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DIRECTORS’ REPORT and OPERATING AND FINANCIAL REVIEW
For the year ended 31 March 2008

The directors present their annuai report and operating and financial review and the audited financial statements
for the year ended 31 March 2008

Principal activities

The principal activities of the business comprise the supply of potable water 1n both the northern and southern
regions, and the collection, treatment and disposal of sewage and sewage sludge throughout the north east of
England

Directors

The directors who served during the year were as follows

Sir D Wanless Non-Executive Chairman

J A Cuthbert Executive Managing [Director

C M Green Executive Finance Director

G Neave Executive Operations Dhirector

A C Jones Executive Regulation and Scientific Services Director
A G Balls Independent Non-Executive Director
A M Frew Independent Non-Executive Director
A ] Scott-Barrett Non-Executive Director

Dr 8 Lyster Independent Non-Executive Director
Sir A P Brown Non-Executive Director

M A B Negre Non-Executive Director

M Williams Non-Executive Director

C R Lamoureux Non-Executive Director

BUSINESS OVERVIEW

Operating Environment

Northumbrian Water Limited (NWL) 1s one of the ten regulated water and sewerage businesses in England and
Wales, operating n the north east of England, where 1t trades as Northumbrian Water, and in the south cast of
England, where it trades as Essex & Suffolk Water The company’s ultimate parent company 1s Northumbrian
Water Group ple (NWG or the Group), a company listed on the UK Stock Exchange

In the north east the business comprises the supply of both potable and raw water and the collection, treatment
and disposal of sewage and sewage sludge to 2 6 million people This 15 a region of modest economic growth
There 1s a dechining industrial customer base and consequently, a reducing mdustrial demand for water, but a
growing demand from domestic customers NWL, with resources such as Kielder Water, has sufficient water to
meet anticipated demand and, compared to the rest of England and Wales, benefits from above average rainfall
win the region In addition to 1ts sewerage services, NWL continues to provide expert industnal effluent treatment
services through its major treatment works at Bran Sands on Teesside

In the south the business supplies potable water to | 8 mtllion people The southern operating area 1s 1n a region
that 1s continuing to experience economic and population growth although 1, too, has seen a reduction in
demand from heavy industry NWL has been implementing long term plans to maintain the availability of water
supplies to meet additional demand 1n a region where water resources are already constramned




DIRECTORS’ REPORT and OPERATING AND FINANCIAL REVIEW (continued)

Regulatory Epvironment

As a monopoly suppher of an essential public service, the UK water industry operates within a demanding
regulatory environment

The Water Services Regulation Authority (Ofwat) regulates prices and levels of customer service, while the
Drninking Water Inspectorate (DWI} moniters drinking water quality and the Environment Agency (EA) covers
environmental protection Customers’ interests are represented by the Consumer Council for Water (CCWater)

NWL aims to maintain good working relationships with its regulators and with regional organisations, such as
local authonties, which can influence the company’s business and have an interest in the services 1t provides
NWL 1s an active member of Water UK, the industry association which represents all UK water and waste water
service suppliers at national and European level It prowides a very effective framework for the industry to
engage with Government, regulators, stakeholder organisations and the public and helps to develop policy and
mprove understanding of the industry Representatives of the company also meet regularly with national,
regtonal and local authorities and other appropriate organisations to explain NWL'’s activities and related 1ssues

BUSINESS STRATEGY AND OBJECTIVES

The NWG mission s to be the national leader in the provision of sustainable water and waste water services, and
this 1s shared by NWL The company aims to be a leading performer in the industry and all operations are
geared to delivering efficient and effective outputs

In order to deliver this the company focuses on three priorities

to maintain a strong reputation and relationships by
e delivering excellent service to customers,

e delivering regulatory outputs,

e creating shareholder value, and

¢ involving the main stakehelder groups

to ensure a stable financial profile by

*  maximising revenue,

»  delivering operational efficiency, and
* securing low cost long term funds

to develop a culture of continuous iImprovement by

s ensuring a focus on safety and rigorous risk management,
¢ encouraging employees to fulfil their potential,

e promoting a flexible and proactive attitude, and

» embracing a sustainable and responsible approach

A clear framework

NWL has identified five key strategic themes People, Customer, Competitiveness and Environment are
important individually and also contribute to the fifth theme, Reputation These themes drive performance and
delivery of the corporate objectives The themes are mutually supportive and achieving the night balance
between them 1s an essential part of the company’s success

People Our people are the key to business success

Customer Our overriding objective 1s to meet the needs of our customers
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Compeftitiveness To grow our business and meet the challenges of a developing market we need to be
competitive

Environment Our business 15 founded on water and environmental engineering and a great deal of what
we do influences the environment We recognise the impact we have on the environment
and also on econemic and social factors We will seek to deliver sustainable outputs from
our actIvitics

Reputation Our ability to develop our business wili be influenced by our reputation A good
reputation 15 often the starting point for good stakeholder relationships on which business
growth can be achieved

By staying focused, motivated and innovative we are confident we will be able to supply our customers with an
excellent service at the right price and, by satisfying our customers, we provide a platform on which we will
build, expand and develop our business

NWL’s corpoerate objectives are

s to deliver industry leading customer service,

to be the most efficient water company,

to be recognised as a great company to work for,
to be the company of choice for investors, and
to protect and enhance the natural environment

The company prepares a detalled medium term business plan and annual budget, which 1s reviewed and
submitted to the Beard for approval Targets are set to measure performance and regular financial forecasts are
made Business plans and budgets mclude an assessment of the key risks and success factors facing each
business umit Measurement of success against the objectives focuses on key performance indicators (KPls)
which are hnked to regutatory and business targets Performance against the most significant KPls 1s monitored
by the NWL management team and 1s reported below




DIRECTORS’ REPORT and OPERATING AND FINANCIAL REVIEW (continued)
FINANCIAL PERFORMANCE
Key Performance Indicators

The defimition, purpose and source of each KPI are shown on page 20

KPI Target Performance

Current year Previous year
Gearmng to RCV - NWL group (note 11) <70% 64% 65%
Gearing to RCV — Appointed business only <65% 58% 57%
Cash interest cover >3 O0x 3 9% 3 6x
Cash flow to net debt >13% 17% 16%

All financial KPIs remained better than the target for the year The increase in cash interest cover for the year
reflects the positive cash effects of the index linked bond 1ssuance since September 2005

The company’s profit and loss account and balance sheet are set out on pages 22 to 23 The financial statements
have been prepared n accordance with applicable Accounting Standards in the United Kingdom The key
accounting policies are summarised in note | to the statutory accounts on pages 24 to 27 and these have been
applied consistently throughout the current and preceding periods, other than a change 1n the basis on which the
company accounts for pension costs under Financial Reporting Standard (FRS) 17  In previous years NWL
adopted the multi-employer exemption within FRS 17 and reported costs on a defined contribution basis
However, the transfer of staff from Analytical & Environmental Services Limited (AES) nto the scientific
services division within NWL has enabled the company to report costs on a defined benefit basis under FRS 17
Detalls are provided in note 26 on pages 43 to 46

Profit after tax for the year was £125 3m (2007 £126 4m)

Turnover increased from £581 2m 1n 2006/07 to £622 4m for the year to 31 March 2008 This increase 1s
mainly due to the apphcation of new regulatory pricing which resulted n an average price increase to tanff
income of 6 7% n April 2007 The K factor allowed for 2007/08 i the 2004 final determination (FD) was
3 2%, however, NWL chose to abate an element of K on the sewerage service and only implemented a K factor
of 2 8% The RPI applicable to taniff basket income in the year was 3 9%

Operating costs, excluding capital maintenance costs, have increased from £246 6m to £250 8m, principally
reflecting the impact of inflation on operating costs although these have been partially offset by reduced energy
costs and other efficiencies Operating costs for the appomnted busingss in 2007/08 are £1 4m lower than those
estimated 1n the FD for the year Operating costs continue to be dominated by energy prices and, in particular,
by the volatility n prices seen over recent years Energy prices for 2007/08 fell back from the previous year to
levels close to those assumed by Ofwat when setting prices However, there has subsequently been a dramatic
ncrease In energy prices, almost doubling from the low point of February 2007 This will add more than £8 Om
to NWL’s operating costs in 2008/09, despite continucus efforts to mimimise energy usage

Capital maintenance costs have increased from £95 7m to £118 5m, reflecting additional depreciation charges
ansing from the commissioning of new assets and a step change in infrastructure depreciation to reflect increased
long term maintenance investment The company 1s currently updating 1ts long-term investment plans as part of
the periodic review process (PR0O9) and has identified a sigmficant increase in projected investment n
infrastructure maintenance over the period to March 2020 This increase has been reflected in the assessment of
infrastructure depreciation in the current year
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Key Performance Indicators (continued)

Net interest payable decreased by £6 1m from £82 Om to £75 9m However this includes a net credit of £13 2m
(note 4) m respect of accounting for the company’s defined benefit pension scheme under FRS 17 This1s a
non-cash item for the company, the £48 4m credit representing the expected return on pension scheme assets and
the £35 2m charge representing the interest cost of pension scheme habilities The true mnterest charge has
mcreased by £7 1m reflecting the increase in net debt of £102 Om requured to fund the capital investment
programme The indexation element of index-hnked loans has increased significantly reflecting higher inflation
rates and a full year of indexation on the £200 0m index-linked loans borrowed during 2006/07 Interest payable
on external loans has increased due to the £100 Om European Investment Bank loan drawn in March 2007

In March 2008, NWL entered into a new £28 6m long term finance lease for relmned infrastructure assets The
lease 1s at variable rates linked to RPI and has a final matunty of March 2043 In May 2008, the European
Investment Bank (EIB) agreed an addinonal £120 Om facility with NWL  This offers NWL attractive funding
and will be drawn before May 2009

During 2007/08, significant smprovements were completed to water treatment works at Honeyhill, Lartington
and Warkworth 1n the north east whilst at Layer, in Essex, good progress was made on a project that will
increase the rehable output by 20%, to 145 MV/d Construction of a new 16km trunk main to serve customers i
Newcastle 1s almost finished which will enable 155km of trunk mamns supplying South Northumberland and
Newcastle to be cleaned over the next few years Rehabilitanon of 373km of water mains was completed during
the year

In respect of water resources, the plan to increase the capacity of the Abberton reservoir, near Colchester in
Essex, by around 60% reached a key mulestone in December 2007 when applications were submitted for
planning permission for the reservorr and two large pipelines The applications are the culmimation of extensive
work with environmental scientists, lawyers and planners to produce the environmental statement and supporting
documentation The enhanced transfer facilimies and the enlarged reservoir will secure water supplies for
customers 1n one of the driest areas in the United Kingdom

In the waste water business, investment to reduce the rnisk of sewer flooding was increased with the completion
of 18 schemes to alleviate flooding risk for 156 properties During the year, 86 unsatisfactory sewerage
overflows were improved which will improve local water courses, enhance their visual appearance and reduce
pollutton incidents

The directors recommend a final ordinary dividend amounting to £41 Om (2007 £38 8m) which, together with
the iterim dividend of £40 8m (2007 £38 7m), makes a total for the year of £81 8m (2007 £77 5m) This
continues the stated dividend policy for the appointed business of 1 9% real annual growth (see note 9 to the
statutory accounts)
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OPERATIONAL PERFORMANCE

Key Performance Indicators

In addition to the financral indicators shown on page 4, NWL also uses non-financial indicators throughout the

busmess

definition, purpose and source of the main KPIs are shown on pages 20 and 21

Performance against these indecators 1s reviewed by the management team each month  The

North (N) Target Target Performance

South (8) 2008/09 2007/08 Current year _Previous year

Customer satisfaction

Overall service (%) N/§ 90 Maintain 39 92

Value for money (%) N/§ 85 Maintain 33 87

Customer — levels of service

Properties at nsk of low pressure N 274 274 181 298
S 126 126 60 130

Properties subject to unplanned N 3,000 3,000 3,318 20,389’

interruption of 6 hours or more S 2,000 2,000 3,405 3,967

Properties subject to hosepipe bans at

any time durning the year N/§ 0 0 0 0

Properties subject to sewer flooding

incidents (other causes) N 150 150 290 183

Properties at nisk of sewer flooding

incidents (once 1n ten years) N 183 78 125 116

Properties at risk of sewer flooding

incidents (twice In ten years) N 331 51 329 229

Billing contacts responded to (within N 992 950 993 993

five working days) (%) S 992 990 99 6 992

Written complaints responded 1o N 99 8 99 8 999 999

(within ten working days) (%) S 99 8 99 8 99 7 999

Bills based on meter readings (%) N 9995 99 95 99 80 99 84
) 99 95 99 85 99 96 99 94

All telephone lines busy (%) N 025 025 003 020
S 025 025 0 0

Abandoned telephone calls (%) N 25 25 28 32
5 25 23 33 23

Water

Water quality (%) N/S >99 9 Maintain 999 99 9

>999
Leakage (MU/d) N <1530 <1545 13593 14594
(MU/d) ) <673 <679 68 26 67 99

Environment

Sewage treatment works (%) N 100 100 98 4 99 8

Bathing waters Mandatory Standard N

(%) 100 100 100 100

Pollution mcidents N 96 116 119 142

Employees

Employee turnover (relling %)2 N/S - Industry 74 §2

average 103

Lost time reportable accidents

(per 1,000 employees) N/S 5 6 6 8

Sickness absence (%) N/S 285 295 325 301

1 Performance affected by two major bursts, one 1n Middlesbrough on Teesside and onc in Bedlington in Northumberland

1 Notasget set, data for information
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Key Performance Indicators (continued)

NWL carries out regular quarterly tracking surveys and during the year customer satisfaction levels remamed
very high, with §9% of customers satisfied or very satisfied with the service NWL provides and 83% feeling 1t
provides value for money NWL 1s committed to providing a high standard of customer service that meets the
expectations of both customers and regulators and maintamed its high levels of customer service in the year

The quality of the drinking water supplied by NWL remamed excellent in 2007/08 and the leakage targets
agreed with Ofwat have been met On waste water compliance, the company agaimn achieved 100% compliance
on the EU Mandatory Standard for bathing waters and continued the improvement trend in pollution incidents
that has been recorded for the last four years

Employee turnover and sickness absence remain below the industry average and lost time reportable accidents
improved on the previous best performance at six per 1,000 employees

FUTURE DEVELOPMENTS
Looking to the future

NWL consulted key stakeholders before publishing ‘Looking to the future’, its long term operational strategy for
the next 25 years Two versions were published, one for each operational area, and they have been well recerved
by a range of stakeholders

The strategy set out NWL’s long term aims as well as intermediate targets for the period to 2015 for the key
areas of

»  customer satisfaction,

e water quality,

¢ availability of water,

®  waste water services,

* sustamability, the environment and clhimate change,

¢ finance, and

¢« employees

The strategy builds on the achievements of the past 20 years and re-affirms NWL’s commitment to long term
planning and investment to dehver value to all of 1ts stakeholders

The company tdentified three key challenges for the future

«  mamtaining and, where appropriate, improving services whtlst keeping bills affordable,

«  mamtaming healthy and stable finances to ensure that NWIL. can continue to borrow money to meet the
investment needed in the business, and

s dealing with climate change The company needs to further reduce greenhouse gas emissions and also
future-proof its operations agawnst a changing climate

The full versions of ‘Locking to the future’ are available on the company’s websites at www nwl co uk and
www eswater co uk

Putting customers first
NWTL has only increased prices by inflation for 2008/09 and has not used the 1% real increase that Ofwat’s price

limits allow This 1s the second consecuttve year in which NWL has not implemented the maximum price
Increase
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Putting customers first (continued)

The company has already stated that 1t does not intend to use the increase allowed by Ofwat 1 2009/10¢ and
average bills will, again, only rise by inflation By 2010, 1t 1s expected that the combined water and sewerage
bill  the north east will be the lowest in the country and, in the Essex and Suffolk region, water bills will
compare favourably with other local suppliers

NWL will submut 1ts draft business plan covering the period from Apnil 2010 to March 2015 to Ofwat in August
2008 and this will set out the short term actions to deliver the 25 year strategy pubhshed in ‘Looking to the
future’ The significant investment programme will continue to deliver high levels of service to customers and
value to stakeholders However, there will be a significant switch from achieving new quality standards to
maintaining the high standards already achieved The company will also be working to tackle the challenges
posed by chmate change and to improve the resilience of 1ts assets NWL believes that it 15 well placed to
deliver these objectives and aums to keep prices low without compromising its ability to deliver safe and secure
water supplies and 1ts commitment to protect the environment

RISKS & UNCERTAINTIES
Financial risks

The principal financial risks, including energy prices, have been described in the section headed Financial
Performance The management of financial risks relating to hiquidity and treasury policies are covered below
under Capital Structure

Non-financial risks

The company identifies and assesses the impact of risks to the business under five headings, environment,
external, operations, finance and reputation For each risk the likelihood and consequences are identified,
management controls and frequency of monutoring are reported and the scale of the risk 15 assessed The
management team reviews the approach to risk management in detail every year and the Audit Commutiee
considers the outcome of this review The management team also reviews the significant risks every month and
summary reports on these reviews are submitted to the NWL board

The principal non-financial risks identified are summarised below

Regulatory nisk
In February 2008, the Government announced a study (the ‘Cave review’) into the scope for innovation and

competition in water services and, in May, Ofwat published the second part of 1its own compention review The
latter 1s intended to inform the Cave review and effectively forms Ofwat's view of the legislative action which
may be required to introduce competition to the sector Government 1s preposing to introduce a Water Bill in
the next parhamentary session which will propose various measures to tidy up water related legislation but may
also include reference to introducing measures in response to the Cave review This may result in enabling
legislation that provides Ministers with powers to pass secondary legislation to enact recommendations from the
review However, a Water Act is unlikely to materialise for at least two years

Environmental, social and governance risks
There are two principal environmental, social or governance risks considered to be sigmificant to the value of the

company

The first relates to the use of sewage sludge as a so1l conditioner on agricultural land If this disposal route was
lost, the sector would need to find or develop alternative ways to re-use or dispose of its sewage sludge This
could mean higher capital and revenue costs to provide additional sludge processing faciliies The development
of the ‘Safe Sludge Matrix’ and the proposed revision of the Sludge (Use in Agriculture) Regulations have
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Non-financial risks (continued)

