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Chairman’s statement

In this important year, which has seen the company make further progress against its strategic objectives
and agree price lmits for the next five years with the regulator, we have delivered a sound underlying
financial performance The company continues to benefit from a strong financing position and has
headroom to cover its projected financing needs through to the autumn of 2011

STRATEGY

Umited Utilities Water PLC (‘UUW?’) has a consistent strategy of focusing on its core activities During
2009/10 we continued to concentrate on the same three key areas that underpin our commitment to
serving our customers

+ [mproving operational performance,
*  Delivering our regulatory contract, and

¢ The 2009 water price review

IMPROVING OPERATIONAL PERFORMANCE

We have maintained our focus on operational performance and made good progress during the year We
have consistently highlighted a number of performance indicators against which our stakeholders can
assess our progress These mclude relative efficiency, security of water supply (leakage), serious
poliution incidents, and overail customer satisfaction 1n response to enquiries

In terms of relative efficiency, the company has a continuing focus on cost efficiency and 15 implementing
a range of cost control measures, as we aim to lower the cost to serve our customers whilst maintaining
and improving levels of service

We are pleased to report that overall customer satisfaction 15 at its highest level for many years and that
we met our regulatory leakage target for the fourth consecutive year This was achieved despite
exceptionally difficult winter weather conditions and highlights the commitment of our employees We
have also halved the number of serious pollution incidents over the last few years Although we have
made good progress, we know that there 1s more to do and are focused on delivering further
Improvements

DELIVERING OUR REGULATORY CONTRACT

We have completed the 2005-10 regulated water and wastewater contract in the North West of England
Over the five-year period we invested over £3 billion in our infrastructure, which allows us to mamntain
and mmprove the service we provide to our customers and to meet tough environmental standards
However, there 1s no time to st back and we have already embarked on delivering the next five-year
regulatory contract

THE 2009 WATER PRICE REVIEW

2009/10 was an mmportant year for the water sector in England and Wales as the economic regulator,
Ofwat, set price himuts for the five years from 1 April 2010 to 31 March 2015 We considered the contents
carefully before deciding that, on balance, 1t was 1n the company’s and customers’ best interests to accept
the regulator’s proposals

There 15 no doubt this 1s a challenging price review However, we are well prepared to meet the
requirements of the review given the detailed plans that we have already started to implement
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Chairman’s statement (continued)

OUR EMPLOYEES

Last November, we dealt with record levels of ram and the flooding in Cumbria that occurred as a result
1 witnessed the huge operationat challenge 1t caused and [ would again like to thank our people across the
business for their superb response, often in very difficult conditions This commitment from our staff was
evident throughout the year, particularly in January, during the exceptional wintry conditions

Umited Utilities has been set new efficiency targets as part of the regulator’s price limit proposals and we
have had to make some difficult decisions with regard to the internal structure of the company As a
result, approximately 350 people left the company during the 2009/10 year

A commutted workforce 15 central to delivering our objectives for the next five years and beyond and we
continue to communicate regularly and openly with our workforce, affirming the core values of our
business passion, trust, team and commitment

OUR ENVIRONMENT

Embedded within the company’s strategic objectives 1s the goal to operate 1n a more sustainable manner
With long hfe assets we believe 1t 15 essential to take a long-term view of our operations We recently
updated our strategic direction statement which considers the needs of our region out to 2035 and takes
account of the recent final determmation of prices by Ofwat We have factored into our business plan
ways in which we can adapt to chimate change, whilst ensuring the continuity of water supphes for our
customers

In September 2009, we published our water resources management plan This aims to i1dentify the best
strategy to balance supply rehiability, whilst protecting the environment and having due regard for the
affordability of bills It focuses on how we adapt to meet the challenge of clhimate change, ensuring the
abstraction of water i our region 1s sustainable given the mereasing drought risk We will continue to
look at ways of reducing demand for water to help alleviate the impact of climate change

OUR CUSTOMERS

We are aware of the impact on our household customers of reduced economic activity and higher
unemployment and have continued to fund our charitable trust QOur water and wastewater services
currently cost households approximately £1 per day on average Over the next five years, the average
annual household bill will fall by £9 1n real terms We believe this represents excellent value for money,
providing our customers with igh quality drinking water to meet all their daily needs and for
environmentally responsible wastewater collection and treatment

OUTLOOK

Based on Ofwat’s final determination, prices to UUW’s customers across the 2010-15 regulatory period
will decrease in real terms by an annual average of 04 per cent with a 4 3 per cent real decrease
2010/11 We are implementing a range of detailed efficiency and performance improvement iitiatives
Our early capital investment planning should facilitate a smooth transition nto the 2010-15 pertod and we
expect capital expenditure to continue at high levels in 2010/11 Overall, we are well positioned for the
next five years

PN Green
Chairman
25 June 2010
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Business review

BUSINESS DESCRIPTION

United Utihties Water PLC (CUUW?) 1s a public limited company registered in England and Wales,
providing water and wastewater services in North West of England The company was incorporated mn
Great Britain on 1 April 1989 under the Companies Act 1985

UUW 15 a subsidiary of Unmited Utilities North West PLC  The ultimate parent company of United
Uulities Water PLC 1s Umted Utilities Group PLC (which, together with its subsidianies, constitutes ‘the

group’)

United Utilities Group PLC 1s the UK’s largest listed water business The group owns and manages the
regulated water and wastewater network 1n the North West of England The group also applies its utility
skills to manage and operate other utility infrastructure

Key facts
e 100 water treatment works

+  Over 42,000 kilometres of water pipes
¢ 57,000 hectares of catchment land

* 575 wastewater treatment works

s Over 43,000 kilometres of sewers

s  Serving a population of seven million people

UUW holds licences to provide water and wastewater services to a population of approximately seven
million people in the North West of England Almost 2,000 milhion litres of water 1s supplied every day to
approximately 3 2 million homes and businesses Water 1s collected from catchment land and other
sources and stored in reservoirs before being treated and then delivered via a network of pipes to homes
and industry A large proportion of the water supplied flows freely by gravity and does not need to be
pumped

Wastewater 15 collected using a network of sewers and treated before being returned safely to the
environment A by-product of the treatment of wastewater 1s sewage sludge, which 1s treated further to
produce an end product suitable for recychng UUW’s water and wastewater service currently costs
households approximately £1 per day on average Over the next five years, the average annual household
bill will fall by £9 1n real terms The company believes this represents excellent value for money,
providing customers with high quality drinkig water to meet all their daily needs and for environmentatly
responsible wastewater collection and treatment
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Business review (continued)

BUSINESS DESCRIPTION (continued)
Since privatisation in 1990

*  Water quality in the North West has improved from 99 6 per cent to 99 9 per cent,

* Comphance with bathing water standards across the North West has risen from just over 30 per cent
to more than 90 per cent,

¢ Leakage from the network has halved, supported by ongomg nvestment in replacing ageing water
pipes, and

¢ UUW has invested more than £4,000 for every household in the North West, some £750 above the
national average

In the 2005-10 period, UUW invested more than £3 billion to improve the water and wastewater
infrastructure and the environment across the North West Further developments in the regulatory regime
are expected to take effect in the next few years, 1n particular as a result of European Union environmental
mmitiatives (including the Water Framework Directive and the revised Drinking Water Directive)

UUW’s water resources management plan published in September 2009 considers the water
supply/demand balance in the North West of England, including the potential impacts of climate change
out to 2035

UUW's strategic direction statement, which was updated in April 2010, sets out the company’s plans for
the new price review period (2010-15) in a longer-term centext The key elements identified 1n the
strategic direction statement are

¢ Responsible stewardship of water and wastewater networks,

e Listening to customers and other stakeholders,

e Ensuring water resources are more sustainable and resthent,

s  Anintegrated approach to drainage to reduce the threat of flooding,
¢ Reducing significantly the carbon impact of activities, and

s Bills to rise, on average, no faster than mcomes

REGULATORY DEVELOPMENTS

Environmental regulation is the responsibility of the Secretary of State for Environment, Food and Rural
Affairs together with the Environment Agency, the Drinking Water Inspectorate and Natural England

Economic regulation is the responsibility of an independent body, Ofwat, which sets price himits every
five years for the water sector in England and Wales Price cap regulation in the UK 1s performance based
and companies are incentivised to be efficient in terms of their operating costs, capital programmes and
financing Regulated revenue 1s set by reference to inflation as measured by the retail prices index (RPI)
plus an adjustment factor known as ‘K’

On 26 November 2009 Ofwat published 1ts final determination of price hmits for the penod i April 2010
to 31 March 2015 UUW?’s profile of price limits for the five years 1s set out below

Year 2010/11 2011/12 2012/13 2013/14 2014/15
K factor -4 3% -0 2% +0 6 +1 0% +1 2%
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Business review (continued)

REGULATORY DEVELOPMENTS (continued)
Ofwat’s final determination of pnce hmits for UUW was based upon

¢ a£3 6 billion capital investment programme (2007/08 prices),

¢ |2 per cent, or approximately £900 million, real growth n the regulatory capital value (RCV)
over the five year period,

¢ an average annual underlying operating efficiency of 1 2 per cent for the water service and 2 4
per cent for the wastewater service, and

e areturn on capital of 4 5 per cent (post-tax, real)

The RCV 1s the capital base on which water companies earn a return It 1s increased by capital expenditure
and inflation, and reduced by deprecration and clawback of past efficiencies

UUW had indicated previously that there was potential for addihional investment in respect of the North
East Irish Sea, which was dependent upon a European court case decision involving the UK government
A ruling by the European Court of Justice on 10 December 2009 means that UUW will not be required to
undertake this additional investment

Efficiency initiatives

UUW 15 well prepared for the 2010-15 price review period Over the last year, UUW has undertaken a
comprehensive review of the business, challenging working practices across the company, and 1s
implementing detailed plans to improve performance and reduce 1ts cost base

Operating efficiency

During 2009/10, UUW reduced the number of people working in the company by the equivalent of around
350 full tme employees working in and supporting the regulated business, equivalent to around seven per
cent of the workforce This provides an immediate contribution to the achievement of efficiency targets
set by Ofwat

Customer service 1s a key area of focus and will contribute to the regulator’s new service incentive
mechanism assessment UUW aims to reduce its cost to serve significantly, whilst continuing to improve
the customer experience The business has reduced i1ts annual cost to serve from £23 per customer to £19
per customer over the last two years and 15 implementing plans to deliver further reductions, all while
customer satisfaction has improved markedly The company has amended staff incentive mechanisms to
help get things right first time, with the mim of reducing unnecessary customer calls Performance
measurement is now based on first ime resolution, rather than average call handling time UUW’s
customer online self-serve system 1s being enhanced to make 1t more comprehensive and user friendly,
with the aim of reducing by a third the need for customers to contact the company’s call centre UUW s
focused on improving its debt collection rates and 1s planning to utthise more local authonty collection
agreements The company is also enhancing systems to improve 1ts customer segmentation analysis and to
obtain better data on customers who have moved address, coupled with a more proactive debt follow-up
strategy

UUW 1s reviewing and streamlining its processes as it aims to become a leaner, more efficient company
The company 15 focused on operating with fewer, simpler and more consistent processes For example,
UUW 15 halving the number of steps from metering to cash collection The company 1s rationahising 1ts IT
infrastructure, providing greatet automation and visibihity of workflow Managers now have ownership of
all steps 1n a process to help enhance performance Individuals also have greater visibility and
understanding of how their performance influences the efficiency of the entire process
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Business review (continued)

REGULATORY DEVELOPMENTS (continued)

Efficiency initiatives (continued)
Operating efficiency (continued)

The company will continue to focus on delivering benefits from 1its existing efficiency mianves,
including

e 1ts workforce management system which 15 a Key element i improving the efficiency of
fronthne staff,

e utilising remote operational site management and optimisation of chermcal and power usage,
e 1mproving efficiency of operational pumps,

s developing combined heat and power assets, which recycle energy generated from wastewater
treatment processes, and

s improving supply chain management to deliver further procurement economies

A number of these schemes are also key elements of UUW’s plan to mitigate its carbon emissions

Capital delivery

UUW has a robust commercial capital delivery framework in place for the 2010-15 period Contractor
partners have been appointed and the company has signed new supplier contracts, which will dehver
significant savings and help improve efficiency Incentive mechamsms are closely linked to the UUW
business plan and pain/gain mcentives are assessed on a project basis, rather than a cumulative basis,
providing more clarity on performance A partial fee retention mechanism 15 also in place to help drive
on-time project delivery In addition, UUW has flexibility in respect of the level of competitive tendering
it may use 1n the award of future work during the five-year regulatory period

UUW undertook detailed advanced planning which ensured smooth transition into the 2010-15 period and
leveraged recent economic conditions to deliver procurement efficiency benefits UUW expects capital
investment, including infrastructure renewals expenditure, in 2010/11 to be substantial as the company
aims for a smoother capital delivery profile across the five-year period compared with 2005-10 UUW has
a strong focus on asset serviceability and also expects to bring forward the delivery of certan outputs
under the regulatory contract

Financial

UUW has approximately £2 bitlion of long dated, index-linked debt at an average cost of 1 § per cent real
This compares with Ofwat’s cost of debt assumption of 3 6 per cent real and secures financing
outperformance for the next five years In hine with the group’s pohicy, UUW has also fixed the interest
rates on a significant proportion of the remainder of 1ts existing debt portfolio, for the 2010-15 regulatory
period, at an average nominal rate m the range 5 0 per cent to 5 5 per cent (inclusive of credit spread)
This provides more clarity on UUW’s ability to outperform the final determimnation Taken together with
the company’s index-linked debt, this equates to approximately £300 million of financing outperformance
over the five years, based on an RPI inflation rate of 2 5 per cent per annum 1In addition, the company
requires hittle refinancing during the 2010-15 period

Changes to the United Utilities defined benefit penston schemes have sigmificantly reduced the company’s
pension deficit, reduced the future service cost and reduced future funding and deficit nisk, thereby placing
the company’s pension provision on a much more sustainable footing
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Business review (continued)

THE ENVIRONMENT
Natural resource protection and envirenmental enhancement

The company 1s commuitted to protecting and enhancing natural habitats and biodiversity as part of the
way It manages operational sutes and landholdings The company 1s extending its flagship Sustainable
Catchment Management Programme (SCaMP), building on recognised successes over the last five years
Integral to this 1s the ongoing partnership with the Royal Society for the Protection of Birds, reflecting the
importance the company attaches to developing relationships with key orgamisations The company
continues to play an active role in the North West Biodiversity Forum and has signed up to the United
Nations International Year of Biodiversity network in the UK

Sustainable consumption and production

Last year, the company set a new waste target, demonstrating 1ts commitment to help ensure a sustainable
future for the North West by diverting more than 95 per cent of 1its waste from landfill by 2015 This
target will help offset additional costs from increases n landfill tax The company 1s planning a pilot
project to produce a nutnent-rich compost by combining househcld green waste with wastewater
treatment process waste that would normally go to landfill

Chmate change and energy

This year, the company updated 1ts carbon strategy to take account of its 2010-15 five-year investment
programme and to bring its targets and aspirations mnto line with revised carbon accounting rules A major
part of 1ts carbon strategy 15 generating renewable energy from sludge and other sources During 2009/10
the company generated 107 GWh Current best available technology means the water quality investment
programme will often be energy intensive, increasing the company’s overall carbon footprint The
company has secured Ofwat’s approval to invest £15 million 1n a mitigation programme to reverse that
Increase

COMMUNITY
Community engagement

Last year the company invested approximately £2 3 millien in the communities in which 1t operates,
including cash, time and in-kind contributions It continued to support employees involved in community
activity by linking volunteering activity to personal development and supporting them through community
grants and matched funding This mvestment includes a number of commumnity partnerships such as
Umited Futures, a partnership with Groundwork to dehiver bespoke community projects that support core
business objectives The company has also continued 1ts support of WaterAid by promoting the charity to
its customers and orgamising staff-led fundraising events

For many years, United Utilities has provided education services to schools ranging from the water cycle
to chmate change [n hght of the outcome of the water price review, the company took the difficult
decision to end classroom-based education services from April 2010 The business will continue to
promote specific campaigns such as reservoir safety and education materials will be available on 1its
website
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Business review (continued)

COMMUNITY (continued)
Customer service

The company 1s committed to improving its service to 1ts customers and meeting their needs The
company recognises that in the current economic climate some customers may be experiencing financial
difficulty and struggling to pay their water bills The company 15 currently trialling a support tanff n
specific areas to help those customers who are typically in debt with thewr water charges Ofwat has
approved a two year trial, which consists of new pricing bands based on an independent assessment of
customers’ ability to pay

UUW offers a wide range of payment options to help customers One of the easiest ways to pay 1s by
Direct Debit and last year nearly 40,000 Direct Debit mandates were set up The company also offers a
facility for customers to pay bills online, in the Jast year over 200,000 online payments were made

Developing talent

The company regards 1ts workforce as a key asset and mvests in each employee by dentifying future
skills and knowledge requirements, matching need with opportunity The company measures and targets
the extent to which traming contributes to business success and looks for opportunities to retrain and
redeploy employees when skill and knowledge requirements change In addition, the company has 90
apprentices following accredited tramming frameworks 1n the business

EMPLOYEES

United Utilities recognises that 1ts business 1s only as strong as its employees and their collective
commitment to achieving business goals In hght of this, the company aims to create a rewarding place to
work, with a focus on health and safety, providing employees with a work-life balance and the chance to
make a contribution to the communities in which they live and work

Health and safety

In 2009/10 UUW further consolidated the health and safety management framework across the business
During the year a director of health, safety, nsk and security was appointed to drive further improvements
and to lead the integration of these key risk areas in the business

The reported accident incidence rate per 100,000 employees (injuries causing an absence of greater than
one day) showed an improvement from 866 to 740 Whilst there was the same number of accidents in the
business as in the previous year (34), this decrease in rate 1s due to an ncrease m average headcount
ansing from organisational changes during the year Although the rate 1s below the industry sector rate
published by the Health and Safety Executive, there are plans to almost halve this number during the next
five years

UUW received a number of Royal Society for the Prevention of Accidents (ROSPA) awards for
occupational health and safety The annual ROSPA awards recognise the significant improvements made
during the last 12 months 1n establishing effecuve safety management systems and improving accident
performance In addition, UUW retained its accreditation to the OHSAS 18001 H&S Management
Standard

The health of our employees 1s vital In addition to the required occupational health surveillance, UUW
offers a number of employee benefits related to health including an employee assistance programme,
lifestyle health assessments and counselling services The business appomnted a new occupational health
provider during the year to help improve these services and believes that its integrated health and
wellbeing programme fully supports the current Health and Safety Executive strategy




United Utilines Water PLC
L. _____________________________________________________________________________________________ |

Business review (continued)

EMPLOYEES (continued)

Employee engagement

The company places a strong emphasis on increasing employees’ engagement This 1s measured annualiy
and then acted upon to improve how employees feel about United Utilities and strengthen their
understanding of its direction Improving engagement 1s a key personal objective for all our leaders We
have seen a reduction in engagement since the last annual survey and there are targeted action plans being
put in place to make improvements in key areas

Workplace environment

Team and personal objectives are linked to the company’s vision, strategy and objectives, allowing
employees to recognise their contribution towards achieving business goals Monthly performance
updates, briefings and team talks enable employees to hear and discuss how the business 1s performing A
talent and skills development programme helps create a flexible and skilled workforce, which 1s critical to
the company’s ability to deliver improved services

The company’s policies on maternity, paternity, adoption and annual leave go beyond its legal obligations
as an employer and play an important part 1n encouraging motivation and building loyalty to the company
The business principles make 1t clear that UUW seeks to act with integrity and farmess and observe legal
requirements Any employee with concerns that the company may not be adhering to these principles 1s
encouraged to speak up via their manager or by calling a special telephone number in confidence Key
pohicies, which employees need to be aware of, are available on the intranet and promoted through new
employee induction sessions Managers benefit from an advice and guidance service which seeks to
ensure they manage their employees i line with the correct procedures

