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Directors’ Report

Principal Activity and Review of the Year
Glas Cyimru is a company limited by guarantee
established for the sole purpose of acquiring
Dver Cymiru Cyfyngedig {"Welsh Water”),

Its constitution requires that all financial
surpluses generated by the company are retained
and reinvested for the benefit of Welsh Water and its
customers. The company cannot diversify into
unrelated commercial activities.

The acquisition of Weish Water was completed
cn 11 May 2001, pursuant to a sale and purchase
agreement dated 5 February 2001, when the entire
ordinary share capital of Welsh Water's immediate
holding company, Dvr Cymru {Heldings) Limited
[“Holdings™), was acquired by Glas Cymru
(Securities) Cyfynedgig - a whaolly owned subsidiary
established for the purpose of acquiring and owning
Welsh Water.

Immediately pricr to acquining Welsh Water,
Dwwr Cymiru (Financing) Limited {*Financing”} a
wholly owned subsidiary of Holdings completed a
£1.910 million asset backed bend issue, the
proceeds of which were loaned to Welsh Water
under an inter company loan agreement. The
purpose of the bond issue was to facilitate the
refinancing of Welsh Water and the future financing
of its operating and capital requirements.

On 19 March 2002 Welsh Water announced a
successful £120 million lease finance transaction,
the terms of which compare very favourably with
Welsh Water's existing sources of funding.

During the year the Board appointed 48
individuals as Membhers of Glas Cymru, bringing the
total number of Members to 57. The process for the
appointment of Members is set out on pages 22 to
23, together with the names and brief details of
individuals appointed.

The performance of the Company during
200172002 is described in the Chairman’s
Statement, the Annual Review and the Financial
Review on pages 1 to 19. These, together with the
financial statements on pages 37 to 64, confirm that
the financial performance of the business is
generally ahead of the projections reported in the
Infermation Memorandum dated 4 May 2001 issued
by Financing in connection with the above described
bond issue. and that the company is on track to
deliver the planned customer rebates in 2003/04
and 2004/05 announced by Glas Cymru at its
annual general meeting on 7 July 2001.

Directors

The names and a short biography of each director is
set out on pages 20 to 21. There were no changes
in Directors during the financial year. No director is
or has been party to, or has any interest in, any
significant contract with the Company (other than

directors’ service contracis).

Chris Jones, Nigel Annett and Lord Burns {being
the directors longest in office) will retire by rotation
and submit themselves for re-appointment at the
Anaual General Meeting on 5 July 2002, in
accordance with Article 46 of the Articles of
Association.

Details of the remuneration of individual directors
and of the remuneration strategy approved by the
Board are included in the Remuneration Report for the
year ended 31 March 2002 set put on pages 28 to 31.

A resciution will be proposed at the Annual
General meeting to receive and adopt this report.

Employees

Company policy is to treat employees without
discrimination and to operate equal epportunity
empioyment practices. At the financial year end
Welsh Water employed 130 people and further
information on the company’s approach to
managing staff relations is set out on page 16.
Other than the directors of the Company, Glas
Cymru Cyfyngedig itself has no employees.

On 1 April 2001 Welsh Water implemented an
outsourced procurement strategy under which over
1,600 staff transferred to contracting partners
foliowing a competitive bid process. This
fundamentally changed the manner in which our
services are delivered to customers and made it an
imperative that we develop effective two-way
communications with all staff involved in service
delivery. We have achieved this in two ways. First by
the development of a number of "alliances” in which
partner contractors are encouraged to work with
Welsh Water and develop a “one-team” approach in
the delivery of Welsh Water's business plan. Second,
all key contractor staff have access to our company
Intranet as the primary source of key business and
performance information, and during the year the
alliance working to deliver a large part of Welsh
Water's capital investment programme launched its
own infranet service.

Envirenment

Details of the company’s approach to managing its
impact on the environment are set cut on pages 14
to 15. Later this vear we will publish additional
information on this important area, especially our
work to meet our commitment to further
conservation, protect our heritage and promote
access and recreation,




Directors’ Report

Research and development

All expenditure on research and development is
incurred by Welsh Water, which continues to
monitor and selectively participate in water industry
R&D initiatives {most notably through membership
of UK Water Industry Research Limited) with a view
10 maintaining the company's achievements in
improving operatignal efficiency, and to ensure
continued compliance with appropriate national and
international standards for potable water, sewage
effluent and sludge treatment.

Payment to suppliers
Company policy is to comply with terms of payment
negotiated with suppliers. A copy of the Company’s
published Pracurement Pelicy is available on request
from the Company Secretary and may be cbtained
from Welsh Water's website [www.dwrcymru.com].
The average payment in the period was 96 days
{2001: 116 days). Regulations require that in
calculating this we include within trade creditors
monies retained under contract in respect of capital
investment projects. This accordingly varies from
year to year and adversely affects the average
payment for the year.

Contributions for charitable

and political purposes

During the year charitable donations amocunted to
£16,000 (2001: £nil). Company palicy is to target
any donations on conservation and

education, and to community projects connected
with Welsh Water's capital investment programme.
No payments were made, directly or indirectly,
for political purposes, save in respect of nominal
value relating to members of staff who have been
permitted time off 10 undertake duties as local
councillors.

Welsh language policy
The company welcomes dealing with customers and
ather stakeholders in Welsh or English and aims to

provide an equally effective standard of service in
both languages.

Regulatory accounts

The regulatory accounts that Welsh Water is
required 1o produce under Condition F of its
Instrument of Appointment will be available from
the Company Secretary after 31 July 2002.

Auditors
A resolution to re-appoint PricewaterhouseCoopers
as auditors of the company and to authorise the

directors to agree their fees will be proposed at the
Annual General Meeting.

Annual General Meeting

The Annual General Meeting will be held at

The Orangery, Margam Country Park, Port Talbot at
11.00 am on Friday 5 July 2002. The Notice of
Annual General Meeting {including Agenda and
Explanatory Notes) is set out in a separate
document.

The business of the AGM includes the receipt of
Directors’ Report and Financial Statements for the
year ended 31 March 2002, the re-appointment of
three Directors who retire by rotation and offer
themselves for re-appointment, and the re-
appointment of PricewaterhouseCoopers as auditors
to the Company. There are also resolutions which
deal with the receipt of the Remuneration Report of
the Directors and to allow the company to comply
with the Political Parties, Elections and Referendums
Act 2000. All resolutions are matters of “ordinary
business” for the Annual General Meeting that will
be addressed each year. There are no items of
special business which require approval by
Members.

Post balance sheet events

0On 31 May 2002, Welsh Water completed a further
£100 million lease finance transaction on terms
substantially the same as the facility announced

on 19 March 2002.

By order of the Board

Vel

R. G. Curtis LLB ACIS
Company Secretary
12 June 2002




Directors’ Report on Remuneration

The Board is pleased to submit its first Report on
Rermuneration for approval by Members at the 2002
Annual General Meeting.

Remuneration Committee

The rofe of the Remuneration Committee is to

approve and implement the remuneration policy and

specifically:

® To review annually and agree with the Board the
broad policy and framework for the remuneration
of executive management;

M To agree the terms of executive director's service
contracts and remuneration; and

& To determine the nature and scale of short and
longer term incentive performance arrangemeants
that encourage enhanced performance and
reward individuals in a fair and respensible manner

for their contribution to the success of the
company.

The committee is chaired by Alison Carnwath
and comprises all the non-executive directors and
meets as required, but at least twice in any financial
year. In this first year the Committee meton B
occasions, All members of the Committee are
independent of management and save for their
directors’ fees have no financial interest in the
Company. Executive directors attend meetings of the
Committee only by invitation of the chairman.

In its work the Committee considers the
Principles of Good Governance and Code of Best
Practice {the Combined Code} and takes advice as
necessary from within and outside the Company.
The principal professional advisors to the Committee
arg William M Mercer {SCA Consulting), Barnett
Waddingham and Linklaters & Alliance.

Responsibility for determining the fees of the
Chairman and of the Non-Executive Directors sits
with the Board,

Remuneration Policy

The objective of the company’s remuneration poticy
is to attract, retain and motivate directors and
managers of the required calibre in a competitive
market place and to implement remuneration
arrangements which align as closely as practicable
the interests of the individual with the interests of
the customers of Welsh Water. Accordingly a high
proportion of the maximum remuneration of
exacutive directors is "at risk”.

Specifically, the remuneration policy:

X Sets base salaries initially below market levels
[assessed against a comparator group of
companies of similar nature and complexity),
typically at or around lower guartile; and

M Sets incentive bonuses across a broad range of

performance measures relevant to customers.

The comparator group of companies used are the
UK water companies listed on The London Stock
Exchange and selected other cempanies. The
Remuneration Cormmittee assesses the
appropriateness of the comparator group of
companies used in determining remuneration policy
on an annuat hasis,

Scope of remuneration arrangements

for executive directors

The remuneration of each executive director
comprises a basic salary (together with pensicn
arrangements and other pensionable benefits in
kind), a potential annual performance related benus
and a potential separate long-term performance
related bonus, The performance related bonus
arrangements are designed to align any executive
bonuses with improved customer setvice and the
financial perfermance of the business.