Environmental, social and governance risks (continued)

reduced the immediate risk n this area  NWL 1s introducing advanced digestion to both reduce sludge volumes
and the carbon impact of its activites NWL will retain a facility to dry sludge and produce pellets as a fuel
replacement, as a viable alternative way of using sludge in the medwum term

The second 1s the potential for sewer flooding As rainfall patterns become more variable and ntense storms
more frequent, localised heavy rainfall can result in sewers becoming overloaded NWL welcomes the focus on
mtegrated flood management 1n Defra’s strategic document ‘Future Water’ and 1n the ‘Pit Review’ on recent
floeding

New and proposed legislation that will have a significant impact on the business includes

¢ the Traffic Management Act, which was implemented in Apnl 2008, and

¢ the transfer of private drains and sewers, which will increase the network owned and maintained by NWL by
about 60%

Affordability and customer debt

Although NWL's average household bills are relatively low, affordability 1s an issue for the company with
mcome deprivation levels in the northern area the highest of all water and sewerage companies and, in the
southern area, close to the national average

Providing customers with a range of payment facilities and frequencies that suit their individual circumstances 1s
a critical element of successful income collection and debt prevention The company ensures that customers are
aware of options which help reduce charges and ease the establishment of payment arrangements

Customers who deliberately avoid paying charges are actively pursued and the company continues to work with
Ofwat and Defra to seek changes to legislation to assist the industry to impose and collect charges

Water resources

The way that water resources are retamned, recycled and distributed 1s a central part of the business Whilst NWL
has sufficient water resources 1n the north east, 1t 1s still important to manage the demand for water so that it does
not exceed levels that can be supplied n a sustainable way

In the Essex and Suffolk area, however, water resource availability 1s a key 1ssue  Although NWL did not have
to impose a hosepipe ban during the drought of 2006, 1t needs to continue to invest to achieve 1ts aim of ensuring
that customers have access to the water they need In spring 2008, the company published its draft ‘Water
Resources Management Plan’ and this 1s now out for consultation

In December, NWL submitted applications for planning perrmssion for the Abberton scheme which will increase
the capacity of the Abberton reservour by around 60% Once this 1s in operation n 2014, the company predicts
that 1t will not need to develop major resources, such as reservoirs, in the next 25 years

NWL will continue to lead the industry on water efficiency measures and to encourage customers to use water
wisely The company will work with other stakeholders to develop a co-ordinated strategy for reducing water
use to sustainable levels

In areas where water 1s scarce, water meters have a key role to play in reducing demand NWL aims to achieve
as near to universal metering as possible in Essex by 2020 and in Suffolk by around 2023  On current policies 1t
will take considerably longer to achieve full metering in the north east and there 15 no economic, environmental
or social driver to move more quickly
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Non-financial risks (continued)

Changing weather patterns
The water cycle and the changing British weather has a direct influence on the provision of water and waste

water services NWL’s employees are experienced in managing the effects of too much or too little rainfall, but
changing weather patterns will remain a challenge for the business

The water industry 1s a major user of energy in 1ts processes The company has carrted out research into the
impact of climate change on all of its assets and water resources and this has been incorporated in the ‘Climate
Change Pohicy” as part of its corporate responsibility work The company will continue to explain to customers
that energy 15 also being wasted when water 1s being wasted

Employees
People are NWL’s key asset and 1f the company 1s to continue to meet the needs of 1ts customers, and to achieve

its regulatory obhigations, 1t needs to continue to recruit and retain talented and sk:lled people as a leading
employer 1n 1ts regions  NWL will continue to offer all employees terms and condittons at least commensurate
with other major employers as well as appropniate traimmng and development to support their career development
This will include comprehensive management, graduate and apprentice programmes, as well as inttiatives such
as NVQ programmes which reach many employees

CAPITAL STRUCTURE
Cash flows and hquidity

The level of capital expendrture that the company 1s oblhiged to incur 1s such that 1t cannot be wholly financed by
mternally generated sources As a result, the company must rely upon raising additional finance on a regular
basis, to be principally used to fund the long term assets required n its regulated business The strategy of the
company 1s to finance such investment by raising medum to long term debt, providing a balance sheet match
with long term assets, and to fix a major proportion of interest rates

Credit rating

The credst rating for NWL has remained consistent throughout the year at BBB+ stable (Fiich and Standard &
Poors) and Baal stable (Moodys)

Treasury policies

The company’s Board 1s responsible for the financing strategy of the company which 15 determined within
treasury policies set by the company’s ultimate parent company, NWG  The aim of this strategy 15 to assess the
ongomng capital requirement and to raise funding on a timely basis, taking advantage of any favourable market
opportumttes The Treasury department of NWG carries out treasury operations on behalf of the company
Surplus funds are invested based upon forecast requirements, in accordance with the treasury policy On
occasion, derivatives are used as part of this process but the treasury policies prohibit their use for speculation

Risks artsing from the company’s financial instruments

The mam nisks anising from the company’s financial instruments are hiquidity risk and interest rate risk  As
noted above, the company’s financing strategy 1s developed 1n accordance with the treasury policies of NWG,
whose board reviews and agrees policies for managing each of these nsks These are summarised below The
treasury activities of the company are conducted 1n accordance with these policies
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Liquidity risk

As regards day to day hquidity, the company 1s responstble for cash management and has sufficient commutted
facilities to cover 3 years forecast cash outflow The Group’s policy 1s to have available standby commutted
bank borrowing facilities with a value of no less than £50 Om and with a bank agreement availability period of
no less than 3 months At 31 March 2008, NWL had £75 Om (2007 £75 Om) available in standby commutted
bank facihties

Interest rate risk

The company finances 1ts operations through a mixture of retained profits and borrowings It borrows at both
fixed and floating rates of interest and, as noted above, on occasion uses derivatives to generate the desired
mterest profile and to manage its exposure to interest rate fluctuations The Group’s policy 1s to keep a
minimum 60% of its borrowings at fixed rates of interest At 31 March 2008, 63% (2007 65%) of the
borrowings of the Group were at fixed rates of interest Index hnked borrowings are treated as varniable rate
debt

The current pressures within the financial markets have been well documented and the credit crunch has resulted
in reduced availability of certain types of finance (such as index linked bonds) and a significant increase n the
cost of corporate debt It 1s not clear how long current d:fficult market conditions will persist However, as the
company has sufficient funding 1n place to 2011, the effects are mmimal

Foreign currency risk

The Group’s policy s that any foreign currency exposure n excess of £100,000 sterling equivalent of a
transactional nature, or £3m sterhing equivalent of a translation nature, should be covered immediately on
recogmtion At 31 March 2008, the company had no currency exposures (2007 ml)

Market price risk

The company’s exposure to market price nisk principally comprises interest rate exposure The company’s
policy 1s to accept a degree of interest rate risk  On the basis of the company’s analysis, it 1s estimated that a 1%
rise n interest rates would not have a material affect

CORPORATE RESPONSIBILITY
Corporate responsibility

NWL 15 expected to provide a secure supply of water, a basic necessity for health, and to protect or enhance the
environment when returning waste to it However, stakeholders also expect the company to

*  behave fairly and responsibly,

*  use resources wisely,

= mprove quahty of hife, and

s contribute to economic development

The company takes its corporate responsibilities seriously, aiming to balance social and environmental priorities

This approach underpins all of the company’s activities and 15 integral to the way that the company does
business The company has developed 1ts own model to focus on corporate responsibility as an essential part of
normal business practice in NWL  This model 15 published on the company’s websites with hnks to policies,
action plans, key performance indicators and case studies for 25 key areas of the business

Il
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Corporate responsibility (contimued)

The Corporate Responsibihty Committee (CRC) 15 a subcommittee of the NWL board and comprises non-
executive directors, management team members and senior managers from the business The CRC 1s responsible
for poltcy review and agreeing and monitoring the targets and activities for the corporate responsibility themes
Specialist working groups are responsible for investigating, advising on and driving change on spectific projects
The Managing Director 15 directly accountable to the NWL and NWG Boards for both the environment and
sustainable development policies

NWG was again ranked as one of the top 100 *Companies for corporate responsibility’ based on an assessment
of the widely recognised Business in the Community (BITC) indices It was ranked as a ‘Platinum’ company,
which 1s the top rank, as well as being rated as the leading company n the sector NWG was also one of only
eight companies that received the BITC *Big Tick” for its impact on society These indices enable the company
to measure, manage and report its responsible business practice underpinned by a rigorous external review
process

Environment policy

The company 1s committed to preventing pollution, minimising 1ts adverse environmental impacts, in the context
of its activities as a water supply and sewerage undertaker, and promoting positive environmental outcomes
This 1s demonstrated through research to promote and deliver innovative solutions, together with a continuing
commitment to improve 115 environmental performance across all its activities  This includes asset design,
construction, operation and disposal, focusing specifically on air and climate systems, the water environment,
resource and raw material use, waste, conservation of biodiversity and heritage and local communities

Sustainable development policy

The sustainable development policy seeks to ensure that the company’s busimess management systems and
decision-making processes take account of environmental, social and economic 1ssues These include operating
i an ethical manner, mamtaining comphance with relevant legislation, regulations and requirements and
continuously 1mproving our performance 1 a cost-effective manner Details of supporting policies covenng
operations, business partners, the natural environment, employees and innovation are available on the company’s
websites

Environmental partnerships

The company has developed key partnerships to help the conservation of biodiversity on 1ts sites NWL’s
contribution to the partnerships includes funding of project officers Current partnerships include
Northumberland Wildlife Trust, Durham Wildlife Trust, Essex Wildlife Trust, the Broads Authority and the
Davy Down Trust

Chimate change

QOver the last five years the company has reduced the amount of energy it uses by almost eight per cent by
improving operations throughout the business, for example, by introducing anaerobic processes at Bran Sands,
and by encouraging customers to use water resources wisely

NWL has been working with independent experts and has carried out detailed assessments to 1dentify and
understand the impact chimate change will have on the business The UK Climate Impacts Programme will
pubhsh 1ts climate change scenartes in November 2008 and the company will revisit its assessment in the hight of
the new science that emerges However, the water industry 1s one of the largest users of energy in the UK and
NWL has been working hard to reduce its carbon footprint as part of its normal business Detailed below are
some activities which reduce NWL’s impact on chimate change
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DIRECTORS’ REPORT and OPERATING AND FINANCIAL REVIEW (continued)
Chimate change (continued)

* A new work management system will not only improve customer service and introduce a more efficient way
of workimg but will also reduce mileage significantly in the vehicle fleet

¢ Reducing tertiary UV disinfection outside of the bathing water season at five major works will reduce
energy consumption and carbon emissions with no detrimental effect on the marine environment

¢ Developing and implementing a sludge strategy to introduce an anaerobic digestion process will help power
the plant at three smaller sites imitially, and two larger sites over the next seven years and will increase total
rencwable energy to over 20%

» Generation of renewable energy with hydroelectric plants at four reservoirs and biogas combined heat and
power at three sewage treatment works New opportunities are continually sought and reviewed

¢ Funding grip blocking on blanket bog in the North Pennines Area of Outstanding Natural Beauty will enable
the wet peat to work effectively and lock in carbon

e The company’s ‘Water 1s precious’ campaign encourages customers to use water wisely and to recognise
that 1f they waste water, they also waste energy A water carbon footprint calculator 15 now available for
customers on our websites to encourage this link

Sociat and Community Issues

The company has a continuing commitment to support projects and organisations within the geographic areas n
which it operates and to contribute to the long term sustainability not only of the business, but also of the
environment, soctety and communities served Corporate responsibility 1s integral to how the company does
business and as part of this commitment 1t 1s looking at different ways to work within the community to promote
lasting change on key 1ssues

Community support

Currently 23% of employees participate n the ‘Just an hour’ volunteering scheme and last year gave over 5,431
hours to the community The ‘Care for safety’ scheme, which encourages employees to reduce accidents and
associated lost time, has tnggered payments totalling £49,890 for nominated chanties Great North Air
Ambulance Service, Mencap’s Diiston College, RNLI, St Teresa's Hospice and East Angha’s Children’s
Hospices

Education

In July 2007, the company launched the ‘Northumbrian Water GLOBE’ programme 1 a umque venture which
links up with the international GLOBE programme, an environmental education imtiative set up by Al Gore n
1996 As part of this, NWL donated 85 fully automated weather stations to schools throughout the northern
region to collect weather data in areas where Meteorological Office coverage 1s poor This data will help NWL
and external scientists understand the impact of ¢climate change and will be a valuable curriculum tool

The ‘Northumbrian Water Schools Awards’, now 1n their second year 1n the northern region, are designed to
recognise and celebrate the achievements being made by schools  They cover both community and curnicuium
based projects and honour whole schools, classes and individuals In the southern operating area the company
supports ‘Cash for Schools’ which recogmises excellence, with a focus on environmental projects from primary
and secondary schoels

Building began 1in March at the site of the Castle View Enterprise Academy where the company 1s the lead
sponsor for the development of the Academy Sunderland City Council 1s piloneering its own model for
acadermes as part of its wider Building Schools for the Future programme An Education Leadership Board,
chaired by Baroness Estelle Mornis, has also been set up to oversee the development of education in Sunderland
and sponsors will be involved with this The Department for Education and Skills has approved the outline
business case for the Academy The consultation and design process to meet the vision of the new Academy 1s
underway and 1s planned to be ready in autumn 2009
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DIRECTORS’ REPORT and OPERATING AND FINANCIAL REVIEW (continued)

Social and Community Issues (continued)

Water for health

NWL 1s at the forefront in the water industry in communicating the health benefits of drinking tap water  Over
£225,000 has been provided to date for water coolers in schools and over 500 have been supphed in over 300
schools The trials, and associated research, with water coolers 1n a day centre and care home for older people,
as well as two prisons, have continued NWL also assisted Water UK and Umison tn the national launch of
‘Water@Work’ which encourages employers to ensure that employees have adequate access to drinking water

Sustainable communities

The company 1s working with partners to create models of sustainable change and also methods of evaluating
their success, which c¢an be replicated in other communities The focus has been on health, education, economy
and affordable housing as well as creating new ways to support areas helped by NWL’s chosen charty
WaterAid

Community Foundations

Endowment funds contributed by NWL over the last sixteen years, totalling nearly £1 Om, are held with
Community Foundations covering the company’s areas of supply These are long term investments with the
income from the funds used to support community initiatives

Health

Healthworks cpened in November 2007 in Easington Colliery after NWL reached an agreement with County
Durham Primary Care Trust (PCT) to provide a 99 year lease on a redundant building NWL 15 working in
partnership with the PCT, the District of Easington Council, the Neighbourhood Management Pathfinder and
other stakeholders to develop services for the local community in an area where census records show one of the
worst health records in the country

Affordable housing

The nature of the business means that it owns areas of land, often in rural areas with low commercial or
development value Where land can be developed, without affecting the core activity of mamntaming and
dehvering a clean, safe water supply, then pniority will be given to providing affordable rural housing NWL has
supported HRH The Prince of Wales’ Affordable Rural Housing Initiative since 1t was launched in 2003 and 1s
leading the industry in this initiative

WaterAid

NWL continued to raise funds and awareness for the work of WaterAid which brings sustainable water and
sanitation solutions as well as hygiene education to the poorest parts of Africa and Asia The company’s
fundraising commuttee have raised £2 5m since 1997, with the help of the company, and last year focused its
fundraising suppert on specific projects in Malawi and India

Chartable donations
During the year, the company made charitable donations of £134,702 (2007 £128,505)

RELATIONSHIPS
Employees and Employment Policies

NWL’s key asset 1s its employees and one of 1ts strengths 15 employee loyalty, employee turnover 1s relanively
low at 7 4%, well below the UK water industry average of 10 3% NWIL, continues to seek the views of
employees and this year’s survey was completed by 45% who gave their views on their working life, training,
communications, managers and the company The results were reported back to all employees and discussed
with representative bodies Overall, employee satisfaction levels remain very high with over 75% of respondents
stating that they are proud to work for the company
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DIRECTORS’ REPORT and OPERATING AND FINANCIAL REVIEW (continued)

Employees and Employment Pohicies (continued)

The key employment policies 1n operation are outlined below

Equal Opportumties
The company operates an equal opportunity policy, incorporated into NWG’s Code of Conduct The company

promotes equality of opportunity i recruitment, employment continuity, training and career development The
policy 1s designed to ensure that no applicant or employee receives less favourable treatment on the grounds of
age, gender, disability, race, religion or sexual orientation

The company gives full consideration to applications for employment from disabled people where the
requirements of the job are appropriate or can be suitably adapted Where existing employees become disabled,
it 1s the company’s policy, wherever practicable, to provide continuing employment under normal terms and
conditions and to provide traiming and career development and promotion to disabled employees

Consultation

The company engages with 1ts employees through formal consultation processes These ensure that all
employees understand and have an opportunity to discuss 1ssues which affect the company The company has
recently adopted a new, more representative, employee relations framework

Traming and Development

The company trains and develops its employees to benefit both the company and the individual Annual
appraisals are given high priority, as 1s the identification of training needs, in recogmtion of the importance of
training and development i achieving the company’s goals and policies

NWL introduced an extensive People Plan in 2007 1n which 1t sets out a five year programme to support and
develop employees It 1s commutted to the continuous development of occupattonal skills and has signed the
Government's ‘Skills Pledge’, stating that it will ensure that 90% of employees will be qualified to the National
Vocational Framework Level 2 by 2009 and 95% as soon as possible thereafter

The company has re-introduced 1its apprenticeship scheme with 13 apprentices commencing a four year
development programme with guaranteed employment for those who successfully complete their training  The
company (s also recrutting for its Graduate Development Programme to provide potential leaders of the future
and continues to implement its Management Development Framework, working in partnership with the
Newcastle Business School, to cover training for potential managers through to director level

Communication

The company uses a wide range of communmication methods, including team briefing, magazines, newsletters,
ntranet, noticeboards and regular team meetings ‘Unplugged’, the Group magazine, contains articles on
acuvities and news from across the business, focusing on employees and their achievements