The company s commutted to fulfilling 1ts obligations 1n accordance with the Disability Discritmination
Act 1995 and best practice As an equal opportunities employer, equal consideration 1s given to applicants
with disabilities 1n the employment criteria The business will modify equipment and practices wherever 1t
1s safe and practical to do so Ewidence of this 15 reflected 1n the retention of the ‘double tick’ positive
disabled people award

More than 95 per cent of employees are members of company pension schemes, which include defined
benefit (now closed to new members) and defined contribution schemes UUW also operates an open
flexible benefits scheme, allowing employees to choose benefits which suit their personal needs through
salary sacrifice

United Utilities and 1ts trade unions work together under an employee relations framework to ensure
positive working relationships  Throughout 2009/10, that approach was used to positive effect in terms of
consultation around the pay review and changes made to the defined benefit pension schemes

In February 2009, United Utilities brought a number of outsourced activities back in-house The full
impact of this 1s reflected 1n the higher average headcount for 2009/10

Number of employees (full-time equivalent including directors)

Average Average 31 March 31 March
2009/10 2008/09 2010 2009
uuw 4,257 3,925 4,211 4,212




United Utilities Water PLC

Business review (continued)

PRINCIPAL RISKS AND UNCERTAINTIES

The company faces a variety of risks and uncertainties, both foreseeable and unforeseeable, which, 1f they
materialise, could adversely affect its reputation, profitability or financial position, or the pricing and
hquidity of its debt secunities The principal risks and uncertainties are summarnised here

Capital investment programmes
Risk

The business requires significant capital expenditure, particularly 1n relation to new and replacement plant
and equipment for water and wastewater networks and treatment faciliies Histoncally, the company has
financed this capital expenditure from operating cashflow and external debt There can be no assurance
that operating cashflows wall not decline or that external debt financing and other sources of capital will
be available, at sumular cost to that assumed by Ofwat, in order to meet these capital expenditure
requirements Delivery of capital investment programmes could also be affected by a number of factors
mcluding adverse legacy effects of earlier capital investments (such as increased maintenance or
enhancement costs) or amounts funded 1n regulatory capital investment programmes proving nsufficient
to meet the actual amount required This may affect the company’s ability to meet regulatory and other
environmental performance standards, which may result in fines imposed by UUW’s regulators of an
amount of up to 10 per cent of appointed business turnover or other sanctions

Matigation

In order to mimmise the likehhood of funding shortfalls, capital investment programmes are regularly
moemnitored to 1dentify the risk of time, cost and quality variances from plans and budgets and to 1dentify,
where possible, any appropriate opportunittes for outperformance

Service incentive mechamism and serviceability assessment
Risk

For the 2010-15 period, Ofwat has introduced a new comparative mcentive mechanism to reward or
penalise water companies’ service performance, replacing the overall performance assessment (OPA) The
service incentive mechanism (SIM) compares compames’ performance n terms of the number of
‘unwanted’ contacts received from customers and how well they deal with those contacts Depending
upon UUW’s relative performance under the SIM 1t could receive a revenue penalty or reward when price
limits are next reset in 2014

The company 1s required to maintain the serviceabihty of its water and wastewater assets, ensuring they
continue to deliver a level of service and performance at least as good as m the past Where serviceability
fatls below required reference levels of performance Ofwat may 1mpose a penalty 1n revenue at the next
price-setting  Or, 1f performance were to decline, the company may mcur additional operating or capital
expenditure to restore performance

Mtigation

In preparation for the change from OPA to SIM, systems and processes are beng developed and
enhanced, where necessary, to allow the company to report accurately on the volume of ‘unwanted’
contacts 1t receives The company’s focus 1s on ensurtng right first ime service delivery to its customers,
thus avoiding the need for ‘unwanted’ contacts Where ‘unwanted’ contacts do arise, then there 1s a clear
focus on identifying the root causes These actions are intended to ensure that the company’s performance
under the SIM 15 optimised and thereby mitigating the risk of a penalty at the next price-setting

The various indicators of performance are closely and routinely monitored by management The
company’s capital investment programme 1s targeted to seek to mamtain stable serviceabihity of the
company’s water and wastewater assets Similarly, operational practice 1s intended to ensure stable
serviceability Where adverse trends develop and there 15 a rnisk of serviceability deviating from stable,
then corrective action can be taken

12
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Business review (continued)

PRINCIPAL RISKS AND UNCERTAINTIES (continued)

The adoption of private sewers
Risk

In 2008, the government announced its intention to transfer sewers and pumping stations currently owned
by private individuals and businesses to sewerage undertakers The precise date and nature of the transfer
1s yet to be determined but could occur as soon as 2011 No allowance has been made in price limits for
the costs associated with the transfer Therefore, any costs incurred will represent an unbudgeted ncrease
n operating and capital expenditure

Mitigation

Although there are costs associated with the transfer, as long as they are incurred efficiently they are
expected to be largely recoverable when price limits are next reset, either at an interim determination or
the next pertodic review, but there can be no guarantee of full cost recovery at this stage

Economic environment, inflation and capital marketing conditions
Risk

In recent years, the global banking crisis and economic downturn have impacted the bank lending
environment, as well as the debt and equity capital markets This has resuited in the cost of capital
mcreasing and has made the arranging of finance and 1ssuance of new equity and debt capital more
expensive and difficult to secure

A compounding challenge arises from the relattonship between the regulatory capital value (RCV) of the
regulated business and the retail prices index (RPI) The RCV 1s adjusted annually for inflation so, if RPI
decreases, the RCV would be adjusted downward to reflect this This may lead to pressure on gearing (and
other key financial ratios), credit ratings of the regulated business, and increase the cost or hmit the
availability of credit In the extreme the company may be required to increase its equity base by erther
reducing 1ts dividend payments or raising new equity capital The global economic downturn continues to
present difficult trading and financing conditions for customers, contractors and suppliers of materials
and/or services to the company

Mitigation

The company momtors closely 1ts liquidity headroom within the parameters approved by the board, the
impact of trends in inflation or deflation on 1ts capital position as well as the potential impact of wider
changes in the credit markets Where possible, the company has sought to 1ssue debt linked to RPI to
mimmise the extent of 1ts exposure to deflationary (or low inflationary) conditions The company also
momtors the financial position of its key contractors and supplers and seeks to use its procurement
processes to ensure that alternative suppliers can be sourced quickly and, where possible, on similar terms

Pension scheme obligations
Risk

The company participates in a number of pension arrangements The principal schemes are defined benefit
schemes, although these have been closed 1o new employees since October 2006 The assets of these
schemes are held in trust funds independent of company finances, with the funds being well diversified
and professionally managed The company’s current schemes had a combined net deficit of £136 6
million as at 31 March 2010, compared with a net deficit of £118 1 mullion as at 31 March 2009

i3
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PRINCIPAL RISKS AND UNCERTAINTIES (continued)

Pension scheme obligations (continued)
Mitigation

Increases to pension fund deficits may result in an increased liability for the company, the size of the
hability depending upon the extent to which additional deficits are recoverable through the regulatory
price determination process In the 2009 water price review, Ofwat took account of broadly 50 per cent of
the penston deficit payable over a ten year recovery period shown in UUW’s final business plan when
setting its overall price controls In response to the size of 1ts ongoing pension risks and pension costs the
company has recently been consulting on a series of changes for employees n 1ts defined benefit schemes

These changes, which came nto force on 31 March 2010, will result in reduced costs and nisks, including
deficit, associated with defined benefit habihties in future In conjunction with the trustees, the company
continues to monitor the investment strategy for the pension schemes, incleding the company’s exposure
to investment risks

Failure to comply with applicable law or regulations
Risk

The company 1s subject to various laws and regulations in the UK Reguiatory authorities may, from time
to time, make enquiries of comparues within their junisdiction regarding compliance with regulattons
governing their operations In addition to regulatory comphance proceedings, the company could become
involved mn a range of third party proceedings relating to, for example land use, environmental protection
and water quality Amongst others, these may mclude civil actions by third parties for infringement of
rights or nnisance claims relating to odour or other matters Furthermore, the impact of future changes 1n
laws or regulations or the introduction of new laws or regulations that affect the business cannot always be
predicted and, from time to time, interpretation of existing laws or regulations may also change or the
approach to their enforcement may become more nigorous If the company fails to comply with applicable
law or regulations, 1n particular in relation to 1ts water and wastewater licences, or has not successfully
undertaken corrective action, regulatory action could be taken that could include the imposition of a
financial penalty (of up to 10 per cent of appointed turnover) or the impositton of an enforcement order
requiring the company to incur additional capital or operating expenditure to remedy I1ts non-compliance
In the most extreme cases, non-compliance may lead to revocation of a licence or the appointment of a
special administrator

Mitigation

The company endeavours to comply with all legal requirements 1n accordance with 1ts business principles
and robust processes are (n place to seek to mitigate against non-comphance The company continually
monitors legislative and regulatory developments and, where appropriate, participates i consultations to
seek to influence their outcome, either directly or through industry trade associations for wider 1ssues The
company seeks appropnate funding for any additional compliance costs in the regulated business as part
of the price determination process

Increased competition in water and wastewater industry
Risk

The Cave review of competrtion and innovation 1n water markets was published in Apnil 2009 and in
September 2009 the government censulted on legislation to implement a number of the review’s
proposals If its recommendations are tmplemented, this could eventually expand the competiive market
by allowing retail competition to all non-household customers Ofwat and the Environment Agency are
considering the introduction of reforms to the regulation of water abstraction licences that would allow
trading of licences Ofwat 1s also examining the scope for ‘upstream’ competition in treated water supply
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PRINCIPAL RISKS AND UNCERTAINTIES (continued)

Increased competition in water and wastewater industry (continued)
Risk (continued)

Ofwat has taken steps to tntroduce competition into the water supply market through mset appointments
and the water licensing supply regime Prior to 2007 (with one exception), inset appowntees had all been
granted to existing regulated companies Since 2007, Ofwat has granted more 1nset appointments, one of
which 1s within UUW’s region Further inset appomtments may be made in the future, resulting n
increased competition

Mitigation

The company has been fully engaged in the government and Ofwat consultations on the Cave review and
other aspects of competition A relatively small proportion of the company’s profits derive from the
retailing of water and wastewater services to non-household customers However, UUW recognises that
reforms to the pricing rules that govern access to the company’s water network and greater upstream
competition could put at risk a greater proportion of the company’s profits If competition 15 expanded,
there would also be opportunities for the company to participate in a wider market 1n England and Wales

Eveats, service interruptions, systems failures, water shortages or contamination of water
supplies
Risk

The company controls and operates utility networks and matntains the associated assets with the objective
of providing a contmnuous service In exceptional circumstances, a stgmificant interruption of service
provision or catastrophic damage could occur resulting 1n significant loss of life, and/or environmental
damage, and/or economic and social disruption Such circumstances might arise, for example, from power
or water shortages, the failure of an asset or an element of a network or supporting plant and equipment,
human error, an individual’s malicious interventton, or unavoidable resource shortfalls The company
could be fined for breaches of statutory obligations or held liable to third parties, or be required to provide
an alternative water supply of equivalent quality, which could increase costs The company 1s also
dependent upon the ability to access, utilise and communicate remotely via electronic software
apphications mounted upon corporate information technology hardware and commumnicating through
internal and external networks The ownership, maintenance and recovery of such applications, hardware
and networks are not wholly under the company’s control

Mitigation

The company operates long-standing, well tested and appropnately resourced incident response and
escalation procedures The processes continue to be refined, alongside related risk management and
business continuity procedures These recognise that possible events can have varying causes, impacts and
likelihoods While the company seeks to ensure that 1t has appropriate processes n place, there can be no
certainty that such measures will be effective in preventing or, when necessary, managing large-scale
mcidents to the satisfaction of customers, regulators, government and the wider stakeholder community
The company also maintains insurance cover in relation to losses and habiities likely to be associated
with such significant risks, although potential habilities arssing from a catastrophic event could exceed the
maximum level of insurance cover that can be obtamned cost-effectively The heence of the regulated
business also contains a ‘shipwreck’ clause that, iIf applicable, may eoffer a degree of recourse to Ofwat 1n
the event of a catastrophic incident
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PRINCIPAL RISKS AND UNCERTAINTIES (continued)

Material litigation

Rusk

In March 2010, Manchester Ship Canal Company (MSCC), owners of the Manchester Ship Canal (the
‘canal’), 1ssued proceedings, seeking, amongst other relief, damages alleging trespass aganst UUW
respect of UUW's discharges of water and treated effluent mto the canal The respective legal nghts of
MSCC and UUW relating to the discharges are unclear Accordingly, the relevant legal principles need to
be tested through court process UUW will be filing a defence and counterclaim in support of 1ts believed
entitlement to make discharges into the canal without charge and MSCC’s claim will be vigorously
defended thereafier

Mitigation

The company faces the general risk of litigation 1n connection with 1ts business In most cases, hability
for liigation 1s difficult to assess or quantify, recovery may be sought for very large and/or indeterminate
amounts and the existence and magmtude of liability may remain unknown for substantial periods of time
The company robustly defends litigation where appropriate and seeks to minimise 1ts exposure to such
claims by early identification of risks and compliance with 1ts legal and other obligations Based upon the
facts and matters currently known and the provisions carried in the company’s balance sheet, the directors
are of the opinion that the possibility of the dispute referred to in this nisk section having a matenal
adverse effect on the company’s financial position 1s remote

16
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BUSINESS OBJECTIVES AND PERFORMANCE

Operational performance

Operational performance 15 a key area of focus and UUW 1s targeting an upper quartile position among
UK water companies on key operational measures in the medium-term The business continues to upgrade
its infrastructure, replacing [34 kilometres of water mains during the year UUW continues to supply high
quality drinking water with a mean zonal compliance water quahty performance for the year of 99 94 per
cent, which compares with 99 92 per cent for the previous year UUW 1s making good progress against its
key performance indicators

s  Relative efficiency — UUW has narrowed the operational efficiency gaps to the most efficient
water and wastewater companies since 2005 Ths 1s reflected in Ofwat’s most recent (2008/09)
assessment of UUW as band B for the water service and band C for the wastewater service and
represents a one band improvement for both services over this period UUW expects at least to
sustain these bandmgs in Ofwat's 2009/10 assessment

e  Security of water supply — UUW met its economuc level of leakage rolling target for the fourth
consecutive year in 2009/10, despite extreme winter weather conditions, reflecting strong
management focus and the commitment of the workforce

s Pollution — The busmess has now met or outperformed 1ts medium-term target of a 50 per cent
reduction 1 major pollution incidents in each of the last four years One water and seven
wastewater Category | & 2 incidents were recorded 1 2009, compared with the base position of
two water and 21 wastewater incidents i 2005

*  Sewer flooding — UUW continues to remove properties from the sewer flooding register In
2009/10, an independent review of UUW’s sewer flooding recording and reporting process was
undertaken, which was submitted to Ofwat for consideration The independent reviewer
concluded that the processes are generally fit for purpose with some scope for streamlining and
further improvement UUW agreed to implement changes required by Ofwat as a result of this
review and has reassessed its sewer flooding registers The number of properties on the register
n 2009/10 15 1,028 (for properties at risk of experiencing at least one sewer flooding incident in
ten years), which compares with a reassessed number for 2005/06 of 1,091 properties, a net
reduction of 63 properties over the four-year period The company has plans in place to reduce
the number of incidents due to sewer flooding (other causes) and to offer mitigation measures for
all properties on the register

« Overall customer satisfaction — Sigmficant progress has been achieved and overall customer
sattsfaction in response to enguiries 15 now at 1ts highest recorded levels, with a satisfaction
rating of 82 per cent for the 12 months to 31 March 2010 UUW achieved 1ts target of 85 per cent
for March 2010, the highest score attamned for an individual month These satisfaction levels are
based on a comprehensive independent survey conducted on behalf of UUW each month
Customer satisfaction has improved from less than 50 per cent in 2005 to consistently over 80
per cent during the second half of 2009/10 The business remains focused on achueving further
improvements

Although UUW has delivered real progress, the business recognises that there i1s more to do Sewer
flooding incidents, together with environmental underperformance at Fleetwood wastewater treatment
works, negatively impacted the 2008/09 overall performance assessment (OPA) score

UUW has a capital investment programme designed to improve performance at Fleetwood works, which
1s scheduled to be completed later this year on time and on budget The business has introduced an
enhanced monitoring system across the company’s wastewater treatment works to help improve
performance in respect of meeting consent standards at 1ts works With regard to sewer flooding, the
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BUSINESS OBJECTIVES AND PERFORMANCE (continued)

Operational performance (continued)

business has 1dentified those areas of its sewer network which are high risk with the potential to have a
major flooding impact and has commenced a programme of work to help mitigate these risks

Improving the company’s response to customer contacts 1s another key area of focus, in particular billing
enquiries The business has introduced new working practices to help improve performance and early
progress 1s encouraging The process of monitoring regulatory targets has been enhanced and managers
now have better information and the flexibility to reallocate resources to help meet these targets The more
technical work has also been brought back in-house, giving the business greater control to resolve 1ssues
and help meet its targets

The business expects an improved OPA score for 2009/10, with an increase 1n points tn the areas of
wastewater treatment works compliance, company contact score and unplanned terruptions The actions
being taken will have a positive impact on UUW’s performance as measured by Ofwat’s new service
incentive mechanism, which 1s replacing OPA and 1s due to be introduced i 2010/11
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BUSINESS OBJECTIVES AND PERFORMANCE {(continued)

Performance against KPIs

The company monitors a large number of financial and non-financial KPIs, including targets set by Ofwat
Performance m 2009/10 against these measures 1s set out n the table below, together with the prior year
performance data

2010 2009
Financial
Turnover (" £1,549 2m £1,508 2m
Operating profit £788 Om £71t 5m
Profit before tax £438 Tm £505 Om
RCV gearmg % 64% 64%
Interest cover ¥ 32 34
Capital expenditure (net cashflow) £636 Sm £757 Im
Environment
Pollution mcidents ] 11
Water quality — mean zonal compliance 99 94% 99 92%
Renewable energy generated © 107GWh 100GWh
Employees
Employee engagement — employee opimion survey ! 68% 81%
Health and Safety — incident rate per 100,000 employees 740 866
Customers
Water — relanve efficiency banding ® Band B Band B
Wastewater — relative efficiency banding ® Band C Band C
Leakage — rolling annual average leakage 46 1MV/day 462M/day
Overall customer satisfaction — water (in response to enquiries) 82% 76%
Overall Performance Assessment (OPA) (¢ 378 pomts 344 points

(1) Tumnover 15 the consideration receivable by the company for services provided during the year

(2) RCV geanng 1s measured as borrowings, including denvatives, net of cash and short-term deposits divided by the Regulatory
Capital Value (RCV) The RCV 1s a company-specific measure calculated by Ofwat, which 15 widely used in the mvestment
community as a component of the market value of regulated water businesses

(3) Interest cover 1s the number of times the net underlying finance expense ts covered by operatng profit before exceptional
charges Net underlying nterest expense 1s calculated as the underlying cost of borrowings excluding any penston adjustment and
movements in the farr value of debt and derivatives but including the £29 7 mullion (2009 £14 8 mullion) interest on swaps and debt
under fair value option

(4) Number of category 1 & 2 pollution incrdents recorded during the year as defined by the Environment Agency Figures stated are
for the years ended 31 December 2009 and 2008

(5) The percentage mean zonal compliance with samples taken according to the current Drinking Water Quahity Regulatons duning
the calendar year It 15 constituted from data for 40 parameters with National or European standards Figures stated are for the years
ended 31 December 2009 and 31 December 2008