Salary

Salaries are reviewed annually. The basic salary of
each executive director was previously stated in the
Interim Statement of Remuneration Policy published
by the Company at the Annual General Meeting in
July 2001. These have not changed and are:

Mike Brooker £175,000
Nige! Annett  £125,000
Chris Jones £125.000

Performance Related Bonus

Executive directors may earn an annual bonus of up
to 80% of basic salary of which up to 50% is
assessed against delivery of customer service
performance targets and up to 30% is assessed
against the annual financial performance of the
Company. Annual bonus payments are nen
pensionable.

The customer service performance element of
the annual bonus is measured by reference tc an
overall service assessment published by OFWAT.
The extent tc which awards will be earned under
this element of the bonus will depend on the relative
ranking of Welsh Water compared to the other water
and sewerage companies. Both absolute ranking and
improvement in ranking will be rewarded, and a fall
in the Company's ranking will be penalised. The
Remuneration Committee has reserved the
discretionary power to madify this element of the
scheme to reflect any revision by OFWAT of its
service performance measures.
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Included within the overall service assessment are

non-financial performance measures for:

B Water supply: interruptions to supply, restrictions
on supply and drinking water comphance

B Sewerage measures: sewage flooding incidents
and quality of effluent discharges to the
environment

W Customer service performance: speed of response
to telephone and written billing enguiries and
handling of written complaints.

The financial performance element of the annual
honus is measured against pre-capital expenditure
cash-fiow targets, after net interest payable. Cash-flow
is the clearest single measure of financial
performance that captures the shert-term drivers of
the business. Each year the Remuneration Committee
determines appropriate cash-flow targets and the
level ar which maximum bonus should be paid, and
the level below which no bonus would be paid,

Long term performance related bonus

This schetme has been established for executive
directors and is linked to the long-term financial
performance of the Company, determined on the
basis of two measures: (i) the increases in the
Company's level of reserves: and {ii} changes in the
rating of each class of the Company’s bonds,

Growth in reserves captures the fundamental
dynamics on which the objectives of Glas Cymry
were founded. Impraved performance and efficiency
in the way the business is financed and operated will
all be captured by growth in financial reserves, the
main use of which will, over time, be to deliver lower
bills t¢ the customers of Welsh Water. This therefore
aligns the financial interests of directers and senior
managers in a direct and simple way with those of
customers.

The level of accumulated financial reserves
represents the best measure of the Company’s long-
term financial success. The scheme cperates over a
four-year period to 31 March 2005, The assessment
ot performance will be taken as the average of the
balance of reserves at six month-ends - three either
side of March 2005.

As in the case of the annual bonus scheme, vesting
of any award will occur on a sliding scale against
‘threshold” ang ‘'maximum’ [evel of performance targets
set by the Remuneration Committee.

The award based on the level of reserves will then
be adjusted {up or down) according to the credit rating
change over the period on each class of bonds
{providing that awards could never fall below zero).
The schedule of awards is shown in the diagram
helaw.

T S
Reserves - Based Bonus

150%

100%

50%

Threshold Target  Max

Ratings - Based Adjustment

Improvement Awvard
+4 points or more +50%
+3 points +35%
+2 points +20%
+1 point +10%
No change 0%
-1 point -10%
-2 points -20%
-3 points -30%
-4 points or fewer -50%

Half of any award earned under the long-term
bonus scheme will be payable in July 2005 (i.e. at
the end of the performance period in the month
following publication of the Company's audited
financial results). The remaining half will be deferred
for two years and be paid on the second anniversary
of the award with no further performance
conditions. Hf a director were to leave the company
before that date {other than for retirement,
redundancy, of reasons of ill health} the unpaid part
of any award would be forfeited.
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Directots’ emoluments excluding pension benefits

The following emoluments were earned by the Directors in respect of the financial year ended 31 March 2002.

Lord Burns NC Annett CAJones .JM Bryant A Carnwath GT Davies

2001/2002 MP Brooker b Hine Ad Hobson Total
Salary - £1588,933 £118.167 £118,167 - - - - - £396.267
Bonus - £54,250 £38,750 £38,75Q - - - £131,75¢
Foes £140,000 - - - £35000 £35,000 £35,000 £36,000 £35,000 £315.000
Benefits
in sind IR f;.?,S.T? £712,72675 CE706 e ) - - - faesey
Totat £140,000  £220,700 £169182 £154,022 L£35000 £35000  £35.000  £35000 E35.000 £863.904
The following emoluments were earned by the Directors in respect of the financial year ended 37 March 2001.
2000/2001  LordBurns  MP Brooker MNC Annett CA Jones JM Bryant A Carnwath . G Davies  DJHine AJHobsan  Total
Salary - - £34444  £34.444 - - - - - £58,888
Bonus - - £100.000 £100,000 - - - - £20C.000
Feas £98,333 - - - £2.917 £29,583 £39,583 £2.917 £2,917  £176,260
Benelis
miknd T s e T U
Total £98,333 - £134,444 £134,444 £297 £29,583 £39,5683 £2,917 £2,917 £445138
Notes

(1) The highest paid director 1s MP Broaoker - Aggtegate emoluments: £220,700

{2} Benefits in kind relate to receipt of car and fuel benefits, private medical insurance and lifa insurance.

{3) MP Brooker and CA Jones raceived a non-pensionable salary supplement in lieu of receiving a company car for part of 2001,/2002.

{4) The financia! staternents for the year ended 31 March 2002 include a provision of £131,750 {31% of basic salary) for benus petentially payable
to executive directors for perfermance in the financiat year 2001/2002. The bonus is payable under the terms of the performance related
bonus scheme described on page 28, However, the amount to be paid to each director cannot ba determined unti§ OFWAT publishes
comparative performance data fer 2007 /72002 for the water and sewerage companies of Ergland and Wales,

{8} Accordingly the combined emoluments of the directors paid in the financial year ended 31 March 2002 for thair services as directors of the

company and its subsidiaries ara:

2002 2001
Fees £315,000 £176,250
Sataries {including henefits in kind}  £422,154 £68.888
Performance related bonus £131,750 £200,000
£868,904 £445.138

(6} In 2007 CA Jones and NC Annett were each awarded £ 100,000 bonus for the financial year ended 31 March 2007 which predated the

Company's acquisition of Welsh Water. £50,000 was paid in 200172002 with £25 000 being deferred and payable in each of 2002/2003
ard 2003/2004.

Pensions and Benefits accrue at 1/45th of salary per year of pensicnable

It is company policy to make provision for pensions
for executive directors in respect of their basic
salaries, but nat in respect of annual bonuses or
benefits.

The Welsh Water Pension Scheme is a final
salary ocoupational scheme and is fully funded and
subject to Inland Revenue limits. The Company will
make a provision for liabilities arising from
contractual commitments to executive directors over
the Inland Revenue “earnings cap”.

The normal retirement age for Directors under
the Welsh Water Pension Scheme is 60 and benefits

service, subject to an cverall pension at normal
retirement age of two-thirds of final pensionable
salary. The scheme also provides life cover of four
times pensionable pay for death in service, a
pension payable in the event of ill health and a
spouses pension payable on death.

Executive directors have the use of an expensed
company car (or receive a salary supplement in lieu
of a company car), and participate in a private heaith
and medical insurance scheme.
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Rirectors pension benefits - 2001/2002

Accrued Pension Increase in accrued

{per annum) pension over year
MP Brooker £87,617 £15,739
NC Annett £926 £926
CA JSomes £926 £32€
Notes

equivalent of increase

Transfer value Contributions

paid by company

Contributions
paid by director

£204,000 £10.600 £21,200
£7120 £7600 £15,000
£5,590 £7.500 £16,000

(1} The Welsh Water Pension Scheme was established on 1 December 2001.

(2] Accruved pension for MP Brooker reflects contributions made in the year under the Hydar Water Pension Scheme. NC Annatt and CA Jores
ceased to rmake contributions ta this scheme in the previous financial year {2000/2001). Each Director is currently a Deferred Member of the

Hyties Watar Pension Schema.

Service Contracts

Tha executive directors have service contracts that
are subject to one year's notice, If it became
necessary to recruit a new executive director, the
Remuneration Committee would, in exceptional
circumstances to secure the services of an individual
of the right calibre, consider an appointment
terminable on longer notice, but would require that
this reduce to one year’s notice, or less, after an
initial period.

Directors’ service contracts do not provide for
cempensation to be payable in the event of early
termination by the Company. The poticy of the
Remuneration Committee in the event of termination
is to mitigate compensation payments,

External appointments

At 31 March 2002 no Executive Director had any
external fee paying appointments. However, the
Company recognises the benefit of broadened
experience that might be achieved through
invelvermnent in external activities. Any such
appointments will be subject to annual approval by
the Remuneration Committee and, subject to the
Committee’s agreement, an individual director may
retain any fees.

Remuneration Policy for non-executive direciors
The fees payable to the Chairman and the Non-

Executive Directors were fixed in May 2001 for two
years, as below,
Chairman £140,000

Non-Executive Directors £35,000

Non-Executive Directors receive no additional
fees for membership of Board committees ar the
undertaking of any special responsibilities, nor do
they receive any benefits in kind.

The Chairman and the non-executive directors
are appointed under letters of appointment, which
may be 1@rminated on six rnonths notice. No other
compensation is payable on termination of
appointment by the Company.

Compliance with the Combined Code

The Directors confirm that the Company has
complied with the provisions of the Combined Code
relating to directors remuneration threughout the
financial year ended 31 March 2002.