Whistleblowing
The company encourages open feedback and 1s commutted to protecting employees who wish to voice concerns

about behaviour or decisions that they believe to be 1llegal or unethical Durning the year, the Audit Commiitee
reviewed and updated its Disclosure Policy in accordance with best practice The Committee continues to
monitor the effectiveness of the policy

Health and Safety
A safe working environment 15 given a high priority 1n the business The health and safety peolicy 1s mantained

and implemented through the company’s health and safety team The emphasis on the importance of health and
safety within NWL has resulted in major improvements to the safety record in recent years  This year, lost ime
reportable accidents improved on the previous best performance with six per 1,000 employees This has been
accompamied by a further reduction n days lost through accidents The Group’s medical advisor, Grosvenor
Health, continues to provide occupational health services
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DIRECTORS’ REPORT and OPERATING AND FINANCIAL REVIEW (continued)

Health and Safety (continued)

The company continues to develop programmes to promote healthy eating and discourage smoking n the
workforce and offers excellent health screening and medical insurance schemes  Around 1,700 employees have
been through the health screening and fitness standards programmes, both of which now include hfestyle advice
elements The company has introduced a new service in partnership with RehabWorks, who specialise in the
prevention and management of muscular-skeletal myury, providing support for employees to help them return to
fitness more quickly and providing training to show staff how they can avoid these sorts of injuries

Employee Share Incentive Plan (SIP)

The directors believe that employee investment strengthens the ties between the company’s employees and the
Group and more than a third of NWL employees participate in the Group SIP - The scheme provides one free
matching share for every three shares purchased by an employee Shares for the SIP are purchased at market
price by the Trustee and dividends are patd n cash directly to participants There are no performance conditions
attached to the SIP, but free shares not held n trust for at least 12 months are forfeited

Customers

Domestic customers

NWL’s relationship with 1its customers 1s vital to the success of its business The company’s reputation for
providing value for money and working to maintain high levels of customer satisfaction has undoubtedly helped
achieve a positive response to appeals to use water carefully

NWL keeps 1ts customers mformed about 1ts activities through leaflets sent out with bills and also through an
annual magazine called ‘Source’ Customers also have access to a range of information about services and any
supply 1ssues on the company’s websites at www nwl co uk and www eswater couk  Customers directly
affected by works receive prior notification explaiming the need for, and timing of, the work NWL also
communicates with local communities through public meetings and written material when 1t needs to explain the
impact of work due to be carried out

CCWater has carried out its second annual survey for domestic customers on a number of key themes, including
value for money This year’s survey agan concluded that, of all water compames’ customers, NWL’s are the
most satisfied with the fairness of charges and value for money

During the year, NWL carried out specific research for the Pentodic Review of prices which 1dentified the ‘stated
preference’ of customers for service improvement as well as willingness to pay for them This research also
confirmed that the level of customer satisfaction is very high and communicated that over 40% of customers do
not require any improvements n service Where customers would hke to see improvements, the willingness to
pay more to achieve these improvements 1s himited These points will be considered when the Draft Business
Plan i1s submitted 1in August 2008

Business customers
The company 1s actively involved n the business community in its operating areas through direct membership
and mvolvement in the councils/boards of the CBI, Chambers of Commerce and other similar organisations

NWL has long-standing relationships with its key industrial and commercial customers n the areas in which 1t
serves The north east, in particular, has a strong industrial base and existing customers and potential investors
1n the region value the availability of not only high quality potable and raw water but also access to reliable
effluent treatment services

Leisure customers

NWL 1s one of the founding members of Kielder Water and Forest Park Development Trust, which will replace
the Kielder Partnership, which seeks to promote sustainable development, recreation, access and ieisure,
education, infrastructure and a range of other charitable purposes at Kielder and n the surrounding area The
Trust 1s seeking registration as a charity and 1t will be chaired by NWL’s Managing Director
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DIRECTORS’ REPORT and OPERATING AND FINANCIAL REVIEW (continued)

Quality

NWL has maintained its certification to the international quality standard 1SO 9001 2000 and to the international
environmental standard ISO 14001 2004 across all areas of the business, including operational sites and office-
based teams

The company also achieved companywide accreditation to the international occupational health and safety
management standard OHSAS 18001 n 2007 — the first water company to do so

Research and development

The company runs a programme of research and development linked to i1ts operations This includes the
pravision of technical solutions for water and waste water management and developing partnerships with
academic and research organisations During the year, the company invested £1 8m (2007 £2 Im) in research
and development

Pohitical contnibutions

The company does not, directly or through any subsidiary, make what are commonly regarded as donations to
any pohtical party or other political organisations However, the wide defimtion of denations n the Political
Parties, Elections and Referendums Act 2000 (PPERA 2000) covers activities which form part of the necessary
relationship between the company and political parties and political orgamisations These activities include
attending Party Conferences, as these provide the best opportunity to meet a range of stakeholders, both national
and local, to explain the company’s activities, as well as local meetings with MPs, MEPs and their agents The
costs assoclated with these activities during the year were as follows (2007 £6,092)

Orgamsation Donations for the period (£)
Labour 3,710
Liberal Democrat 618
Conservative 1,808
Total 6,136

NWG shareholder authority to permit the Group to continue with these activities until the 2009 AGM will be
sought at this year’s AGM

Company payment policy

The company’s policy 1s to agree payment terms with supphers and to pay on time according to those agreed
terms In the absence of alternative agreement, the policy 1s to make payment not more than 30 days after receipt
of a vahd invoice The ratio, expressed in days, between the amount invoiced by 1ts supplhers during the year
and the amount owed to its trade creditors at 31 March 2008 was 18 days (2007 19 days)

Fixed assets
Freehold land and buildings are carried in the financial statements at historical cost with a net book value of
£60 7m (2007 £61 8m) In the opon of the directors, at 31 March 2008, there 15 no significant difference

between the net book value and market value of property capable of disposal within the foreseeable future Note
10 gives more details of the fixed asset movements during the year

17




DIRECTORS’ REPORT and OPERATING AND FINANCIAL REVIEW (continued)

Pensions

The Group operates a defined benefit pension scheme, of which the company 1s the principal member, providing
benefits based on pensionable remuneration  After consultation with employees and the trade unions, NWG
closed the final salary scheme to new entrants on 31 December 2007, raised the employee contribution for
existing members by 2% in April 2008 and changed the benefit structure This will reduce the risk associated
with the scheme In addition, on 1 January 2008, a defined contribution scheme was introduced which will be
offered to new employees

Further information about the pension schemes operated by the company 1s contamed in note 26 to the financial
statements

Directors’ remuneration

Information about directors’ remuneration 1s contained in note 5 to the financial statements

Indemmfication of directors

The Group has in place directors’ and officers’ insurance and, on 28 November 2005, entered mto a deed of
indemnity to grant the directors of the Group and 1its subsidiaries further protection agamnst bability to third
parties, subject to the conditions set out in the Companies Act 1985 Such qualifyng third party indemnity
provision remains 1n force at the date of approving the directors’ report

Financial statements preparation and going concern

The directors consider 1t 1s appropriate to prepare the financial statements for the financial year on the going
concern basis The directors have arrived at their decision based on consideration of the company’s detailed
budget for 2008/09 and the business plan for the period to 31 March 2010 Their analysis included a review of
the capital expenditure and investment plans, the anticipated funding requirements and facilities available, and
the reasonableness of the underlying assumptions of both the budget and the forecast

Directors’ declaration

As required under Section 234ZA of the Companies Act 1985, so far as each director 1s aware, there 15 no
relevant audit information of which the company’s auditors are unaware and each director has taken all the steps
that he or she ought to have taken as a director 1n order to make himself or herself aware of any relevant audit
information and to establish that the company’s auditors are aware of that information

Auditors

The company has appointed Ernst & Young LLP as its auditors and has, by elective reselution pursuant to
section 386 of the Companies Act 1985, dispensed with the obligation to appoint auditors annually

Statement of Directors’ respensibihties

The directors are responsible for preparing the Annual Report and the financial statements in accordance with
apphcable Umted Kingdom law and regulations




DIRECTORS’ REPORT and OPERATING AND FINANCIAL REVIEW (continued)
Statement of Directors’ responsibilities (continued)

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 United Kingdom Generally

Accepted Accounting Practice (United Kingdom Accounting Standards and apphcable law) The financial

statements are required by law to 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 suitable accounting policies and then apply them consistently,

* make Judgements and estimates that are reasonable and prudent,

+ state whether applicable accounting standards have been followed, subject to any matenal departures
disclosed and explained m the financial statements, and

s prepare the financial statements on the gomng concern basis unless 1t 15 mappropriate to presume that the
company will continue n business

The directors are responsible for keeping proper accounting records which disclose with reasonable accuracy at
any time the financial position of the company and to enable them to ensure that the financial statements comply
with the Companies Act 1985 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 irregulanities

The directors are responsible for the maintenance and integrity of the corporate and financial information

mcluded on the company's website  Legislation in the United Kingdom governing the preparation and
dissemination of financial statements may differ from legislation in other jurisdictions

BY ORDER OF THE BCARD

AR pr ALy

M Parker
Company Secretary
14 July 2008
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Appendix to the directors’ report and operating and financial review
DEFINITION OF KEY PERFORMANCE INDICATORS
Fmanaal KPIs

Gearing to RCV

Definition and calculation: The ratio of net debt to Regulatory Capital Value (RCV) The RCV represents
the total capital value of the appointed water and sewerage business on which Ofwat allows a rate of return at
price reviews based on its view of the cost of capital

Purpose: The RCV generates most of the revenue stream of the company and regulatory gearing 1s an
umportant factor in credit ratings

Source of underlying data NWL’s RCV 1s calculated by Ofwat and published each year Ofwat also
publishes anticipated values up to five years ahead, based on ts last price determination

Regulatory gearing

Defimition and calculation. The ratic of NWL appointed business net debt to RCV  The RCV represents
the total capital value of the appomted water and sewerage business on which Ofwat allows a rate of return at
price reviews based on its view of the cost of capital

Purpose: The RCV generates most of the revenue stream of the company and regulatory gearing 1s an
important factor in credit ratings

Source of underlying data: NWL’s RCV 15 calculated by Ofwat and published each year Ofwat also
publishes anticipated values up to five years ahead, based on 1ts last price determination Net debt 1s
disclosed 1n the audited regulatory accounts and Ofwat annual reports on financial performance

Cash interest cover

Defimtion and calculation: Cash generated from operations less tax divided by net mterest paid

Purpose: Measures the ability of the company to service its debt

Source of underlying data: Audited financial statements

Cash flow to net debt

Definition and calculation: Cash generated from operations less tax paid divided by net debt

Purpose: Indicates the company’s ability to reduce debt 1n the absence of need for additional investment,
without resorting to asset disposal

Source of underlying data: Audited financial statements

Non-financial KPIs

CUSTOMER
Customer satisfaction

Defimtion and calculation: Domestic customers’ satisfaction with overall service and overall value for
money, expressed as satisfaction averaged over the surveys carried out during the year

Purpose" To enable tracking of perception of reputation, service and value for money over time

Source of underlying data: Independent surveys of 500 customers (300 north, 200 south) chosen at
random, but representative of the customer base, carried out each quarter - a total of 2,000 customers p a

Customer - levels of service

Defimtion and calculahon- Customer service standards are established by Ofwat, the economic regulator,
and calculated using source data in the company

Purpose: To momitor customer service performance of the company

Source of underlying data’ Information collected by the company and submitted to Ofwat It s
independently certified
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Appendix to the directors’ report and operating and financial review
DEFINITION OF KEY PERFORMANCE INDICATORS

WATER
Drinking water quality

Defimtion and ealculation Compliance with drinking water regulations as monitored by the Drinking
Water Inspectorate (DW1)

Purpose: To moniter drinking water quality

Source of underlying data Samples recorded by NWL and audited by DWI

Leakage

Defimiion and calculation: Total leakage from the water network (including customer pipes)

Purpose To monitor compliance with Ofwat leakage targets

Scurce of underlying data Information recorded by NWL and audited by Ofwat

ENVIRONMENT
Sewage treatment works

Definition and calculation: Percentage of population equivalent served by non-comphant works failing
Look Up Tables’ consents

Purpose: To monitor the performance of NWL’s sewage treatment works and thewr impact on the
environment

Source of underlying data Information recorded by NWL and the Environment Agency (EA) and reported
on by the latter

Bathing waters Mandatory Standard

Defimition and calculation: Percentage of bathing waters complying with Mandatory Standards

Purpose: To momtor the impact of coastal treatment works on the environment

Source of underlying data: Information recorded and reported by EA

Pollution incidents

Defintion and calculation: Number of category 1, 2 and 3 pollution incidents in the calendar year as
defined by the EA

Purpose: To monitor the performance of the sewerage sysiem and 1ts 1mpact on the environment

Scurce of underlying data: Information recorded and reported to Ofwat by the EA

EMPLOYEE
Lost time reportable accidents

Defimition and calculation: Injury accidents that are reported to the Health & Safety Executive as required
by the Reporting of Injuries, Diseases and Dangerous Occurrences Regulations 1995 Calculated as the
number of accidents reported in the financial year per 1,000 employees

Purpose: To monitor the safety performance of NWL over time

Source of underlying data: Completed NWL Accident / Incident report forms Employee numbers
provided by the human resources department

Sickness absence

Defimtion and calculation: Sickness absence days as a percentage of total working days multiplied by the
end of month headcount

Purpose: To track and trend sickness absence levels across the organisation

Source of underlying data: Sicknotes, return to work nterviews and weekly returns by managers

Employee turnover

Definihion and calculation: Number of leavers within the year as a percentage of average headcount

Purpose: To track the employee turnover within the business to ensure that 1t 15 within benchmark data

Source of underlying data: Current employees’ details are held within the human resources management
system — reports show leavers aganst headcount
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SECTION A - STATUTORY FINANCIAL STATEMENTS

PROFIT AND LOSS ACCOUNT
for the year ended 31 March 2008

Note
Turnover 2
Operating costs 3(a)
Capital maintenance costs 3(b)
Total operating costs
OPERATING PROFIT
Net interest payable 4
PROFIT ON ORDINARY ACTIVITIES
BEFORE TAXATION 3(c)
Taxation 8(a)
PROFIT FOR THE
FINANCIAL YEAR 24

STATEMENT OF TOTAL RECOGNISED GAINS AND LOSSES

for the year ended 31 March 2008

Note

Profit for the financial year

Reversal of pension prepayment

Recognition of pension asset and actuarial gain (n

the year

Deferred tax related to pension adjustments 21
Total recognised gains and losses relating to the

year

22

2008 2007
£'m £'m
622 4 5812
(250 8) (246 6)
(118 5) 95 7)
(369 3) (342 3)
2531 2389
(759 (82 0)
177 2 156 9
(519) (305)
1253 126 4
2008 2007
£m £'m
1253 126 4
(22 4) -
701 -
(13 4) -
159 6 126 4




SECTION A - STATUTORY FINANCIAL STATEMENTS

BALANCE SHEET
at 31 March 2008

FIXED ASSETS
Tangible assets
Investments

CURRENT ASSETS

Stocks

Debtors due in less than one year
Debtors due in more than one year
Investments

Cash at bank and in hand

CREDITORS
Amounts falling due within one year

NET CURRENT ASSETS

TOTAL ASSETS LESS CURRENT
LIABILITIES

CREDITORS Amounts falling due after more
than one year

PROVISIONS FOR LIABILITIES AND
CHARGES

ACCRUALS AND DEFERRED INCOME

NET ASSETS EXCLUDING PENSION ASSET
Pension asset

NET ASSETS INCLUDING PENSION ASSET

CAPITAL AND RESERVES
Called up share capital

Profit and loss account

EQUITY SHAREHOLDERS’
FUNDS

A;y)roved on behalf of the board

\Atacfaea.- /.