(6} In 2009/10 107 GWh of renewable energy was generated, the equivalent of 57,987 tonnes of carbon dioxade

(7} 88% of employees in UUW 100k the opportumity to ‘have their say” as part of the 2009/10 annual employee survey The company
achieved an engagement score of 68 per cent

(8) The operaung expenditure relative efficiency band as assessed by Ofwat for the years ended 31 March 2009 and 31 March 2008
The 2009/10 assessment 15 due to be published by Ofwat later 1n the year

(9) Annual rolling average total leakage — figures given are 1n megalitres per day for the years ended 31 March 2010 and 31 March
2009 The Ofwat regulatory rolling average leakage target was 465 megalitres per day for each year

{10) The Overall Performance Assessment (OPA) has now been replaced by the Service Incentive Mechamsm (SIM) Although
company STM scores will be published for 2010/11 they will only be taken into account for the 2014 Price Review from 2011/12
onwards UUW has calculated and reported 1ts best estimate OPA score for 2009/10 in the annual June Return submission The OPA
15 @ measure used by Ofwat to compare the quality of the overall service that water companies provide to their customers across a
basket of measures The figure guoted for 2008/09 15 the final assessment score
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BUSINESS OBJECTIVES AND PERFORMANCE (continued)

Financial highlights

Tumnover has increased by 2 7 per cent to £1,549 2 million, principally as a resuit of an allowed price
increase of 6 0 per cent (including 1nflation of 3 0 per cent), partially offset by reduced water demand
reflecting the challenging economic chmate The regulated price increase supports significant investment
in UUW’s infrastructure which provides vital water and wastewater services to customers

Operanng profit for the year increased by 10 § per cent, pnimarily reflecting the revenue increase coupled
with the impact of tight cost control measures and the exceptional credit relating to pensions net of
restructuring costs, offset by higher depreciation, bad debts and power costs The increase in depreciation
reflects the recent high levels of capital spend, in hine with the planned profile of the investment
programme

Net interest payable of £349 3 mullion was £142 8 million higher than the pnor year This expense
included £138 4 million of net fair value losses on debt and derivative mstruments, compared with £15 1
million of net fair value losses in 2008/09 The impact of changes in credit spreads on debt accounted for
at fair value through profit or loss can result in significant volatility and this 1s the principal reason for the
large net fair value movement in the year In addition, the volaulity m financing expense reflects the fact
that, in order to provide a hedge of the nterest cost imphicit in the regulatory period, the company fixes
interest rates for the duration of each five-year review period for a substantial proportion of its debt using
mterest rate swaps Financial Reporting Standard (FRS) 26 ‘Financial Instruments Recogmition and
Measurement’ hmits the use of hedge accounting for these commercial hedges, thereby ncreasing the
potential velatility of the imcome statement However, this volatibty in fair values has no cashflow
mmpact A reduction in returns on the company’s pension schemes’ assets in 2009/10, compared with the
prior year, has also contributed to the increase in finance expense in the year

The current tax charge for 2009/10 was £61 1 million and the current tax effective rate was 13 9 per cent,
compared with 26 0 per cent in the prior year The current tax charge included a £15 1 million credit in
relation to the amendment of prior years’ tax returns The remamming reduction n rate relates to an
increase 1n accelerated tax allowances, the fair value movement 1n derivatives and pension movements
following the amendment of pension obligations and for each of these items the timing differences are
matched by an equal and opposite movement in deferred tax

The deferred tax credit was £22 0 mullion compared to £nil in the prior year The principal reasons are
movements in the discount for deferred tax together with a credit in relation to the amendment of prior
years’ tax returns

A significant level of capital investment has been made as the company completed the peak phase of the
2005-10 water and wastewater capital investment programme The 2009/10 net capital investment spend
of £636 5 mullion represents a 15 9 per cent decrease over 2008/09 This leve! of spend was in Iine with
the planned capital investment profile for the final year of UUW’s 2005-10 regulatory programme

Net debt including derivatives increased by £230 7 millhion to £4,950 7 milhion at 31 March 2010 As
expected, RCV geaning, measured as these borrowings divided by the regulatory capital value, mcreased
to 64 4 per cent compared with 63 8 per cent at 31 March 2009

In 2009/10 interim dividends amounting to £231 2 million were paid (2009 interim dividend of £75 5
million and 2008 final dividend of £770 0 million declared and paid during 2009) No final dividend has
been recommended for 2009/10 (2009 £ml)
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BUSINESS OBJECTIVES AND PERFORMANCE (continued)

Regulatory accounts measures

Atypical and exceptional operating expenditure items

Atypical ttems have been identified and disclosed 1n the regulatory accounts in accordance with the
requirements of Regulatory Accounting Guidelines which are different from the requirements of UK
accounting standards in relation to ‘Exceptional items’

The net atypical operating expenditure items are as below

2010 2009
fm fm
Pension schemes curtailment gamns arising on amendment of pension obligations (76 1) -
Restructuring costs 158 10
Accrual for discharge consents to cover potential charges which may be imposed
on the company - 16
Credit adjustment to the wastewater business rates growth accrual covering the
period from 1 Apnl 2605 (78) (6 1)
Restoration costs mcurred to support the clean up of Cumbnian region after floods 14 -
Legal provision 20 -
653 (35)

Sigmificant movements 1n Infrastructure Renewals Charge and Current Cost Depreciation

The annual infrastructure renewals charge 1s based on actual infrastructure renewals spend for Asset
Management Plan (AMP) 4, the Company Business Plan for AMP 5 and the Final Business Plan
projections for AMP 6 covering the period 2005 to 2020 The charge for the year ended 31 March 2010 15
£109 1 million (2009 £139 9 million)

The current cost depreciation charge (net of deferred credits) for the year of £339 8 mullion (2009 £3110
million) compares with the Final Determination assumption of £350 4 million (2009 £346 3 million)
This reduction of £10 6 million s due largely to lower capital expenditure 1n this and the previous three
years combined with a higher level of work 1n progress assets at 31 March 2010 compared with 31 March
2003

Donations to charitable trusts assisting customers or similar funds

Duning the year, the company has made donations of £3 0 mulhon (2009 £3 0 mithon) to the United
Uthities Trust Fund, an independent charitable trust helping customers in genuine financial difficulty with
both water and non-water debts and i addition providing monies to third parties to promote money advice
work

This 15 1n Iine with the agreed donation profile and has been expensed via the profit and loss account
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CAPITAL STRUCTURE

Capital structure and dividend policy

UUW'’s objective when managing caprtal 1s to maintain a capital structure that enables the company to
retain a credit rating of A3 from Moody’s Investors Services, which the company beheves best mirrors
regulatory assumptions 1n relation to capital structure The strategy of targeting a credit rating of A3 has
been consistently mamtained since 2007

One of Ofwat’s primary duties 15 to ensure that water companies are able to finance thewr functions, n
particular by securing a reasonable return on their capital Therefore mirroring Ofwat’s assumptions for
credit ratmgs (and hence capital structure) should safeguard the company's ability to earn a reasonable
return on Its capital, securing access to finance at a reasonable cost and enabling the company to continue
as a gomg concern in order to provide returns for sharcholders, credit investors and benefits for other
stakeholders

In order to maintain a credit rating of A3 the company needs to manage its capital structure with reference
to ratings methodology and measures used by the relevant ratings agencies The ratings methodology 1s
normally based upon a number of key ratios (such as Regulatory Capital Value (RCV) gearing and
adyusted interest cover) and threshold levels as updated and published from time to time by the rating
agencles

Further detail on the precise measures and methodologies used to assess water companies’ credit ratings
can be found 1n the methodology papers published by the ratings agencies

UUW’s current long-term credit ratings are A3/BBB+ with stable outlooks from Moody’s Investors
Service and Standard and Poor’s Ratings Services respectively Shortly after the company accepted
Ofwat’s final determination on 21 January 2010, Moody’s re-affirmed 1ts credit rating of A3 with stable
outlook However, as expected, Standard & Poor’s downgraded the company to BBB+ from A- with
stable outlook, reflecting differing methodologies particularly with regard to the treatment of
mfrastructure renewals expenditure

Liquidety and capital resources overview

Short-term Iriquidity requirements are met from the company’s normal operating cashflow and 1ts short-
term bank deposits Further iquidity 1s provided by commutted but undrawn credit facilities This hquidity
supports the company’s €2 billion euro-commercial paper programme

In addition, UUW 1s able to access further hquidity from its ultimate parent United Utihties Group PLC,
which, as at 31 March 2010, maintained a healthy headroom position of £1,100 million based on cash,
short-term deposits and medium-term committed bank facilities, net of short-term debt This headroom 1s
sufficient to cover United Utilities Group PLC’s projected financing needs through to the spring of 2012

UUW beheves that 1t operates a prudent approach to managing banking counterparty nsk Counterparty
risk, i relation to both cash deposits and derivatives, 1s controlled through the use of counterparty credit
limits The company’s cash 1s held in the form of short-term (generally no longer than three months)
money market deposits with either prime commercial banks or with triple A rated money market funds
As at 31 March 2010, no cash deposits were held in money market funds

UUW operates a bilateral, rather than syndicated, approach to its core relationship banking facihties This
approach spreads maturities more evenly over a longer ime period, thereby reducing refinancing risk and
providing the benefit of several renewal points rather than a large single refinancing requirement

UUW has access to the international debt capital markets through its €7 bilhon medium-term note
programme which provides for the periodic i1ssuance of debt instruments on terms and conditions
determined at the time the mstruments are issued The programme does not represent a funding
commitment, with funding dependent on the successful 15sue of the debt securities
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Debt financing and mterest rate management

Long-term borrowings are structured or hedged to match assets and earmings, which are largely n sterling,
indexed to UK retail price inflation, and 1n the case of revenues, subject to regulatory price reviews every
five years

Very long-term sterling inflation imdex-linked debt 1s the company’s preferred form of funding as this
provides a natural hedge to assets and earmings At 31 March 2010, index-linked debt represented 26 8%
of the company’s regulatory capital value, with an average real interest rate of | 8% The long-term nature
of this funding also provides a good match to the company’s long-life infrastructure assets, and 1s a key
contnibutor to the company’s average term debt maturity profile, which 1s 1n excess of 25 years

Where nominal debt 1s raised 1n a currency other than sterling and/or with a fixed nterest rate, to manage
exposure to long-term 1nterest rates, the debt 1s generally swapped to create a floating rate sterling lhability
for the term of the hability To manage exposure to medium-term interest rates, the company fixes interest
costs for a substantial proportion of the company’s debt for the duration of each price control period at
around the time of that price control determmation UUW does not undertake any speculative trading
activity

ACCOUNTING ISSUES

The financial statements for the year ended 31 March 2010 have been prepared under the historical cost
convention and 1n accordance with applicable UK accounting standards and, except for the treatment of
certain grants and contributions (see note 1), with the Companies Act 2006

CRITICAL ACCOUNTING POLICIES

The company prepares its statutory financial statements in accordance with accounting principles
generally accepted in the UK (UK GAAP) As such, the company 1s required to make certain estimates,
Judgements and assumptions that 1t believes are reasonable based upon the information available These
estimates and assumptions affect the reported amounts of assets and habilities at the date of the financial
statements and the amounts of turnover and expenses during the reporting periods presented On an
ongoing basis, the company evaluates 1ts estimates using historical experience, consultation with experts
and other methods considered reasconable in the particular circumstances Actual results may differ
sigmficantly from the estimates, the effect of which 1s recogmsed 1n the period 1n which the facts that give
rise to the revision become known The company’s accounting policies are detailed in note 1 of the
financial statements The following paragraphs detail the estimates and judgements the company believes
to have the most sigmificant impact on the annual results under UK GAAP

Carrying value of long-lived assets

The estimated useful economic lives of fixed assets are based on management’s judgement and
experience When management identifies that actual useful lives differ matenally from the estimates used
to calculate depreciation, that charge 1s adjusted prospectively Due to the significance of fixed asset
investment to the company, vaniations between actual and estimated useful hives could inpact operating
results both positively and negatively, although historically few changes to estimated useful lives have
been required
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CRITICAL ACCOUNTING POLICIES (continued)

Carrying value of long-lived assets (continued)

The company 1s required to evaluate the carrying values of fixed assets for impairment whenever
circumstances indicate, in management’s judgement, that the carrying value of such assets may not be
recaverable An impairment review requires management to make subjective judgements concerning the
cashflows, growth rates and discount rates of the cash generating units under review

Renewals accounting

Under UK GAAP, the depreciation charge for infrastructure assets 1s the estimated level of annual
expenditure required to maintamn the operating capability of the network, which is based on the company’s
asset management plan, which has been certified by Halcrow Management Sciences Limited, an
independent infrastructure management consultant approved by Ofwat Variations between actual
infrastructure spend and estimated spend are included in the balance sheet, with the principle being to
‘equalise’ the effect of annual spend variations on the charge to the profit and loss account Therefore, the
independently certified asset management plan has an impact on the company’s operating profit and
changes n the plan assumptions could give rise to a different operating profit These assumptions include
Judgements relating to the condition and performance of infrastructure assets

Revenue recognition

Under UK GAAP, the company recognises revenue generatly at the time of dehivery and when collection
of the resulting debt 1s reasonably assured Should management consider that the criteria for revenue
recognition are not met for a transactien, revenue recognition would be delayed until such time as the
transaction becomes fully earned or collectibility 1s reasonably assured Payments received in advance of
revenue recognition are recorded as deferred income

The company raises bills 1n accordance with its entitlement to receive revenue 1 line with the limits
established by the periodic regulatory price review processes

For water and wastewater customers with water meters, the debtor billed 1s dependent upon the volume
supphied including the sales value of an estimate of the units supplied between the date of the last meter
reading and the billing date Meters are read on a cychcal basis and the company recognises revenue for
unbilled amounts based on estimated usage from the last billing through to the end of the financial year

The estimated usage 1s based upon historical data, judgement and assumptions, actual results could differ
from these estimates, which would result 1n operating revenues being adjusted n the period that the
revision to the estimates i1s determined For customers who do not have a meter, the debtor billed 1s
dependent upon the rateable value of the property, as assessed by an independent rating officer

Provision for doubtful debts

At each balance sheet date, the company evaluates the recoverability of trade debtors and records
provisions for doubtful debts based on experience These provisions are based upon, amongst other
things, customer category and consideration of actual coilection history The actual level of debt collected
may differ from the estimated levels of recovery, which could impact operating results positively or
negatively

Accounting for provisions and contingencies

The company is subject to a number of claims incidental to the normal conduct of its business, relating to
and including commercial, contractual and employment matters, which are handled and defended 1n the
ordinary course of business The company routinely assesses the likelihood of any adverse judgements or
outcomes to these matters as well as ranges of probable and reasonably estimated losses
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CRITICAL ACCOUNTING POLICIES (continued)

Accounting for provisions and contingencies (continued)

Reasonable estimates involve judgements made by management after considering mformation including
notifications, seitlements, estimates performed by independent parties and legal counsel, available facts,
identification of other potentiaily responsible parties and their ability to contribute, and prior experience
In accordance with UK GAAP, a provision 1s recognised when 1t 15 probable that an obligation exists for
which a rehable estimate can be made of the obligation after careful analysis of the individual matter

The required provision may change in the future due to new developments and as additional information
becomes available Matters that either are possible obligations or do not meet the recognition criteria for a
provision are disclosed, unless the possibility of transferring economic benefits 1s remote

Penstons

The company participates in two defined benefit schemes, one of which has a defined contribution
section, which are independent of the company’s finances Actuarial valuations of the schemes are carried
out as determined by the trustees at intervals of not more than three years Under UK GAAP, the pension
cost under FRS 17 ‘Retirement benefits’ 1s assessed in accordance with the advice of a firm of actuanes
based on the latest actuaral valuation and assumptions determined by the actuary

The assumptions are based on information supplied to the actuary by the company, supplemented by
discussions between the actuary and management The assumptions are disclosed 1n note 21 of the
financial statements  Profit before taxation and net assets are affected by the actuarial assumptions used
These assumptions include investment returns on the schemes’ assets, discount rates, pay growth and
ncreases to pensions 1in payment and deferred pensions and may differ from actual results due to changing
market and economic conditions and longer or shorter lives of participants

Derivatives and borrowings

The company’s default treatment 1s for borrowings to be carried at amortised cost, whilst derivatives are
recognised separately en the balance sheet at fair value with movements n those fair values reflected
through the profit and loss account This has the potential to introduce considerable volatihity to both the
prefit and loss account and balance sheet

Therefore, where feasible, the company has taken advantage of the various provisions under FRS 26
‘Financial Instruments Recognition and Measurement’ to designate borrowings at fair value to reduce this
volatility and better represent the economic hedges that exist between the company’s borrowings and
related derivative contracts

In order to apply hedge accounting, 1t must be demonstrated that the derivative has been, and will continue
to be, an effective hedge of the hedged risk within the debt item

The company applies the fair value through profit or loss option where the complexity of the swaps means
that they are disallowed from being accounted for in a hedge relationship despite there being significant
farr value offset between the hedged item and the derivative itself This area 1s considered to be of
significance due to the magnitude of the company’s level of borrowings

Designated borrowings and derivatives recorded at fair value are valued using a discounted cashflow
valuation model This model calculates the zero coupon curves for the applicable currency as at the
balance sheet date and uses these to determime future floating cashflows Future fixed and floating
cashflows are discounted using discount factors derived from the same zero coupon curves adjusted for
credit where appropnate  Cashflows denominated in foreign currencies are converted nto sterling at the
spot exchange rate observed at the balance sheet date
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CRITICAL ACCOUNTING POLICIES (continued)

Derivatives and borrowings (continued)

The valuation of debt designated as being within a fair value hedged relationship is calculated based upon
the risk bemng hedged in line with FRS 26 ‘Financial Instruments Recognition and Measurement’ The
company looks to hedge cashflows which represents 1ts floating rate exposure, and 1t 1s this portien which
15 used n the valuation model

The valuation of debt designated at fair value through the profit or loss incorporates an assumed credit
spread i the discount factor Credit spreads are determined based on indicative pricing data

Taxation

The company accounts for deferred tax on a discounted basis, as permitted by UK GAAP The deferred
tax provision under UK GAAP as at 31 March 2010 15 £329 2 milhon (2009 £363 5 million) The
balance sheet provision 1s discounted using the rates of interest at the balance sheet date on UK gilts with
similar maturity dates and currencies to those of the deferred tax assets and habilittes Therefore, the
company uses 15+ years UK gilt rate to reflect the long-lhife nature of infrastructure and operational assets
An increase or decrease n applicable discount rates of 0 1 per cent would change the balance sheet
provision at 31 March 2010 by approximately £13 0 million and the tax charge, for the year then ended,
by the same amount

Assessing the outcome of uncertam tax positions requires judgement to be made regarding the result of
negotiations with, and enquiries from, HM Revenue and Customs’ (‘HMRC”)

RESEARCH AND DEVELOPMENT

The company undertakes research pnmarily to provide mmproved standards of service to customers,
together with continuing improvements in business efficiency Its intention 1s to strengthen 1its
understanding of science and technology in relation to its range of wastewater and water treatment
processes to ensure that treatment plants are able to meet the required current and future standards of
envirenmental performance

The company 15 a member of a number of collaborative research programmes including UK Water
Industry Research and Water Research Centre, both of which address common 1ssues that face the UK
water industry The company also undertakes specific projects with these and other research and
development providers, manufacturers and with universities Research and development expenditure
incurred by the company was £0 § milhion 1n the year ended 31 March 2010 (2009 £0 9 million)

EVENTS AFTER THE BALANCE SHEET DATE

There were no events ansing after the balance sheet date that require recognition or disclosure in the
financial statements for the year ended 31 March 2010
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CAUTIONARY STATEMENT REGARDING FORWARD LOOKING STATEMENTS