Ao bt wost

Alison Carnwath
Chaii - Rernuneration Committee
12 June 2002
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introduction

Glas Cymru is committed to high standards of
corporate governance, This has been, and remains,
critical 1o establishing the company's credentials as
an efficient, low-risk provider of an essential public
service in the eyes of Welsh Water customers and

its regulators, and the company’s bondhoelders and
other stakeholders.

The Company has complied throughout the year with
the Principles of Good Governance and Best Practice
as annexed 1o the Listing Rules of the United Kingdom
Listing Authority {the "Combined Code™), except in
respect of the formal appointment of a senior
independent director which is referred to below,

Compliance with the Combined Cede is monitored
by the Members of the company and by Ofwat,
Welsh Water's economic regulator, as compliance is
a regulatory obligation enshrined in the Licence of
Welsh Water. In addition bonghoiders and other
stakeholders use compliance with the Combined
Code, alengside the company’s financial
performance, as critical tests of the performance

of the Board.

The Board

The role of the Board is to set the strategic direction
of the company and to review its operating and
financial performance. The Board meets monthly.

The Board has adopted a formal schedule of matters
reserved to the Board, which can cnly be amended
by the Beard and which is reviewed annually.

Appointments to the Board are the responsibility of
the full Board on recommendation from the
Nominations Committee. New directors have a
formal induction programme. All directors submit
themselves for re-election at the annual general
meeting at least once every three years.

The Board is comyprised of a majority of independent
non executive directors with a wide and relevant
business experience and whose remuneration
consists only of fees. They have access to all
information relating to the Group: the advice and
services of the company secretary; and, as required,
independent external advice at the expense of the
company.

There is a clear division of responsibility between the
chairman and the managing director whose roles,
with those of the executive directors, are clearly
defined so as to give no individual unfettered powers
of decision. The managing director is responsible for
the day-to-day management of the business and for
implementation of policies and procedures adopted
by the Board.

All Members of the Company have regular
opportunity to meet with and question directors and,
accordingly, the Board has concluded that
nomination of a senior independent director would

not improve governance and have not appointed one.

In addition to the formal committees of the Board
{described below) the Board has alsc designated
“special responsibilities” to a number of non-
executive directors, covering important areas such
as procurement, communications and government
and regulation.

The Board receives a rolling programme of
presentations and meetings with senior managers to
ensure they become suitably familiar with the
significant aspects of the company’s business.
External training for directors is provided where
appropriate.

Together these arrangements enahle the Board to
exercise control over all significant aspects of the
company’'s business.

The Directors

Brief biographical details of each of the current
directors can be found on pages 20 to 21 of the
annual report, including respective dates of
appointment as directors.

At the annual general meeting three directors,

C. A Jones, N. C. Annett and Lord Burns will retire
and seek re-election in accordance with the
company's articles of association. All of the directors
are required to stand for re-election at least every
three years.

Each of the executive directors has a written service
contract subject to termination on twelve months
notice.
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The Members

The role of the members of Glas Cymru is 10 ensure
the company remains focused on its primary
purpose of providing high quality water and
sawerage services at least cost to the communities
served by Welsh Water. In doing this members carry
Gut an important corporate governance role.

Members are appeinted by the Board under the
cempany's published Membership Policy on the
advice of an independent membership selection
panel. No individual can be appointed a member
without having first been recommended by the
panel. The role of the panel is to recommend for
membership individuals who in a written application
have shown they have the skills, experience and
interests to be effective members of the company. In
addition the panel is required to ensure the company
establishes and maintains a balanced and diverse
membership, which is as far as pessible broadly
reflective of the range of customer and other
stakeholder interests served by Welsh Water.

Membership of the company is personal. Members
are not appointed to represent any particular group
or stakeholder interest.

Details of the membership policy and the members
of Glas Cymru can be cbtained from the company
secretary or from the company's website.

Other stakeholders

Like all the other water businesses in England and
Wales, Welsh Water operates within a regulatory
framework prescribed by the Water Industry Act
1991, The economic regulator is Ofwat, which is
responsible for setting the limits on the prices that
Welsh Water can charge. and overseeing Welsh
Water's overali performance,

The regulater with responsibility for drinking water
quatity is the Drinking Water inspectorate, which is
part of the Department of the Environment Food and
Rural Affairs and acts on behalf of the National
Assembly for Wales in respect of Welsh Water.

The Environment Agency oversees the company's
environmental performance, especially with regard
to the way in which it abstracts water from rivers
and reservoirs, and then disposes of wastewater
after it has been treated. All aspects of Welsh
Water's water and wastewater operations are
subject to extensive perfermance monitoring against
targets set by regulaters and Government.

Each year the regulators publish reports
commenting on and comparing the performance of
waler companies across a full range of measures,
including cost efficiency, customer service, water
quality and envircnmenrtal guality.

The National Assembly for Wales has a key role in
determining the priorities for water quality and
environmental quality standards and improvements,
as wel! as setting the framework for other public
policy matters such as social considerations arising

from water tariff structure, metering and competition.

All of these reguiators have strong powers at
their disposal that can be used in the event that
Welsh Water's performance is not up to standard.

Committees of the Board

There are four formal committees of the Board each
of which has written terms of reference, which
define the role and responsibilities of the committee,
and which are reviewed annually, These are the
Audit Committee, the Remuneration Committee, the
Nominations Committee and the Quality and
Environment Committee. Membership of the various
committees is set out on pages 20 to 21 of the
annual report, The minutes of all committees are
submitted to the following meeting of the Board.

The Audit Committee comprises three non-executive
directors and is chaired by Tony Hobson. It meets
four times a year to:

# Review and advise the Board on the Group's
interim and annual financial statements, its
acceunting policies and on the controi of its
financial and business risks;

% Review the nature and scope of the work 1o be
performed by the external auditors and outsourced
internal audit function, the results of audit work
and of the response of management;

® Make recommendaticns on the appeointment and
remuneration of external auditors; and

B To review the non-audit services provided to the
Group by the external auditors to ensure the
independence of the auditors is not compromised.

The Audit Committee meets with executive directors
and management, as well as privately with both
external and internal auditors. The terms of
reference of the Audit Committee include all matters
indicated by the Combined Code.
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The role of the Remuneration Committee is to
determine and agree with the Board the broad policy
and framework for the remuneration of executive
directors and senior managers, and to determine the
nature and scale of incentive performance
arrangements that encourage enhanced
performance and which reward individuals in a fair
and responsible manner for their contribution 1o the
success of the company. The committee is chaired
by Alison Carnwath and consists of all the non-
executive directors, and meets as required, but at
least twice in any financial year.

The role of the Nominations Committee is to review
the size, structure and composition of the Board and
to make recommendations to the Board on any
appointments that may be deemed necessary, This
committee is chaired by the Chairman of the Board
and meets as required. All the directors are
members of this committes, although the chairman
of any meeting must be a non-executive director and
there must be a majority of non-executive directors
at all meetings of the committee.

The role of the Quality and Environment Committee,
which is chaired by Dame Deirdre Hine and meets
each month, is to advise the Board on any issue
relating to operational policy and practice in relation
1o compliance with drinking water regulations and
envirgnmental laws and regulations. This committee
also reviews the performance of Welsh Water
against agreed key performance indicators, with
particular regard to matters of public health, health
and safety and environmental impact.

The Quality and Environment Committee was
established in recognition that where a large
proportion of the services of the company are
provided by specialist contractors, that additional
attention should be paid to the assessment and
handiing of hazard and risk. Members of this
committee include two noen-executive directors
{including the chairman of the committee) and two
executive directers. Two independent experts on the
public health and cperational aspects ot water
supply and environmental management attend all
meetings of the committee.

The findings of the Quality and Environment
Committee will be attached to Welsh Water's
annual report to the Drinking Water Inspectorate
and Environment Agency (the "Quality Regulators™}.
The Board is required 1o notify the Quality
Regulators at onge if it does not implement any
recommendation made by this committee.

The operation of the committee is also subject to
review by Welsh Water's Reporter (the independent

consultant appeinted by Welsh Water with the
approval of Ofwat) who will report to Ofwat and
the Quality Regulators on the effectiveness of
Welsh Water's systems of internal control.

Internal contro!

The Board has overall responsibility for the system of
internal control and for monitoring its effectiveness.
The implementation and maintenance of the internal
centrol systems are the responsibility of executive
directors and senicr management.

The Company's internal control systems are
designed to manage, rather than eliminate, the #isk
of failure to meet business objectives and can only
provide reasonable, and not absolute, assurance
against material migstatement or loss. In assessing
what constitutes reasonable assurance, the hoard
has regard to materiality and to the refationship
between the cost of and the benefit from the
internal control systems.

Key features of the system of internal control include:

E An organisation with clearly defined lines of
autherity and acceuntability and estabtished
policies and procedures, reviewed annually, for all
significant aspects of the company’s business;

W A clear business process for the identification,
evaluation and mitigation of hazard and risk,
including regular reporting to the Board (and to
the Audit Committee and the Quality and
Environment Committee} and routine external
verification through audit and similar quality
management system procedures;

® A comprehensive annual budget and business
plan and a clear process of monthly reporting of all
aspects of the business’s performance against that
plan. Revised financial forecasts are prepared
quarterly.

W Clear policies for the approval and contrel of major
items of capital expenditure and for the acquisition
and disposal of material assets or entering into of
any arrangement that gives rise to, or could give
rise to, a material liability for the company; and

W Eitective arrangements for an internal audit
function to carry gut reviews of informatien
systems and buginess and contract management
cantrel procedures, under a broadly based
programme of activity approved by the Audit
Committee.