J A Cuthbert

100

C M Green

14 July 2008
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Note

10
11

12
13
14
15

16

21

22

26

23
24

24

2008 2007
£m £'m
3,1350 3,008 0
160 8 160 7
3,295 8 3,1687
27 29
116 7 1311
34 is
1831 2539
69 10
3128 392 4
(255 4) (186 0)
574 206 4
3,353 2 3,3751
(1,781 1) (1,832 1)
(220 4) (214 4)
(389 3) (3813)
(2,390 8) (2,428 0)
962 4 947 1
651 -
1,027 5 947 1
1227 122 7
904 8 824 4
1,027 5 947 1
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(d)

SECTION A - STATUTORY FINANCIAL STATEMENTS

NOTES TO THE STATUTORY FINANCIAL STATEMENTS
for the year ended 31 March 2008

STATEMENT OF ACCOUNTING POLICIES

These financial statements have been prepared in accordance with applicable Accounting Standards m the
United Kingdom A summary of the principal accounting policies 1s set out below These have been
applied consistently throughout the current and preceding periods

Basis of accounting

The financial statements have been prepared under the historical cost convention on a gowng concern basis
The company 1s exempt by virtue of section 228 of the Companies Act 1985 from the requirement to
prepare group financial statements, as 1t 1s included in the group financial statements of Northumbnan
Water Group ple  These financial statements therefore present information about the individual company
and not about its group

Turnover
Turnover, which excludes Value Added Tax, represents the income recervable n the ordmary course of
business for services provided within the United Kingdom

Cash flow statement

The directors have taken advantage of the exemption 1 FRS | (revised) and have not mcluded a cash flow
statement on the grounds that the company 1s wholly owned and s ultimate parent company publishes a
consclidated cash flow statement

Tangible fixed assets and depreciation
Tangible fixed assets comprise

(1) Infrastructure assets
Infrastructure assets compnse a network of systems which include water mains and sewers, impounding
and pumped raw water storage reservoirs, dams, sludge pipelines and sea outfalls

Expenditure on infrastructure assets relating to increases in capacity, or enhancements of the network, and
on maintaining the operational capabihity of the network, in accordance with defined standards of service, 1s
treated as additions which are included at cost Costs include external and internal costs to bring the asset
nto use

The Section 19 quality programme addresses water discolouration problems caused by iron pipes, erther
through relining these pipes or replacing them where relining 1s not possible “Overlap” expenditure
represents the extra cost of replacing pipes, rather than relining them, where their structural condition 1s
mnsufficient to withstand the relining process Such expenditure 1s classified as capital in nature and s
included under infrastructure assets tn the fixed asset note

The depreciation charge for infrastructure assets 1s based on the company’s independently certified asset
management plan which has estimated the level of expenditure required over the next ten years to maintain
the operating capability of the network This 1s adjusted 1f the forecast expenditure 15 expected to differ
significantly from the amounts included 1n the original plan

(i) Non-infrastructure assets

Other assets (including properties, overground plant and equipment} are included at cost less accumulated
depreciation and, where required, provision for impairment Additions are included at cost
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(d)

(e)

)

(@

(h)

SECTION A — STATUTORY FINANCIAL STATEMENTS

STATEMENT OF ACCOUNTING POLICIES (continued)

Tangible fixed assets and depreciation (continued)
(n) Non-infrastructure assets (continued)

Frechold land 1s not depreciated Other assets are depreciated evenly to their estimated residual values
over their estimated economic lives, which are principally as follows

Frechold buildings 30 — 60 years
Operational structures, plant and machinery 4 — 92 years
Fixtures, fittings, tools and equipment 4 - 10 years

Where the remaining useful economic life of the asset I1s estimated to be greater than 50 vears, an
impairment review 1s performed at the end of each reporting pertod to ensure that the carrying amount can
be supported

(m} Assets in the course of construction
Assets 1n the course of construction are not depreciated until commussioned, which 1s when the asset 1s
available for use

Grants and contributions
Revenue grants are credited to the profit and loss account when recerved

Capital grants and contributions are treated as deferred mcome and amortised to the profit and loss account
over the expected useful economic hives of the qualifying assets Specifically in the case of infrastructure
assets, the expected useful economic lives have been determined by reference to the physical replacement
cycie of these assets

Hire purchase and leasing

Where assets are financed by tire purchase or leasing arrangements which transfer substantially all the nisks
and rewards of ownership to the company, the assets are treated as if they had been purchased and the
correspending capital cost is treated as a habihity Rentals or leasing payments are treated as consisting of a
capital element and finance costs, the capital element reducing the outstanding hability and the finance
costs being charged to the profit and loss account over the period of the hire purchase contract or lease in
proportion to the reducing outstanding hability

Rental costs arising under operating leases are charged to the profit and loss account in the pertod in which
they are incurred

Stocks
Raw matenials and consumables are stated at cost less any provision necessary to recognise damage and
obsolescence Cost of work in progress includes labour, matenials, transport and an element of overheads

Pension costs

The company 15 a member of the Northumbnian Water Pension Scheme, a defined benefit pension scheme
providing benefits based on pensionable remuneration In previous years NWL adopted the mult-
employer exemption within FRS 17 and reported costs on a defined contribution basis However, the
transfer of staff from AES into the scientific services division within NWL has enabled the company to
report costs on a defined benefit basis under FRS 17 1n the current year

The company also operates a defined contribution scheme The costs are charged to the profit and loss
account n the period they are incurred

25




®

)

(k)

M

(m)

(n)

SECTION A — STATUTORY FINANCIAL STATEMENTS

STATEMENT OF ACCOUNTING POLICIES (continued)

Taxation
The charge for current UK corporation tax 1s based on the profit for the year as adjusted for taxation
purposes using the rates of tax enacted or substantively enacted by the balance sheet date

Prevision 1s made for deferred tax in respect of all tming differences that have oniginated but not reversed
at the balance sheet date that will result 1n an obligation to pay more, or a right to pay less, tax i future
periods Deferred tax 1s calculated at the tax rates that are expected to apply in the periods in which tming
differences are expected to reverse, based on tax rates and laws enacted or substantively enacted at the
balance sheet date

Deferred tax assets are recognised only to the extent that the directors consider that 1t 1s more likely than
not that there will be sustable taxable profits from which the future reversal of the underlying timing
differences can be deducted

As permitted by FRS 19, the company has adopted a policy of discounting deferred tax assets and liabilities
to reflect the time value of money over the period between the balance sheet date and the dates on which 1t
1s esttmated that the underlying timing differences will reverse The discount rates used reflect the post-tax
yields to maturity that can be obtained at the balance sheet date on UK government bonds with similar
maturnity dates to those of the deferred tax assets or habilities

Foreign currency

All transactions denominated n foreign currencies are translated into sterlng at the actual rates of
exchange ruling at the date of transaction Foreign currency balances are translated into sterling at the rates
of exchange ruling at the balance sheet date Exchange gains or losses are recognised n the profit and loss
account 1n the period incurred

Research and development
Research and development expenditure 1s charged to the profit and loss account in the period i which it 1s
incurred

Investments
Fixed asset investments are stated at their purchase cost, less provision for diminution 1n value

Derivative financial instruments
The company utilises nterest rate swaps, forward rate agreements and forward exchange contracts as
derivattve financial instruments

A derivative instrument 1s considered to be used for hedging purposes when 1t alters the risk profile of an
underlying exposure of the company mn line with the company’s risk management policies

Interest rate swap agreements are used to manage interest rate exposures Amounts payable or receivable
in respect of these dervatives are recognised over the period of the contracts as adjustments to net interest
payable in the profit and loss account

Forward exchange contracts are valued at the period end rates of exchange Resultant gamns and losses are
offset against foreign exchange gamns or losses on the related borrowings or, where the nstrument 15 used to
hedge a committed future transaction, are deferred until the transaction occurs

When interest rate swaps and underlying debt are terminated together, the net gain or loss 15 taken to the
profit and loss account as terest payable When interest rate swaps are terminated but the underlying debt
1s retained then the gain/loss 1s deferred and 1s amortised to interest payable over the remaining Iife of the
underlying debt

Liquid resources
Liquid resources comprise external deposits
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STATEMENT OF ACCOUNTING POLICIES (continued)

Bad debt provisioming

The bad debt provision 15 calculated by applying a range of percentages to debt of different ages These
percentages also vary between different categories of debt  Higher percentages are applied to those
categories of debt which are considered to be of greater risk and also to debt of greater age The value of
the bad debt provision 1s sensitive to the specific percentages applied

Share based payments

The cost of equity-settled transactions with employees 1s measured by reference to the fawr value at the date
at which they are granted and 1s recognised as an expense over the vesting period, which ends on the date
on which the relevant employees become fully entitled to the award Fair value 15 determined by an external
valuer using the Monte-Carlo simulation model In valuing equity-settled transactions, no account 1s taken
of any vesting conditions, other than conditions linked to the price of the shares of the company (market
conditions)

No expense 1s recognised for awards that do not ulimately vest, except for awards where vesting 1s
conditional upon a market condition, which are treated as vesting irrespective of whether or not the market
condition s satisfied, provided that all other performance conditions are satisfied

At each balance sheet date before vesting, the cumulative expense 1s calculated, representing the extent to
which the vesting peried has expired, management’s best estimate of the achievement or otherwise of non-
market conditions and the number of equity instruments that will ulimately vest or n the case of an
mstrument subject to a market condiion, be treated as vesting as described above The movement in
cumulative expense since the previous balance sheet date 1s recogmised in the income statement, with a
corresponding entry in equity

Where the terms of an equity-settled award are modified or a new award 1s designated as replacing a
cancelled or settled award, the cost based on the original award terms continues to be recognised over the
original vesting period In addition, an expense 1s recognised over the remainder of the new vesting period
for the incremental far value of any modification, based on the difference between the fair value of the
onginal award and the fair value of the modified award, both as measured on the date of the modification
No reduction 1s recogmised «f this difference s negative

TURNOVER, PROFIT BEFORE TAX AND NET ASSETS

The directors consider that the company has one class of business and this 1s conducted wholly within the
United Kingdom

OPERATING COSTS, CAPITAL MAINTENANCE COSTS AND PROFIT ON
ORDINARY ACTIVITIES BEFORE TAXATION

Operating costs comprise:

2008 2007

£m £'m

Materials and consumables 177 149
Other external charges 74 7 69 2
Net manpower costs (note 7) 99 7 828
Other operating charges 849 103 8
Own work capitalised (26 2) (24 1)
2508 246 6
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3. OPERATING COSTS, CAPITAL MAINTENANCE COSTS AND PROFIT ON
ORDINARY ACTIVITIES BEFORE TAXATION (continued)

(b) Capital maintenance costs comprise:

2008 2007
£'m £m
Deprec:ation
Non-infrastruciure assets 69 2 641
Non-infrastructure assets held under finance leases 36 33
Infrastructure assets 512 342
Amortisation of capital grants and contributions (42) 38
Profit on disposal of fixed assets (13 2n
118 5 957
(¢) Profit on ordinary activities before taxation:
2008 2007
£'m £'m
Profit on ordinary activities before taxation 1s stated after
charging
Operating leases Plant and machinery 01 0l
Other assets 10 09
Costs of research and development 18 21
Dhrectors’ emoluments (note 5) 11 11

Auditors’ remuneration n respect of the statutory audit amounted to £98,897 (2007 £95,134) Auditors’
remuneration for the regulatory audit amounted to £16,575 (2007 £15,944) Fees of £13,667 and £14,605
(2007 £13,147 and £14,049) were also mcurred in the auditing of RAG 5 information and the June Return
respectively The remuneration to auditors for non-audit services 1s disclosed on a consohdated basis in the
group financial statements of the ultimate parent company

4. NET INTEREST PAYABLE

2008 2007
£'m £'m

Net interest payable comprises
Interest payable
Bank loans and overdrafis 229 16 7
Group loans 864 316
Financing charges payable under finance leases 24 28
Interest cost on defined benefit pension schemes 352 -
Total interest payable 146 9 101 1
Interest receivable
Group interest (22 2) (92)
External interest (0 4) @9
Finance income on defined benefit pension schemes (48 4) -
Net interest payable 759 820
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5. DIRECTORS’ EMOLUMENTS
(a) Directors’ remuneration

The remuneration of the directors of the company was as follows

2008 2007
£000 £000
Emoluments (including benefits in kind) 1,100 4 1,127 |

For those directors holding office with both NWL and NWG, costs are apportioned between the
companies This note reflects only the proportion of costs charged to NWL

Four of the directors at 31 March 2008 were members of a defined benefit pension scheme where the
company makes contributions towards the cost (2007 4)

The directors who held office as at 31 March 2008 held the following conditional interests in Ordinary 10p
shares of the Group, awarded 1n accordance with the terms of its Long Term Incentive Plan (LTIP)

Name of Director Award date Awards held at Awarded Awards Awards Awards held as at
the start of the during the lapsed vested 31 March 2008

year year  during the during

year the year
J A Cuthbert 22 12 04! 67,001 - 18,649 48,352° -
912 05° 75,903 - - - 75,903
211206° 66,721 - - - 66,721
131207° - 79,230 - - 79,230
Totals 209,625 79230 18,649 48,352 221,854
C M Green 22 12 04’ 44,221 - 12,308 31,913 -
912 05° 50,602 - - - 50,602
2112 06" 49,423 - - - 49,423
131207° - 61,620 - - 61,620
Totals 144,246 61,620 12,308 31,913 161,645
A C Jones 2212 04' 20,100 - 5,594  14,506° .
912 05° 26,506 - . - 26,506
211206° 25,899 - - - 25,899
1312 07° - 22,450 . - 22,450
Totals 72,505 22,450 5,564 14,506 74,855
G Neave 2212 04 25,125 - 6,993 18,1327 -
912 05° 32,530 - - - 32,530
2112 06° 32,374 - - - 32,374
1312 07° - 27,470 - - 27,470
Totals 90,029 27,470 6,993 18,132 92,374
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SECTION A — STATUTORY FINANCIAL STATEMENTS

DIRECTORS’ EMOLUMENTS (continued)

Directors’ remuneration (continued)

Notes

I The market value of the shares on the date of the award was 174 50 pence per share The three year performance
period ran from ! October 2004 to 30 September 2007 and shares became available to vest on 22 December 2007

2 Shares vested on 27 December 2007 and the closing price on that date was 345 75 pence per share

3 The market value of the shares on the date of the award was 252 00 pence per share The three year performance
period runs from 1 October 2005 to 30 September 2008

4 The market value of the shares on the date of the award was 302 75 pence per share  The three year performance
period runs from t October 2006 to 30 September 2009

5  The market value of the shares on the date of the award was 334 00 pence per share The three vear performance
period runs from 1 October 2007 to 30 September 2010

6  The cost of conditional awards 1s charged to the income statement over the three year performance period to
which they relate afier taking account of the probabihity of performance cniteria being met  In the year, £0 4m was
charged to equity (2007 £0 3m)

7 Details of the performance conditions are shown at note 11 to the Regulatory Financial Statements on page 64

8  The market price of the shares on 31 March 2008 was 349 25 pence per share Durning the year, the highest
marhet price was 376 00 pence per share and the lowest market price was 288 25 pence per share
Aggregate gross gains made by directors on exercise of awards at date of vesting was £390,362 (2007 £434,738)

10 Some or all of the shares will vest only 1f specified performance targets are achieved during the three year
performance period  For further information, please refer to the Directors’ Remuneratton Report in the NWG
accounts and to note 11 to the Regulatory Financial Statements

The directors who held office as at 31 March 2008 held the followng interests in the Ordinary 10p shares
of NWG, purchased and held in accordance with the terms of the Share Incentive Plan

Name of Director Number of shares held as  Number of shares held as

at | Aprtl 2007 at 31 March 2008
J A Cuthbert 3,565 4,176
C M Green 3,565 4,176
A Clones 3,565 4,176
G Neave - 590

Highest paid director

The amounts for remuneration shown in note 5(a) include the following n respect of the highest paid
director

2008 2007
£000 £7000
Emoluments (including benefits 1n kind) 2824 3100

The accrued pension entitlement under the company’s defined benefit scheme of the highest paid director at
31 March 2008 was £141,700 (2007 £133,800)

TRANSACTIONS WITH DIRECTORS AND OFFICERS

No transactions or arrangements with Directors and Officers which are disclosable under the provisions of
the Companies Act 1985 have occurred during the year
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7. EMPLOYEE INFORMATION

The total employment costs of all employees (including directors) were as follows

2008 2007
£'m £'m
Gross costs charged to the profit and loss account
Wages and salaries 580 48 2
Social secunity costs 49 42
Other pension costs 124 79
753 603
Costs recharged to other group companies
Wages and salaries 12 11
Social security costs 01
Other pension costs ¢2 02
15 14
Net costs charged to the profit and loss account
Wages and salaries 568 471
Social security costs 48 41
Other pension costs 122 77
738 589
Costs charged to capital schemes
Wages and salaries 199 191
Social security costs 17 17
Other pension costs 43 31
259 239
Total net employee costs 99 7 828

The average monthly number of employees on the payrell during the financial year was 2,890 (2007
2,554} and the total at the year end was 2,917 (2007 2,862)

Costs 1n 2008 include 308 staff who transferred from AES on 31 March 2007

31



(a)

SECTION A - STATUTORY FINANCIAL STATEMENTS

TAXATION
Analysis of tax charge for the financial year:
2008 2007
£m £'m
Current tax
UK corporation tax on profits for the year at 30%
(2007 30%) 282 211
Adjustments n respect of prior years 27 (12 5)
Payable in respect of group relief for the current year at
30% (2007 30%) 81 66
Adjustments in respect of prior years 03 55
Total current tax charge (note 8b) 339 207
Deferred tax
Reduction due to opening tax rate change (329 -
Decrease in discount arising from above rate change 154 -
Net reduction in opening deferred tax (note 21) (175) -
Movement 1n the year at 28% (2007 30%)
Change n tax law re industrial buildings allowances (372) -
Origwination and reversal of timing differences 1n the year 116 133
Adjustments n respect of prior periods 10 49
(24 6) 232
Decrease/{increase) in discount arising from current year
movements 60 1 (13 4)
Movement 1n the year (note 21) 355 98
Total deferred tax 180 98
Tax on profit on ordinary activities 519 305

Tax losses have provisionally been claimed from other group companies 1n the current year of £25 7m
(2007 £20 7m) for which payment will be made at the rate of 30% (2007 30%)

The Finance Act 2007 provides that the rate of UK corporation tax 1s reduced from 30% to 28% with effect
from | Apnl 2008 As a result, the opening balance of deferred tax has been restated at the new rate at
which timing differences are expected to reverse

The Finance Act 2007 also contams provisions which prevent any clawback of industrial buildings
allowances anising on a disposal of relevant assets In accordance with FRS 19 deferred tax in respect of
timing differences relating to those assets has been released 1n the year and industnial building allowances
claimed and related depreciation have been dealt with in the reconcihiation of the current tax charge as
permanent differences (see note 8b)

The discount has decreased due to the removal of iming differences relating to industrial buildings as well
as falls in the post-tax yields on UK government gilts during the year
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TAXATION (continued)

(b) Reconcihation of the current tax charge:

(c)

Profit on ordimnary activities before tax

Profit on ordinary activities multiplied by standard rate of
UK corporation tax 30% (2007 30%)

Effects at 30% (2007 30%) of

Expenses not deductible for tax purposes
Non-taxable income

Depreciation 1n respect of non-qualifying 1tems
Industrial buildings allowances claimed n the year
Capital allowances 1n excess of depreciation
FRS17 pensien surplus

Other timing differences

Adjustments 1n respect of prior years

Transfer pricing adjustments

Balancing payment payable

Total current tax charge (note 8a)

Factors that may affect future tax charges

2008 2007
£'m £m
1772 156 9
532 471
02) 03
24 (25)
5¢ 11
(69 .
(107 (17 5)
(6 1) -
44 (0 8)
24 (70)
(04) 0 4)
04 04
339 207

The company expects to continue to incur high levels of capital expenditure and, accordingly, 1t expects to
be able to claim caprtal allowances in excess of depreciation for the remainder of the current regulatory

review period

Deferred tax 1s provided on a discounted basis using post-tax yields on UK government gilts The charge
for deferred tax will, therefore, be influenced by future fluctuations n giit rates
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9. DIVIDENDS