This report contains certain statements with respect to the financial condition, results of operations and
business of the company Some of these statements are not facts, including those about the board’s beliefs
and expectations  Words such as ‘expects’, ‘anticipates’, ‘intends’, ‘plans’, ‘believes’, ‘seeks’,
‘estimates’, ‘potential’, ‘reasonably possible’, ‘targets’ and vanations of these words and similar
expressions refiect inherent risks and uncertainty Such statements are based on current plans, estimates
and projections, and therefore investors should not rely on them Further, the company undertakes no
obligation to update publicly any of them in hght of new mformation or future events and they are
relevant only as at the date made

The company cautions investors that a number of important factors could cause actual results to differ
materially from those anticipated or implied in any forward-looking statements These factors include

(1) the effect of, and changes in, regulation and government policy,

() the effects of competition and price pressures,

(1) the ability of the company to achieve cost savings and operational synergies,

(v) the ability of the company to service its future operations and capital requirements,
(v) the timely development and acceptance of new products and services by the company,
(v1) the effect of technological changes, and

{vn) the company’s success in managing the risks of the foregoing The company cautions that
the foregoing list of important factors does not address all the factors that could cause results
to differ materially

The directors of the company advise that all the information supphied in the Chairman’s statement
beginming on page 3 and the business review on pages 5 to 27 1s part of the directors’ report
as mcorporated by reference under the heading ‘Business review and principal activities’  Any hability
for the mformation 1s restricted to the extent prescribed in the Companies Act 2006
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Directors’ report

The directors present their report and the audited financial statements of the company for the year ended
31 March 2010

Profit and dividends

The results for the year, set out in the profit and loss account on page 38, show that urnover for the year
ended 31 March 2010 was £1,549 2 million, an increase of 2 7 per cent over the previous year Profit for
the year before tax was £438 7 mulhon (2009 £505 0 million)

Dividends are only recognised n the financial statements 1f they are declared and approved in that
financial year Dividends declared after the balance sheet date are not recognised as a hability at the
balance sheet date This has resulted in the final ordinary dividend for the year to 31 March 2009 of £nil,
being recognised in the current year financial statements, along with an interim ordinary dividend of
£231 2 million (2009 interim dividend of £75 5 milhon and 2008 final dividend of £770 0 mullion
declared and paid during 2009)

The directors have not recommended a final ordinary dividend for 2009/10 (2009 £nil) The company
paid a £550 0 million special dividend 1n the prior year to enable the company to retamn a credit rating of
A3, which the company believes best mirrors Ofwat’s assumpttons in relatton to capital structure

Regulation

As required by paragraph 3 | of Condition K of the Instrument of Appomntment granted by the Secretary
of State for the Environment of the company as a water and sewerage undertaker under the Water Industry
Act 1991 (‘the Licence’), the directors state that they are satisfied that as at 31 March 2010, 1f a special
admmastration order had been made under section 23 of the Water Industry Act 1991 1n respect of United
Utilities Water PLC, the company would have had avaslable to 1t sufficient nights and assets (not including
financial resources) to have enabled the special admustrator to manage the affairs, busmness and
properties of the company so that the purpose of the order could have been achieved

The directors have 1ssued a certificate under Condition F6A of the Licence stating that the company will
have available to 1t sufficient financial and management resources and facilities to enable 1t to carry out,
for at least 12 months, its regulated activities This certificate also confirms that all contracts entered nto
with any associated company included all necessary provision and requirements concerning the standard
of service to be supplied by the company to ensure that 1t 1s able to meet all its obligations as a water and
sewerage undertaker

The contract of appointment with the auditors satisfies the requirements of paragraph 9 2 of Condition F
of the Licence, namely that "the auditors will provide such further explanation or clarification of their
reports, and such further information n respect of the matters which are the subject of their reports, as the
Director General may reasonably require”

Business review and principal activities

The company 1s a wholly owned subsidiary of Umted Utlliies North West PLC and the company’s
principal activities are the management and operation of water and wastewater assets

The Chairman’s statement and the business review on pages 3 to 27 report on the company’s activities
during the year and on likely future developments A summary of KPIs can be found in the business
Teview

The directors of Umited Unliies Water PLC adwvise that ail the information supplied 1n the Chairman’s
statement beginning on page 3 and the business review on pages 5 to 27 15 part of the directors’ report
as incorporated by reference Any hability for the information 1s restricted to the extent prescribed in the
Companies Act 2006
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Principal risks

The principal risks and uncertainties are commented on within the business review beginning on page 5

Research and development

Further detatls are commented on within the business review beginning on page 5

Employment policies

Employees are key to achieving the company’s business goals and the company 1s committed to
improving the skills of its people The company respects the dignity and nights of every employee,
supports them in performmg various roles 1n society and challenges prejudice and stereotyping The
company ts committed to involving employees through open and regular communications about business
changes to allow a free flow of information and 1deas

The company participates extensively 1n Business 1in the Community programmes, encourages wider
opportunities for women and for people from ethmic minonities and 1t actively supports employees with
disabilities

Proper attention to health and safety 1s an indispensable part of the company’s commutment to high
standards 1n every aspect of the business

Further details are commented on within the business review beginning on page 5

Suppher payment pelicy and practice

Payment terms are specific to the type of contract and the relevant commercial arrangements, and are
agreed with suppliers 1n advance

As at 31 March 2010, the average credit period taken for trade purchases was 21 days (2009 27 days)

Financial instruments

The risk management objectives and pohicies of the company can be found n note 20 to the financial
statements

Directors
The directors who held office during the year and to date are given below

Non-executive directors

R Bird

PW Jowit (appointed 3 August 2009)
DE Morton

Executive directors

M Carmedy " (appotnted 15 July 2009)
CH Elphick (resigned 27 May 2009)
S Fraser (apponted 15 July 2009)
PN Green @

1J McAulay (resigned 15 July 2009)
IM Perrie (resigned 15 July 2009)
GL Sims

TP Weller ¢ (resigned 21 May 2010)
MR Wright

Company secretary

TS Keevil

(1} Director, Umited Utihties PLC (appomnted 21 May 2010)
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Directors’ report (continued)

Directors (continued)

(2) Birector, Umted Utihes PLC and Umited Utlities Group PLC
(3} Director, United Utilities PLC and United Utilities Group PLC (resigned 21 May 2010)

At no time in the year did any director have a material interest i any contract or arrangement which was
significant 1n relation to the company’s business

Directors’ indemmities and insurance

The company has 1n place contractual entitlements for directors of the company to claim indemnification
by the company in respect of certain lrabihities which might be mcurred by them 1n the course of thewr
duties as directors The company also maintains an appropnate level of directors’ and officers’ hability
nsurance

Disclosure of information te the auditors
Each of the persons who 1s a director at the date of approval of this report confirms that

1l so far as he or she 1s aware, there 1s no relevant audit information of which the company’s
auditors are unaware, and

2 he or she has taken all the steps that he/she ought to have taken as a director in order to make
himselffherself aware of any relevant audit information and to establish that the company’s
auditors are aware of that information

This confirmation 18 given, and should be interpreted, in accordance with the provisions of s418 of the
Companies Act 2006

Auditors

A resolution to reappomt Deloitte LLP as auditors will be put to the members at the Annual General
Meeting

By order of the board

AN

M Carmedy
Director
25 June 2010
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Corporate governance report

The Combined Code

In August 2008 United Utilities Water PLC ("UUW?’, the "company’ as the context requires) agreed with
its regulator, Ofwat, a Licence amendment that the company should ‘have regard to’ the Combined Code
on Corporate Governance {’the code’) which was published by the Financial Reporting Council i June
2008

As a general rule, the board was minded to have regard to the provisions of Section A of the Code
(‘Drrectors’) n full, subject only to a number of departures which reflect that UUW 1s a wholly owned
subsidiary of a listed company, which 1tself complies fully with the Code Any departures from the Code
within Section A are fully explamned

The UUW board also considered the Code provisions of Section B (‘Remuneration’), Section C
(‘Accountability and Audit’) and Section D (‘Relations with Shareholders’) After due consideration, 1t
was concluded that none of these sections were appropnate for UUW

The reasons for the non-application set out on page 35 below with Sections B, C and D have been notified
to Ofwat

This report gives details of how those principles of the code apphicable to UUW have been apphed during
the year

The board of directors

The directors who served during the year are set out on page 29 Ten board meetings are scheduled each
year and the board will meet more or less frequently as required During the year ten meetings were held
(2009 ten) A number of additional meetings and telephone conferences were also held during the year
These additional meetings were associated with Ofwat’s draft and final price review determinations and
the company’s annual June Return submission to Ofwat  The following table shows the attendance of
each of the directors at scheduled meetings of the board during the year The figures in brackets show the
maximum number of meetings which the directors could have attended

Board
R Bird 10 (10)
M Carmedy 7 M
CH Elphick - 3]
S Fraser 6 N
PN Green 10 (10)
PW Jowitt 5 (6)
1} McAulay - 3)
DE Morton i0 (10)
JM Pemmie | (3)
GL Sims 9 {10)
TP Weller 8 (10)
MR Wright 10 (10)

Notes:

1 CH Elphick resigned from the board on 27 May 2009

2 1) McAulay and JM Pemrie resigned from the board on 15 July 2009

3 M Cammedy and S Fraser were appointed to the board on 15 July 2009
4 PW Jowitt was appowmnted to the board on 3 August 2009
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Corporate governance report (continued)

Summary of approach to governance

The board members are fully aware of their responsibilities, both individually and collectively to promote
the long-term success of the company as the regulated licence helder within the Umited Utilities group of
companies The board 15 responsible for the assessment and management of the key issues and risks
impacting the business The board has a formal schedule of matters reserved to it, which ensures that 1t
takes all major strategy, policy, regulation and investment decisions affecting the company Accordingly,
the board sets the company’s overall direction, reviews management performance and reviews the
company’s approach to business planning, risk management and development of policies including health
and safety

The board 15 responsible for promoting the long-term success of the company and ensuring that the
principal goal of the company 1s to manage its licensed responsibilities, while having regard to other
stakeholder interests, including those of 1ts shareholder United Utilities Group PLC whilst always bearing
in mind the company’s regulatory obligations Consideration of the long-term interests of shareholders
and bondholders, together with those of the wider interests of stakeholders represented by regulators,
employees, customers, suppliers, the commumty and the environment are factored into the company’s
management processes Appropriate consideration 1s also given, within the company’s control and risk
assessment processes, to social, environmental and ethical 1ssues

The board has established a governance framework which encourages all directors to bring to bear
independent judgement on 1ssues of strategy, performance and resources Directors have a night to ensure
that any unresolved concerns they have about the running of the company or a proposed action which
cannot be resolved are recorded in the board minutes In addition, upon resignation, a non-executive
director 1s asked to provide a written statement addressed to the charrman should he or she have any
concerns about the running of the company Any such statement would then be circulated to the board

The company’s governance structure also seeks to ensure that decisions are made at the appropniate level
by employees with the knowledge and skills to do so

Principal committees of the board (summary)

The board has formally delegated specific responsibilities to certain commuttees, including the following
approvals, regulation and treasury All board commuttees are provided with sufficient resources to
undertake their duties, have authority to seek independent advice, 1f appropriate, and are supported by the
company’s secretariat The board has delegated certain of its powers and functions to the following
committees

Approvals committee This considers and approves expenditure and investment proposals within limits
determined by the board and the wnternal control manual

Regulation committee Within hmits determined by the board, this has responsibility for the approval of
regulatory policies and strategies and for overseeing interactions with the company’s regulators All
directors are members of the regulation committee

Treasury committee This considers and approves borrowing, leasing, bond and other banking facilities
within limits set by the board Its members are the executive directors

Chairman and managing director

Since 27 May 2009 when CH Elphick stepped down from the UUW board, the positions of chairman and
managing director have been exercised by the same individual, PN Green The board was comfortable
with this approach given Mr Green’s role 1n providing focussed leadership throughout the group As the
roles of chairman and managing director are exercised by the same individual for the reasons explained
above, no division of responsibiliies and terms of reference for each respective role have been agreed,
although were the roles to be exercised by different individuals in future, a division of responsibilities and
terms of reference would be accordingly drafted
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Board balance and independence

There are three non-executive posttions on the board which complies with the company’s Licence
obligation and the non-executive directors are determined by the board to be wdependent i accordance
with the code The directors have a wide and diverse range of business and other experience and
expertise  The board has determined that Mrs DE Morton 15 independent, notwithstanding that she has
served on the board for more than nine years, due to the extent of her experience, financial independence
and other professional areas of interest

Professor PW Jowitt was appointed to the board as an independent non-executive director on 3 August
2009, to fill the vacancy created by Mr B Gray’s decision to step down from the board in November 2008

Sentor independent director

The board does not consider it appropriate to appoint a senior independent director, as the company 15 a
wholly owned subsidiary of United Utilities Group PLC, and any concerns would be raised through the
board Additionally, three mdependent non-executive directors provide channels through which concerns
could be raised

Conflicts of interest

Since | October 2008, directors have been under a statutory duty to avoid any situation in which they
have, or can have, a direct or indirect interest which conflicts or possibly may conflict with the interests of
the company The duty 15 not nfringed where a conflict situation has been authorised in advance by the
unconfhcted directors or the sharehelders of the company or where the situation cannot reasonably be
regarded as hikely to give rise to a conflict of interest For a public company, the unconflicted directors
can only authorise conflict situations 1f permitted to do so by the company's articles of associatton

The company's articles of association contain provisions which permit the unconflicted directors to
authorise confhct situations and procedures have been put in place for the disclosure of any conflicts by
the directors to the board and for the consideration and, 1f appropriate, authorisation of such conflicts
The procedures permit any authorisation te be subject to any terms and/or conditions that the unconflicted
directors think fit

Prior to 1 October 2008, each board member completed a comprehensive questionnaire to estabhish i1f any
director had a conflict of interest under the Companies Act 2006 The resulis were then assessed by the
chairman and the board, who concluded that no director had a conflict that required authorisation In
October 2009, as part of the annual review process, a review of directors’ confhcts was undertaken by the
company secretary The results were assessed by the chairman and the beard which concluded that no
director had a conflict which required authorisation  Any potential issue of conflict relating to prospective
directors 1s addressed by the charrman and the beard prior to the appeintment being made

Re-appointment of directors

Non-executive directors are appointed for specified terms subject to re-appointment under the company’s
articles of association and to Companies Act provisions relating to the removal of directors Any term
beyond six years for a non-executrve director will be subject to particularly ngorous review, and will take
into account the need for progressive refreshing of the board Any non-executive director serving for
longer than nine years will be subject to annual re-appointment, as 15 the case for Mrs DE Morton
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Information, support and advice

The chairman 1s responsible for ensuring that directors recerve comprehensive information on a regular
basis to enable them to perform thewr duties properly, supported by the company secretary As part of the
preparation process for board meetings, the charrman undertakes informal briefings with the non-
executive directors before the scheduled board meetings

Board papers are generally distributed five days in advance of scheduled board meetings to enable
directors to obtain a thorough understanding of the matters to be discussed, and seek clanfication, 1f
required  All directors have access to the advice and services of the company secretary and his team, who
are responsible to the board for ensuring that board procedures are complied with The appointment and
removal of the company secretary are matters reserved to the board

The board has adopted a protocol under which directors have access, through the company secretary, to
independent professional advice at the company’s expense where they judge 1t necessary to discharge
thewr responsibilities as directors The company also mamntains an appropriate level of directors’ and
officers’ insurance

Induction and training

New directors receive appropriate induction on jomng the board, typically wmcluding meeting with
members of the sentor management team and visits to operational sites During the year, Prof Paul
Jowitt’s induction was undertaken Directors are provided with details of seminars and training courses
relevant to their role and are encouraged to attend those that meet therr development needs Additionally,
traming 1s provided to the whole board on topics such as the Walker Report and the Financial Reporting
Council consultation assocrated with proposed changes to the code

Performance evaluation

During the year, the board conducted an evaluation of 1ts own performance and that of its committees
The process invelved the completion by each director of a confidential questionnaire which was modelled
on the ‘Charrman’s Guide to the Board Performance Review’ published by the Charman’s Forum Each
director was required to score the board’s performance (and that of the principal committees) on various
topics including contribution to strategy, risk management, financial and operational reporting, matters
reserved for the board, communication, company and board advisers, relations with the company’s
regulators, and board procedures

The company secretary analysed the completed questionnaires and summarised the findings 1 a report for
the chairman, which highlighted and prioritised the key areas of feedback The responses to the
questionnaires demonstrated a high degree of consistency and the evaluation process affirmed the board’s
confidence 1n the company’s system of corporate governance Nevertheless there 15 always room for
mprovement and, ansing from the 2009/10 exercise, the board has identified a number of actions
including an enhanced review of the nsk management processes undertaken by each of the company’s
business units, at appropriate intervals

Going concern

The directors have a reasonable expectation that the company has adequate resources available to 1t to
continue in operational existence for the foreseeable future and have therefore continued to adopt the
going concern basis in preparing the financial statements This approach, taking into account the
relatively stable and regulated nature of the business, 15 based, amongst other matters, upon a review of
the company’s budget for 2010/11, the company’s proposed five-year business plan and mvestment
programme, together with a review of the cash and committed borrowmg facilites available to the
company (discussed n further detail 1n the hiquidity section on page 22 and the debt financing and interest
rate management section on page 23) That review gives details of the company’s headroom as at 31
March 2010
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Going concern (continued)

The board also took into account potential contingent habilities and other nsk factors as iterpreted by the
guidance given n ‘Going Concern and Financial Reporting Guidance for Directors of Listed Companies
registered in the United Kingdom®, published in November 1994, the guidance published in November
2008 *An update for Drrectors of Listed Companies Going Concern and Liquidity Risk’ by the Financial
Reporting Council

Auditor independence

The company adheres to the United Unlities Group PLC policies on auditor independence which are
described n the Umted Utilities Group PLC accounts {available from the address given in note 30) Non-
audit services provided to the company must be pre-approved by the United Utilities Group PLC audit
committee Non-audit services received during the year ended 31 March 2010 were primanly relating to
regulatory work (see note 3)

Departures from the Combined Code notified to Ofwat
Section B of the Code — Remuneration

The board has concluded that having 1ts own Remuneration Committee 15 unnecessary and would not
improve governance The company remunerates 1ts directors subject to the confines of United Utilities
Group PLC’s remuneration policy United Utilities Group PLC has its own Remuneration Committee
which, with the help of the Reward Director and external consultants, as necessary, reviews the pay of
directors and the pay scales applicable to senior management

Section C of the Code — Accountability and Aundit

United Utilities Group PLC has an Audit Commuttee and the group has a well resourced internal audit
function in place (to which the UUW board has access and which reports to the UUW board on a quarterly
basis) Accordingly, the board concluded that having a separate Audit Commuttee for the company weuld
be inappropriate because 1t could potentially make more confusing a key aspect of internal control

Section D of the Code — Relations with Shareholders

As the company 15 a wholly owned subsidiary of Umited Utiliies Group PLC, this provision 18 not
relevant to the company Umited Utihities Group PLC comphes fully with this provision and makes a full
disclosure on this n its annual report It should be noted that under Code provision D | 2 (Understanding
the views of major shareholders) alt of UUW’s directors, including the non-executive directors, 1f they so
wish, have access to the annual shareholder opinion survey which 1s produced for United Utilities Group
PLC by Makinson Cowell
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Statement of directors’ responsibilities in respect of the
financial statements

The directors are responsibie for preparing the Annual Report and the financial statements in accordance
with applicable law and regulations

Company law requires the directors to prepare financial statements for each financial year Under that law
the directors have elected to prepare the financial statements in accordance with Umted Kingdom
Generally Accepted Accounting Practice (United Kingdom Accounting Standards and applicable law)
Under company law the directors must not approve the financial statements unless they are satisfied that
they give a true and fair view of the state of affairs of the company and of the profit or loss of the
company for that pertod In preparing these financial statements, the directors are required to