Corporate Governance

The managing director chairs a risk management
greup, which includes senior managers from all
parts of the company's business. Under a risk
management strategy approved by the Board, the
role of the risk management group is to review and
challenge the robustness of risk management
procedures within the business, including that of
Welsh Water's contracting partners, Internal
pracedures encourage all staff {(and contracting
partners) to participate in open two-way dialogue so
as to ensure that risk is captured and managed early
and effectively, to learn from our own experience
and the experience of others to promote best
practice and to improve the quality of service
delivered to the customers of Welsh Water, Through
the managing director, this group reports to the
Board and to the Audit and Quality and Environment
Committees of the Board every six months.

The results from the ongeing monitering of financial,
operational and compliance controls and the risk
management process have been reported to the
Board. The Board has consequently reviewed the
effectiveness of the internal control systems over the
course of the year.

Internal aulit

Itis the role of internal audit to provide independent
and objective assurance to the Board that the
process by which significant risks are identified,
assessed and managed, and by which material
exceptions to such process is reported to the Board
and subsequently addressed, are appropriate and
effectively applied. During the financial year 2001~
2002 the conduct, but not the management, of
internal audit activity was outsourced to Grant
Thornton. The Audit Committee approves the annual
plan for internal audit, which cover the scope,
authority and resources of such activity.

fioing congem

Having made due enquiry the Beard has concluded
that there is a reasonable expectation that the
Company and the Group has adequate resources o
continue as a going concern for the foreseeable
future. Accordingly, the financial statements for the
year ended 31 March 2002 have been prepared on
a going concern basis,

Directors’ responsibilities for the financial statements

The directors are required by the Companies Act
1985 to prepare financial statements for each
financial year which give a true and fair view of the
state of affairs of the company and group as at the
end of the financial year and of the profit or loss of
the company and group for the year. In preparing
the financial statements, the directors ensure that
appropriate accounting policies have been adopted
and applied consistently, and that reasonable and
prudent judgements have been made. The directors
also confitm that applicable accounting standards
have been followed and that reasonable and
prudent judgements and estimates have

been made.

It is the directors’ responsibility to maintain
adequate accounting records and to institute and
maintain systems and controls designed to
safeguard the assets of the company and group and
hence for taking reasonable steps for the prevention
and detection of fraud and other irregularities.

By ordet of the Board
6 : A
R Curtis LLB ACIS

Company Secretary
12 June 2002




Auditors’ report to the members of Glas Cymru Cyfyngedig

We have audited the financial statements which,
comprise the profit and loss account, the balance
sheet, the cash flow statement and the related notes
which have been prepared under the historical cost
convention and the accounting policies set ocut in
the statement of accounting policies.

Respective responsihilities of

directors and auditors

The directors’ responsibilities for preparing the
annual report and the financial statements in
accordance with applicable United Kingdom law and
accounting standards are set out in the statement of
directors’ responsibilities.

Qur responsibility is to audit the financial
statements in accordance with relevant legal and
regulatory requirements and United Kingdom
Auditing Standards issued by the Auditing Practices
Board.

We report to you our opinion as 1o whether the
financial statements give a true and fair view and are
properly prepared in accordance with the
Companies Act 1985, We also repart ta you if. in our
opinion, the directors’ report is not consistent with
the financial statements, if the company has not
kept proper accounting records, if we have not
received all the information and explanations we
require for our audit, or if information specified by
iaw regarding directors’ remuneration and
transactions is not disclosed.

Wae read the other infermation contained in the
annual report and consider the implications tor our
report if we become aware of any apparent
misstatements or material inconsistencies with the
tinancial statements. The other information
comprises only the directors’ report, the chairman's
statement, the annual and financial review and the
corporate governance statement.

We also, at the request of the directors (because
the company applies the Financial Services
Authority Listing Rules as if it were a listed
company), review whether the corporate governance
statement reflects the company’s compliance with
1he seven provisions of the Combined Code
specified by the Financial Services Authority for
review by auditors of listed companies, and we

Notes:

report if it does not. \We are not required to consider
whether the Board's statements on internal control
cover all risks and controls, or to form an opinion on
the effectiveness of the cormpany’s or group’s
corporate governance procedures or its risk and
control procedures.

Basis of audit opinion

We cenducted our audit in accordance with auditing
stancards issued by the Auditing Practices Board.
An audit includes exarination, on a test basis, of
evidence relevant to the amounts and disclosures in
the financial statements. It also includes an
assessment of the significant estimates and
judgements made by the directors in the preparation
of the financial statements, and of whether the
accounting policies are appropriate to the
company’s circumstances, consistently applied and
adequately disclosed.

We planned and performed our audit 50 as to
obtain all the informaticn and explanations which
we considered necessary in order 1o provide us with
sufficient evidence to give reasonable assurance
that the financial statements are free from material
misstatement, whether caused by fraud or other
irregularity or error. In forming our opinion we also
evaluated the overall adequacy of the presentation
of information in the financial statements.

Opinicn

In cur opinion the financial statements give a true
and fair view of the state of atfairs of the company
and the group at 31 March 2002 and of the profit
and cash flows of the group for the year then ended
and have been properly prepared in accordance with
the Companies Act 1986.

PricewaterhouseCoopers

Chartered Accountants and
Registerad fuditors

Cardiff

12 June 2002

(a} The maintenance and integrity of the O@&r Cymru website is the respensibility of the directors; the waork carried out by the auditors does not
involve consideration of these mattars and, accordingly, the auditors accept ne responsibility for any changes that may have occurred to the

report since it was inifially presented on the website.

{b} Legislation in the United Kingdom governing the preparatian and dissemination of financial infermation may differ from legislation in other

jurisdictions




Accounting policies

A summary of the Group's principal accouting
poticies are set out below, which have been

consistently applied, except as noted in respect of
deferred taxation:

Basis of accounting

The financiai statements are prepared in accordance
with the historical cost convention and with
applicable accounting standards in the UK and,
except for the treatment of certain capital
contributions, comply with the Companies Act
1985. An explanation of this departure from the
requirements of the Companies Act 1985 is given in
the “Grants and customer contributions” section
below and note 10(b).

Basis of consolidation

The consolidated financial statements inciude the
financial statements of the company and all of its
subsidiaries. The results of companies and
husinesses acquired during the year are dealt with in
the consolidated financial statements from the date
of acquisition. Intra-group transactions and profits
are eliminated on consolidation.

Turnover

Turnover represents the income receivable in the
ordinary course of business for services provided
and excludes value added tax.

Goodwill

Negative goodwill arising on the acquisition of
subsidiary undertakings and businesses, represents
the difference between the fair value of the
cansideration given over the fair value of all the
identifiable assets and liabilities acquired. Negative
goodwill is included in the balance sheet and is
amortised to the profit and loss account over its
expected useful economic life.

Tangible fixed assets and depreciation

Tangible fixed assets comprise:

(i) nfrastructure assets (being mains and sewers,
impounding and pumped raw water storage
reservoirs, dams, sludge pipelines andg sea
outfalls); and

{ii} other assets (including properties, overground
operational structures and equipment, and
fixtures and fittings).

Infrastructure assets

Infrastructure assets comprise a network of systems.
Expenditure on infrastructure assets relating 1o
increases in capacity, enhancements or
replacements of the network is treated as additions
which are included at cost after deducting grants
and contributions.

The depreciation charge for infrastructure assets
is the estimated lovel of annual expenditure required
to maintain the operating capability of the network
which is based on the company's independently
certified asset management plan.

Other assets

Other assets are included at cost fess accumulated

depreciation. Freehold land is not depreciated.
Other assets are depreciated over their estimated

useful economic lives, which are principally as

follows:

Freehold buildings up to 60 years

Leasehodd propeities over the lease period

Operational structures 40-80 years
Fixed plant 20-40 years
Vehicles, mobile plant,

equipment and computer

hardware & software 3-16 years

Assets in the course of construction are not
depreciated until commissioned.

The carrying value of tangible fixed assets is
reviewed for impairment if circumstances dictate
that they may not be recoverable.

Leased assets

Where assets are financed by leasing arrangements.
which transfer substantially all the risks and rewards
of ownership of an asset to the lessee (finance leases),
the assets are treated as if they had been purchased
and the correspending capital cost is shown as an
obligation to the lessor. Leasing payments are treated
as consisting of a capital element and finance costs,
the capital element reducing the obligation to the
lesscr and the finance charges being written off to the
profit and 53 account over the period of the lease in
reducing amounts in relation to the written dawn
amount. The assets are depreciated over the shorter
of their estimated useful life and the lease period.

All other leases are regarded as operating leases.
Rental cests arising under operating leases are
charged to the profit and loss account in the year

to which they relate.

Grants and customer contributions

Grants and customer contributions relating to
infrastructure assets have been offset against fixed
assets (see note 10{b}}). Grants and customer
contributicns in respect of expenditure on other
fixed assets are treated as deferred income and
recognised in the profit and loss account over the
expected useful economic lives of the related assets.




Accounting policies

Pension costs

The majority of the Group’s employees belong to
pension schemes, which are funded by both
employers” and employees’ contributions and which
are of the defined benefit typs. Contributions are
charged to the profit and loss account so as to
spread the cost of pensions over employees’
working lives with the company. Contribution rates
are based on the advice of a professionally qualified
actuary. Any difference between the charge to the
profit and loss account and contributicens paid is
shown as an asset or liability in the balance sheet.