2008 2007
£m £'m

Equity
Dividends paid
Final paud for the year ended 31 March 2007 of 31 62p
(year ended 31 March 2006 30 07p} per share on an 388 369
aggregated basis
Interim paid of 33 25p (2007 31 54p)
per share on an aggregated basis 40 8 387
Total dividends paid in the year 79 6 756
Dividends proposed
Final proposed for year ended 31 March 2008 of 33 41p
(year ended 31 March 2007 31 62p) per share on an
aggregated basis 410 388

The directors have a policy which, unless circumstances dictate otherwise, aims to grow dividends on a
slow but regular basis and which takes into account the principle of incentive based price cap regulation,

including operating and mvestment performance

The company has mantained its policy of steady real growth per annum for the appointed business
dividend and also re-based the dividend in line with Ofwat’s assumptions for dividends 1n the 2004 final
determmation Dividends from the non-appointed business are determined by the directors and are based on

performance
Accordingly, the level of dividend has been declared by reference to

*  the company’s ability to finance 1ts functions,
s the company’s cumulative financial perfermance, and

e  the directors’ judgement as to a fair reward for shareholders in the context of market conditions
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Cost
At 1 April 2007

Additions
Schemes commissioned
Reclassificattons

Disposals

At 31 March 2008

Depreciation
At 1 Apnl 2007
Charge for year

Disposals

At 31 March 2008

Net book value

At 31 March 2008

At 31 March 2007

Leased assets included
above

Net book value

At 31 March 2008

At 31 March 2007

10. TANGIBLE FIXED ASSETS

Operational Fixtures,
Freehold Infra- structures, fitlngs, Assets in the
land and structure plant and tools and course of
buildings assets machinery equipment construction Total
£'m £m £'m £'m £'m £'m
917 1,681 4 1,864 2 1299 1057 38729
- - - - 2516 2516
04 100 ¢ 96 8 79 (205 1) -
09 on (0 8) - - -
0 4) - (2 5) - - 29
926 1,781 3 1,957 7 1378 1522 4,121 6
299 2239 5140 971 - 364 9
20 512 622 86 - 124 0
. - 23) - - 23)
ile 2751 573 9 1057 - 986 6
607 1,506 2 1,383 8 321 1522 3,1350
618 1,457 5 1,3502 328 1057 3,008 0
- 284 237 - - 521
- - 232 - - 232
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FIXED ASSET INVESTMENTS

Loans to Group

Companies

£'m

Atl April 2007 160 7
Capntalised interest 01
At 31 March 2008 160 8

In May 2004 NWL made a loan of £159 Om to Northumbrian Services Limited (NSL), maturing in January
2034

The company has a wholly owned subsidiary undertaking, Northumbrian Water Fmance plc (NWF), whose
principal activity 15 to hold certain finance instruments on behalf of the company

The company has a wholly owned subsidiary undertaking, Reiver Holdings Limited, which in turn has a
wholly owned subsidiary, Rerver Finance Limited, whose principal activity 1s as a sole special purpose
financing vehicle

STOCKS
2008 2007
£'m £'m
Raw materials and consumables 27 29

There 1s no material difference between the balance sheet value of stocks and therr replacement cost

DEBTORS DUE IN LESS THAN ONE YEAR

2008 2007
£m £'m
Trade debtors 617 543
Amounts owed by other group companies 82 59
Other debtors 18 84
Prepayments and accrued income 450 625
116 7 1311
Trade debtors are shown net of bills raised in advance
DEBTORS DUE IN MORE THAN ONE YEAR
2008 2007
£'m £m
Interest rate hedge 34 35
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15. INVESTMENTS

2008 2007
£m £'m
Short term deposits with group company 1831 2539

16. CREDITORS: AMOUNTS FALLING DUE WITHIN ONE YEAR

2008 2007

£m £m

Obhgations under finance leases (note 19) 61 438
Loans (note 18) 94 6 200
Trade creditors 58 54
Amounts owed to other group companies 154 46 5
Taxation and social security 20 1%
Corporation tax 37 44
Other creditors 108 105
Receipts 1n advance 182 192
Accruals and deferred income 98 8 733
2554 186 0

Accruals and deferred income includes accruals related to capital projects of £41 2m (2007 £46 3m)

Included 1n amounts owed to other group companies 1s £11 2m (2007 £10 2m) payable in respect of tax
losses surrendered from fellow group companies

17. CREDITORS: AMOUNTS FALLING DUE AFTER MORE THAN ONE YEAR

2008 2007
£m £'m

Obligations under hire purchase contracts and finance leases
(note 19) 836 564
Loans {note 18) 261 4 3560
Amounts owed to other group companies (note 20) 1,435 8 1,419 4
Other creditors 03 05
1,781 1 1,8323
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18. LOANS

2008 2007
£'m £'m

Loans are repayable as follows
Within one year (note 16) 94 6 200
Between one and two years 191 946
Between two and five years 98 0 514
After five years 1443 2100
356 0 376 0

Loans wholly repayable within 5 years amount to £152 5m (2007 £117 6m)

Loans not wholly repayable within 5 years amount to £203 5m (2007 £258 4m) and bear interest rates in
the range 5 16% to 7 27%

19. OBLIGATIONS UNDER FINANCE LEASES

Obligations under hire purchase contracts and finance leases are as follows

2008 2007
£'m £'m
Amounts due
Within one year 61 48
Between one and two years 54 51
Between two and five years 137 16 1
After five years 123 8 535
149 0 795
Less
Finance charge allocated to future periods (59 3) (183)
89 7 612
Dhisclosed as due
Within one year (note 16) 61 48
After more than one year (note 17) 83 6 564
89 7 612

The aggregate gross amount of obligations under hire purchase contracts and finance leases, any part of
which falls due for repayment 1n five years or more, 15 £149 Om (2007 £79 5m)
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20. AMOUNTS DUE TO OTHER GROUP COMPANIES

Amounts due to other group companies include loans repayable as foliows

2008 2007
£'m £m
After five years 1,435 8 1,419 4

NWF 1ssued £200 Om and £150 Om Guaranteed Eurobonds in February 1998 and September 2001
respectively, maturing February 2023, with an annual coupon of 6 875% The issues were guaranteed by
the company who received the 1ssue proceeds by way of inter-company loans of £194 2m and £163 2m
respectively Finance costs allocated during the year amounted to £0 2m (2007 £0 2Zm) Amortisation of
loan 1ssue receipts during the year amounted to £0 3m (2007 £0 3m)

NWF 1ssued £300 Om Guaranteed Eurobonds in December 2001, maturing October 2017, with an annual
coupon of 6 0% The 1ssue was guaranteed by the company who received the 1ssue proceeds by way of an
inter-company loan of £301 Om Amortisation of loan receipts during the year amounted to £0 1m (2007
£0 Im)

NWF 1ssued £250 Om and £100 Om Guaranteed Eurobonds in December 2002 and December 2004,
maturing April 2033 with an annual coupon of 5 625% Both 1ssues were guaranteed by the company who
received the i1ssue proceeds by way of inter-company loans of £246 6m and £100 8m respectively Finance
costs allocated during the year amounted to £0 2m (2007 £0 2m)

NWF 1ssued £150 Om Guaranteed Index Linked Eurobonds in September 20035, maturing July 2036, with a
real coupon of 2 033% The 1ssue was guaranteed by the company who received the issue proceeds by way
of an inter-company loan of £150 Om  Indexation accretion during the year amounted to £6 Om (2007
£5 0m)

NWF 1ssued £60 0m Guaranteed Index Linked Eurobonds in January 2006, maturing January 2041, with a
real coupon of 1 6274% The 1ssue was guaranteed by the company who received the 1ssue proceeds by
way of an inter-company loan of £60 0m Indexation accretion during the year amounted to £2 4m (2007
£2 0m)

NWF 1ssued two £100 Om Guaranteed Index Linked Eurobonds win June 2006 with real coupons of
1 7118% and 1 7484% and with maturities of 2049 and 2033 respectively Both 1ssues were guaranteed by
the company who recerved the 1ssue proceeds by way of two inter-company loans of £100 Om  Indexation
accretion during the year amounted to £7 9m (2007 £5 4m)
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21. PROVISIONS FOR LIABILITIES AND CHARGES

Pension provision for former directors
At 1 Apnl 2007

Transferred from profit and loss account
Utilised during the year

£'m

31
01
(02)

At 31 March 2008

30

Deferred tax
At'1 April 2007
Opening rate change (note 8a)

2113
(175

Movement in the year (note 8a)
Dealt with via STRGL

193 8
355
134

Transferred to pension asset (note 26)

2427
(253)

At 31 March 2008

2174

Provisions for habilities and charges

2204

The pension provision for former directors relates to pensions payable to former directors of water-only
companies which have since merged with the company The provision of £3 Om represents the full future

amounts payable, based on an actuanal assessment, for which the company 1s directly liable

The prowvision for deferred tax comprises

2008 2007

£'m £'m

Accelerated capital allowances 483 8 5462
Other timing differences (59 5) (525)
Undiscounted provision for deferred tax 4243 493 7
Discount (206 9) (282 4)
Discounted provision for deferred tax 2174 2113
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ACCRUALS AND DEFERRED INCOME

Capital Proceeds from

grants and Kielder
Ghalt lock contributions Securitisation Total
£'m £'m £'m £'m
At 'l April 2007 05 189 3 1915 3813
Additions - 196 - 196

Amortised / transferred

during the year - 4 5) (71 (t16)
At 31 March 2008 05 204 4 184 4 3893

The Kielder securitisation mvolved the assignment of the right to the future income stream associated with
the Kielder operating contract to Reiver Finance Limited, a subsidiary company, up to 2034 1n return for
consideration of £212 Im This income 1s amortised to the profit and loss account of the company over the
life of the assignment

In 2006/07, the company entered into a hedging instrument 1n order to protect the company against
movement in real mterest rates prior to the launch of the two £100 mullion index hinked bonds issued in
June 2006 The bonds were priced on 24 May 2006 and the hedging instrument was liquidated on the same
day resultng n a gamn of £0 5Sm  This income 15 amortised to the profit and loss account of the company
over the life of the bonds

CALLED UP SHARE CAPITAL

2008 2007
£'m £m
Authorised
122,650,000 Ordinary Shares of £1 each (2007 122,650,000) 1227 1227
2008 2007
£'m £m
Allotted, catled-up and fully paid
122,650,000 Ordinary Shares of £1 each (2007 122,650,000) 1227 i227

RECONCILIATION OF MOVEMENTS IN EQUITY SHAREHOLDERS’ FUNDS
AND MOVEMENT ON RESERVES

Profit and loss Total share-
account holders’ funds

£'m £'m

At 31 March 2007 824 4 9471
Profit for the year 1253 1253
Share based payment 04 04
Recognition of pension asset and actuarial gamn 343 343
Dividends paid (note 9) (79 6) (79 6)
At 31 March 2008 904 8 1,027 5
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25. COMMITMENTS

(a) Capital expenditure:

2008 2007
£'m £'m
Expenditure contracted for but not provided for 166 8 109 0

(b) Lease commitments:
The company has entered into non-cancellable operating leases in respect of land and buildings, plant,
machinery and motor vehicles The total amount payable under these leases in the next year 1s as follows

2008 2007
£m £'m
Land and buildings
Leases which expire
After one year but not more than five 0t -
In five years or more 06 06
07 06
2008 2007
£m £'m
Other
Leases which expire
Within one year 01 01
Between two and five years - 01
01 02
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26. PENSIONS

The Group operates a defined benefit pension scheme providing benefits based on final pensionable
remuneration to 2,391 active members at 31 March 2008 (2007 2,310) The Scheme, the Northumbrian
Water Pension Scheme (NWPS), of which the company 1s the principal member, comprises four unrtised
sub-funds - WPS, Nerthumbrian Water (North), Northumbrian Water (South) and MIS

The assets of the NWPS are held separately from those of the Group 1n independently admimstered funds

The most recent actuarial valuation of the NWPS was at 31 December 2004 At that date the market value
of assets amounted to £520m The valuation also took account of debt on the employer payments 1n respect
of the withdrawal of two participating employers and added £10m to the asset value The 2004 valuation

disclosed that the combined value of the assets represented 97 6% of the value of the accrued habilities

The following table sets out the contribution rates recommended in the NWPS actuary's draft valuation

summary
Section [ WPS North South MIS
Members’ contributions 6% 5% 5% 5%/6%
Employer’s contributions 29 1% 23 1% 2 6% 73%

The recommended employer contribution rate was assessed ustng the Projected Unit Method and the
following actuarial assumptions
Investment Return

- Pre Retirement 62%
- Post Retirement 53%
Pay Increases 375%
Pension Increases 3 0%
Price Inflation 3 0%

The Group responded to the recommendations with an alternative proposal to make capital injections of

£36 1m by April 2006 and £23 3m 1in April 2007 The capital injections would cover

*  employers’ contributions, and the strain on the fund arising from ill-health retirements, for the 5 years
commencing | January 2006, and

=  employee contributions for members electing to participate in a salary sacnifice arrangement effective
for the penod from 1 April 2006 to 31 December 2010

For the period 1 Januvary 2006 to 31 March 2006, all members continued to pay contributions to the
NWPS Members electing not to join the salary sacrifice arrangement continue to pay contributions to the
NWPS from 1 April 2006 In addition, the employers have agreed to pay any savings in employer nattonal
msurance contributions artsing from this arrangement into the NWPS and this amounts to £0 3mp a

The employers’ proposals were accepted by the NWPS Trustee

The Group made changes to the NWPS during the year after consultation with employees and trade umions,
and discussions with the NWPS Trustee The main changes {(effective 1 January 2008 unless stated
otherwise) were

defined benefit scheme closed to new entrants on 31 December 2007,
member contributions increased with effect from 1| April 2008,

normal retirement date set as the day before age 65 for future service,

rule of 85 removed for future service, and

the introduction of a defined contribution section of NWPS for new entrants

¢ & & & &

The contributions paid to the NWPS 1n the year by the company totalled £22 9m (2007 £25 9m)
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26. PENSIONS (continued)

The Group contributed to a defined contribution scheme, the Northumbrian Water Group Personal Pension
Plan (NWGPPP), until 31 December 2007 Members and employers contributed 3% and 6% of salary
respectively The NWGPPP was provided by an insurance company and members had their own individual
policy The contnibutions paid to NWGPPP in the year by the company totalled £0 2m (2007 £0 1m)

The defined contribution section of NWPS commenced on 1 January 2008 and had 219 active members at
31 March 2008 Members can choose to contribute either 3%, 4% or 5% of salary, with employers
contributing at erther 6%, 7% or 8% depending on the member contributions rate  The contributions paid
to the defined contribution section of NWPS in the year by the company totatled £0 1m (2007 £ml)

In respect of the NWPS, in previous years NWL adopted the multi-employer exemption within FRS 17 and
reported costs on a defined contribution basis  However, the transfer of staff from AES mto the scientific
services division within NWL has enabled the company to report costs on a defined benefit basis under
FRS 17 1n the current year

The disclosures regarding the Group’s defined benefit scheme, as required under FRS 17 ‘Retirement
benefits’, and the relevant impact on the Group’s financial statements are set out below A qualified
actuary, using revised assumptions consistent with the requirements of FRS 17, has updated the actuanal
valuation described above at 31 December 2004 Investments have been valued, for this purpose, at fair
value

FRS 17 actuanal assumptions

Group
2008 2007
% %o
Pay mcreases’ 45 41
Pension increases 35 31
Price inflation 335 31
Discount rate 68 53
Mortality assumptions®® PMA/PFA00 PMA/PFA92
- Life expectancy for an active member — female aged

60 (years) 280 276

- Life expectancy for an active member — male aged 60
(years) 252 246

1 including promoticnal salary scale
2 115% of PMA/PFAQ0
3 PMA/PFA92 (year of birth), PMA/PFAOQQ (year of birth with medium ¢cohort improvements)

The fair value of the assets, and the present value of the liabilities, 1n the NWPS and the long term expected
rate of return at 31 March were

Long term Long term
expected expected
rate of rate of
return return
2008 2008 2007 2007
% £'m % £'m
Equities 75 457 1 75 498 5
Corporate bonds 68 516 53 503
Government bonds 45 661 45 659
Property 60 76 3 60 867
Cash 53 156 53 94
Total fair value of assets 666 7 7108
Present value of hhabilities (576 3) (668 1)
Surplus 90 4 427
Related deferred tax (25 3) (128
Net pension asset 65 1 299
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26. PENSIONS (continued)

The comparative details for 2007, including the net pension asset of £29 9m, are shown for mformation
only and were not included on the balance sheet for that year

Analysis of the amount that has been charged to operating profit under FRS 17 (2007 for information only)

2008 2007

£'m £'m

Current service cost 153 156
Past service cost 04 04
Total operating charge 157 16 0

Analysis of the amount that has been charged to net finance payable under FRS 17 (2007 for information

only)
2008 2007
£'m £m
Expected return on assets 48 4 429
Interest on Liabitities (352) (32 4)
Net credit 132 10 §

The actuarial gain that has been recognised in the statement of total recognised gans and losses (2007 for
nformation only)

2008 2007
£m £m
Net actuarial gamns recognised in the statement of total
recognised gains and losses 272 250
History of experience gans and losses
2008 2007 2006 2005
Fair value of assets 666 7 710 8 659 8 5238
Present value of defined benefit obligation (576 3) (668 1) (663 5) {600 2)
Surplus / (deficit) g0 4 427 3D (76 4)
Experience adjustments ansing on plan assets (93 4) 06 871 256
Experience adjustments arising on plan habilities 06 17 340 (44)

Changes in the present value of the defined benefit pension obligations are analysed as follows

2008 2007
£'m £'m

At 1 Apnl 668 1 663 5
Current service cost 153 156
Past service cost 04 04
Interest cost 352 324
Contnibutions by plan participants 01 03
Actuanal gams on obligations {120 6} {24 &)
Benefits paid (22 2) (197)
At 31 March 576 3 663 1
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SECTION A - STATUTORY FINANCIAL STATEMENTS

PENSIONS (continued)
Changes 1n the fair value plan assets are analysed as follows