¢ select surtable accounting policies and then apply them consistently,
* make judgments and accounting estimates that are reasonable and prudent,

e state whether applicable UK Accounting Standards have been followed, subject to any material
departures disclosed and explained in the financial statements, and

e prepare the financal statements on the going concern basis unless 1t 1s appropriate to presume
that the company will continue 1n business

The directors are responsible for keeping adequate accounting records that are sufficient to show and
explain the company’s transactions and disclose with reasonable accuracy at any time the financial
position of the company and enable them to ensure that the financial statements comply with the
Companies Act 2006 They are also responsible for safeguarding the assets of the company and hence for
taking reasonable steps for the prevention and detection of fraud and other wrregularities
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Independent auditors’ report

We have audited the financial statements of Unuted Utiliies Water PLC for the year ended 31 March 2010
which comprise the profit and loss account, the statement of total recogmsed gamns and losses, the
reconcihiation of movements in shareholders’ funds, the balance sheet, the cashfow statement and the
related notes | to 30 The financial reporting framework that has been apphed in their preparation 1s
applicable law and Umted Kingdom Accounting Standards (United Kingdom Generally Accepted
Accounting Practice)

This report 15 made solely to the company’s members, as a body, 1n accordance with Chapter 3 of Part 16
of the Companies Act 2006 OQur audit work has been undertaken so that we mught state to the company’s
members those matters we are required to state to them in an auditors’ report and for no other purpose  To
the fullest extent permitted by law, we do not accept or assume responsibility to anyone other than the
company and the company’s members as a body, for our audit work, for this report, or for the opinions we
have formed

Respective responsibilities of directors and auditors

As explamned more fully in the Directors’ Responsibilities Statement, the directors are responsible for the
preparation of the financial statements and for being satisfied that they give a true and fair view Qur
responsibility 15 to audit the financial statements 1n accordance with applicable law and International
Standards on Audiing (UK and Ircland) Those standards require us 1o comply with the Auditing
Practices Board’s (APB’s) Ethical Standards for Auditors

Scope of the audit of the financial statements

An audit nvolves obtamning evidence about the amounts and disclosures i the financial statements
sufficient 1o give reasonable assurance that the financial statements are free from material misstatement,
whether caused by fraud or error This mcludes an assessment of whether the accounting policies are
appropriate to the company's circumstances and have been consistently apphed and adequately disclosed,
the reasonableness of sigmficant accounting estumates made by the directors, and the overall presentation
of the financial statements

Opinion on financial statements
In cur opinion the financial statements
» give a true and fair view of the state of the company’s affairs as at 31 March 2010 and of 1its
profit for the year then ended,
e have been properly prepared in accordance with United Kingdom Generally Accepted
Accounting Practice, and
¢  have been prepared 1n accordance with the requirements of the Compames Act 2006

Opimon on other matter prescribed by the Companies Act 2006
In our opinion the information given in the Directors’ report for the financial year for which the financial
statements are prepared 1s consistent with the financial statements

Matters on which we are required to report by exception
We have nothing to report 1n respect of the following matters where the Companies Act 2006 requires us

to report to you 1f, 1n our opinton

« adequate accounting records have not been kept, or returns adequate for our audit have not been
recerved from branches not visited by us, or
the financial statcments are not in agreement with the accounting records and returns, or
certain disclosures of directors’ remuneration specified by law are not made, or
we have not recetved all the information and explanations we require for our audit

S0

Janc Boardman (Semior Statutory Auditor)

for and on behalf of Delonte LLP

Chartered Accountants and Statutory Auditors
Manchester

25 June 2010
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Profit and loss account
For the year ended 31 March 2010

Turnover

Net operating expenses {including net exceptional credits
of £60 9 million (2009 exceptional charges of £1 0 miilion))

Operating profit

Net mterest payable and similar charges

Profit on ordinary activities before taxation

Tax charge on profit on ordinary activities

Profit for the financial year

All of the results shown above relate to continuing operations

Note

1,2

23

2010 2009
£m £m
1,549 2 1,5082
(761 2) (796 7)
7880 7115
(3493) (206 3)
438 7 5050
390 (131 5)
3996 3735
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Statement of total recognised gains and losses
For the year ended 31 March 2010

2010 2009
£m £m
Profit for the financial year 3996 3735
Actuarial losses relating to defined benefit pension schemes (see note 21) (69 4) (77 6)
Deferred tax attributable to actuarial losses (see note 17) 194 217
Total recognised gamns and losses since last annual report
and financial statements 3496 3176
Reconciliation of movements in shareholders’ funds
For the year ended 31 March 2010
2010 2009
£m £m
Profit for the financial year 3996 3735
Dividends (see note 9) (2312) (845 3)
Actuarial losses on defined benefit pension scheme net of deferred tax {50 0) (559)
Net addition to/(reduction n) shareholders’ funds 118 4 (527 9)
Opening shareholders’ funds 2,0970 2,624 9
Closing shareholders’ funds 22154 2,0970
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Balance sheet
At 31 March 2010

2010 2009
Note £m £m
Fixed assets

Tangible assets 10 7,854 9 7,589 4
Investments 11 02 02
7,855 1 7,589 6

Current assets
Stock raw matenals and consumables 37 37
Debtors amounts falling due within one year 12a 3173 1,279 8
Debtors amounts falling due after more than one year 12b 2707 2398
Current asset investments 13 - 800
Cash at bank and 1in hand 03 11

5920 1,604 4
Creditors: amounts falling due within one year
Trade and other creditors 14a (405 6) (594 9)
Borrowings 14b (297 3) (1,152 4)

(702 9) (1,747 3)

Net current habilities (1109} (1429
Total assets less current labilities 7,744 2 74467
Creditors, amounts falling due after more than one year

Trade and other creditors 15a (174 9) (88 8)
Borrowings 15b (4,870 5) (4,769 2)

(5,0454) (4,858 0)

Provisions for habihities 17 (346 8) (373 6)
Net assets excluding pension hability 2,3520 2,2151
Pension hiability 21 {136 6) (118 1)
Net assets including pension hability 22154 2,0970

Capital and reserves

Called up share capital 22,23 1,025 3 1,025 3
Share premium account 22,23 6478 647 8
Profit and loss account 23 5423 423 9
Equity shareholders’ funds 2,2154 2,097 0

The financial statements of United Utihiies Water PLC, registered number 2366678, were approved by
the board of directors on 25 June 2010 and signed on 1ts behalf by

M Carmedy
Director
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Cashflow statement
At 31 March 2010

Net cash inflow from operating activities (see note 25)
Returns on mvestments and servicing of finance
Interest received

Interest paid

Interest element of finance lease payments
Non-equity dividends paid

Net cashflow from returns on investments and servicing of finance

Taxation
Capital expenditure and financial investment
Purchase of tangible fixed assets

Grants and contributions received
Proceeds from sale of tangible fixed assets

Net cash outflow for capitat expenditure and financial investment
Equity dividend paid

Cash cutflow before management of hiquid resources and financing

Management of liquid resources
Decrease/(increase) 1n short-term deposits

Financing (see note 27)

Increase in cash and overdraft in the year

2010 2009
£m £m
1,070 5 998 5
80 669
(193 9) (190 0)
- (73)

(4 6) (137
(190 5) (144 1)
(103 0) (102 3)
(657 0) 77271
16 5 135
40 21
(636 5) (757 1)
(2312) (845 3)
907 (850 %)
800 (80 0)
160 1,008 8
53 783
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Notes to the financial statements
At 31 March 2010

Accounting policies

The following accounting pohcies have been applied consistently in respect of the current and prior years
in dealing with items which are considered material in relation to the company’s financial statements

Basis of preparation of financial statements

The financial statements of Umted Utilities Water PLC have been prepared under the historical cost
convention and in accordance with applicable United Kingdom accounting standards and, except for the
treatment of certain grants and contributions (see below), with the Companies Act 2006

The preparation of financial statements 1n conformity with generally accepted accounting principles in the
United Kingdom requires management to make estimates and assumptions that affect the

¢ reported amounts of assets and habihities,
¢ disclosure of contingent assets and liabilities at the date of the financial statements, and
e reported amounts of turnover and expenses during the financial year

Actual results could chffer from these estimates

Goeng concern

The directors have set out factors considered on concluding the appropriateness of the going concern basis
of preparation 1n the going concern section of the corporate governance report

Exemption from preparing group financial statements

The financial statements contain information about United Ubilities Water PLC as an individual company
and do not contain consohidated financial information as a parent of a group Group accounts have not
been prepared as the company has no materal subsicharies The company s ncluded by full
consolidation 1n the financial statements of 1ts ultimate parent United Utiities Group PLC, a company
incorporated 1in Great Britain and registered 1n England and Wales

Related party transactions

The company has taken advantage of the exemption contained 1n Financial Reporting Standard 8 ‘Related
party transactions’ not to disclose transactions or balances with entities which form part of the group
headed by Unuted Utthties Group PLC

During the year no transactions were entered into with related parties other than with other group
companies and joint ventures in the normal course of busmess

Turnover

Tumover represents the income receivable n the ordinary course of business for services provided and
excludes VAT This includes the sales value of an estimate of the units supplied between the date of the
last meter reading and the billing date

Research and development
Expenditure on research and development 1s expensed as incurred

Tangible fixed assets

Tangible fixed assets comprise infrastructure assets {mains, sewers, impounding and pumped raw water
storage reservoirs, dams, sludge pipehnes and sea outfalls) and other assets (including properties and
overground plant and equipment) Employee costs incurred in implementing the capital schemes of the
company are capitalised within fixed assets
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Notes to the financial statements (continued)
At 31 March 2010

Accounting policies (continued)

Infrastructure assets

Infrastructure assets comprise a network of water and wastewater systems Expenditure on the
infrastructure assets relating to increases in capacity or enhancements of the network are treated as
additions, as are asset replacements to maintain the operating capability of the network in accordance with
defined standards of service Repairs to infrastructure assets are treated as operating expenditure

Additions are included at cost after deducting related grants and contributions The depreciation charge
for infrastructure assets s the estimated level of annual expenditure required to maintain the operating
capability of the network, less the estimated level of relevant annual grants and contributions, which 1s
based on the company’s independently certified asset management plan covering a five year period

Other assets

Additions are included at cost  Freehold land 1s not depreciated Other assets are depreciated by writing
off their cost less their estimated residual value evenly over their estimated economic lives based on
management’s judgement and experience, which are principally as follows

- Buildings 10-60 years

- Operational assets 5-80 years

- Fixtures, fittings, tools and equipment 3-40 years
- Computer software 3-10 years

Carrying value of tangible fixed assets

The carrying values of tangible fixed assets are reviewed for impairment wherever circumstances indicate
that the carrying value of such assets may not be recoverable

Grants and contributions

Capntal contributions towards infrastructure assets are deducted from the cost of those assets This 15 not
in accordance with Schedule | to the Large and Medium-sized Compantes and Groups (Accounts and
Reports) Regulations 2008 (the ‘Accounting Regulations’) under which the infrastructure assets should be
stated at their purchase price or production cost and the capital contributions treated as deferred income
and released to the profit and loss account over the useful life of the corresponding assets

The directors are of the opinion that these assets do not have determinable fimte economic lives and the
capital contributions would therefore remain n the balance sheet in perpetwity The treatment otherwise
required by the Accounting Regulations would not present a true and fair view of the company’s effective
investment n infrastructure assets The financial effect of this accounting policy 1s set out 1n note 10

Those grants and contributions relating to the maintenance of the operating capability of the infrastructure
network are taken 1nto account in determ:ning the depreciation charged for infrastructure assets

Grants and contrnibutions recervable 1n respect of other tangible fixed assets are treated as deferred income
and released to the profit and loss account over the useful lives of the corresponding assets
Leased assets

Leases are classified according to the substance of the transaction A lease that transfers substantially all
the risks and rewards of ownership to the lessee 15 classified as a finance lease  All other leases are
classified as operating leases

Operating leases

Operating lease rentals are charged to the profit and loss account on a straight line basis over the period
of the lease

43




United Utilities Water PLC

Notes to the financial statements (continued)
At 31 March 2010

Accounting policies (continued)

Fixed asset investments
Fixed asset investments are stated at the lower of cost and recoverable amount

Stocks

Stocks are stated at cost less any provision necessary to recogmse damage and obsolescence  Net
realisable value represents the estimated selling price less alt estimated costs of completion and costs to be
mcurred in marketing, selhing and distribution

Current asset iInvestments
Current asset investments are stated at the lower of cost and net realisable value

Pensions

The company participates in the following pension schemes sponsored by the United Utilities group of
compantes the United Utilities Pension Scheme (UJUPS) and the United Utilities Group section of the
Electricity Supply Pension Scheme (ESPS) UUPS has both a defined benefit section and a defined
contribution section The defined contribution section constitutes around 1 0 per cent of the total asset
value of UUPS ESPS 15 a defined benefit scheme Both defined benefit schemes are closed to new
employees Under FRS 17 ‘Retirement benefits’, the current service cost 1s calculated using the projected
unit credit method The pension schemes are independent of the company’s finances

Actuarial valuations of the defined benefit schemes are performed at intervals of not more than three years
and the rates of contribution payable are determined on the advice of the actuaries for each scheme having
regard 1o the results of these actuanal valuations In any interveming years, the actuaries review the
continuing appropriateness of the contribution rates

Defined benefit assets are measured at fair value whilst liabihties are measured at present value The
difference between the two amounts 15 recognised as an asset or hability mn the balance sheet

The cost of providing pension benefits to employees relating to the current year’s service 1s included
within the profit and loss account within employee costs The difference between the expected return on
scheme assets and interest on scheme habilities 1s included n the profit and loss account within net
interest payable

The actuarial assumptions adopted are determined by United Utihities Group PLC after taking advice from
their actuanial advisors, Mercer Limited The actuanal assumptions adopted affect the operating results
and profit on ordinary activities before taxation and are disclosed 1n note 21, they include assumptions for
the long-term investment return expected to be achieved on the schemes’ assets and the long term
increases expected to apply to pensionable earnings, pension mcreases and deferred pension increases
Actual experience may differ from the assumptions adopted

In addition the United Utilities group also operates defined contribution pension schemes Payments are
charged to the profit and loss account as employee costs as they fall due The company has no further
payment obligations once the contributions have been paid

The disclosure requirements of FRS 17 ‘Retirement benefits’ are set out in note 21, together with details
of pension and funding arrangements
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Notes to the financial statements (continued)
At 31 March 2010

1. Accounting policies {continued)
Financial instruments

Financial assets and financial habilities are recognised and derecognised on the company’s balance sheet
on the trade date when the company becomes a party to the contractual provisions of the instrument

Cash and current asset investments

Cash and current asset investments include cash at bank and in hand, deposits and other short-term highly
liquid investments which are readily convertible into known amounts of cash, have a maturity of three
moenths or less from the date of acquisition and which are subject to an msignificant nisk of change mn
value In the cashflow statement and related notes, cash 1s stated net of bank overdrafis

Financial investments

Investments (other than fixed deposits) are initially measured at far value, including transaction costs
Investments are classified as available-for-sale and are measured at subsequent reporting dates at fair
value Gains and losses ansing from changes in fair value are recognised directly in equity, until the
security 15 disposed of or is determined to be impaired, at which time the cumulative gan or loss
previously recognised 1n equity 1s included 1n the net profit or loss for the period

Trade debtors and trade creditors

Trade debtors are measured on 1nitial recogmtion at fair value, and are subsequently measured at
amortised cost, less any impairment for irrecoverable amounts Estimated urrecoverable amounts are
based on histerical experience of the debtor balance

Trade creditors are mitially measured at fair value and are subsequently measured at amortised cost
Financial habilines and equity

Financial labilities and equity instruments are classified according to the substance of the contractual
arrangements entered into  An equity instrument 1s any contract that evidences a residual interest n the
assets of the company after deducting all of 1ts liabilities

Equity instruments
Equity instruments 1ssued by the company are recorded at the proceeds received, net of direct 1ssue costs
Borrowing costs and finance income

All borrowing costs and finance income that are not directly attributable to the acquisition, 1ssue or
disposal of a financial asset or financial lability are recognised in the profit and loss account 1n the peried
in which they are accrued Transaction costs that are directly attributable to the acquisition or 1ssue of a
financial asset or financial Liability are included 1n the 1nstial fair value of that instrument

Borrowings

Bonds, bank loans and overdrafts are usually recorded at the proceeds received, net of direct 1ssue costs
Finance charges, including premums payable on settlement or redemption and direct 1ssue costs, are
accounted for on an amortised cost basis to the profit and loss account using the effective interest method
and are added to the carrying amount of the instrument to the extent that they are not settled in the period
in which they arise In some cases, borrowings are designated at fair value through profit or loss, or in a
fair value hedge
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Notes to the financial statements (continued)
At 31 March 2010

Accounting policies (continued)

Financial instruments {continued)
Fiancial hiabilities designated at far value through profit or loss

Borrowings are designated at fair value through profit or loss at inception where the complexity of the
related swaps means that they are disallowed from bemng allocated n a hedge relationship despite there
bemng significant fair value offset between the hedged item and the derivative  The otherwise inconsistent
accounting treatment that would have resulted allows the company to satisfy the cniteria for this
designation

Financial hiabilities at fair value through profit or loss are stated at fair value, with any resultant gain or
loss recognised 1n profit or loss The net gain or loss recognised mcorporates any tnterest paid on the
financial iability  The treatment of financial liabihttes designated at fair value through profit or loss 1s
consistent with the company’s documented risk management strategy

Dervative financial instruments and hedge accounting

Interest rate swap agreements are used to manage interest rate exposure, while the company enters nto
Cross-currency swaps to manage 1ts exposure to fluctuations in foreign exchange rates The company does
not use derivative financial instruments for speculative purposes All financial derivatives are recogmsed
mn the balance sheet at fair value Changes n the fair value of all derivative financial instruments are
recogmised 1n the profit and loss account within net interest payable as they arise

Far value hedges

For an effective hedge of an exposure to changes n the fair value, the hedged item 15 adjusted for changes
in farr value attributable to the nisk being hedged with the corresponding entry m profit or loss Gains or
losses from remeasunng the derivative are recognised 1n profit or loss

Where changes in the fair value of a derivative differ from changes in the fair value of the hedged item
attributable to the nsks being hedged, the hedge meffectiveness 13 recorded 1n the profit and loss account
within net interest payable Hedge accounting 1s discontinued prospectively when the hedging instrument
1s sold, terminated or exercised, where the hedge relationship no longer meets the criteria for hedge
accounting 1n accordance with FRS 26 ‘Financial Instruments Recognition and Measurement’, or where
the hedge designation 1s revoked

The cumulative fair value adjustment on the hedged instrument 1s frozen at the date of neffectiveness, or
the date the designation 1s revoked and 1s amortised to the income statement based upon a recalculated
effective interest rate through to maturity

Environmental remediation

Expenditure that relates to an existing condition caused by past operations and does not contribute to
current or future earnings 1s expensed Liabilities for environmental costs are recognised when there 15 a
legal or constructive obligation, environmental assessments indicate clean-ups are probable, and the
associated costs can be reasonably estimated Generally, the timing of these provisions coincides with the
commitment to a formal plan of action or, 1f earlier, on divestment or on closure of inactive sites

Taxation

Current tax, pnimarily UK corporation tax, 1s provided at amounts expected to be paid (or recovered)
using the tax rates and laws that have been enacted or substantively enacted by the balance sheet date

Deferred tax 1s recognised n respect of timung differences that have originated but not reversed at the
balance sheet date where transactions or events that result in an obligation to pay more tax in the future ot
a rnight 10 pay less tax in the future have occurred Timing differences are differences between the
company’s taxable profits and its results as stated 1n the financial statements that arise from the mnclusion
of gains and losses 1n tax assessments tn periods different from those in which they are recognised 1n the
financial statements
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Notes to the financial statements (continued)
At 31 March 2010