Debt and deht issue costs

Debt is initially stated at the amount of the net
proceeds after deduction of issue costs. Debt issue
costs are recognised in the profit and loss account
over the term of such instruments at a constant rate
on the carrying amount,

Investments

Long term investments held as fixed assets are
stated at cost less amounts written off or provided
to reflect permanent diminution in value. Those held

as current assets are stated at the lower of cost and
net realisable value.

Financial instruments
Derivative instruments utilised by the group are
currency swaps, currency forward exchange
contracts and interest rate swaps. Derivative
instrurments are used for hedging purposes to alter
the risk profile of existing underlying exposures
within the group. Currency swap agreements and
currency forward exchange contracts are translated
at the rates ruling in the agreements and contracts,
Interest differentials, under swap arrangements
used to manage interest rate exposure on
borrowings and current asset investments, are
recognised by adjusting interest payable or
receivable as appropriate,

Research and development
Research and development expenditure is charged

to the profit and loss account in the year in which it
is incurred.

Taxation

The ¢harge for current taxation is based on the profit
for the period as adjusted for disallowable and nen-
taxable items. The new accounting standard FRS19
“Deferred Tax™ has been adopted. This requires full
provision to be made fer deferred tax arising from
timing differences between the recognition of gains
and lgsses in the financial statements and their
recognition in tax computations where future
payment or receipt is more likely than not to oceur.
Previously, provision was made for deferred tax on
all material timing differences to the extent that it
was probable that a liability or asset would
crystallise. in adopting FRS 19, the Group has chosen
1o discount deferred tax assets and liabilities.

Provision for insurance Hahilities

Provision is made for ail known and estimated
liabilities arising from uninsured claims against the
group where there is a present obligation that will
result in transfer of economic benefits.




Consolidated profit and loss account
for the year ended 31 March 2002

2002 200
MNote £m £m
Turnover 2 406.1 -
Net operating costs 4 (223.2) -
Operating profit 182.9 -
Profit on disposal of fixed assets 0.8 -
Profit on ordinary activities before intergst 183.7 -
Net interest payable 7 (110.4] -
Profit on ordinary activities before taxation 733 -
Taxation on profit on ordinary activities 3 . _lQ.B} -
Profit on erdinary activities after taxation
being retained profit for the vear 3 725 -

Alt operations ate continuing,

The group has no recognised gains and losses other than shown above, and therefore no separate statement of

total recognised gains and losses has been presented.

The comparative period relates to the activity of the holding company, as the acquisition of Dwr Cymru

Cyfyngedig was completec on 11 May 2001,

Profit befare taxation for the year was £24.1m excluding the amortisation of negative goodwill and the release of

fair value provisions (see Note 3),




Consolidated Balance sheet at 31 March 2002

2002 2001
Group Rote £m £m
Fixed assets
Negative goodwill 4 (138.0} -
Tangible assets 3 2,358.1 -
Investments 11 02 -
2,220.3 -
Current assets
Debtors 12 64.0 a5
Current asset investments i3 383.2 ]
4472 0.5
Current liabilities
Creditors: amounts falling due within one year 14 (2478) ~(0.5)
Net current assets 1994 -
Total assets less current liabilities _2,419.‘{ _ -
Creditors: amounts falling due after more than one year 14 {2,179.5) -
Provisions for liabilities and charges 27 {129.1) -
Deferred income 22 (?8.__6)" -
Net agsets 725 -
Reserves
Profit and loss account s 125 N
Total reserves 725 -

The financial statements on pages 37 to 64 were approved by the Board of directors on 12 June 2002 and

were signed on its behalf by

Y2 -

7
Lord Burns
Chairman

g -~
M P Brooker

Managing Director

T AT g

C A Jones
Finance Director




Balance sheet at 31 March 2002

2002
Company Mote ] £m
Fixed assets
Investments B! -
Current assets
Debtors - due within one year 12 -
Debtors - due after one year g4 b.2

b.2
Current liabilities
Creditors: amounts falling due within one year 14 {52}
Net current assets - -
Reserves

Profit and loss account
Total reserves

The financiat statements on pages 37 to B4 were approved by the Board of directors on 12 June 2002 and
were signed on its behalf by:

R -
B

Lord Burns
Chairman

® %{ff 208 b,

Wi P Brooker
Managing Director

Pl 72

C A Jones
Finance Director




Consolidated cashflow statement
for the year ended 31 March 2002

2002 2001
Note £m £m
Cash inflow/{outflow) from operating activities 24 2494 oz
Returns on investments and servicing of finance
Interest received 11.2 -
Interest paid {57.6} -
Interest element of finance lease rental payments _{9.0) -
{55.4)
Capital expenditure and financial investment
Purchase of tangible fixed assets {187.5) -
Sale of tangible fixed assets 31 -
Grants and contributions received 14 - -
7o y
Acquisitions
Purchase of subsidiary undertaking {4.2) -
Cash balances acquired with subsidiary undertaking 495 .
45.3 -
Cash inflow/{outflow} before use of liquid resources and financing 62.3 (0.2)
Management of liguid resources
Purchase of commercial paper {96.7}) -
Sale of commercial paper 98.0 -
Net increase in deposits {17912) -
{177.9} Lo
Cash outflow before financing {115.6} -
Financing
Long term loans received 116.7 -
Loan repayments (15.4] ] -
100.3 -
Decrease in cash in the year 26 (16.3} (0.2}




Reconciliation of movements in reserves
for the year ended 31 March 2002

2002
£Em

2001
£m

At 1 April 2001 -
Profit for the year transferred 10 reserves 725

At 31 March 2002 72.5




Notes to the financial statements

Company profit and loss ascount

Ag permitted by section 230 of the Companies Act 1985, the parent company’s profit and loss

account has not been included in these financial statements. The parent company's retained Joss for the

year is £27,142 (2001 £Nil),

Segmental analysis by class of husiness

2002
{a) Turnover £m
Regulated water and sewerage activities 401.0
Nonregulated activities B
4061
2002
{h} Profit on ordinary activities before taxation £m
Regulated water and sewerage activities
Operating profit 182.7
Profit on disposal of fixed assets 1.4
Net interest payable {111.2)
729
Non-regulated activities
Operating profit 0.2
Loss on disposal of fixed assets {0.6)
Interest receivable o8
0.4
2002
fc) Net assets . Em
Reguiatea water and sewerage activities 721
Non-regulated activities 04
72,5

Al wrnover and profit before taxation, by origin and destination, was attributable 1o the UK.




Notes to the financial statements -

3 Profit before taxation

The profit before taxation is stated after grediting:

Ameortisation of negative goodwill
Amortisation of acquisition fair value provisions

Excluding these items, the profit hefore taxation for the year was £24,7m.

4 Net operating costs

Total Total
MNote £m £m
Staff costs 5t 55 -
Amortisation of fair value provisions 8.4} -
Research and development 0.1 -
Rentats under operating leases:
- Hire of plant and equipment - -
+ Other 0.2 -
Fees paid 1o auditors: 6
- Audit services (Company £3,000, 2001:£2,000) 0.2 -
- Other services - -
Amortisation of grants and contributions 22 {1.3) -
Own waork capitalised {3.2) .
Net rents payable 1.6 -
Other operating charges 188a -
183.8 -
Depreciation (including infrastructure assets);
- Own assets 67.2 -
- Assets held under finance leases 13.0 -
Goodwill amortisation {40.8) -




Notes to the financial statements -~

5 Directors and employess

{a) Directors” emoluments

Detailed disclosures of directors’ individual emoluments are given in the Remuneration Committee report
on pages 28 1o 31. These disclosures are part of the financial statements.

2002
(b} Statf costs £m
Wages and salaries 4.8
Social security casts 0.1
Pension costs (see Note 31) 0.6
5.5
Of the above, £2.0m has been charged to capital.
lcY Average monthly number of employees 2002
during the year {including executive directors) Number
Regulated water and sewerage activities 136

6 Auditors' remuneration

Auditors during the year were PricewaterhouseCoopers. They were used primarily for audit related
services, costing £ 181,000, including regulatory audit services carried out to meet Ofwat reporting
requirements, Non-audit professional services during the period amounted to £4,000.

The Board has adopted a formal policy with respect to accounting services. The external auditor will not

be used for internal audit services and all non-audit work above a material threshold will be subject to
prior competitive tendering.

71 Netinterest payable

2002 2001

£m £m

Interest receivable 12,9 -
Interest payable:

On loans (114.6} -

On finance leases (8.7} -

Net interest payable {110.4} -




Notes to the financial statements

8 Taxation

2002 2001
{a) Analysis of [charge)/credit in year Note £m fm

Current tax:

Adjustments in respect of previous pericds
Total current tax

Deferred Tax:

Origination and reversal of timing differences (5.7}
Increase in discount

-~ R - .