2008 2007

£m £m

At | Apnl 710 8 6598
Expected return on plan assets 484 429
Actuarial (losses)/gains on plan assets (93 4) 06
Contributions by employer 230 269
Contributions by plan participants 01 03
Benefits paid (22 2) (97N
At 31 March 666 7 7108
SHARE INCENTIVE PLANS

(a) Long Term Incentive Plan (LTIP)

Under the Group LTIP, executive directors and senior managers of the company may receive, at the
discretion of NWG’s Remuneration Committee, annual conditional awards of shares in the Group Further
details of the LTIP can be found in note 5

The following table illustrates the movements in conditional share awards during the year for the Group
scheme The costs of the scheme are apportioned to the employing companies and the company reports
only the relevant proportion of scheme cost

March 2008 March 2007
Number Number
Outstanding at 1 Apn! 1,114,715 1,216,320
Granted duning the year 364,370 360,022
Forfeited/lapsed during the year (102,606) (131,876}
Exercised (273,410) (329,751}
QOutstanding at 31 March 1,103,069 1,114,715
Exercisable at 31 March 4,062 11,418

The weighted average exercise price throughout the year was £ml (2007 £ml) The fair value of
conditional share awards granted during the year was £0 1m (2007 £0 1m)

The weighted average share price at the date of exercise for the conditional share awards was 343 34 pence
(2007 296 92 pence)

For the conditional awards outstanding as at 31 March 2008, the weighted average remaining contractual
hWfe1s 1 7 years (2007 | 7 years)

The fair value of condrtional share awards granted was estimated using the Monte-Carlo model  The
significant inputs to the model were as follows

March 2008 March 2007
Dividend yield 35% 4 0%
Expected share price volatility 24% 22%
Share price at award 334 00p 302 75p
Expected FTSE 250 index volatility 13% 12%
Risk free interest rate % 46% 501%
Expected life of option (years) 3 3

The expected life of these options 1s based on historical data and 15 not necessarily indicative of exercise
patterns that may occur The expected volatility reflects the assumption that the historical volatility 15
indicative of future trends, which may also not necessanly be the actual outcome
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SHARE INCENTIVE PLANS (continued)

(b) Share Incentive Plan (SIP)

The Group SIP scheme provides one free matching share for every three shares purchased by an employee
of the company Shares for the SIP are purchased at market price by the Trustee, and dividends are paid in
cash directly to participants

The following table illustrates the movements in conditional share awards during the year for the Group
scheme The costs of the scheme are apportioned to the participating subsidiary companies and the
company reports only the relevant proportion of scheme cost

March 2008 March 2007
Number Number

QOutstanding at 1 Apnl 115,219 136,168
Granted during the year 100,721 118,625
Forfeited durtng the year (3,647) (3,358)
Exercised (114,417) (136,216)
Outstanding at 31 March 97,876 115,219

RELATED PARTY DISCLOSURES

The company 15 a wholly owned subsidiary of Northumbrian Water Group plc which produces publicly
available financial statements which include the company Consequently the company 1s exempt under the
terms of FRS 8 “Related Party Disclosures” from disclosing transactions with other members of the group
headed by NWG

ULTIMATE PARENT COMPANY

Northumbrian Water Group ple, incorporated n the UK, 1s regarded by the directors of the company as the
company’s ultumate parent company and controlling party

The only group i which the results of the company are conschdated 1s that of which NWG 1s the parent

company The consolidated financial statements of NWG may be obtained from Northumbria House,
Abbey Road, Pity Me, Durham, DH1 5F]
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INDEPENDENT AUDITORS’ REPORT TG THE MEMBERS OF NORTHUMBRIAN WATER
LIMITED
We have audited the company’s financial statements for the year ended 31 March 2008 which comprise the
Profit and Loss Account, Statement of Total Recognised Gains and Losses, Balance Sheet and the related notes
1 to 29 These financial statements have been prepared under the accounting policies set out therein

This report 1s made solely to the company's members, as a body, in accordance with Section 235 of the
Companmies Act 1985  Our audit work has been undertaken so that we might 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 responsibifity to anyone other than the company and the
company's members as a body, for our audit work, for this report, or for the opimons we have formed

Respective responsibilities of directors and auditers

The directors’ responsibilities for preparing the annual report and the financial statements in accordance with
applicable United Kingdom law and Accounting Standards (United Kingdom Generally Accepted Accounting
Practice) are set out 1n the Statement of Directors’ Responsibilities  Our responsibility 1s to audit the financial
statements in accordance with relevant legal and regulatory requirements and International Standards on
Auditing (UK and Ireland)

We report to you our opinion as to whether the financial statements give a true and fair view and are properly
prepared in accordance with the Companies Act 1985 We also report to you whether 1n our opinion the
information given in the Directors' Report and Operating and Financial Review 1s consistent with the financial
statements

In addition we report to you 1if, n our opinion, the company has not kept proper accounting records, 1f we have
not recesved all the information and explanations we require for our audit, or 1if mformation specified by law
regarding directors’ remuneration and other transactions 1s not disclosed

We read other information contained m the Annual Report, and consider whether it 1s consistent with the audited
financial statements This other information comprises only the Directors’ Report and Operating and Financial
Review and the Appendix to the Directors’ Report and Operating and Financial Review We consider the
imphications for our report If we become aware of any apparent misstatements or material inconsistencies with
the financial statements Our responsibilities do not extend to any other information

Basis of audit opinion

We conducted our audit n accordance with International Standards on Auditing (UK and Ireland) 1ssued by the
Auditimg Practices Board  An audit includes exammation, on a test basis, of evidence relevant to the amounts
and disclosures 1n the financial statements It also includes an assessment of the significant estimates and
judgments made by the directors in the preparation of the financial statements, and of whether the accounting
pelicies are appropriate to the company's circumstances, consistently applied and adequately disclosed

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

Opimion

In our opinion

» the financial statements give a true and fair view, in accordance with Umited Kingdom Generally Accepted
Accounting Practice, of the state of the company's affairs as at 31 March 2008 and of its profit for the year
then ended,

* the financial statements have been properly prepared in accordance with the Compames Act 1985, and
the information given 1n the Directors' Report and Operating and Financial Review 1s consistent with the
financial statements

{y\ur FMaang AL

Ernst & Young LLP

Registered Auditor

Newcastle upon Tyne

14 July 2008
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HISTORICAL COST PROFIT AND LOSS ACCOUNT
For the year ended 31 March 2008

2008 2007
Non- Non-
Appointed appomnted  Aggregated  Apponted appointed  Aggregated
Note  business business basis business business basis
£'m £m £m £'m £'m £'m
Turnover 2 5953 271 622 4 560 7 205 5812
Operating costs (291 7) (13 5) (305 2) (276 0) 79 (283 9)
Historical cost depreciation (69 2} on (699) (64 5) 0 4) (64 9)
Operating income 13 - 13 20 01 21
OPERATING PROFIT a 2357 129 2486 2222 123 2345
Net nterest
{(payable) / recervable a {86 6) 106 (76 0) (92 1) 100 (82 1)
PROFIT ON
ORDINARY ACTIVITIES
BEFORE TAXATION 149 1 235 1726 130 1 223 152 4
Taxation — current (29 5) {43) (338) (159) (48 207)
— deferred a (1735 60 (115 (53) 0 2) (55
PROFIT FOR THE
FINANCIAL YEAR 1021 252 1273 108 9 173 126 2
Dividends (72 6) (70) (79 6) (68 6) (70) (73 6)
RETAINED PROFIT FOR
THE YEAR 295 182 477 403 103 506
STATEMENT OF TOTAL RECOGNISED GAINS AND LOSSES
for the year ended 31 March 2008
2008 2007
Non- Non-
Appointed appointed  Aggregated  Appomnted appownted  Aggregated
Note  busmess business basis business business basis
£'m £m £m £'m £'m £'m
Profit for the financial year 1021 252 1273 108 9 173 126 2
Pension prepayment
reclassification 219 06) (22 5) - - -
Recognition of pension asset
and actuarial gain in the year 68 2 12 69 4 - - -
Deferred tax related to pension
adjustments (129 02 (13 1) - - -
Total recognised gains and 135 5 256 161 1 108 9 173 126 2

losses relating to the year
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HISTORICAL COST BALANCE SHEET
At 31 March 2008

2008 2007
Non- Non-
Appointed appointed Aggregated Appoimnted appointed Aggregated
Note business business basis business business basis
£'m £m £'m £'m £'m £'m
FIXED ASSETS
Tangible assets a 2,8589 100 0 29589 2,730 4 99 8 2,8302
Investments — loans to group
companies - 160 8 160 8 - 160G 7 160 7
TOTAL FIXED ASSETS 2,858 9 260 8 3,1197 2,730 4 260 5 2,990 9
CURRENT ASSETS
Stocks 25 03 28 27 02 29
Debtors 1183 17 1200 129 4 52 134 6
Cash - 18 6 136 - 64 64
Short term deposits 183 | - 183 1 253 9 - 2539
TOTAL CURRENT 3039 206 3245 3860 118 3978
ASSETS
CREDITORS Amounts
falling due within one year
Overdrafis (117 - (11 7) (54) - (54)
Infrastructure renewals (20 2) (18) (22 0} o7 an 24
accrual
Creditors (142 5) (8 6) (151 1) (153 0) 37N (156 7)
Borrowings (100 7) - (100 7) (24 8) - (24 8)
Corporation tax payable (36) - (3 6) 44 - (4 4)
TOTAL CREDITORS {2787 (10 4) (289 1) (188 3) (5 4) (193 7)
NET CURRENT ASSETS 252 102 354 1977 64 204 1
TOTAL ASSETS LESS
CURRENT LIABILITIES 2,884 1 2710 3,1551 2,928 1 2669 31950
CREDITORS Amounts
falling due after more than
one year
Borrowings (1,730 8) - {1,780 8) (1,8318) . (1,831 8)
Other creditors {0 3) - (0 3) (05) - 03
TOTAL CREDITORS (1,781 1) - (1,781 1) (1,832 3) - (1,832 3)
PROVISIONS FOR
LIABILITIES AND
CHARGES
Deferred tax provision a (194 3) (17 (196 0) (188 6) 30) (196 6)
Deferred income — grants and
contributions a (56 7) (05) (57 2) (54 9) 05 (55 4)
Post employment asset a 634 11 645 - - -
Other provisions EX1)] - 30 31) - 31
Other deferred income (0 5) (184 4) (184 9) (05 (191 5) (192 0)
NET ASSETS EMPLOYED 9119 855 9974 348 7 66 9 9156
CAPITAL AND RESERVES
Called up share capital 921 306 1227 921 306 1227
Profit and loss account 8198 549 874 7 756 6 363 7929
CAPITAL AND RESERVES 911 9 855 997 4 348 7 669 9156
Approved on behalf of the board
J A Cuthbert / C M Gregen
14 July 2008 VAl / . P
VR0
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(a) RECONCILIATION BETWEEN STATUTORY ACCOUNTS AND HISTORICAL COST

PROFIT AND LOSS
ACCOUNT

Operating Profit

Net interest payable

Deferred tax charge

BALANCE SHEET

Tangible fixed assets (net book
value)

Provisions for hLabilities and
charges — deferred tax

Deferred income — grants and
contributions

Post employment asset

REGULATORY ACCOUNTS
For the year ended 31 March 2008

Statutory
UK Regulatory Explanation of difference
GAAP
£'m £m

2331 2486 Adjustment relating to Section 19 “overlap”

(£3 3m) (see note 1(a)(1}) and amortisation of
infrastructure imncome (£1 4m)(see note 1{a)}(n))
Addtional charge in statutory accounts for VLS
pension scheme element (£0 2m)

759 760 Additional credit of £0 Im n statutory accounts
for VLS pension scheme element

180 115 Adjustment  relating to amortisation  of
infrastructure  income  (£0 Im), Section 19
“overlap” (£0 4m} and discount (£6 Om)

31350 2,958 9 Adjustments relating to — infrastructure grants and

contributions netted off (£164 Om), Section 19
“overlap™ (£34 1m) and infrastructure renewals
proviston (£22 0m)

2174 196 0 Adjustment  relatng to  amortisation  of
infrastructure  income (£4 7m), Section 19
“overlap™ (£9 6m) and discount (£7 1m)

204 4 572 Adjustment relating to gross up (£164 Om} and
amortisation (£16 8m) of infrastructure grants and
contributions

651 645 Adjustment relating to additional charge n
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CURRENT COST PROFIT AND LOSS ACCOUNT

For the year ended 31 March 2008

Note
Turnover 2
Current cost operating costs 3
Operating income 2
Working capnal adjustment 2

CURRENT COST OPERATING PROFIT

Net interest payable
Financing adjustment

CURRENT COST PROFIT BEFORE TAXATION

Taxation

Current tax
Deferred tax

CURRENT COST PROFIT ATTRIBUTABLE TO
SHAREHOLDERS

Dividends

CURRENT COST PROFIT RETAINED

All note references to the summary current cost financial statements on pages 55 to 69 refer to the notes to the current

cost accounts

52

2008
£m
5953

(416 6)
16

(6 35)
179 8

(86 6)
462

139 4

(29 5)
(175)

924

(72 6)
19 8

2007

£'m
5607

(387 8)
20

0 2)
1747

(92 0)
655

148 2

(15 9)
(5 3)

1270

(68 6)
58 4
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CURRENT COST BALANCE SHEET

At 31 March 2008

Note

FIXED ASSETS
Tangtble assets 4
Third party contributions since 1989/90

Working capital 5
Short term deposits

Overdraft

Infrastructure renewals accrual

NET OPERATING ASSETS

NON OPERATING ASSETS AND LIABILITES
Borrowings

Non-trade debtors

Non-trade creditors due within one year
Corporation tax payable

Total non-operating labilities

CREDITORS AMOUNTS FALLING DUE AFTER
MORE THAN ONE YEAR

Borrowings

Other creditors

Total creditors due after more than one year

PROVISIONS FOR LIABILITIES AND CHARGES
Deferred tax provision

Post employment asset

Other provistons

Total provisions

NET ASSETS

CAPITAL AND RESERVES

Called up share capital

Profit and loss account

Current cost reserve 6

TOTAL CAPITAL AND RESERVES

53

2008

£'m

13,360 7
(96 7)

13,264 0
1211
183 1
(117
(202)

13,4273

(160 7)
38
(37 6)

(36)
(138 1)

(1,780 8)

(0 3)
(1,781 1)

(194 3)
634

G0

(133 9)

11,3742

921
5451
10,737 0

11,3742

2007

£'m

12,723 2
(91 5)

12,6317
123
2539
(54)
(07

12,861 8

(24 8)
52
(38 4)

(44)
(62 4)

(1,831 8)

(05)
(1,832 3)

(188 6)

@D
(1917)
10,805 4

921
4915
10,221 8

10,805 4
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CURRENT COST CASH FLOW STATEMENT
For the year ended 31 March 2008

Note

NET CASH FLOW FROM

OPERATING ACTIVITIES 7

Returns on investments and
servicing of finance

Interest received

Interest paid

Interest 1n finance lease rentals

Net cash flow from returns on
investments and servicing of finance

Taxation pard

Capital expenditure and financial
mvestment

Gross cost of purchase of fixed assets
Receipt of grants and contributions
Infrastructure renewals expenditure
Disposal of fixed assets

Net cash outflow from investing
activities

Equity dividend paid

Management of iquid resources
Net cash flow from management of
hquid resources

NET CASH FLOW BEFORE
FINANCING

Financing

Capital element in finance lease
rentals

New bank loans

Repayment of bank loans &
debentures

Net cash mflow from financing

(DECREASE)YINCREASE IN
CASH

2008 2007
Non- Non-

Appotnted appointed Aggregated Appointed appomted Aggregated
business business basis business business basis
£m £'m £'m £'m £m £'m
3330 14 6 3476 3013 13 3026
140 101 241 80 100 180
94 1) - 94 1) (83 3) - (833)
(3 6) - (3 6) (28) - 28
83 7) 101 (73 6) (78 1) 160 (68 1)
290y {4 6) (33 6) (21 6) 40 (25 6)
(222 2) (12) {223 4) (1852) (12) (186 4)
248 - 248 186 - 186
(34 9) - (349 407y - “407)
16 03 19 20 02 22
(2307) 09 (2316) (205 3) (10} (206 3)
(72 6) (70) (79 6) (68 6) (7 0) (75 6)
708 - 70 8 (196 2} - (196 2)
(122) 122 - (268 5) (1)) (269 2)
32) - G2 23 - (25)
291 - 291 3000 - 3000
(200) - (20 0) (29 2) - {29 2)
59 - 59 2683 R 2683
63) 122 59 {02) 07N (0 9)
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NOTES TO THE REGULATORY FINANCIAL STATEMENTS
For the year ended 31 March 2008

STATEMENT OF REGULATORY ACCOUNTING POLICIES

Histonical cost information
The financial statements have been prepared in accordance with regulatory accounting guidelines (RAGs)
published by Ofwat

The accounting policies set out on pages 24 to 27 apply to the historical cost regulatory financial information, with
the exception of

e capital grants and contributions to infrastructure assets which 1s not in accordance with the Companies Act
1985 (as described in (11) below)

. infrastructure renewals accounting which, n accordance with RAG 3 06, has been accounted for in
accordance with RAG 2 03, Classification of Infrastructure Expenditure” RAG 2 03 1s not 1n accordance
with FRS 12, “Provisions, Contingent Lialhties and Contingent Assets” and FRS 13, “Tangible Fixed
Assets” as described n section (1) below

(1) Infrastructure assets

Infrastructure assets comprise a network of systems which include water mains and sewers, impounding and
pumped raw water storage reservours, dams, sludge pipelines and sea outfalls

Expenditure on infrastructure assets relating to increases in capacity or enhancements of the network 15 treated as
additions which are included at cost after deducting grants and contnbutions

Expenditure on maintaining the operating capabihity of the network in accordance with defined standards of
service 15 charged as an operating cost No depreciation 1s charged on nfrastructure assets because the network of
systems 1s required 10 be maintained n perpetuity and, therefore, has no fimite economic life

In accordance with RAG 3 06 the company has not apphed FRS 12, “Provisions, Contingent Liabilities and
Contingent Assets” and FRS 15, in respect of infrastructure renewals accounting and has continued to charge
infrastructure renewal costs (calculated mn accordance with their Asset Management Plan) to the profit and loss
account Expenditure during the year 1s charged to the provision