1. Accounting policies (continued)
Taxation (continued)

Deferred tax 15 measured at the average tax rates that are expected to apply in the periods in which the
timing differences are expected to reverse based on tax rates and tax laws that have been enacted or
substantively enacted by the balance sheet date Deferred tax 15 measured on a discounted basis to reflect
the time value of money over the period between the balance sheet date and the dates on which 1t 1s
estimated that the underlying timing differences will reverse The discount rates used reflect the post tax
yields to maturity that can be obtained on government bonds with sumilar maturity dates and currencies to
those of the deferred tax assets or liabilities

Share-based compensation arrangements

The United Utilities group operates equity-settled, share-based compensation plans 1n the shares of United
Utilities Group PLC In accordance with the transitional provisions, FRS 20 ‘Share-based Payment’ has
been applied to all grants of equity instruments after 7 November 2002 that were unvested as of I April
2004

Equity-settled share-based payments are measured at fair value at the date of grant The fair value
determined at the grant date 5 expensed on a straight-line basis over the vesting period, based on
estimates of the number of options that are expected to vest Fair value 1s based on both simulation and
binom:al models, according to the relevant measures of performance

At each balance sheet date, United Utihities Group PLC revises its estimate of the number of options that
are expected to become exercisable with the impact of any revision being recognised in the income
statement, and a corresponding adjustment to equity over the remaining vesting period The proceeds
received net of any directly attributable transaction costs are credited to share capital (nomunal value) and
share premium when the options are exercised United Utilittes Water PLC 1s recharged the amount
expensed under FRS 20 that relates to the company’s employees which 1s £0 9 million 1n relation to the
year ended 31 March 2010 (2009 £0 6 million)

2. Segmental information
The company operates in the United Kingdom in one class of business
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Notes to the financial statements (continued)

At 31 March 2010

Net operating expenses

Profit on ordinary activities before taxation 1s stated after charging/(crediting)

2010
£m
Employee costs (including directors)
Wages and salaries
Social security costs
Pension costs
- pension costs excluding curtaiiment gains arising
on amendment of pension obligations and
restructurmg costs 195
- exceptional pension schemes curtailment gains
ansing on amendment of pension obhigations
(see below) (76 7)

Exceptional restructuring costs (see below)

2010
£m

1361
107

(572)
158

1054

Less charged to capital schemes

Charged to profit and loss account

Depreciation

Owned non-infrastructure fixed assets
Non-infrastructure fixed assets held under finance
leases (see note 10)

Non-infrastructure depreciation

Infrastructure depreciation (see note 10)

Total depreciation

Other operating expenses

Hired and contracted services

Raw maternals and consumables

Power

Property rates

Charge for bad and doubtful debts (see note 12¢)
Other operating expenses

Auditors’ remuneration - audit of the company’s financial statements
Auditors’ remuneration - other services (see below)
Amortisation of grants and contributions (see note 16)
Research and development

Operating leases

- plant and machmnery

- land and buildings

Other income (see note 4)

Total net operating expenses

(67 4)
380

2293

2293

114 4

3437

1206
410
615
521
529
56 8
02
02
64)
08

07
41
(50
3795

7612

Re-presented
2009 2009
£m £m

130 1
103

246

246

10
1660
(68 4)
976

2120

2137

109 1
3228

128 0
40 6
54 6
54 8
503
533
02
03
(62)
09

05

17

@7
3763

796 7
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Notes to the financial statements (continued)
At 31 March 2010

Net operating expenses {continued)

Fees payable to Deloitte LLP for non-audit services during the year were £0 2 million, primarily relating
to regulatory work (2009 £0 3 million) The Deloitte LLP fee for 2009/10 audit services amounted to
£0 2 milhon (2009 £0 2 miilion)

Exceptional credits of £60 9 million comprise pension schemes curtallment gains arising on amendment
of pension obhigations of £76 7 milhion (2009 £mil) offset by restructuring costs of £15 8§ million (2009
£1 0 muilhon) relating to staff severance Employee costs including business restructuring exceptional
items, net of charges to capital schemes, amount to £46 2 mallion (2009 £97 6 mullion)

The operating expenses for the year ended 31 March 2009 have been re-presented to better reflect the
nature of restructuring costs

Other income

2010 2009
£m £m
Profit on disposal of tangible fixed assets 40 18
Rents receivable 10 09
50 27
Directors’ emoluments

2010 2009
£m £m
Aggregate emoluments in respect of qualifying services 22 21
Aggregate amounts recervable under long-term incentive plans - -
2010 2009
Number Number
Number of directors who received shares 1n respect of qualifying services 6 6
Number of directors who exercised share options . -
Number of directors accruing benefits under defined benefit schemes 2 2
2010 2009
£m £m

In respect of the highest paid director
Aggregate emoluments 06 06

TP Weller and PN Green are remunerated by United Utihities PLC and then recharged to United Utilities
Water PLC

There were no directors who had incenuve plans which vested during the year ended 31 March 2010
(2009 £mil)
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Notes to the financial statements (continued)
At 31 March 2010

5. Directors’ emoluments {continued)

Detatls of the employee Sharesave Scheme and the executive share option scheme operated by United
Utilities Group PLC are given in that company's financial statements

All executive directors are members of, and contribute to the United Unlites Pension Scheme, which 1s an
exempt approved pension scheme with defined benefit and defined contribution sections of membership
It contains sections which are open to all eligible employees It provides pensions and other benefits to
members within HM Revenue and Customs’ imits The scheme provides a pension on normal retirement
at ages between 60 and 65 of between 1/45" and 1/90" of pensionable earmings for each completed year of
service The maximum pension 15 two thirds of pensionable earnings Early retirement is possible from
the age of 50 1f the company agrees

6. Employees

2010 2009
Number Number

Average number of persons employed during the year
Regulated actuvities 4,257 3,925
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Notes to the financial statements (continued)
At 31 March 2010

7. Interest payable and similar charges

2010 2009
£m £m
Interest payable and similar charges
On bank loans, overdrafts and other loans 1849 1852
On finance leases - 27
On borrowings from parent and fellow subsidiary undertakings 100 354
Interest payable before preference share dividends
and fair value adjustments 194 9 2233
Preference share dividends (see notes 9 and 14b) 91 91
Total interest payable 2040 2324
Fair value (gains)/losses on debt and derivative instruments
Fair value hedge relationships
- Borrowings (53 3) 3265
- Designated swaps 599 (225 3)
66 1012
Held for trading dertvatives — economic hedge - 959
66 53
Financial instruments at fair value through the profit and loss
- Borrowings designated at fair value through the profit and loss ® 80 565
- Held for trading derivatives — economic hedge 860 (160 6)

94 0 (104 1)

Held for trading derivatives — 2005-2010 regulatory hedge (42 6) 630
Held for trading derivatives — 2010-2015 regulatory hedge 497 312
Net payments on swaps and debt under fair value option 297 170
Held for trading derivatives — other ¢! 10 268
Other - (24 1)
Net fair value losses 138 4 151
Net pension interest expense {see note 21) 156 -
Total interest payable and other similar charges 3580 2475

Investment income
Interest receivable and similar income

- Parent and fellow subsidiary undertakings (78) (349
- External ©9) 30
Net pension 1nterest income - Gn
Total investment income 87 410
Net interest payable and ssmilar charges 3493 2065

1 Fair value losses include foreign exchange gans of £19 ¢ muilhon (2009 £211 6 million losses), excluding those on instruments
measured at fair value through profit or loss These gains/losses are largely offset by fawr value losses/gains on dernivatives

2 Includes losses of £48 2 mullion (2009 £76 6 miilion gains) on the valuation of debt reported at fair value through profit or loss
due to changes in credit spread assumptions

3 Includes fair value movements in relation to other economuc hedge dervatives relating 10 debt held at amortised cost

4 Includes £29 7 milhon {2009 £14 8 million) mterest on swaps and debt under fair value option
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Notes to the financial statements (continued)

At 31 March 2010

8.  Tax charge on profit on ordinary activities
{a) Analysis of charge in the year

2010 2009
£m £m
Current tax
UK corporation tax at 28% (2009 28%) 800 139 1
Prior year adjustment (15 1) (73
Tax on exceptional items (38) 3
Total current tax charge 611 1315
Deferred tax
Ornigination and reversal of timing differences 282 10
Increase 1n discount 519 38
Adjustment 1n respect of prior periods (19 2) 28
Tax on exceptional items 209 -
Total deferred tax credit (220) -
Total tax charge on profit on ordinary activities 391 1315
(b) Factors affecting the current tax charge for the year
2010 2009
£m £fm
Profit on ordinary activities before taxation 4387 5050
UK corporation tax rate at 2§% (2009 28%) 1228 141 4
Capital allowances n excess of depreciation (39 4) (29 3)
Adjustment in respect of prior periods (15 1) (73)
Other timing differences (9 8) 282
Net non-deductible expenses/(non-taxable income) 26 (15
Actual current tax 611 1315
9. Dividends
Amounts recognised as distnibutions to equity holders 1n the year comprise
2010 2009
£m £m
Final dividend for the year ended 31 March 2009 at nil pence per
share (2008 82 6 pence per share) - 7700
Interim dividend for the year ended 31 March 2010 at 24 8 pence per
share (2009 8 1 pence per share) 2312 755
2312 8455
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Notes to the financial statements (continued)
At 31 March 2010

9. Dividends (continued)

The directors have not recommended a final ordinary dividend for 2009/10 (2009 £ml) The company’s
dividend policy 1s stated 1n note 20

The company’'s redeemable preference shares are included in the balance sheet as a liability and,
accordingly, the dividends payable on them are included i net interest payable (see notes 7 and 14(b))

10. Tangible fixed assets
Fixtures, Assets In
Freehold Infra- fittings, course
land and structure Operational tools and of
buildings assets structures  equipment construction Total
£m £m £m £m fm £m
Cost
Atl Apnil 2009 2061 48737 44124 5721 9293 10,993 6
Additions 95 1852 811 364 3099 6221
Grants and contributions - (12 9) - - - (129)
Transfers 103 585 317 8 02 (386 8) -
Disposals 02) - (15 3) 34) - (18 9)
At 31 March 2010 2257 5,104 5 4,796 0 6053 8524 11,583 9
Depreciation
At 1 Apnl 2009 656 1,699 4 1,353 7 2855 - 3,4042
Charge for the year 72 114 4 163 2 589 - 3437
Transfers - - 112 (112 - -
Disposals 2 - (153) 34 - (189
At 31 March 2010 726 1,813 8 1,512 8 3298 - 3,7290
Net book value
At 31 March 2010 1531 3,2907 3,283 2 2755 8524 7,8549
At 31 March 2009 140 5 3,174 3 3,0587 2866 9293 7,589 4
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Notes to the financial statements (continued)
At 31 March 2010

Tangible fixed assets (continued)

Grants and contributions received relating to infrastructure assets have been deducted from the cost of
fixed assets in order to show a true and fair view (see note 1) As a consequence, the cost of tangible
fixed assets 1s £177 4 mullion (2009 £164 5 million) lower than 1t would have been had this treatment not
been adopted

Infrastructure renewals

Expenditure on asset replacements to maintamn the operating capability of the water and wastewater
network 1n accordance with defined standards of service 1s capitalised, and depreciation 1s charged based
on the expenditure set out 1n the company’s independently verified Asset Management Plan for the period
1 Aprl 2005 to 31 March 2010, 1n accordance with FRS 15 'Tangible Fixed Assets’

The amount of excess depreciation over expenditure 1s as follows

£m
Excess deprectation over expenditure at 1 April 2009 (129)
Expenditure on asset replacements to maintain the network n the year 113 8
Depreciation for the year (114 4)
Excess depreciation over expenditure at 31 March 2010 (13 5)

Operational structures held under finance leases

The company held no tangible fixed assets under finance leases at 31 March 2010 or 31 March 2009 The
depreciation charge for the year for assets held under finance leases 1s £ml (2009 £1 7 mullion)

Capital commitments 2010 2009
£m £m
Contracted but not provided for 3826 3125
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Notes to the financial statements (continued)
At 31 March 2010

Fixed asset investments
Other
investments
£m

Cost and net book value at 1 April 2009 and 31 March 2010 02

Details of other investments, all of which are unlisted, held directly by the company and registered in
England and Wales, are

Other investments Description of holding Proportion Nature of business
held
WRc PLC ‘A’ Ordnary shares of £1 00 each 16 97% Water and wastewater
research
8 0 per cent convertible unsecured 28 58%
loan stock 2014
Paypoint PLC Ordinary shares of 0 003 pence each 0 02% Cash collection service
Lingley Mere Ordinary (non-voting) shares of £1 00 93 27% Estate management
Management each

Company Limited

United Unlities Ordinary shares of £1 00 each 100 00% Non-trading
Water Leasing
Limited

The company also has an interest in Rivington Heritage Trust which 1s lumited by guarantee The
company 1S one of four equal guarantors of Rivington Herntage Trust Its hability 15 himited to Hs
guarantee of £1

Debtors
(a) Amounts falling due within one year
2010 2009
£m £m
Trade debtors 1102 97 8
Amounts owed by parent and fellow subsidiary undertakings — trading balances 67 112
Amounts owed by parent and fellow subsidiary undertakings — fixed rate loans - 7452
Amounts owed by parent and fellow subsidiary undertakings — floating rate loans 400 400
Other debtors 134 220
Prepayments and accrued income 128 7 139 1
Derivative financial instruments (see note 20) 183 224 5

3173 1,279 8

The fixed rate loans owed by fellow subsidiary undertakings of £mil (2009 £745 2 mulhion) principally
relate to the intercompany funding structure set up during the prior year

(b) Amounts falling due after more than one year

2010 2009
£m £m
Dernivative financial instruments (see note 20) 2707 239 8
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Notes to the financial statements (continued)

At 31 March 2010

Debtors (continued)

(c) Allowance for bad and doubtful debts

Allowance at start of year

Amounts charged to operating expenses (see note 3)

Trade debtors written-off

Allowance at end of year

{d) Ageing of gross debtors

At 31 March 2010

Gross trade debtors

Amounts owed by parent and fellow
subsidiary undertakings

Other debtors

Prepayments and accrued income

At 31 March 2009

Gross trade debtors

Amounts owed by parent and fellow
subsidiary undertakings

Other debtors

Prepayments and accrued income

2010 2009
£fm £m
(179 0) (1590)
(529 (50 3)
40 4 303
(191 5) (179 0)
Aged less Aged between Aged greater Carrying
than one  one year and than two value
year two years years

£m £m £m £m
1158 589 1270 3017
467 - - 46 7
134 - - 134
1287 - - 128 7
3046 589 1270 490 5
104 7 530 1191 276 8
796 4 - - 796 4
220 - - 220
1391 - - 1391
1,062 2 530 119 1 1,234 3

The above analysis mn respect of gross trade debtors reconciles to net trade debtors by deduction of the
allowance for doubtful debtors of £191 5 million (2009 £179 0 million) The company manages 1ts bad
debt risk by providing against gross trade debtors This allowance 1s calculated by reference to customer

categories rather than on the age profile of gross debtor balances

allowance for doubtful debtors

It 1s therefore not possible to age the
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Debtors (continued)

() Analysis of net trade and sundry debtors by category

2010 2009

£m £m

Debtors in respect of unmetered water supplies 930 896
Debtors in respect of metered water supplies 1150 107 8
Sundry debtors 443 615
2523 2589

The directors consider that the carrying amount of trade and other debtors approximates to their fair value,
at both 31 March 2010 and 31 March 2009

Current asset investments

2010 2009
£m £m
Short-term deposits - 800

Creditors: amounts falling due within one year
(a) Trade and other creditors

Re-presented

2010 2009

£m £m

Trade creditors 277 45 8
Amounts owed to parent and fellow subsidiary undertakings 248 119
Amounts owed to related parties (see note 29) - 01
Taxation and social security 601 1019
Deferred grants and contributions (see note 16) 62 60
Accruals and deferred income 2616 3015
Dernivat:ve financial mstruments {see note 20} 252 127 7
4056 594 9

The amounts owed to parent and fellow subsidiary undertakings and related parties for the year ended 31
March 2009 have been re-presented to better reflect the nature of amounts owed to those parties

(b) Borrowings

2010 2009

£m £m

Bank overdraft 51 112
Bonds, bank and other term borrowings 502 2309
130,000,000 7 0 per cent £1 00 redeemable preference shares 1300 1300
Amounts owed to parent and fellow subsidiary undertakings 1120 7803
2973 1,152 4
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Notes to the financial statements (continued)
At 31 March 2010

Creditors: amounts falling due within one year (continued)

(b) Borrowngs (continued)

The £130 0 tmihon 7 @ per cent redeemable preference shares have been presented as amounts falling due
within one year as they may be redeemed by not less than 30 days’ written notice served by the company
or the shareholder Preference shareholders are not entitled to receive notice of, attend or vote at, any
general meeting of the company However, preference shareholders receive priority to other classes of
shareholders on a winding up, hquidation or other return of capital to shareholders of the company The
preference shares have a latest redemption date of 1 October 2099 Further information on the company’s
borrowings 1s given 1n note 19

Creditors: amounts falling due after more than one year

(a) Trade and other creditors

2010 2009
£m £m
Other creditors 72 38
Deferred grants and contributions (see note 16) 807 837
Denvative financial instruments (see note 20) 870 13
174 9 88 8

(b) Borrowings
2010 2009
£m £m
Bonds, bank and other term borrowings 4,398 2 4,244 7
Amounts owed to parent and fellow subsidiary undertakings 4723 5245

4,870 5 4,769 2

Further information on the company’s borrowings 1s given in note 19

Deferred grants and contributions

2010 2009

£m £m

At start of year 89 7 922

Receirved in the year 36 37

Credited to the profit and loss account (see note 3) 64 (62)

Atend of year 869 897
Represented by

Amounts falling due within one year (sec note 14a) 62 60

Amounts falling due after one year (see note 15a) 807 837

At end of year 569 367
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At 31 March 2010

Provisions for habilities

At 'l Apnl 2009

At 1 Apnl 2009 — disclosed
separately in pensions (see note 21)

Net profit and loss charge/(credit)

Tax on actuanal losses on defined benefit
pension schemes

Utihised 1n the year

At 31 March 2010 — disclosed separately
tn pensions (see note 21)

At 31 March 2010

Deferred Deferred
tax pension tax other
(note 21) (note 18) Other Total
£m £m £m £m
- 3635 101 3736
46 0) - - {46 0)
123 (34 3) 181 (39)
(33N 3292 282 3237
(19 4) - - (194)
- - (10 6) (10 6)
531 - - 531
- 3292 176 346 8

Other provisions include legal claims of £6 4 million (2009 £9 2 million) The timing of the settlement of
these legal claims 1s uncertain but expected to occur within twelve months of the balance sheet date
Other provisions also include obligations for restructuring costs which are expected to be incurred within

the next twelve months

Deferred tax

Deferred tax 1s provided as follows

Accelerated capital allowances
Short-term timing differences

Undiscounted provision for deferred tax

Discount

Discounted provision for deferred tax (see note 17)

2010 2009
£m £m
1,111 4 1,107 5
(29 3) (43 0)
1,082 1 1,064 5
(752 9) (701 0)
3292 363 5
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Borrowings

The following analysis provides mformation about the contractual terms of the company’s borrowings

Non-current ltabilities

Bank and other term borrowings

Bonds

Amounts owed to parent and fellow subsidiary undertakings

Current habilities

Bank overdrafts

Bank and other term borrowings

130,000,000 7 per cent £1 00 redeemable preference shares
Bonds

Euro-commercial paper

Amounts owed to parent and fellow subsidiary undertakings

2010 2009
£m £m
9322 9816
3,466 0 3,263 1
4723 5245
4,8705 4,769 2
51 112
502 40 2
1300 1300