...... 49 :
Total deferred tax - _(_0.?) R -
Tax on profit on ordinary activities (0.8} -
2002
[b} Factors affecting current tax ¢harge for year L
Prefit on ordinary activities before tax 733
Profit on ordinary activities multiplied by the
corporation tax rate in the UK of 30% 22.0
Effects of:
Expenses not deductible for tax purposes 1.8
Capital allowances in excess of depreciation (9.7)
Other timing differences 1.2
Income not chargeable for tax purposes (14.8)
Tax losses utilised (06}
Current tax charge for year -
9 fntangible fixed assets - negative goodwill
2002
Note £m
Cost:
At 1 April 2001 .
Additions 27 1178.8)
At 31 March 2002 (178.8)
Arnortisation
At 1 April 2001 -
Released in the year _40.8
At 31 March 2002 40.8
Net Book Value
At 31 March 2002 . 11380)

At 31 March 2001

Negative goodwill is being released to the profit and loss account on a straight line basis over the peried
from acguisition of the relevant subsidiary to 31 March 2008,




Notes to the financial statements

10 Tangible fixed assets - Group

(a) Analysis by type

Vehicles, ptant,
equipment
and computer

Freehold land Infrastructure Operational  hardware and

and buildings assets structures software Total
Group Em £m fid13] £m £m
Cost
At 1 April 200t - - “ - .
Assets acquired on
acquisition of subsidiary 44.6 1,301.8 1,584.9 185.7 3,117.0
Additions 0.7 99.2 80.0 10.0 1899
Grants and contributions - 16,61 - - (6.5}
Disposals O KR U (o - 18.5)
At 31 March 2002 40.9 1,393.4 1,664.8 195.7 3,294.8
Accumulated depreciation
At 1 April 2001 - - - . -
Accumulated depreciation
acquited on acquisition
of subsidiary 19.2 314.4 3927 133.4 859.7
Charge for the year 0.9 30.6 40.6 8.2 80.2
Eliminated on disposals (2.2) (1.0) - ~{3.2)
At 31 March 2002 179 343.9 433.3 141.6 936.7
MNet book value
At 31 March 2002 23.0 104956 2315 541 2,358.1
At 31 March 2001 - - “ - -
Analysis of net book value
at 31 March 2002
Owned 23.0 1.0495 8491 54.1 1.976.7
Held under finance leases o - 3824 s 3824

23.0 1.049.5 1.231.5 54.1 2,358.1

Tangible fixed assets at 31 March 2002 include £158.4m of assets in the course of construction, which
are not depreciated unti! commissioned.

{b) The accounting treatment for grants and customer gontributions in respect of infrastructure assets is
described in the principal accounting policies on page 37. This treatment is not in accordance with
Schedule 4 10 the Cornpanies Act 1985, which requires fixed assets to be shown aithe purchase
price or preduction cost and hence grants and contributions would be presented under the Act as

deferred income. The treatment has been adopted in accordance with section 227(6) of the

Companias Act 19585 in order 10 show a iTue and fair view, as in the opinion of the directors, itis not

appropriate 1o treat grants and contributions on infrastructure assets as deferred income. The fixed

assets to which they relate do not have determinable finite lives and therefore no basis exists for

releasing any deferred income 1o the profit and loss account. As a consequence, the net book value of

fixed assets and deferred income is £169.8m lower than it would have been had grants and

contributions been treated as deferred income indefinitely.




Notes to the financial statements -

1 Fixed asset investments

aj Group

2002
Cosj and net book \(aiue £m
At 1 April 2001 -
On acquisition 02
At 31 March 2002 0.2

Equity of less than 10% is held in the following unlisted company:-

Nature of Country of Description
Business Incorporation of Holding
Water Research Water Great Britain "B” Ordinary
Centre {1989} Plc Research

In addition, the group holds 5% Convertible Unsecured Loan Stock 2014 at a cost of £23,326 in

Water Research Centre {1989) Plc.

50% interest is held in the following unlisted company:-

Shares of £1

Nature of Country of Description
Business Incorporation of Holding
Garwnant Visitors Recreation and Great Britain Ordinary Shares of £1
Centre Education

The purpose of this investment is to operate retail, recreational and educational facilities.

b} Company

Cost and net book value

At 1 April 2001
Additions

At 31 March 2002

Principal group companies:-

The Company has a £1 investment in Glas Cymru (Securities) Cyfyngedig and has direct or indirect

investments in the follewing subsidiary undertakings:-

Principal Country of Holding
o ) B Activity } Incorporaticn
Glas Cymru {Securities) Cyfyngadig Holding company England and Wales 100%
Dwr Cymru (Heldings) Limited” Holiding company England and Wales 100%
Dir Cymiry Cyfyngedig® Water ang sewerage England and Wales 100%
Dwr Cymru {Financing) Limited* Raising finance Cayman Islands 100%
Welsh Water Utilities Finance Pic” Raising finance England and Wales 100%

* Indliract Holdings




Notes to the financial statements -

12

13

Defitors
2002 2001
Group £m £m
(a) Amounts falling due within one year;
Trade debtors 26.5 -
Other debtors 4.9 04
Prepayments and accrued income 324 ) ) 0._1
63.8 0.5
{b} Amounts falling due after more than one year:
Other debtors 02 ) o
64.0 0.5
2002 2001
Company Em £m
{a) Amounts falling due within one year:
Amounts awed by subsidiary undertakings - Q.1
Otherdebtors R 0.4
- 0.5
{b} Amounts falling due after more than one year:
Amounts owed by subsidiary undertakings 52 -
5.2 0.5
Current asset investments - Group
2002 2001
Management of liquid resources £m £m
Investments in:
Fioted term and call deposits - due within one year 376.2 -
Fixed term and call deposits - due after one year 10 -
383.2 -

Cash generated from cperating activities and from long-term borrowings in advance of future capital

expenditure chligations is invested. These investments include long-term deposits, government securities

and corporate bonds.




Notes to the financial statements

14 Creditors

2002 2001
Group Note £m £m
(a) Amounts falling due within one year:
Bank overdrafts 15.5 0.2
Other loans 15 0.6 -
Finance leases 15 11 -
Trade creditors 104.0 0.1
Other taxation and social security 2.8
Other creditors 1238 0.2
247.8 05
(b} Amounts falling due after more than one year
GCther loans 1% 1.891.8 -
Obligations under finance leases 1% 2875 -
Other creditors - hetween one and five years ez -
21795 -
{c) Loan reconciliation
Criginal bond issue 1.910.0 -
Add: Local authority lcans 5.4 -
Less: Loan repurchase {15.0) -
Less: Bond issue costs unamortised {12.5) -
Add: Bond indexation .45 -
Loans as above 1,892.4 -
2002 2001
Company £m £m
Amounts falling due within one year:
Bank loans and overdrafts - 0.2
Amounts owed to subsidiary undertaking 52 0.1
Other creditors - 0.2
5.2 0.5




Notes to the financial statements
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Other ioans
2002
Group £m
Loans are repayable as follows:
Within one year 0.6
Between one and two years 0.6
Between two and five years 1.6
After more than five years 1,889.6
1.892.4
Repayable wholly within five years -
Repayable wholly after five years 1.887.0
Repayable by instalments of which some repayments are after five years . 54
1,892.4

Interest rates on these loans ranged between 3.54% (index-linked} and 11.45%.

On 10 May 2001 Dvwr Cymru (Financing) Limited, a subsidiary company, completed a £1,810 million
asset-backed bond issue, the proceeds of which were lent to Dviir Cymiru Cyfyngedig under an inter-
company loan agreement. The ¢costs directly attributable to issuing the bonds have been capitalised in
accordance with FRS4 and are being amortised to the profit and loss account over the life of the bonds.

Finanee leases

2002 2001

Group £m £m

Amounts due under finance leases within one year 1.1 -

Amounts due under finance leases between two and five years inclusive 1.2 -
Amounts due under finance leases after more than five years 2763 e

288.6 -

A long dated interest rate swap was arranged on 1 April 1994 which has the effect of fixing the rate of

interest at 7.8% on floating rate sterling finance lease obligations of £55.3m., This obligation reduces over
a term of 12 years.

Maturity of gross borrowings for group

The expected maturity profile of the group’s gross borrowings, before unamortised bend issue costs of
£12.5million, exciuding bank overdrafts, was as follows:

Expected

maturity

Em

In less than one year 1.7
In more than one year hut not more than two vears 23
in more than two years but not more than five years 961
In more than five years 2,080.9

21810



Notes to the financial statements

18 Financial instraments and risk management

(a) Treasury policies

Treasury activities are managed within a forma)
set of treasury pelicies and objectives, which are
reviewed regularly and appreved by the Board.
The pelicy specifically prohibits any transactions
of a speculative nature and does not envisage
the use of complex financial instruments. We
use finandial ingwruments, melading derivatives,
10 raise finance and manage risk from our
operations.

Surplus cash is invested in short and medium
term sterling financial investments. The Board
annuaily establishes the invesirnent criteria,
which is restricted to banks and other financial
institutions meeting required standards assessed
by the major credit rating agencies.

Certain detailed policies for managing interest
rate, currency and inflation risk and that for
managing fiquidity risk are approved by the
Beard and may only be changed with the
consent of Dvir Cymru Cyfyngedig's security
trusteg {the "Security Trustee”).

The group minimises exposure 1o cumrancy rsk
in respect of foreign currency denominated
borrowing by using appropriate derivative
instruments to hedge these liakilities into
sterling obligations.

The group hedges at least 85% of its tatal
outstanding liabilities into either index-inked or
fixed rate obligations. Interest rate liabiities on
floating rate liabilities are hedged through a
combination of derivative instruments and cash
balances,

The regulatory framework, under which
revenues and the regulatory asset value are
indexed also exposes the group to inflation risk.
Subject to market constrainis and Board
appraval the group therefore seeks to raise new
debt through index-linked instruments or by
entering into appropriate hedging transactions.