Under FRS 12 1t 1s not permitted to recognise a provision for the costs of renewals expenditure  Adoption of FRS
12, 1aken together with FRS 15, would require

e restaternent of the cost and accumulated depreciation of infrastructure fixed assets to reflect infrastructure
renewals expenditure, depreciation and retirement of assets since renewals accounting was first adopted
Accordingly, nfrastructure renewals provisions and prepayments at years ended 31 March 2007 and 31
March 2008 would have been included within infrastructure fixed assets

¢  the depreciation of infrastructure assets and the nclusion of the infrastruciure renewals charge as a
component of the depreciation charge for the year

s restatement of the cost of infrastructure fixed assets to reflect the treatment of Section 19 “overlap”
expenditure The objective of the Section 19 quality programme 1s to address water discolouration problems
caused by won pipes, etther through reliming those pipes or replacing them where relining 1s not possible
The “overiap” represents the extra cost of replacing pipes rather than relining them where their structural
condition 15 nsufficient to withstand the relming process  Such expenditure 15 included i the infrastructure
renewals charge n the regulatory financial statements The statutory financial statements classify such
expenditure as capital in nature and include this under infrastructure assets n the fixed asset note, resulting in
a higher profit in the statutory financial statements
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SECTION B - REGULATORY FINANCIAL STATEMENTS

STATEMENT OF REGULATORY ACCOUNTING POLICIES (continued)

Historical cost information (centinued)

() Grants and contributions
Revenue grants are credited to the profit and loss account when received

Grants and contributions relating to infrastructure assets have been deducted from the cost of those assets, in
accordance with RAG 3 06 This 1s not in accordance with the Companies Act 1985 which requires fixed assets to
be stated at their purchase price or preduction cost without deduction of grants and contributions which are
accordingly accounted for as deferred income The effect of the departure on the value of tangible fixed assets 1s
disclosed in note (a) The statutory financial statements reflect grants and contributions as deferred income and
amortise them to profit and loss account over the expected useful economic lives of the assets, resulting in a higher
operating profit in the statutory financial statements

Capital grants and contributions relating to other assets are treated as deferred tncome and amortised n the profit
and loss account over the expected useful economic lives of the qualifying assets

Current cost information

The accounting policies used are the same as those adopted in the historical cost financial statements, except as set
out below This financial information has been prepared for the appointed busmness of Northumbrian Water
Limited in accordance with gnidance 1ssued by Ofwat for modified real time financial statements switable for
regulation in the water industry They measure profitability on the basis of real financial capital mamntenance in
the context of assets which are valued at their current cost value to the business

(1) Tangible fixed assets

Assets (n operational use are valued at the replacement cost of their operating capability To the extent that the
regulatory regime does not allow such assets to earn a return high enough to justify that value, no adjustment 15
made 1n armiving at the replacement cost No proviston 1s made for the possible funding of future replacements of
assets by contributions from third parties and, to the extent that some of those assets would on replacement be so
funded, replacement cost again differs from value to the busmess Redundant assets are valued at therr
recoverable amounts

A process of continuing refinement of the Asset Management Plan (AMP), based on serviceabihty, will result in
adjustments to the existing valuation of assets at the end of the regulatory review peniod In interveming years,
values are restated to take account of changes n the general level of inflation as measured by changes n the Retail
Price Index (RPI) over the year

¢ Land and Buldings
Non-specialised operational properties are valued on the basis of open market value for existing use
Specialised operational properties are valued at the lower of depreciated replacement cost and recoverable
amount

. Infrastructure assets
Mains, sewers, impounding and pumped raw water storage reservoirs, dams, sludge pipelines and sea outfalls
are valued at replacement cost determined principally on the basis of data provided by the AMP

. Other fixed assets
All other fixed assets are valued periodically at depreciated replacement cost

e  Surplusland
Surplus land 1s valued at recoverable amount taking into account that part of any proceeds to be passed on to
customers under Condition B of the Licence

. Grants and contributions

Grants and contributions are revalued to take account of changes in the general level of inflation as measured
by changes in the RPI over the year
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1. STATEMENT OF REGULATORY ACCOUNTING POLICIES (continued)

(b} Current cost information (continued)

(1) Real financial capital maintenance adjustments

The real financtal capital maintenance adjustments are calculated by applying depreciation to the current cost

value of fixed assets

(iu) Workeng capital adjustment

The working capital adjustment 1s calculated by applying the change in the RPI over the year to the opening

balance of working caputal

(v} Financing adjustment

The financing adjustment 15 calculated by applying the RPI change over the year to the opening balance of net
finance which compnises all monetary assets and liabilities n the balance sheet except those included 1in working

capital

2. ANALYSIS OF TURNOVER AND OPERATING INCOME FOR THE APPOINTED

BUSINESS
2008 2007
Water Sewerage Appointed Water Sewerage Appolnted
services services business SETVIcEs services business
£'m £m £m £'m £'m £'m
Unmeasured 186 3 148 8 3351 178 9 1419 3208
Measured 1111 792 190 3 98 6 743 1729
Trade effluent - 27 27 - 25 25
Large user and special
agreement 252 257 509 242 247 489
Non-potable large user
and special agreement 106 - 106 97 - 97
Rechargeable warks 06 - 06 06 01 07
Bulk supphes/inter
company payments 07 - 07 04 - 04
Other appointed business
(third party) 28 03 3l 27 03 30
Other sources 06 07 13 08 10 18
Total turnover 3379 2574 5953 3159 244 8 5607
Operating income
Current cost profit on
disposal of fixed assets 12 04 16 19 01 20
Working capital
adjustment (0 3) (02) (0 5) 1) 01) 02)
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3. OPERATING COSTS

Direct Costs
Employment costs
Power

Hired & contracted
services

Materials and
consumables

Service charges (EA)
Bulk supply imports
Other direct costs

Total direct costs
General and support
expenditure

Total functional
expenditure

Business analysis
Customer services
Scientific services
Other business activities
Business activities sub
total

Local authonty rates
Doubtful debts

Total opex less third
party services

Third party services —
opex

Total operating
expenditure

Capital mamntenance
Infrastructure renewals
charge

Current cost depreciation
— Service activities

- business activities
Amortisation of grants

Total capital
maintenance

Total operating costs

CCA (MEA) Values
Service activities
Business activities
Total

Water Sewerage
services services

Resources Distribution Water Sewerage Sewage Sludge Sewerage
& treatment services treatment treatment & service
subtotal disposal subtotal
£m £'m £'m £'m £'m £'m £'m
85 85 17¢ 35 43 27 10.5
55 54 109 23 58 25 106
16 57 7.3 14 09 75 98
66 10 76 02 05 18 .5
ig & - 18.6 o 14 . 24

2¢ - 20 - - - -
02 29 3l 07 02 - 09
430 235 665 91 131 14 5 36.7
116 14 5 26.1 435 96 47 18.8
546 380 92 6 136 227 192 555
153 74
7.3 35
16 08
24,2 117
162 558
7.9 58
140.9 788

118 61
1527 846

15 325 340 204 - . 204
297 175 472 68 439 128 63.5
110 59
{10) (1.7)

912 881

2439 172.7
6,584 4 6,626 3
104 4 45.6
6,688 8 6,6719
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4. TANGIBLE FIXED ASSETS

Water services

Gross Replacement Cost
At 1 Apnl 2007

AMP adjustment

RPI adjustment
Disposals

Addittons

At 31 March 2008

Depreciation

At 1 Apnil 2007
AMP adjustment
RPI adjustment
Disposals
Charge for year

At 31 March 2008

Net book value at 31 March 2008

Net book value at 31 March 2007

Sewerage Services

Gross Replacement Cost
Atl Apnl 2007

AMP adjustment

RPI adjustment
Disposals

Additions

At 31 March 2008

Depreciation

At 1 Apnl 2007
AMP adjustment
RPI adjustment
Disposals
Charge for year

At 31 March 2008

Net book value at 31 March 2008

Net book value at 31 March 2007

Specialised Nen- Other
operational specialised Infrastructure tangible
assets properties assels assels Total
£m £m £m £'m £m
1,520 1 556 54223 168 1 7,166 1
08 - 13 02 23
592 18 2074 490 2724
- - - 47 47
500 02 48 1 170 1153
1,6301 576 5,679 1 184 6 7,5514
7191 292 - 736 8219
“411) (14) - (15} (44 0)
283 11 - 18 312
- - - (47) 47
46 2 10 - 1190 582
7525 299 - 802 8626
8776 277 5,679 1 104 4 6,688 8
8010 26 4 5,422 3 94 5 6,344 2
Specialised Non- Other
operational specialised Infrastrecture tangible
assets properties assets assets Total
£'m £'m £'m £m £'m
1,733 2 46 0 52687 66 1 7,114 0
22 - 099 03 28
653 17 2015 22 2707
- - - (26) (26)
517 01 241 96 855
1,848 0 47 8 5,493 4 756 7,464 8
6867 220 - 263 7350
(355) 07 - (0 6) (36 8)
261 08 - 10 279
- - - (2 6) (26)
618 17 - 59 694
7391 238 - 300 7929
1,108 9 240 5,493 4 456 6,671 9
1,046 § 240 35,2687 398 6,379 0
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4. TANGIBLE FIXED ASSETS (continued)

Total Specialised Non- Other
operational specialised Infrastructure tangible
assels properties assets assets Total
£'m £'m £'m £'m £m

Gross Replacement Cost
At 1 Aprd 2007 3,2533 1016 10,691 0 2342 14,280 1
AMP adjustment (14 - 04 05 (05)
RPI adjustment 124 5 35 4089 62 543 1
Disposals - - - (73) (73)
Additions 1017 03 722 26 6 2008
At 31 March 2008 34781 1054 i1,1725 2602 15,016 2
Depreciation
At 1 Apnil 2007 1,405 8 512 - 999 1,556 9
AMP adjustment (76 6) 21n - 21) (80 8)
RPI adjustment 54 4 19 - 28 591
Disposals - - - (73) (7 3)
Charge for year 108 0 27 - 169 1276
At 31 March 2008 1,491 6 537 - 1102 1,6555
Net book value at 31 March 2008 1,986 5 517 11,172 5 1500 13,360 7
Net book value at 31 March 2007 1,847 5 504 10,691 0 1343 12,723 2

Additions 1n the current cost fixed asset statements are shown net of infrastructure grants

5. WORKING CAPITAL

2008 2007

£'m £m

Stocks 25 27
Trade debtors

- measured household 111 127

- unmeasured household 295 22 6

- measured non-household 101 112

- unmeasured non-household 03 05

- other 78 56

Measured income accrual 364 324

Prepayments and other debtors 193 392

Trade creditors (56) (53)

Deferred income — customer advance receipts (13 9) (19 2)

Capital creditors 41 0) (46 1)

Accruals and other creditors {44 4) (44 0)

Total working capital 12 1 123

60




SECTION B - REGULATORY FINANCIAL STATEMENTS

6. MOVEMENT ON CURRENT COST RESERVE

2008 2007

£'m £'m

At 1 Apnl 10,221 8 9,714 6
AMP adjustment 803 81

RP1 adjustments

- fixed assets 484 0 568 6

- working capital 05 02
- financing (46 2) (65 5)
- grants and third party contributions (34) (42)

At 31 March 10,737 0 10,2218

7. RECONCILIATION OF CURRENT COST OPERATING PROFIT TO NET CASH
FLOW FROM OPERATING ACTIVITIES FOR THE APPOINTED BUSINESS

2008 2007
£'m £m
Current cost operating profit 179 8 174 7
Working capital adjustment 035 02
Movement in working capital 53 B0
Current cost depreciation 124 9 1118
Current cost profit on sale of fixed assets (16) 20)
Infrastructure renewals charge 544 372
Other non-cash profit and loss items (30 3) (12 6)
Net cash flow from operating activities 3330 3013
8. ANALYSIS OF NET DEBT FOR THE APPOINTED BUSINESS
Interest rate risk profile
Fixed Floating Index Total
rate rate linked
£m £'m £'m £'m
Maturity profile
Less than one year 195 801 11 100 7
Between one and two years 185 49 11 245
Between two and five years 417 66 4 36 117
Between five and twenty years 7959 417 243 8619
In more than twenty years 344 6 - 4381 782 7
Total borrowings 1,220 2 193 1 468 2 1,881 5
Overdraft T
Short term deposits (183 1)
Net debt at 31 March 2008

6l

1,710 1
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9. DISCLOSURE OF TRANSACTIONS WITH ASSOCIATES

Services supplied by the appointee to associated companies:

December
2007 or
March 2008 2007/08
Terms of
Assoclate Service Turnover Supply Value
£m £'m
Vehicle Lease and Service Limited Rental of garage and 115 Negotiated 01
service charges
Services supphed to the appointee by associated companies:
December
2007 or
March 2008 2007/08
Terms of
Associate Service Turnover Supply Value
£m £m
Northumbrian Water Group ple Holding company 54 No market 06
charges
Three Rivers Insurance Company Public liabihity insurance 04 No market 04
Limited (deductible infill policy)
Vehicle Lease and Service Limited Vehicle maintenance and 115 Competitive 67
capital finance charge letting

Information in relation to allocations and apportionments

The apponted and non-appointed businesses operate separate accountmg ledgers mcluding sales and purchase ledgers
Turnover, operating costs, assets and liabilities are taken directly from these ledgers

Turncver 1s separately recorded between water services and sewerage services and no apportionment has been necessary
Operating costs have been allocated between water and sewerage services in accordance with the guidance set out n

Regulatory Accounting Guideling No 4 03

Overhead costs incurred 1n the appointed business which relate to the non-appointed business have been allocated using an
actrvity based approach to comply with Regulatory Accounting Guideline No 5 04

Interest has been allocated between the appointed and non-appointed businesses on the basis of actual cash balances held by
these businesses during the year at market rates Capital costs and the related depreciation charges are specifically
identifiable to the appropriate business and service

Amounts borrowed by the appointee from associated companies

The company has loans amounting to £1,435 8m due to NWF, a subsidiary company Details of these loans and the
associated guarantees are provided in note 20 of the statutory financial statemens

The company acquires vehicles from VLS, an associated company, on a finance lease basis During the year, new
finance leases of £3 8m were entered into and caprtal repayments of £2 7m were made The year end finance lease
creditor was £7 3m  All leases are at a fixed interest rate of 7%

Amounts lent by the appointee to associated companies

NWL had short-term deposits amounting to £183 1m with NSL at the year end, representing surplus cash invested via the
Group’s treasury function
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9. DISCLOSURE OF TRANSACTIONS WITH ASSOCIATES (continued)

Guarantees or other forms of secunty

There were no guarantees or other forms of security provided by the appointee to any associate during the year, other
than those relatmg to amounts borrowed from NWF, outlined above

Dmdends paid and proposed

During the year, the appointed business paid and proposed dividends to its immediate parent company, NSL, as follows,

£'m
Dividends paid
Final paid for the year ended 31 March 2007 353
Interim paid for the year ended 31 March 2008 373
Total dividends pard in the year 726
Dividends propoesed
Final proposed for year ended 31 March 2008 375

The dividends for the year, comprising the interim dividend of £35 3m and the final dividend of £37 3m, total £72 6m
(2007 £70 5m) This continues the stated dividend policy of 1 9% real annual growth

Omssion of nght
There were no omissions by the appointee to exercise any rights which would cause the net assets to decrease
Warvers

There were no warvers by the appointee of any consideration, remuneration or other payment owed to it by any associated
company

The information in this note has been produced to comply with the requirements of RAG 5 04, “Transfer Pricing 1n the
Water Industry” and the disclosures required by paragraph 6 of Condition F of the company’s operating licence

The dtrectors confirm that, to the best of their knowledge, all appropriate transactions with associated companies have
been disclosed
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10. REGULATORY CAPITAL VALUE AT 2007/08 PRICES

2007/08

£'m

Opening regulatory capital value 2,923 9
Infrastructure renewais expenditure (IRE) 358
Capital expenditure (excluding IRE) 188 6
Infrastructure renewals charge (393)
Grants and contributions (11 8)
Current cost depreciation (118 8)
Out performance adjustment 20
Closing regulatory capital value 2,976 4
Average year regulatory capital value 2,901 4

Note the average year regulatory capital value 1s 1n the average year price base, all other figures are in the year end price
base

The numbers included above are taken from the Ofwat publication “Future Water and Sewerage Charges 2005-10 Final
Determinations” published in December 2004 and are consistent with the publication RD07/08

Differences between the above figures and actual capital expenditure, infrastructure renewals expenditure, mfrastructure
renewals charge, grants and contributions and current cost depreciation will not affect the price hmits set for the period
2005-10 They will be taken into account in the calculation of out performance adjustments at the next Penodic Review
in 2009

11. STATEMENT ON DIRECTORS’ PAY AND STANDARDS OF PERFORMANCE

The following statement on Directors’ remuneration 1s a requirement for the regulatory accounts in accordance with the
Water Act 2003 This information 1s not required for statutory reporting purposes

The directors’ remuneration pelicy s set by NWL’s Remuneration Commuttee (the Remuneration Committee) n
conjunction with the Remuneration Commitiee of the Company’s ultimate parent company, Northumbrian Water Group
plc (the Committee) and NWG’s appointed recruitment consultants, Hewitt New Brnidge Street (HNBS) The
remuneration policy 1s as follows

» that the setting of base salaries 15 largely influenced by individual contributions and internal relativities rather
than external comparators,

o the annual bonus plan recognises the nterests of all of NWG’s stakeholders (shareholders, customers and
employees) rather than being focused solely on profit, and

* management shares tn the longer term value created for NWG’s investors, but equity incentives schemes
should only reward if there 1s clear out performance of the market and other relevant companies

During the year the Committee
e agreed bonuses for 2006/07,
» agreed salanes for 2008/09,
¢ decided the vesting percentage to be applied 1o the LTIP awards made on 22 December 2004, which vested on
22 December 2007,
+ granted LTIP awards on 13 December 2007 (to vest in December 2010), and
¢ set performance targets for executive directors and senior managers
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11.STATEMENT ON DIRECTORS’ PAY AND STANDARDS OF PERFORMANCE
(continued)

