
-vices.

conditional offer for Giro-
bank for seven weeks.

This  protracted
trading was possibly inevita-
ble. Both the society and the
Government have much to
play for.

A successful resolution of

the birth of a unique build-
Ing society and banking

a veto on the purchase by
one of the regulatory author-.
ities concerned (the Building
Societies commissioner
Michael Bridgeman could
decline to sign the designa-
tion order) will mean a
return to base for what is
arguably the Government’s
most embarrassing privatisa-
tion venture.

Alliance & Leicester, led
by chief general manager

Scott Durward, was given an |.

exclusive three-month nego-

tiating period when it
emerged as the preferred’
bidder for Girobank in|

that the sale would be com-
pleted by the end of July.
This is still the target but
neither Alliance & Leicester
nor Girobank disguise that ‘

April. The hope then wasl

there are still knotty prob-
lems to be untied.

‘We are trying to stick to
the timetable but it is a test- (
ing one,’ says Malcolm Wil-
liamson, Girobank’s‘;

managing director.
"o

hybrid. But the emergence |
of an unjumpable hurdle, or !

negotiating its £120 million -
horseq
|Ling. &

all difficulties will result in i &

the right bits and pieces
sorted out,” comments Peter
White, Alliance & Leicester’s
deputy chief general man-
ager. ‘We are not going to
buy just for the sake of buy-

Three areas, in particular,
are absorbing much investi-
gative time. First, unsurpris-
ingly, lawyers for both the

building society and the post .
office wish to negotiate cer-
tain warranties. Second, Alli-
ance '& Leicester needs to .
review ‘the enormously com-

pl_ex set of contracts which

Girobank .~ has ..negotiated:
with.. Post . Office ..Counters |
and with the DHSS, akey

Girobank ' customer. - As " the

society only has 400

branches these contracts,

covering 20,000 post offices,

are very important.

T!xe third area of com- |
plexity concerns Girobank’s
£30 million corporate lend- |
ing book. Initially it was |
assumed that Alliance & |
Leicester, as a building soci-
ety, would not be able to
take this over and that the
business, together with Giro- |
bank’s £300 million leasing
operation, would have to be
sold separately.

However, it now appears
that some of the corporate
lending could fall within the
building society’s permitted
powers. The two sides are
also investigating ways likely '
to be acceptable to the
authorities  whereby the
residual lending could be
retained.

Girobank will certainly be
mightily relieved when its

i

was announced a year ago
and the Government hoped
to find a purchaser by
November. It was forced tox
extend .the  deadline, .how-_
ever, owing to a lack of suit-
-ablebuyers. . . s

The initial dearth of suit-
ors for Girobank may have
been somewhat disheartening
for the bank’s staff but Wil-
liamson declares that he was
not too surprised. The crite-

- ria set prohibited any of the

: leading clearing banks from
bidding. Prospective owners
were thus confined to what
might be called ‘fringe’ UK
institutions and overseas
banks. The latter, William-
son believes, did not really
understand what Girobank
was about.

‘I would have welcomed==
an overseas bank,” he com- -

. ‘It would have made .
ments. ‘It . liamson.

good strategic sense.’

The absence of a queue of
suitable ‘buyers, when Giro-
bank was put on the market,

should not be read as an ;
indication that the bank is -|

held in :low esteem. On the
contrary.  Girobank _ _is

undoubtedly something of an
oddball ‘among  financial
institutions and it bears only
the most .fleeting
blance to a traditional bank.

Nevertheless, it now offers
its 2.5 million personal cus-
tomers an increasingly oom-f
0

prehensive

package

resem-

Its lack of branches has
made it the natural pioneer

of telephone and direct-mail <.
while its 20,000_1"_';,'.

banking, )
post office outlets are being
used more efficiently as shop
windows for Girobank prod-
ucts. ‘We are trying to do
things that are different,
operating in a different way
to the other clearing banks,’
says Williamson. ‘My argu-
ment is that all the cost
trends and marketing metho-
dolgy are pulling away from
the branches.’

One area where telephone
banking appears not to have
worked - is -in- the -marketing
of Girobarnk’s - mortgages
where sales have been disap-
pointing.
decisions are less easy to do
that way than we thought at
the outset,” concedes Wil-
‘Some face-to-face
selling is needed.’