- 1532

- 375

1120 7803
2973 1,152 4
5,167 8 59216
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19. Borrowings (continued)

Terms and debt repayment schedule

The principal economic terms and conditions of outstanding borrowings were as follows

Borrowings in fair value hedge relattonships
5 75% 375m (2009 275m) bond

5 625% 300m bond

5 00% 200m bond

525% 150m bond

5 375% 150m bond

4 25% 500m bond

502% JPY 10.000m dual currency loan
Borrowings designated at fawr vatue through profit or loss
6 875% 400m bond (owed to intermediate parent undertaking)
1 135% 3,000m bond

Borrowings measured at amortised cost

6 125% 425m (2009 375m) bond

Amounts owed to parent and fellow subsidiary undertakings
Long term bank borrowings - floating

197% + RP1 200m IL loan

Preference shares (owed to immediate parent undertaking)
1 9799% + RPI 100m IL bond

1 7829% + RPI 100m IL bond

1 5802% + RPI 100m IL bond

i 847% + RPI 100m IL bond

1 815% + RPI 100m IL bond

1 662% + RPI i00m IL bond

1 585% + RPI 100m IL bond

2 4% + RP1 70m 1L bond

3375% + RP150m IL bond

1 3258% + RPI 50m IL bond

1 397% + RPI 50m IL bond

1 5366% + RP150m IL bond

1 7937% + RP1 50m IL bond

I 5865% + RPI 50m IL bond

1 556% + RPI 50m IL bond

1 435% + RP1 50m IL bond

1 702% + RP1 50m IL bond

1 61% + RPI 50m IL loan

1 73% + RPI 50m IL loan

1 84% + RP1 50m IL loan

1 90% + RP1 50m IL loan

1 93% + RP}I 50m IL loan

1 88% + RPI 50m IL loan

2 10% + RPI 50m IL loan

2 46% + RPI 50m IL loan

t 3805% + RPI 35m 1L bond

1 66% +RPI 35m IL bond

2010 2009

Currency Year of Fair Carrying Fair Carrymg
maturity value value value value

f£m £m £m fm

GBP 2022 3832 3679 2747 2703
GBP 2027 3085 3267 2861 3383
GBP 2035 184 6 2082 1651 2203
GBP 2010 - - 154 1 1532
GBP 2018 161 6 163 0 1588 164 4
EUR 2020 444 § 467 2 4250 479 7
JPY/USD 2029 701 840 767 945
Usb 2028 2668 266 8 2597 2597
JPY 2013 208 208 200 200
GBP 2015 4732 4320 4059 3791
GBP Various 3175 3175 1,045 1 1,045 1
GBP 2010-12 2499 2500 2503 2500
GBP 2016 2036 2175 1837 2202
GBP 2099 1300 1300 1300 1300
GBP 2035 1004 1126 832 1142
GBP 2040 923 1114 744 1130
GBP 2042 859 1110 683 1126
GBP 2056 778 1108 675 106 8
GBP 2056 76 8 1103 66 5 106 4
GBP 2056 727 1101 627 106 2
GBP 2057 705 1059 605 1022
GBP 2039 671 n4 - -
GBP 2032 740 597 600 60 &
GBP 2041 404 556 321 564
GBP 2046 401 555 304 563
GBP 2043 425 554 338 562
GBP 2049 439 353 371 561
GBP 2056 353 550 303 531
GBP 2056 351 547 302 528
GBP 2056 335 545 286 526
GBP 2057 369 534 N7 515
GBP 2020 498 502 423 485
GBP 2020 504 502 429 484
GBP 2020 509 501 4317 484
GBP 2020 512 501 437 483
GBP 2020 513 500 438 482
GBP 2020 510 499 435 482
GBP 2020 521 499 44 6 48 1
GBP 2020 539 499 46 4 482
GBP 2056 229 382 196 368
GBP 2037 288 367 243 354
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19. Borrowings {(continued)

2010 2009

Comency (U0 e e v vl

£m f£m im £m

Commussion for New Towns loan GBP 2053 509 306 451 308

1 591% + RPI 25m IL bond GBP 2056 176 274 151 265

Euro-commercial paper GBP 2009 . - 375 375

Commutted facihties (drawn) GBP 2009 - - 400 400

1 30% + LIBOR 5,000m (floaung) bond JPY 2017 388 353 388 353
Other borrowings

Bank overdrafts GBP 2010 51 51 112 112

4,814 5 5,167 8 52150 59216

The amount of unamortised bond discount contained within the company’s borrowings amounts to £21 4
mullion (2009 £21 5 million)

Borrowings are unsecured Funding raised i currencies other than sterling 1s generally swapped to
sterling to match funding costs to income and assets

Currency

GBP pound sterling

EUR euro

UsD United States dollar

IPY Japanese yen

Index-hnked debt

IL Index-linked debt - this debt 15 adjusted for movements in RPI with reference to a base
RPI established at the trade date

RPI Retail Price Index — the UK general index of retail prices (for all 1tems) as published by

the Office of National Statistics (Jan 1987=100) as published by HM Government
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Finanaal instruments

Risk management

All of the company’s activities involve analysis, management and, 1n some cases, acceptance of nisk or a
combination of risks The most important types of financial risk are credit risk, liquidity risk, market risk
and caprital sk Market risk includes interest rate, foreign exchange and inflation risks

The company’s risk management policies are designed to identify and analyse these risks, to set
appropriate risk limits and controls and to monitor the risks and limits continually by means of rehable
and up-to-date systems The company modifies and enhances its risk management policies and systems to
reflect changes in markets and products The board (or as appropriate the group board) formulates the
high level company risk management policy United Utilites Group PLC’s treasury committee 1s
responstble for monitoring the implementation of the policy The board has approved all of the classes of
financial instruments used by the company The company’s treasury function, which 1s authonised to
conduct the day-to-day treasury activities of the company, reports annually to the board and group board
and quarterly to the group treasury commuttee

The company’s exposure to nsk and 1ts objectives, policies and processes for managing risk and the
methods used for measuring risk have not changed matenally since the prior year

Credit risk

Credit risk 1s the nisk that financial loss arises from the failure of a customer or counterparty to meet 1ts
obligations under a contract It arises principally from trade finance (the supply of services to the public
and other businesses) and treasury activities (the investment of essential hquidity) The company has
policies and procedures to control and moniter credit isk  The company does not believe it 1s exposed to
any material concentrations of credit risk

The company looks to manage 1its risk from trade finance through the effective management of customer
relationships  The Water Industry Act 1991 (as amended by the Water Industry Act 1999) prohibits the
disconnection of a water supply for non-payment and the limiting of a supply with the intention of
enforcing payment for certain premises including domestic dwellings However, allowance is made by
the water regulator in the price limits at each price review for a proportion of debt deemed to be
wrecoverable Concentrations of credit risk with respect to trade debtors are hmited due to the company’s
customer base consisting of a large number of unrelated households and businesses Due to this, the
directors believe there 1s no further credit risk provision required n excess of the allowance for bad and
doubtful debts (see note 12¢)

The counterparties i respect of treasury activities consist of financial institutions and other bodies
considered to have good credit ratings  Although the company 15 potentially exposed to credit loss in the
event of non-performance by counterparties, such credit risk 1s measured and controlled through regular
review of the credit ratings assigned to the counterparties by credit rating agencies, and by limiting the
total amount of exposure to any one party Management do not expect any counterparty to fail to meet 1ts
obligations, and there has not been any such failure during the year, or in the preceding year

The maximum exposure to credit risk 1s represented by the carrying amount of each financial asset in the
balance sheet At 31 March, the company’s maximum exposure to credit risk was as follows

2010 2009

£m £fm

Cash and short-term deposits 03 811
Trade and other debtors 2990 1,055 3
Derivative financial instruments 2890 464 3
5883 1,600 7
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Financial instruments (continued)

Cash, short-term deposits and trade and other debtors are measured at amortised cost Derivative financial
instruments are measured at fair value

Liqudity

Liquudity nsk 1s the nsk that the company will not have sufficient funds to meet the obligations or
commitments arising from its business operations and 1ts financial habiliies The company manages the
liquidity profile of its assets, liabihities and commutments so that cashflows are appropriately balanced and
all funding obhigations are met when due The board approves a hquidity framework within which the
business operates Performance aganst this framework 1s actively monitored and reported monthly

At 31 March, the company had available committed borrowing facilities as follows

2010 2009

£m £m

Expiring within one year 250 500
Expiring after one year but in less than two years 1250 1750
Expiring after more than two years 2500 2750
Total borrowing facilities 400 0 5000
Facilities drawn - (40 0)
Undrawn borrowing facilities 4000 4600

In addition to the commuitted facilities available, the company uses 1ts euro-commercial paper programme
to help manage 1ts hquidity position

Maturity analysis

Concentrations of risk may anise 1f large cashflows are concentrated within particular time perieds The
maturity profile n the following table represents the forecast future contractual principal and interest
cashflows 1n relation to the company’s financial habilities and derivatives on an undiscounted basis

Derivative cashflows have been shown net where there 15 a contractual agreement to settle on a net basis,
otherwise the cashflows are shown gross
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20. Financial instruments (continued)

More
1 year or 1-2 2-3 3-4 4-5 than 5
Total' Adjustment ? less years years yeAars years years
Al 31 March 2010 fm £m £m £m £m £m £m £m
Bonds 9,048 8 - 1289 1297 1306 1539 1324 83733
Bank borrowings and other 1,449 3 - 772 726 1709 202 205 1,087 6
Preference shares 1300 - 1300 - - - - -
Parent and fellow subsidiary borrowings L1129 - 1327 220 244 260 269 8809
Adjustment to carrying value (6,573 2) (6,573 2) - - - - - -
Financial liabihiues excluding dernivatives 5,167 8 (6,573 2) 468 § 224 6 3259 2001 1798 10,341 §
Derivatives
Payable 9021 - 863 047 563 703 46 6 5779
Recervable (1,160 1) - (99 6) (79 5) (73 3) (90 6) (Te ) (741 1)
Adjustment to carrying value 812 812 - - - - - -
Dernivatives — net assets {176 8) 812 {13 3) (14 8) (17 0) (20 3) (29 4) (163 2)
More
1 year or 1-2 2-3 34 4-5 than 5
Total'!  Adjustment ? less years years years years years
At 31 March 2009 £m £m £m £m £m £m £m £m
Bonds 8,854 5 - 2757 1183 1190 1198 1433 8,0784
Bank borrowings and other 1,578 0 - 1133 739 755 1711 201 1,124 1
Preference shares 1300 - 1300 - - - - -
Parent and fellow subsidiary borrowings 2,007 8 - 8674 256 276 286 292 1,029 4
Adjustment to carying value (6,648 7) (6,648 7) - - - - - -
Financial iabilities excluding derivatives 59216 (6,648 7) 1,386 4 2178 2221 3195 1926 10,2319
Dervatives
Payable 648 0 - 178 2 1000 797 808 514 1579
Receivabile (1,120 6) - {335 8) (109 1) 923) (1166) (97 8) (369 0)
Adjustment to carrying vatue 1373 1373 - - - - - -
Derivatives — net assets {335 3) 1373 (157 6) (91) (126) (358) (46 4) 2L 1)

I Forecast future cashflows are calculated, where applicable, using forward miterest rates based on the nterest environment at year-
end and are, therefore, susceptible 1o changes in market conditions  For index-linked debt 11t has been assumed that RPI will be 2 65
per cent over the life of each bond

2 The carrying value of debt 1s calculated following various methods in accerdance with FRS 26 ‘Financial Instruments
Recognition and Measurement’ and, therefore, this adjustment converts the undiscounted forecast future cashfiows to the carrying
value of debt n the balance sheet
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Financial instruments {continued)
Market risk

Market risk 1s the nisk that movements in market rates, including foreign exchange rates, interest rates and
inflation will affect the company’s profit  The management of market risk 15 undertaken with nsk limats
approved by the board {or as appropnate the group board)

The company borrows 1n the major global debt markets in a range of currencies at fixed and floating rates
of mterest, using derivatives, where appropniate, to generate the desmred effective currency profile and
interest basis

The company uses a variety of financial mstruments, including derivatives, when raising finance for its
operations in order to manage any exposure arising from funding activity

Interest rate risk

The company’s fixed rate borrowings are exposed to a risk of change 1n their fair value due to changes n
interest rates  The company’s floating rate borrowings are exposed to a risk of change in cashflows due to
changes n interest rates The company uses interest rate swap contracts to hedge these exposures Short-
term debtors and creditors are not exposed to interest rate risk

The company'’s policy 1s to structure debt 1n a way that best matches 1ts underlying assets and cashflows
The regulated business earns an economic return on its Regulatory Capital Value (RCV) asset, comprising
a real return through revenues, determined by the real cost of caputal fixed by the regulator for each five-
year regulatory pricing pertod, and an inflation return as an uphft to 1ts RCV

The preferred form of debt, therefore, 15 sterling dex-linked debt which occurs fixed interest, in real
terms, and forms a natural hedge of regulatory assets and cashflows

Where conventional long-term debt 1s raised in a fixed-rate form to manage exposure to long term interest
rates, the debt 15 generally swapped at inception to create a floating rate liability for the term of the
liability through the use of interest rate swaps

To manage exposure to medium-term interest rates, the company fixes interest costs for a substantial
proportion of the company’s debt for the duration of each five-year regulatory pricing period at around the
time of that price control determination

Sensitivity analysis

The sensitivity analysis below has been prepared on the basis of the amount of net debt and the interest
rate hedge positions 1n place as at 31 March 2010 and 31 March 2009, respectively As a result, this
analysis relates to the positions at the balance sheet dates and 1s not indicative of the years then ended, as
these factors would have varied throughout the year

The following assumptions were made n calculating the interest sensitivity analysis

» all fair value hedge relationships including associated swaps classified as held for trading are
fully effective and therefore there 1s no balance sheet sensitvity to interest rates with regard to
these designated debt and swap instruments,

s all borrowings designated at fair value through profit and loss are effectively hedged by
associated swaps and therefore there i1s no balance sheet sensitivity to interest rates (excluding the
effect of accrued 1nterest) with regard to the associated debt and swap instruments,

o the main balance sheet sensitivity to interest rates (excluding the effect of accrued interest) 1s 1n
relation to the regulatory swaps which swap the majority of the company’s floating rate exposure
to fixed rate for the five-year regulatory period,

» the sensitivity of net finance expense to movements 1n tnterest rates 1s calculated on net floating
rate exposures on debt and derivatives, and on deposits The floating leg of a swap or any
floating rate debt 15 treated as not having any inlerest rate already set, therefore a change in
interest rates will have a full |2 month impact on interest,
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20. Financial instruments {continued)

e deposits at the balance sheet date are taken and any debt or swaps maturing during the year are
disregarded,

» index-linked debt 1s carried at amortised cost and therefore the balance sheet 1s not exposed to
movements i interest rates It 15 assumed that inflation 1s held constant,

o the analysis excludes the impact of movements in market vaniables on the carrying value of
pensions and other post-retirement obligatiens,

e management has assessed 100bp as a reasonably possible movement 1n UK interest rates, and

all other factors are held constant

Impact on profit before taxation and equity

2010 2009

£m £m

100bp increase 1n nterest rate 758 633
100bp decrease n wnterest rate 820 ©70)

Brackets denote a reduction m profit

Repricing analysis

The following tables categorise the company’s borrowings, derivatives and cash deposits on the basis of
when they reprice or 1f earlier, mature The £130 0 mdhon redeemable preference shares have been
classified as more than five years according to their latest redemption date of 1 October 2099 The
repricing analysis demonstrates the company's exposure to floating rate risk
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At 31 March 2010

Borrowings in hedge relatonships

Fixed rate instruments

Effect of swaps

Borrowings designated at fair value through profit or loss

Fixed rate instruments

Effect of swaps

Borrowings measured at amortised cost

Fixed rate instruments

Floating rate instruments

Index-linked instruments

Effect of a fixed hedge for the term of the regulatory business plan
Total borrowings

Cash and short-term deposits

Net borrowings

At 31 March 2009

Borrowings in hedge relattonships

Fixed rate instruments

Effect of swaps

Borrowings designated at fair value through profit or loss
Fixed rate instruments

Effect of swaps

Borrowings measured at amortised cost

Fixed rate instruments

Floating rate instruments

Index-linked instruments

Effeci of a fixed hedge for the term of the regulatory business plan
Total borrowings

Cash and short-term deposits

Net borrowings

| year or 1-2 2-3 34 4-5 Morethan$

Total less years years years years years
£m £fm £m £m £m £m £m
1,617 0 - - - - - 1,6170
- 1,617 0 - - - - {1,617 0)

1,617 0 1,617 0 - - - - -
2876 - - - 208 - 266 8

- 2876 - - (20 8) - (266 8)

2876 2876 - - - - .
5926 02 03 03 03 03 591 2
6079 6079 - - - - -
20627 2,062 7 - - - - -
3,263 2 2670 8 0.3 0.3 03 0.3 5912
- (1,8313) - - - 1,3813 4500
5,1678 27441 03 03 0.3 13816 1,041.2
(03) ©3) - - - - -
51675 2,743 8 03 0.3 0.3 13816 1,041 2
1 year or 1-2 2-3 3-4 4-5 More than§

Total less Years years years years Years
£m £m £m £m £m £m £m
1,720 6 1532 - - - - 1,567 4
- 1,567 4 - - - - {1,5674)

1,720 6 1,720 6 - - - - -
27197 - - - - 200 2597

- 2797 - - - 200 (259 7)

2797 2797 - - - - -
1,367 5 8278 02 03 03 03 5386
5916 5916 - - - - -
1,962 2 1,962 2 - - - - -
39213 33816 02 0.3 03 0.3 5386
- (1,475 5) 3484 - - - 11271
59216 3,906 4 348 6 0.3 0.3 0.3 1,665 7
@1 n (81 1) . - - . -
5,840 5 38253 38 6 0.3 0.3 0.3 1,665 7
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Financial instruments (continued)
Currency risk

The company’s assets are principally sterling denominated, however, the company has access to various
international debt capital markets and raises foreign currency denominated debt  Where debt 1s
denominated 1n a currency which 1s not sterling, the company’s policy 1s generally to swap the foreign
currency denominated cashflows into sterling, through the use of foreign currency swaps As a result, for
the majonty of foreign currency denominated borrowings, the company has no material exposure to
movements 1n exchange rates

As the company has no matenial exposure to currency risk no sensitivity analysis has been presented
Inflation risk

The company’s index-linked borrowings and nterest liablities are exposed to a risk of change n carrying
value due to changes in the UK RPI  This form of hability 1s a good match for the company’s regulated
assets, which are also linked to RPI due to the revenue price cap imposed by the regulator This price cap
1s hnked to RPI and hmits management’s ability to change prices By matching habilities to its assets,
index-linked debt hedges the expesure to changes in RPI and delivers a cashflow benefit, as compensation
for the inflation risk 1s provided through adjustment to the principal rather than 1n cash

The carrying value of the index-linked debt held by the company 15 as follows

2010 2009
£m £m
Index-linked debt 2,062 7 1,962 2

The sensitivity analysis set out below has been prepared on the basis of the amount of mdex-linked debt 1in
place as at the 31 March 2010 and 31 March 2009, respectively As a result, this analysis relates to the
position at the balance sheet date and 1s not indicative of the years then ended, as these factors would have
varied throughout the year The following table details the sensitivity of profit before taxation to changes
in the RPI, excluding the hedging aspect of the company’s regulatory assets, which are not classed as
financial assets

Impact on profit before taxation and equity

2010 2009

£m £m

1 per cent increase in RPI (21 1) (20 0)
1 per cent decrease n RPI 211 2060

Brackets denote a reduction in profit
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Financial instruments {continued)