Liquidity risk is managed by maintaining a
balance between the continuity of funding and
flexibility through the use of barrowings across a
range of currencies, instruments, type artd
maturities. Qur pelicy is to ensure that the
maturity profile does not impose an excessive
strain on our ability to repay loans. Undet this
policy no more than 20% of the principal of
group borrowings can fall due in any twenty-four
month period.

We maintain committed banking facilities in
order to provide flexibility in the management of
the group's hquidity. There is also a special
liquidity facility, which we are required to
maintain in order to meet certain interest and
cther obligations that cannot be funded through
operating cashflow in the event of a standstill
being declared by the Security Trustee, following
an Event of Default under the Common Terms
Agreement. This facility is renewable on an
annual basis.

{b) Shortterm debtors and creditors

These have been excluded {from the financial
instrument disctosures set out in the following
paragraphs.

{c) Interest rate and currency swaps

The group has entered into swap agreements in
order to manage the interest rate and currency
exposurce of its financial liabilities and not for
trading or speculative purposes.

At 31 March 2002 the notional principal
amounts outstanding of the group’s interest rate
swap arrangements wera £880.3m with
termination dates ranging from March 2008 to
March 2031 and interest rates ranging from
5.67% to 7.80%.

At 31 March 2002 the notional principal amount
qutstanding of the group's currency swap
agreement was £200m (USE 286m), with the
termination date being March 2008.
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18 Financial instruments and risk management

{d) Interest rate profile of financial liabilities

After taking into account the interest rate and currency swaps outfined above, the fixed. index-linked and
floating interest rate prefile of the group’s financial liabilities is:

Fixed Index-Linked Floating Total
] y £m £m £m £m
Bank overdraft - - 15.5 15.5
Bonds 1.410.0 489.5 - 1.8995
Finance leases 55.3 - 233.3 288.6
Other loans T e . U s, A
1,4653 489.5 2542  2,209.0
Unamortised bond issue costs 228
©2,196.5

As at 31 March 2002 all the floating rate liabilities were hedged through floating rate cash balances.

The bank overdraft represents uncleared bank balances and therefore does not attract interest.

The floating rate interest liabilities on the finance leases are based on agreed margins to LIBOR and will

therefore fluctuate from year to year. Interest rates on the other loans of £5.4m have varied from 6.4% to

7.8% during the year.

The bonds were issued by our subsidiary company, Dvir Cymru (Financing} Limited. The finance leases
and other loans are obligations of Wir Cymru Cyfyngedig.

The weighted average interest rates and expected maturities for fixed rate obligations are-

Weighted average
interest rate

Weighted average
expected maturity

Bonds

7.06% 14.90 yrs
Finance leases 7.80% 12.00 yrs
{e} Interest rate profile of financial assets

Fixed Floating Total

£m £m £m

Short-term deposits 3505 - 3505
Call deposit account - 32y 327

3505 32.7 383.2

The sterling money market deposits above comprise deposits placed on money markets from overnight to
thirteen months. All deposits are at fixed interest rates. The weighted average interest rate on commercial
paper and money market deposits held during the year was 4.74% and the weighted average length of

deposit held was 43 days.

The interest rate applied to the call deposit account is variable, and is calculated in accordance with

market convention.
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18 Financial instrements and risk management

{fi Committed horrowing facilities available

The greup has various undrawn committed borrowing facilities. The facilities available at 31 March 2002

were as follows:

Note Em

Authorised loan facilities 150.0
Cwverdraft 20.0
Liquidity facility 184 150.0
320.0

The authorised loan facility expires on 31 March 2006. The overdraft facilities are repayable on demand.

{g) Fair values of financial instruments

In the table below, the fair value of short-term berrowings, current investments, cash at bank and in hand
and bank loans and overdraft approximates to book values due to the short maturity of these instruments.

Fair vatue is the amount at which a tinancial instrument could be exchanged in an arms length

transaction between informed and willing parties, other than a forced liquidation or sale.

The fair value of long-term horrowings has been determined by reference to prices available from the

financial markets on which these borrowings are traded.

Baok value Fair value
Em £m

Non - derivatives:
Assets . -
Current asset investments 383.2 383.2
Liabilities:
Borrowings less than one year (1.7} {1.7}
Fixed rate borrowings over one year {800.0) (839.4)
Index - linked borrowings over one year {485.0) [551.8)
Floating rate borrowings over one year 1917.3) {917.3)
Bank overdraft {19.5} (15.5)
Derivative financial instruments held to manage the
interest rate and currency profile and matched by
primary financial instruments
Interest rate swap - {40.3)
Currency swaps - 0.8

As at 31 March 2002 there were no unmatched derivative financial instruments.
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Gains and {.osses on hedges

Changes in the fair value of instruments used as hedges are not recognised in the financial statements
until the hedged position matures. An analysis of these unrecognised gains and losses is as follows:

Unrecognised gains/{losses}

on hedges at 31 March 2002

Of which:

Gains/(losses) expected to be recognised
in the year ended 31 March 2003

Gains/{losses) expecied to be recognisad
after the year ended 31 March 2003

Capital commitments

Group

Contracted for but not provided in the financial statements

Total net

gains/

Gains Logses ilogses)

£m £m £m
68 (40.3) .(38.5)

(3.3} i8.2) {11.5)

4.1 {(32.1) (28.0)

2002 2001

] £m £m

778 -

in order t¢ meet additional quality and service standards, together with growth and new demands, the
group has capital investment obligations over the next three years amounting tc approximately £740m at
current prices in the regulated water and sewerage business,

The company has no expenditure contracted for but not provided in the financial statements at

31 March 2002,

Leasing commitments
Land and buildings Other
2002 2001 2002 2001
Group £fm £m £m £
At 31 March 2002 there were revenue
commitments. in the ordinary course of
business in the next year for the payment
of rentals on non-cancellable operating
leases expiring:
within one year - - - -
between one and two years - - . .
between two and five years - - . R
after five years 0.4 i - - -
0.4 - - .

The company has no lease commitments.
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Group

2002 2001

Deferred taxation

Rastructuring provision
Contract management provision
Praviston for uninsured losses
Provision for loss on swap closure
Provision for contract for difference

(a) Deferred taxation

Note £m £m
{al 76.4 -

i) 0.9 -
) 4.0 -
{2 20.0 -
if 22.7 -

‘.129'1 e -

2002 2001
£m £Wm

Tax effect of timing differences
Excess of tax allowances over depreciation
Dther timing differences

Undiscounted provision for deferred tax
Discount

Discounted provision for deferred tax

Provision at 1 April 2001
On acquisition ot subsidiary

Deferred tax charge on profit and loss account for period

Provision at 31 March 2002

{b} Restructuring provision

335.8 -
o S

331.2 -
(2348 ;

76.4 -

75.6 -

76.4

This provision at 31 March 2002 is in respect of payments to be made relating 1o surplus property.
The provision will be utilised over the next six years.

At 1 April 2001

Whilised in the year
At 31 March 2002

2002 2002 2002 2002

£m £m £m £m

Severance Property Other Total

Provision at date of acquisition 0.5 5.1 0.1 5.7
Charge to the profit and loss account 0.2 0.6 - ns8
o7 e on (1.4)

- 5.1 - 5.1

{c} Management contract provision

This provision is in respect of expected costs of terminating sewerage management contracts on
31 March 2001 and the TUPE arrangements of the employees within that contract. It is anticipated
that the provision will be utilised over the next twelve months.

2002
£m

At 1 April 2001
Proviston arising on acquisition of subsidiary
Utilised in the year

At 31 March 2002

16
_on

0.9
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{d} Provision for uninsured losses

This provision is in respect of uninsured losses and its utilisation period is uncertain due to the nature of
ingurance claims.

2002

£m

At 1 April 2001 -
Provision arising on acquisition of subsidiary 1.5
Charge 1o profit and loss account 3.4
Utilised in the year (0.9)
At 31 March 2002 4.0

(e) Provision for loss on swap closure

£9.8m of this provision is the unamortised balance of a fair value of the provision relating to an acquired
subsidiary’s swap. The balance of £10.2m is in respect of a liability that arose on the cancellation on

2 May 2001 of certain swap contracts and the revision of an existing swap arrangement on 23 May 2001,
which incorporated the liahility on the early redemption of these cancelled swaps. It is anticipated that the
provision will be utilised over the life of the revised swap, which expires on 31 March 2031,

2002

£m

At 1 Aprit 2001 -

Provision as at date of acquisition 222
Utilised in the year {22y

At 31 March 2002 200

{f) Provision for fair value on contract for difference

On 14 March 2001, a subsidiary company Dvr Cymru Cyfyngedig, entered into a swap contract with
WPD Finance Limited, the Contract for Difference (CID}. This contract fixed the price of the operations
and customer gutsourcing contracts before the contracts were awarded. The outsourcing of the contracts
were in total below the CfD price and consequently Dvir Cymris Cyfyngedig will have to make payments
1o cover the shortfall. The CfD contract is therefore onerous and a fair value provision, cn acquisition of

Dvire Cyraru Gyfyngedig, was requived, The above provision will be amortised until the contract ends on
31 March 2005.