Girobank’s profits appear
to have reached a plateau but
Williamson argues that the
figures are misleadingly
muted. Although operating
profits since 1985 (when
Williamson  arrived
Barclays) have risen from
£18.8 million to only £23.5
million, this modest increase

conceals a big investment in
. infrastructure . (the

switch
from ICL to IBM computers
cost £25 million), the launch
of many-new -products and
the elimination of post office
subsidies. ~

‘Big  household !

from '

—
—_—T

-
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g ) The main argument for i
]

» Girobank’s privatisation is S
hat it will ease its capital o .
‘mstraints. Says Williamson: UNDAY TIM ES |
always thought privatisa-
tion was not only desirable
but necessary. I could see I
was never going to get the
degree of support | needed
to fire on all cylinders.’
He also believes that the
marriage with Alliance & %
Leicester will provide poten- %

” : " ¢ h d
tial synergies. ‘If we ha by Greg Hadfle

been able to privatise ;
through a flotation it would and Richard Palmer

have been my game plan to

acquire a building society,’
he comments. ;
For Alliance & Leicester,
the acquisition of Girobank
will mean, among other
things, the acquisition of a
current account banking ser-
vice without the heavy
financial and administrative
strains of setting one up (in
the teeth of fierce competi-;
tion) from a standing start.

Girobank also has a valuable
Visa card operation, which
the building society lacks.

environment group, yesterds

that Nicholas Ridley
environment secret
attempting to grant j
until at least Septeggh

THE government is facing a
legal challenge to plans to give
all 6,400 sewage works immu-
nity from prosecution for river
pollution for at least a year
after water privatisation.

Friends of the Earth, the

threatened to take the goveg
ment to court after discove

A government 4

pFoblem™ sewage works to
ek a relaxation of restric-
tions. Since March, more than
1,000 applications have been
submitted. :
Andrew Lees, Friends of the
Earth water campaigner, said
yesterday: “Protecting the
water industry from prosecu-
tion for criminal offences flies
in the face of an even-handed:

approach to pollution control.
The government has now
moved the goalposts twice.
_ This time, they are being re-

There is something like a
100,000 overlap between its
customers and the Alliance &
Leicester’s 2.7 million inves-

to the Water B

~

raising capital by converting
to a plc. :

The society has made no
secret of the fact that it
expects to convert one day.
Rumours: are that it came
close to beating Abbey
National to the flotation
post. It does not see the
acquisition of Girobank as
the trigger for conversion
and — short term — the
purchase will not mean that
the society needs additiona
capital. It has raised £25(
million of subordinated deb:
to pay for Girobank and tc
build up an estate agency
chain.

‘I think we will go plc
when we find some strategic
thing that we want to do but
that we can’t do now,’ says
White. ‘There will be rea
sons for us to go at some
stage.’

It must be a matter of
some urgency to resolve the
remaining problems, and tc
complete Girobank’s sale.
This could be pushed
through by August, but if
this proves impossible, the
intervention of the parlia-
mentary summer recess will
presumably entail a post-
ponement until the autumn.

Such a delay would do
Girobank no favours. As
Williamson puts it: ‘Ever
since the sale was announced
we have been in a strategic

limbo. There are many
things on hold and that is
not good for a business in a
fast-moving market-place.’

It is possible, although
unlikely, that the Alliance &
Leicester’s bid could stumble
at the last fence. Unresolved
difficulties apart, the Build-
ing Societies Commission —
or even the Bank of
England, for that matter —
could halt the purchase on
prudential grounds. Should
this happen, the sooner-the

_Government puts, -up 'yet:
" another ‘for sale

e
=

better.

t_he National Rivers Au-
hority watchdog body, and is

authority when it was under
the old regime,” it said.

na_ﬂCS) ‘(.lhe A

excess nitrate
plies, which could
tisation, says the Obse

tors and 450,000 borrowers. 3 S s moved entirely for a - -

“The trick is to be able to S i g SNl SHoel e e Depaimintor]
* cross-sell to the Girobank’s evicence i illegal discharges Environment said the amend

s ¢ e o from agl of the 6,400 sewage o

customers, poin out 8¢  ment was only a “technical”

White. B o wor England and Wales. one. “It would be wrong in law
One pertinent point is! THE “amnesty” will apply for a utility company to be

whether Alliance & Leicester fog At least a year from the open to prosecution omthe ba-{ -—--

can carry Girobank without egfablishment this September sis of samples taken by water =it
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