The analysis assumes a one per cent change in RPI having a corresponding one per cent impact on this
position over a tweive-month pertod It should be noted, however, that there 15 a time lag by which
current RPI changes impact on the profit and loss and the analysis above does not incorporate this factor
The portfolio of index-linked debt 1s either calculated on a three or eight month lag basts  Therefore, at
the balance sheet date the index-linked interest and principal adjustments impacting the income statement
are fixed and based upon either the previous three or eight-month RP]

Capital structure and dividend policy

The company’s objective when managing capital 1s to mantain a capital structure that enables the
company to retamn a credit rating of A3 from Moody’s Investors Services, which the company believes
best murrors regulatory assumptions in relation to capital structure The strategy of targeting a credit rating
of A3 has been consistently mamtained since 2007

One of Ofwat’s primary duties 1s to ensure that water companies are able to finance their functions, mn
particular by securing a reasonable return on their capital Therefore mirroring Ofwat’s assumptions for
credit ratings (and hence capnal structure) should safeguard the company’s ability to earn a reasonabie
return on its capital, securing access to finance at a reasonable cost and enabling the company to continue
as a gowng concern in order to provide returns for shareholders and credit investors and benefits for other
stakeholders

In order to maintain a credit rating of A3, the company needs to manage its capital structure with
reference to ratings methodology and measures used by the relevant ratings agencies The ratings
methodology 15 normally based upon a number of key ratios such as Regulatory Capital Value (RCV)
gearing and adjusted interest cover and threshold levels as updated and published from time to tume by the
rating agencies Further detail on the precise measures and methodologies used to assess water
companies’ credit ratings can be found 1n the methodology papers published by the rating agencies
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Frnancial instruments (continued)

Fair values

The fair values of financial assets and liabilities, together with the carrying amounts shown n the balance

sheet, are as follows

Financial assets

Non-current assets

Derivative financial instruments
Fair value hedge derivatives

Held for trading derivatives

Total non-current assets

Current assets

Cash and short-term deposits
Trade and other debtors
Derivative financial instruments
Held for trading derivatives @

Total current assets

Finaneial habilities

Non-current hrabilitres

Trade and other creditors

Borrowings

Financial habilities designated at fair value
through profit or loss

Financial hiabilities in a hedged relationship
Financial liabilities measured at amortised cost

Derivative financial instruments
Fair value hedge derivatives
Held for trading derivatives @

Total non-current habilities

Current habilittes

Trade and other creditors

Borrowings

Fmancial habilities in a hedge relationship
Financial habilities measured at amortised cost

Derivative financial instruments
Held for trading derivatives &

Total current Liabilities
Adjustment for accrued interest "

Net financial habilities

2010 2010 2009 2009
Carrying Fair value Carrying Fair value
value value
£m £m £m £m
1860 186 0 2398 2398
847 847 - -
2707 2707 2398 2398
03 03 811 811
2990 2990 1,0553 1,0553
183 183 2245 224 5
3176 3176 1,360 9 1,360 9
(879 (87 9) (87 %) (87 5)
(287 6) (287 6) (2797) 279 7)
(1,617 0) (1,552 8) (1,567 5) (1,386 4)
(2,965 9) (2,676 8) (2,922 0) (2,395 6)
(4,870 5) (4,517 2) (4,769 2) (4,061 7)
(50) (50} (13) (13}
(82 0) (82 0) - -
(5,045 4) (4,692 1) (4,858 0) (4,150 5)
(380 4) (380 4) 4672 (467 2)
- - (153 2) (154 1)
(297 3) (297 3) (999 2) (999 2)
(297 3) (297 3) (1,152 4) (1,153 3)
(252) (252) (1277 (1277
(702 9) (102 9) (1,747 3) (1,748 2)
- (342) - (34 5)
(5,160 0) (4,840 9) (5,004 6) (4,332 5)
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1 Fair values quoted include accrued interest of £34 2 mullron (2009 £34 5 million) 1n respect of the associated borrowings This
accrued tnterest 1s also ncluded i the farr value of trade and other payables The impact on the total fair value of financal
instruments has been removed in the adjustment for accrued nterest

2 Denvatives forming an economic hedge of the currency exposure on borrowings included n these balances were £100 3 milhion
(2009 £181 9 million)

In order 10 determine the fair values in the table above, all borrowings and denvatives are valued using a discounted cashflow
valuation mode]  In determiming fair vatues, assumptions are made with regard to credit spreads based upon indicative pricing data

In respect of the total change during the year 1n the fair value of financial habilities designated as at fair value through profit or loss
of £79 mullion loss (2009 £56 6 million loss), a £48 2 mullion loss (2009 £76 6 nullion gain) 1s attributable to changes n credit
nsk  The cumulatve impact of changes in credu spread was £59 0 mullion profit (2009 £107 2 million profit) The difference
between the carrying amount and the amount contracted to settle on matunity was a carrying amount increase of £63 4 million (2009
a carrying amount tncrease of £55 5 million)

The following table provides an analysis of financial instruments that are measured subsequent to 1mitial
recogmition at fair vatue, grouped mto levels 1 to 3 based on the degree to which the fair value 1s
observable

e Level 1 fair value measurements are those derived from quoted prices (unadjusted) in active markets
for 1dentical assets or liabilities,

s Level 2 far value measurements are those derived from inputs other than quoted prices included
within level 1 that are observable for the asset or liability, either directly (1¢ as prices) or indirectly
(1e derived from prices), and

¢ Level 3 farr value measurements are those derived from valuation techniques that include inputs for
the asset or hability that are not based upon observable market data (unobservable)

2010
Level 1 Level 2 Level 3 Total
£m £m fm £m
Financial assets at fair value through
profit or loss
Denvative financial assets - 2890 - 2890
Financial llabilities at fair value through
profit or loss
Derwvauve financial liabilities - (112 2) - (1122)
Financial habihties designated as fair value
through profit or loss - (287 6) - (287 6)
- (110 8) - (110 8)

There were no transfers between level 1 and 2 durning the year
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Retirement benefits

The company participates 1n the following pension schemes sponsored by the United Utilities group the
United Utilities Pension Scheme (UUPS) and the United Utilities Group PLC section of the Electricity
Supply Pension Scheme (ESPS) Both schemes are funded defined benefit schemes which are closed to
new employees The schemes also wmciude a defined contribution section which constitutes around two
per cent of the total asset value Under FRS 17 ‘Retirement benefits’, the current service cost 15 calculated
using the Projected Umit Credit Method and will therefore increase as the members of the scheme
approach retirement The assets of these schemes are held in trust funds independent of the company’s
finances

The last actuarial valuation of UUPS was carried out as at 30 September 2008 and ESPS was carned out
as at 31 March 2008 These valuations have been updated to take account of the requirements of FRS 17
‘Retirement benefits’ 1n order to assess the position at 31 March 2010 by projecting forward from the
dates of the respective valuations, and have been performed by an independent actuary, Mercer Lumited

On 31 March 2005, the company made lump sum payments of £110 9 mithion and £2 9 million to UUPS
and ESPS respectively The payments were in lieu of the estimated company contributions that were
expected to have been payable for defined benefit members over the five years from 1 Apnl 2005
Regular contnibutions resume from i April 2010 The company made £7 9 muillion of contributions to the
defined benefit schemes for the year ended 31 March 2010 (2009 £0 9 million) Other payments will be
made by the company 1n accordance with the funding agreement between the trustees and United Utilities
Group PLC

Overall, the company expects to contribute around £50 0 million to its defined benefit schemes in the year
ending 31 March 2011

The company’s total defined benefit pension income for the year was £35 9 mullion (2009 £19 9 million
expense), ncluding pension income credited to operating profit of £51 § million (2009 £23 0 million
expense) which reflects curtaillment gains arising on amendment of pension obligations of £76 7 million
(2009 £ml) A pension obligation of £136 6 million, net of deferred tax of £53 1 mullion, 1s included 1n
the balance sheet at 31 March 2010 (2009 obligation of £118 1 mullton, net of deferred tax of £46 0
milhion)

The credit of £76 7 milhion effsetting the pension expense for the year ended 31 March 2010 has ansen as
a result of the amendment of pensions obligations These include the introduction of a restriction on the
rate of increase in pensionable pay for defined benefit members of the UUPS and the ESPS This
restriction took effect on 31 March 2010 Changes to the benefits accruing after 31 March 2010 for the
defined benefit members of the UUPS have also been implemented The impact of these changes will be
reflected in the current service cost element of the pension expense for 2010/11

The maun financial assumptions used by the actuary were as follows

. 2010 2009 2008

%pa %pa %pa

Discount rate — UUPS 570 700 6 00
Discount rate — ESPS 570 7 00 610
Expected return on assets — UUPS 620 6 60 6 80
Expected return on assets — ESPS 6 30 620 6 50
Pensionable salary growth — UUPS 330 415 435
Pensionable salary growth — ESPS 330 420 440
Pension increases 330 320 340
Price inflation 330 320 340
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Retirement benefits (continued)

The current male hife expectancies at age 60 underlymng the value of the accrued habihties for the schemes

are

2010
years
Retired member 249
Non-retired member 260

2009
years

249
260

2008
years

249
260

At 31 March, the fair value of the schemes’ assets and hiabilities recognised in the balance sheet, and their

expected long-term rates of return were as follows

Long-term Long-term

rate of rate of

Schemes’ return Schemes’ return

assets at  expected at At 31 assets at  expected at

31 March 31 March March 31 March 31 March

2010 2010 2010 2009 2009

% % £m % %

Equities 47 4 74 476 7 559 70

Gilts 54 44 542 58 40

Bonds 471 52 4737 378 64

Property - 74 - 01 70

Cash 01 035 10 04 05

Total faiwr value of assets 1000 1,005 6 1000

Present value of habilities (1,195 3)
Penston hability (189 7)
Related deferred tax asset (see note 17) 531
Net pension habihty (136 6)

At 31
March
2009
£m

4459
463
301 6
02
30

7970

(961 1)

(164 1)

46 0

(118 1)
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Retirement benefits (continued)
Details in respect of 2008 are as follows

Long-term

Schemes’ rate of return

assets at expected at

31 March 31 March

2008 2008

% %

Equities 694 75

Gilts 166 45

Bonds 131 68

Cash 09 45
Total fair value of assets 1000

Present value of liabilities
Pension asset
Related deferred tax habihty

Net pension asset

At 31 March
2008
£m

7170
171 6
1350
101

1,033 7
(1,101 2)
(67 5)
189

(48 6)

To develop the expected long-term rate of return on asset assumptions, the company considered the
current level of expected returns on nisk free mnvestments, the historical level of the nsk premmum
associated with the other asset classes in which the portfolio 1s invested and the expectations for future
returns of each asset class The expected return for each asset class was then weighted based upon the
actual asset allocation to develop the expected long-term rate of return on asset assumptions for the
portfolio The company’s actual return on schemes’ assets was a gain of £249 4 million (2009 £201 7

milhion loss)

Movements n the present value of the defined benefit obligations are as follows

At start of year
Interest cost on schemes’ oblhigations
Actuarial (losses)/gains
Curtaillments/settlements
arising on reorganisation
arising on amendment of pension obligations
Member contnbutions
Benefits paid
Current service cost
Past service cost

At end of year

2010 2009
£m £m
961 1) (1,101 2)
(66 4) 658)
(263 0) 193 0
(&3 -
76 7 -
(56) 58
543 417
(14 3) (209)
(26) 2n
(1,195 3) (961 1)
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Movements in the fair value of the schemes’ assets were as follows

2010 2009

£m £m

At start of year 7970 1,033 7
Expected return on schemes’ assets 508 689
Actuarial gains/(losses) 198 6 (270 6)
Member contributions 56 59
Benefits paid (54 3) 417
Company contributions 79 08
Atend of year 1,005 6 7970

The net pension income/(expense) before taxation recognised n the profit and loss account in respect of
the defined benefit schemes 1s summarised as follows

2010 2009
£m £m
Current service cost (14 3) (209
Curtaillments/settlements
arising on reorganisation (83) -
arising en amendment of pension obligations 767 -
Past service cost (26) 2n
Pension mncome/(expense) credited/(charged) to operating profit 515 (230)
Expected return on schemes’ assets 508 689
Interest on schemes’ liabilities (66 4) (65 8)
Pension (expense}income {charged)/credited to net interest payable
and simitlar charges (see note 7) (156) 31
Net pension income/(expense) credited/(charged) before taxation 359 (199)
The reconcihiation of the opening and closing balance sheet position 15 as follows
2010 2009
£fm £m
At start of year (164 1) (675)
Income/(expense) recognised 1 the profit and loss account 359 (199)
Contributions paid 79 09
Actuarial losses gross of taxation (69 4) (77 6)
Atend of year (189 7) (164 1)

Actuarial gains and losses are recogmised directly in the statement of total recogmsed gans and losses At
31 March 2010, a cumulative pre-tax loss of £123 6 million (2009 £54 2 million) had been recorded
directly in the statement of total recognised gains and losses
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Retirement benefits (continued)

The hustory of the schemes for the current and prior years 1s as follows

2010 2009 2008 2007 2006
£m £m £m £m £m
Present value of defined benefit
obligations (1,195 3) 961 1) (1,101 2) (1,109 4) (1,1384)
Fair value of schemes’ assets 1,0056 7970 1,033 7 1,126 2 1,121 4
Net retirement benefit obligations (1897 (164 1) (67 5) 16 § (17 0)
Experience adyustments on schemes’
liabihities 32 (139 143 287 -
Experience adjustments on schemes’
assets 198 6 (270 6) (131 4) a3 168 3

During the year, the company made £2 6 million (2009 £1 6 million) of contributions to defined

contribution schemes

Called up share capital and share premium account

Authonised share capital
1,150,000,000 ordinary shares of £1 00 each

93,437,000 zero per cent preference shares of £1 00 each
130,000,000 7 per cent cumulative redeemable preference

shares of £1 00 each

Allotted and fully paid share capital
931,930,000 ordinary shares of £1 00 each

93,437,000 zero per cent preference shares of £1 00 each
130,000,000 7 per cent cumulative redeemable preference

shares of £1 00 each

Less 130,000,000 7 per cent cumulative redeemable preference

shares of £1 00 each designated as borrowings (see note 19)

Share premium account

2010 2009
£m £m
1,1500 1,1500
93 4 934
1300 1300
1,373 4 1,373 4
9319 9319
934 93 4
1300 1300
1,1553 1,1553
(1300) (130 0)
1,025 3 1,025 3
647 8 647 8
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23

24

-

Zero per cent preference shareholders are not entitled to receive notice of, attend or vote at, any general
meeting of the company However, preference shareholders recerve prionity to other classes of
shareholders on @ winding up, hquidation or other return of capital to shareholders of the company

In accordance with FRS 25 ‘Financial Instruments Disclosures and Presentation’, 130,000,000 7 per cent
preference shares of £1 00 each have been recogmsed as financial liabilities  The 7 per cent preference
shares have a redemption date of | October 2099 Refer to note 14(b) for details of rights pertamning to the

7 per cent preference shares

Share capital and reserves

Called up Share premum Profit and loss
share capital account account Total
£m £m £m £m
At 1 April 2009 1,025 3 647 8 4239 2,0970
Profit for the financial year - - 3996 3996
Actuarial losses on defined benefit
pension schemes - - (69 4) (69 4)
Deferred tax credit arising on actuarial
losses on defined benefit pension schemes - - 194 194
Dividends paid on equity shares - - (2312) (2312)
At 31 March 2010 1,0253 647 8 5423 2,215 4

Operating leases

The company 1s committed to make the following payments under non-cancellable leases during the next

year
Land and Plant and Land and Plant and
buildings machinery buildings machinery
2010 2010 2009 2009
£m £m £m £m

Non-cancellable operating leases which expire
Within one year 02 02 - 02
Between two and five years 03 04 - 02
After five years 26 - 14 -
kR 06 14 04
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Reconciliation of operating profit to net cash inflow from operating activities

Operating profit

Depreciation

Amortisation of grants and contributions

Profit on disposal of tangible fixed assets

Increase 1n stocks

Decrease/(increase) in debtors

Decrease in creditors

Movement in other provisions (including pension liability)

Net cash inflow from operating activities

Reconciliation of net cashflow to movement in net debt

(Decrease)/increase 1n cash n the year

Decrease in overdrafis in the vear

Net cash outflow/(inflow) from decrease/{increase) in debt and lease financing
Net cash (inflow)/outflow from (decrease)/increase 1n hquid resources

Net cash outflow from derivatives V)

Changes 1n net debt resulting from cashflows
Non-cash adjustments
Movement 1n net debt in the year

Net debt at 1 Apnil

Net debt at 31 March

2010 2009
£m £m
7880 711 5
3437 322 8
64 (6 2)
40 (18)

- (03)

110 (20 5)
@8 {29 2)
520 222
1,070 5 998 5
2010 2009
£m £m
08 11
61 772

22 (1,058 8)

(80 0) 800
115 240
610) (876 5)
(169 7) (30 8)
(2307) (907 3)
(4,720 0) (3,8127)
49507 (4,720 0)

Non-cash adjustments include fair value movements, capitahised interest and mdexation

(1) Cashflows on derivatives consist of £0 § mullion financing inflow (2009 £50 0 mullion outflow) {(see note 27) and £12 3 mllion

nterest outflow (2009 £26 0 mallion inflow)
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Financing

New loans

Loans repaid

Loans 1ssued

Finance lease repayments

Financing cashflows on derivatives

Net cash inflow from financing

Analysis of changes in net debt

Cash
Overdrafis
Parent and fellow subsidiary undertaking loans

Debt due after one year
Debt due within one year

Current asset investments
Net debt excluding derivatives
Derivatives

Net debt inciuding derivatives

2010 2009

£m £m

3036 49214

(288 4) (3,548 3)

- 2477

- (66 6)

152 1,058 8

08 (500)

16 0 1,008 8

At 1 Apnl Non-cash At 31 March
2009 Cashflow movements 2010

£m £m £m £m

11 {08) - 03
(112) 61 - 5D
7852 (745 2) - 400
7751 (7399 - 352
(4,769 2) (144 7) 43 4 (4,870 5)
(1,141 2) 892 | (43 1} (292 2)
(5,910 4) 747 4 03 (5,162 7)
800 (80 0) - -
(5,055 3) (72 5) 03 (5,127 5)
3353 115 (170 0} 176 8
(4,720 0) (610) (169 7} {4,950 N
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Related party transactions

The aggregate disclosable transactions with the related parties of the company were with Lingley Mere
Management Company Limited as follows

2010 2009

£m £m

Sales of services 02 02
Purchases of goods and services 05 04
Amounts owed to related parties (see note 14a) - 01

Sales of services to related party were on the company's normal trading terms

The amounts outstanding are unsecured and will be settled in accordance with normal credit terms No
guarantees have been given or received No amounts have been written-off during the year (2009 £nil)

Ultimate parent undertaking and controlling party

The company’s immediate parent undertaking 15 Umted Utihities North West PLC, a company
incorporated mn England and Wales

In the directors” opinion, the company’s ultimate parent undertaking and controlling party 1s
United Utihties Group PLC, a company incorporated in England and Wales

The smallest group in which the results of the company are consohidated 1s that headed by
United Utilities PL.C  The consolidated accounts of this group are available to the public and may be
obtained from The Company Secretary, Umted Utiliies PLC, Haweswater House, Lingley Mere Business
Park, Lingley Green Avenue, Great Sankey, Warrington, WAS 3LP

The largest group in which the results of the company are consolidated 1s that headed by
United Utilities Group PLC  The consohidated accounts of this group are available to the public and may
be obtained from The Company Secretary, United Utilities Group PLC, Haweswater House, Lingley
Mere Business Park, Lingley Green Avenue, Great Sankey, Warmington, WAS 3LP
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