2002

Em

At 1 April 2001 -
Provision arising on acquisition of subsidiary 30.0
Charge to profit & loss account -
Utilised in the year . 73)

At 31 March 2002 227
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Deferred income relates to grants and other customer contributions recceived and receivable in respect

of operational fixed assets and will be credited to the profit and loss account over the lifetime of those

assets,

2002

£m

At 1 April 2001 -

Deferred income arising on acquisition of subsidiary 39.3

Received and receivable during the year 0.6
Released to profit and foss account e

At 31 March 2002 38.6

23 Heserves

Group Company

Profit and Profit and

Loss Account  Loss Account

£m £m

At 1 April 2001 - R

Profit retained for the year 728 -

At 31 March 2002 725 -

24 Cash flow from operating activities

2002 2001

£m £m

Operating profit 182.9 -

Depreciation of tangible fixed assets 80.2 -

Amortisation of goodwill (40.8) -

Decrease/{increase) in debtors 43.7 (0.5}

(Decrease)/increase in creditors {10.5} 0.3
{Decrease)/increase in restructuring provisions (61) i o

Cash flow frem operating activities 249.4 (0.2}




Notes to the financial statements

25 Reconciliation of net cash flow to movement in net debt

2002 2001
£m £m
Decrease in cash in the year {15.3} -
Debt acquired with purchase of subsidiary {2,075.1} -
Bank deposits and commercial paper acquired
with purchase of subsidiary 2053 -
Movements in bank deposits and commercial
paper during the year 1779 -
Increase in leans during the year {113.9} -
Bond issue costs 13.6 -
Write-off of unamortised bond issue costs {1.1} -
Indexation of index-linked debt __{aB) -
{1.813.1} -
Net debt at 1 April 2001 {02) e
{1.813.3} -
26 Analysis of net debt
At Y April On Cash Mon-Cash At 31 March
2001 agquisition Flow Items 2002
E£m £m £m £m £
MNet cash:
Bank overdraft (O.Z) o - {153} - {15.5)
{0.2) - {15.3} - {15.5)
Liguid resources:
Current asset investments - 205.3 177.9 - 383.2
Finance leases - 1728y (57 - {288.6)
Debts falling due within one year - (0.6} - - {0.6)
Debts falling due after one year .. 0te) s - (1,899.8)
- {2,075.1) 113.9) - {2,189.0)
Bond issue costs capitalised - - 13.6 (1.1} 12.5
Bond indexation T @s) 45
- {2,0751)  {100.3) (5.6} {2.181.0)
Net debt ©2  (1869.8) 623 (56}  {1,813.3)
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21 Acquisition of subsidiary undertakings

On 11 May 2001 Glas Cymru (Securities) Cyfyngedig, a 100% owned subsidiary of Glas Cymiru
Cytyngedig, acquired the entire issued share capital of Dvir Cymru (Holdings} Limited, the parent
company of Dvir Cymru Cyfyngedig, Dvir Cymiru (Financing} Limited and Welsh Water Utilities Finance
Pic. The following table sets out the book values of the identifiable assets and liabilities acquired and
their fair value 1o the group:

Book Fair Value Fair
Value Adjustments Value
£m £m £fm
Fixed assets
Tangible 2.2573 2,257.3
Investments 0.2 0.2
Current assets
Debtors 107.5 107.5
Cash 495 49.5
Current assets investments 2053 205.3
Total assets - 2,6198 2,619.8
Creditors
Bonds 1,896.4 1,896.4
Finance leases 172.9 172.9
Other loans 58 5.8
Trade creditors 149.4 149.4
Other creditors 49.9 (4.0} 459
Accruals 1.0 1.0
Provisions
Deferred income 388 38.8
Reorganisation provision 71 1
Deferred taxation 75.6 75.6
Other S T . <o S ...
Total liabilities 23984 384 = 24388
Net Assets 2214 [38.4) 183.0
Negative goodwill (178.8)
Purchase consideration 4.2
Details of the fair value adjustments are as follows:
Note £m
Provision for Onerous Contracts
Provision for swap fair value 211e} 1.3
Provision for Contract for Difference 217} 30.0
Provision for contract with United Utilities Green Environment - 11
42.4
Other creditors not required ] "(4.70)
38.4

The above fair value adjustments are provisional.
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Acquisition of subsidiary undertakings

Cn 11 May 2002, the group acquired Dvr Cymiru (Heldings) Limited, an investment holding company, which
does not trade. The principal trading subsidiary in the group which was acquired was Dwr Cymru Cyfyngedig.

A summarised profit and loss account of Dvvr Cymreu Cyfyngedig for the period from 1 April 2007 up to
10 May 2001 and from 11 May 2001 to 31 March 2002 is set out below:

28

28

30

1 April 2001 to 11 May 2001 to
10 May 2001 31 March 2002

£m £m
Turnover 526 406.1
Operating profit 21.2 133.9
Exceptional items 2.6 -
{Loss)/profit hefore taxation {2.1) 43.8
Taxation credit/(charge) i Q.Z o (0:_5)__
(Loss)/profit after taxation (1.9) 43.3

The profit after taxation in respect of DWr Cymru Cyfyngedig for the year ended 31 March 2001 was £46.9m

Directors’ and officers’ loans and transactions

No loans or credit transactions with any directors, officers or connected persons subsisted during the year
or were cutstanding at the end of the year.

Elan agueduct
In 1984 Welsh Water Authority entered into a conditional sale and purchase agreement with

Severn Trent Water Authority for the sale of the agueduct and associated works by which the bulk
supply to Severn Trent reservoirs is conveyed.

The sum of £31.7m, representing the consideration for the conditional sale, has heen invested in a trust
fund. The principal function of the fund was to provide an income to Welsh Water Authority, whilst
preserving the capital valiie of the fund in real terms. Welsh Water Authority’s interest in this fund was

vested in Dvir Cymru Cyfyngedig under the provisions of the Water Act 1988. The assets of the fund are
notincluded in these financial statements,

interest receivable includes £1.2m in respect of Elan Valley Trust Fund.

Related party transactions

In accordance with the exemption afforded by Financial Reporting Standard 8 there is no disclosure in
these financial statements of transactions with entities that are part of the Glas Cymru Cyfyngedig group.
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31 Pensions

Current arrangemen‘ts

Following the acquisition of Dvwr Cymru Cyfyngedig by Glas Cymru Cyfyngedig, a new pension scheme
for current employees was introduced with effect from 1 December 2001, All existing staff joined the
new scheme cn 1 December 2001. As a consequence, these staff have now become deferred members
in the predecessor Hyder Limited schemes referred to later in this note. Under the new arrangements,
employees will have the right to transfer their past service and benefits to the new scheme in the course
of the next twelve months. pending finalisation of the transfer values under the predecessor schemes.
As at 31 March 2002 and up to the date of approval of these accounts, these transfer values had not
been determined nor had any employee formally elected to transfer.

The first formal valuation of the new scheme is due at 31 March 2003, The current company contribution
is 12% per annum. The contribution rate will be revisited at the valuation date. The pension costin the
period from 1 December 2001 to 31 March 2002 was £300,000.

Additional disclosures regarding the defined benefit pension scheme are required under the transitional
provisions of FRS 17 "Retirement benefits” and these are set out below, The disclosutes relate to the first
year of the transitional provisiens. They provide information which will be necessary for the full
implementation of FRS 17 in the vear ending 31 March 2004,

An informal actuarial valuation of the new scheme at 31 March 2002 has been performed by a gualified
actuary using revised assumptions that are consistent with the requirements of FRS 17, Investments have
been valued, for this purpose, at fair value. The major assumptions used by the actuary were:

%
Rate of increase in salaries 4.46
Rate of increase in pensions payment 2.96
Discount rate 5.92
Infiation assumption 2.96
The fair value of the assets, and the present value of the liabilities in the scheme, at the
halance sheet date were:
2002 2002
Long term rate of
return expected £000
Equities 7% -
Bonds 5% -
Cash A% . .2584
Total market value of the assets 258.4
Present value of scheme liabilities 2431
Surplus in the scheme 15.3
Retated deferred tax asset _15.0)

Net pension asset 10.3
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31 Pensions:

2002

Balance Sheet £m

Net assets excluding pension asset 72,5

Pension asset* -

Met assets including pension asset 725

2002

Reserves £m

Profit and loss reserve excluding pension asset 725
Pensicn asset” .

Profit and loss reserve including pension asset 725

“The net assets and profit and loss reserve of the company would increase by £ 10,300.

As the scheme has only been operative for four months the assets have been placed on deposit but will

be invested in bonds and equities in line with the direction of the Trustees during the year ended
31 March 2003.

Previous arrangements

Until 30 Navember 2001, the company participated in a number of pensian schemes in the UK. The
assets of each pension scheme are held separately from the assets of the group and are administered by
trustees. The principal schemes are defined benefit schemes in the UK - the Hyder Water Pension
Scheme (HWPS), and the Water Mirror Image Pension Scheme (WMIS).

Under the terms of the Purchase and Sale Agreement by which Glas Cymru Cyfyngedig acquired
Dvir Cymiru Cytynigedig, the company will have no ongoing pension liabilities or the ability to use the
surplus arising in respect of those employees who have transferred to the new service providers or in
respect of the remaining employees who are now deferred members of the schemes,

The total pension cost for the period up to 30 November 2001 was £0.3m {2001; £8.8m). Payments are
in accordance with actuarial guidance.

32 S1atus of the company

The company is limited by guarantee and dees not have any share capital. In the event of the company
being wound up, the liability of the members is limited to £1 each.