Elements of remuneration

The remuneration of the executive directors comprises basic salary and benefits, including pension and participation in
the SIP, all of which are fixed pay, and a performance related annual bonus and LTIP awards The relative importance
of the fixed and vanable performance related elements 1s monitored and while the Committee recognises the importance
of the performance related elements, it has not created a scenario where high levels of incentive pay promote risk taking
in order to secure personal reward For executive directors in 2008/09, on-target annual bonus s 35% of salary and the
expected value of longer term tncentives 15 55% of salary This 1s not a sma!t sum, but 1s less than the executive
directors’ total fixed pay

The table below shows the remuneration paid by NWL to directors during the year For those directors holding office
with both NWL and NWG, costs are apportioned between the companies This note reflects only the proportion of
costs charged to NWL

Basic pay Bonus Other Fees Total

benefils remuneration

£000 £000 £'000 £000 £000

Sir D Wanless - - - 750 750
J A Cuthbert 189 0 88 8 46 - 2824
C M Green 147 0 69 1 55 - 2216
G Neave 156 0 718 60 - 2338
A ClJones 1275 625 75 - 197 5
A G Balls - - - 300 300
A M Frew - - - 300 300
Dr S Lyster - - - 300 300
Total remuneration 6195 2922 236 1650 1,100 3

(1) Executive directors: baste salary and benefits

Basic salary 1s the only pensionable element of the executive directors’ remuneration package The basic salaries
payable to directors of NWL are not directly linked to standards of performance 1in connection with the carrying out
of functions of a “relevant undertaker” However, executive directors’ basic salaries and benefits are reviewed
annually by the Remuneration Commuttee, taking into account the overall performance of the Company, advice from
HNBS on market comparators and individual performance Data received from HNBS over the years has consistently
indicated that the Managing Director’s basic salary 1s significantly less than the market rate paid to his counterparts at
other quoted water companies When defining the market rate, the Commuttee has regard to the comparator group’s
market capitalisation, turnover and complexity and adjustments are made to ensure that an appropriate comparison 1s
made However, John Cuthbert declined the Commuttee’s proposed salary increase in 2006 angd 2007 This year he
has accepted an mncrease and, as from 1 April 2008, his annual basic salary 1s £295,000 (previously £270,000) Chns
Green’s salary, from | Apnl, was increased to £225,000 (from £210,000) and, again, it was noted by the Committee
that this 1s still below the market rate Benefits provided to the executive directors include membership of a defined
benefit pension scheme, car allowance and healthcare

{(n) Annual bonus
The bonus arrangements for executive directors of NWL for 2007/08 were linked to NWL’s predicted performance
the Overall Performance Assessment (OPA), as well as the other measures described below

The directors were entitled to bonuses of up to 70% of salary, relating to four components, as follows

e up to 40% related to the profit before tax performance of NWG,

s up to 5% related to NWL's predicted current year performance agamnst industry performance taken from the
latest published OPA results The scale for calculating the 2007/08 bonus was 342-413 points, which was the
reported industry performance for 2006/07,

¢ up to 5% related to time lost through sickness, calculated on a hinear scale around the published target for the
Company of 2 95%, and

e up to 20% related to personal targets
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11.STATEMENT ON DIRECTORS’ PAY AND STANDARDS OF PERFORMANCE
(continued)

() Annual bonus (continued)
The potential 5% bonus n respect of predicted OPA performance 1s considered to be hinked to NWL’s performance
as a “relevant undertaker” The Remuneration Committee confirmed on 28 May that no bonus would be payable
against this measure reflecting the forecast score of 345 agamnst a range between 342 and 413 pownts The
Remuneration Committee also confirmed that no bonus would be payable in respect of time lost through sickness, as
the target was not met

Of the personal targets, only those of Mr Neave and Mr Jones included targets directly linked to NWL’s performance
as a “relevant undertaker” Mr Neave’s targets related to the continued development of employee relations to
improve performance and to ensuring that NWL 1s a high performer n the industry for levels of service, reputation
and efficiency Of the 20% available m respect of personal targets, Mr Neave was awarded 17%

Mr Jones® personal targets included ensuring the 2007 June Return process meets Ofwat’s expectation, in respect of
data quality and corporate governance and developing a focused and coherent Strategic Direction Statement  Taking
account of overall performance against his personal targets, the Remuneration Committee awarded Mr Jones the full
20% avadable in respect of personal targets.

Mr Cuthbert's personal targets related principally to maintaining key financial ratios and measures, ensuring that good
relationships are maintamned with major investors, ensuring proper implementation of reporting under the
Transparency Directive, implementing pension scheme changes and succession planning Mr Green's personal targets
were focused mainly on the maintenance of key financial ratios and measures, relationships with major investors and
analysts, disposal of surplus properties and upgrading financial systems Of the 20% available in respect of personal
targets, Mr Cuthbert and Mr Green were each awarded 18%

Taking account of performance aganst personal targets and the OPA, PBT and lost time performance, bonuses equal
to the percentages of basic salary indicated were approved for payment to Mr Cuthbert of 47%, Mr Green of 47%, Mr
Neave of 46% and Mr Jones of 49%

The purpose of linking the relevant standards of performance to remuneration 1s to encourage directors to ensure that
achrevement of the standards was given appropriate priority during the year

The Remuneration Committee considered whether or not any pertion of annual bonus should be deferred but its
conclusion was that this was not appropriate at this time

() Pension
Directors participate in a defined benefit pension scheme which 1s not linked to NWL’s performance as a “relevant
undertaker” The executive directors’ pensions were modified with effect from | January 2008, in line with the
changes proposed for the pension scheme as a whole, and the executive pension arrangements were closed to new
entrants on that date
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11.STATEMENT ON DIRECTORS’ PAY AND STANDARDS OF PERFORMANCE

(continued)

() Long Term Incentive Plan

Under the LTIP, executive directors and semior managers may receive, at the discretion of the Commuttee, annual
condhtional awards of shares in NWG  Details of the levels of award and performance conditions are shown in the

table below

Summary of LTIP awards and performance conditions

LTIP AWARD MADE 22 DECEMBER 2004

Maximum award

75% of salary permitted  Actual grants to executive directors related to shares worth
up to 40% of salary

Performance conditions

Comparison of TSR with two comparator groups over three years

(1) 70% of award depends on the Company’s TSR performance against other listed
water companies AWG plc, Bristol Water Group ple, East Surrey Holdings ple, Kelda
Group ple, Pennon Group plc, Severn Trent ple and United Utilities ple, and

(2) 30% of award depends on the Company’s TSR performance agamst the FTSE 250
Index, excluding nvestment trusts

East Surrey Holdings pic de-listed on 28 October 2005 and Bristol Water Group plc de-
listed on 18 May 2006 AWG plc de-listed on 21 December 2006 These companies
have been left in the comparator group for the purpose of the awards and ther
performance was frozen on the date each company de-listed This means that a constant
TSR has been applied at each date after the de-listing

Vesting schedules

(1) 30% vests at median performance with sliding scale based on ranking to 100% 1f
the Company tops the group Where the Company’s TSR performance 1s below the
median performance of the comparator group, none of that element of the award will
vest

(2) 30% vests if the Company's TSR equals the FTSE 250 Index, increasing to 100% 1f
the Company's TSR outperforms the Index by at least 6% Where the Company’s TSR
performance 1s less than that of the Index, none of that element of the award will vest

LTIP AWARD MADE 9 DECEMBER 2005

Maximum award

75% of salary permitted Actual grants to executive directors related to shares worth
70% of salary

Performance conditions

As above, except Kelda Group plc de-listed on 12 February 2008 Thus also remained
the comparator group as described above

Vesting schedules

(1) as above, but between median and upper quartile, the vesting will be calculated on
a straight line basis comparing the Company’s TSR to that of the median and upper
quartile positions, rather than ranking

(2) 30% vests at median performance with straight line pro-rating of TSR performance
against the members of the FTSE 250 Index, excluding investment trusts, to 100% for
upper quartile performance Where the Company’s TSR performance 1s below the
median, none of that element of the award will vest

LTIP AWARD MADE 21 DECEMBER 2006

Maximum award

75% of salary permitted Actual grants to executive directors related to shares worth up
to 70% of salary

Performance conditions

(1) 50% of award depends on NWL’s return on caprtal employed relative to that of the
other water and sewerage compantes of England and Wales

(2) 50% of award depends on the Company’s TSR performance against the FTSE 250
Index, excluding investment trusts

Vesting schedules

{1) 30% vests at median performance At upper quartile or above return on capital
employed, all of that half of the award will vest Between median and upper quartile
straight line pro-rating will apply Where the Group’s return on capital employed
performance 15 below the median, none of this element of the award will vest

(2) 30% vests at median performance with straight line pro-rating of TSR performance
against the members of the FTSE 250 Index, excluding investment trusts, to 100% for
upper quartile performance Where the Company’s TSR performance 15 below the
median, none of this element of the award will vest
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11.STATEMENT ON DIRECTORS’ PAY AND STANDARDS OF PERFORMANCE
(continued)

Summary of LTIP awards and performance conditions (continued)

LTIP award made 13 December 2007 and future awards

Maximum award 100% of salary permitted and actual grants to executive directors related to shares
worth 100% of salary

Performance conditions and As per LTIP award made 21 December 2006

vesting schedules

The Commuttee, with advice from HNBS, has reviewed the LTIP and 1s still of the view that 1t remains the most
appropriate equity incentive plan, particularly in the light of NWG’s dividend policy Total sharcholder return (TSR)
rematns an appropriate measure because 1t ensures that executives are rewarded fairly for value created for NWG’s
mvestors

For the awards granted on 13 December 2007 the three years to be reviewed are 2007/08, 2008/09 and 200%/10
Over the three year performance period, the return on capital employed will be calculated on a compounded
annuahsed return basis

In addition, awards will only vest if the Commuttee 1s satisfied that NWG’s TSR performance 15 consistent with the
underlying business performance of NWG  An independent firm 1s engaged by the Commattee to calculate the TSRs
and to assess the extent to which the performance conditions have been met, so that the process i1s ngorous and
transparent

In the event of a change of control, the Commuttee would determine the extent to which the performance conditions
had been met and the proportion of the performance period that had elapsed i deciding whether or not any vesting of
awards would take place

The LTIP award, granted on 22 December 2004, became available to vest on 22 December 2007 The Committee
instructed PricewaterhouseCoopers (PWC) to assess the level of vesting of this award PWC reported that 73% of the
award was available to vest (being 100% of the award relating to NWG’s TSR performance against the FTSE 250
Index and 60% of the award relating to NWG’s TSR performance against the other listed water companies) Prior to
vesting, the Commuttee satisfied itself that the recorded TSR performance was a genuine reflection of NWG’s
underlying performance Details of the number of awards which lapsed and those which were exercised by the
directors of the Company are shown in the table on page 29
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11.STATEMENT ON DIRECTORS' PAY AND STANDARDS OF PERFORMANCE
(continued)

Performance graph

The graph below shows a comparison between the TSR for NWG's shares for the period 23 May 2003 (the date
NWG’s shares were listed on AIM} to 31 March 2008, and the TSR for the companies comprising the FTSE 250
Index (excluding investiment trusts) over the same period This index has been selected as NWG 1s a constituent of

the FTSE 250
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Note

This graph shows the value, by 31 March 2008, of £100 invested in Northumbrian Water Group plc on 23 May 2003
(the date NWG’s shares were listed on AIM) compared with the value of £100 invested in the FTSE 250 Index
(excluding investment trusts) over the same period

At its meeting on 21 November 2007, the Committee agreed to make conditional awards to Mr Cuthbert and Mr
Green with a value equal to 100% of base salanes, and to Mr Neave and Mr Jones with a value equal to 60% of base
salanes The level of the awards was previously agreed in principle by the Commuttee, following detailed advice
from HNBS The awards were made on 13 December 2007 The higher level of awards to Mr Cuthbert and Mr
Green recognises their additional roles as executive directors of NWG

(v) Contribution to Remuneration by NWG
NWG contributes 30% of the cost of the basic salaries, benefits, bonus and pension of Mr Cuthbert and Mr Green
NWG also contributes 50% of the cost of basic salary and benefits of the Chairman  All costs of the LTIP and SIP
arrangements, for directors and all employees, are borne by NWG

(v1) Consideration of Ofwat Reports by Remuneration Commttee
In assessing overall performance, the Remuneration Committee take into account the Company’s position n the
Ofwat reports  The relevant performance data published by Ofwat 1s also used by Mr Cuthbert to assess Mr Neave’s
and Mr Jones’ performance and this informs the bonus recommendation put to the Remuneration Committee

(vn) Future Targets

For 2008/09, all four executive directors have perscnal targets which relate to NWL’s performance as a “relevant
undertaker” Mr Cuthbert and Mr Green both have personal targets which relate to the delivery of the agreed
tnvestment programme, delivery of regulatory outputs and improving efficiency Mr Green also has a target relating
to ensuring that NWL 1s positioned to respond to Ofwat’s proposals on accounting separation  Mr Neave’s targets
relate to the management of the PR0O9 process, continued development of employee relations and ensuring NWL
achieves high performance n the mdustry for levels of service, reputation and efficiency, reflected in OPA
performance Mr Jones’s relevant targets relate to the management of the PRO9 process, production of the Water
Safety Plan, healih and safety and business continuity
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DIRECTORS’ RESPONSIBILITIES AND DECLARATIONS
For the year ended 31 March 2008

STATEMENT OF DIRECTORS’ RESPONSIBILITIES

The directors are responsible under Conditien F of the Instrument of Appointment by the Secretary of State for the
Environment of the company as a water and sewerage undertaker under the Water Industry Act 1991 for

(a)} ensuring that proper accounting records are maintained by the Appointee to enable compliance with the
requirements of Condition F and having regard also to the terms of guidelines notified by the Water Services
Regulation Authonty (“the Authority™) to the Appointee from time to time,

(b) preparing on a consistent basis for each financial year regulatory financial statements in accordance with
Condition F, having regard also to the terms of guidelines notified by the Authority from time to time, which
so far as ts reasonably practicable have the same content as the annual financial statements of the Appointee
prepared under the Companies Act 1985 and which are prepared in accordance with the formats, accounting
polictes and principles which apply to those financial statements,

(c} prepanng financial statements on a current cost basis i respect of the same accounting period 1n accordance
with guidehnes 1ssued by the Authority from time to tume,

(d) prepanng such other financial and related information as 1s required by Conditien F having regard also to the
terms of guidelines 1ssued by the Authority from time to time

RING FENCING

The directors confirm that, as at 31 March 2008, the company was 1n comphance with paragraph 3 1 of Condition K of the
Instrument of Appointment by which the Appointee had available to 1t sufficient nghts and assets to enable a special
admimstrator to manage the affairs, business and property of the Appontee, should a special admunistrative order be made

OFWAT INSTRUMENT OF APPOINTMENT — CONDITION F6A.2A CERTIFICATE
(FINANCIAL & MANAGEMENT RESOURCES TO CARRY OUT THE APPOINTED BUSINESS)

The directors of Northumbrian Water Limited confirm that, in their opinion, the Appointee will

» have sufficient financial resources and facilities to enable 1t to carry out for at least the next 12 months the Regulated
Activities (including the investment programme necessary to fulfil the Appointee’s obligations undet the Appointment),
and

e for at least the next 12 months, have available to it management resources which are sufficient to enable it to carry out
those functions

The directors of Northumbrian Water Limited confirm that, in their opinion, all contracts entered into with any Associated
Company include all necessary provisions and requirements concerning the standard of service to be supplied to the
Appointee, to ensure that it 1s able to meet all its obligations as a water and sewerage undertaker

In providing this cerificate, the Directors have taken into account the 2004 Final Determination, company performance
during 2007/08, prospects for the period up to 2010, with particular reference to the next 12 months, and the fact that

substantial pre-funding has been put in place in order to meet the capital investment programme 1n the period to 31
March 2010

ON BEHALF OF THE BOARD

MARA NN

M Parker
Company Secretary

14 July 2008
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INDEPENDENT AUDITORS’ REPORT TO
THE WATER SERVICES REGULATION AUTHORITY AND DIRECTORS OF
NORTHUMBRIAN WATER LIMITED

We have audited the regulatory financial statements of Northumbrian Water Limited (the company) for the year ended
31 March 2008 which comprise
¢ the regulatory historical cost financial information, itself comprising the regulatory historical cost profit and loss
account, the regulatory historical cost statement of total recognised gains and losses, the regulatory historical cost
balance sheet, the reconciliation between statutory accounts and historical cost regulatory accounts and the related
note to the regulatory historical cost financial information numbered 1(a), and
s the regulatory current cost financial mformation, itself compnising the regulatory current cost profit and loss
account for appomted business, the regulatory current cost balance sheet for appointed business, the regulatory
current cost cash flow statement and the related notes to the current cost financial information numbered 1(b) to
11
This report 1s made, on terms that have been agreed, solely to the company and the Water Services Regulation Authority
(“the WSRA™) in order to meet the requirements of Condition F of the company’s Instrument of Appointment granted
by the Secretary of State for the Environment to the company as a water and sewerage undertaker under the Water
Industry Act 1991 (“the Regulatory Licence”) Our audit work has been undertaken so that we mught state to the
company and the WSRA those matters that we have agreed to state to them m our report, in order (a) to assist the
company to meet its obhigations under the company’s Instrument of Appowntment to procure such a report and (b} to
facilitate the carrying out by the WSRA of is regulatory functions 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 WSRA, for our
audit work, for our report, or for the opinions we have formed

Basis of preparation

The regulatory financial statements have been prepared in accordance with Condition F of the company’s Instrument of
Appointment as a water undertaker, the Regulatory Accounting Guidelines 1 04 (Guideline for accounting for current
costs and regulatory capital values), Regulatery Accounting Guidelme 2 03 (Guideline for the classification of
expenditure), Regulatory Accounting Guidehne 3 06 {Guideline for the contents of regulatory accounts) and Regulatory
Accounting Guideline 4 03 (Guideline for the analysis of operating costs and assets), and the accounting policies set out
in note 1(a) to the historical cost financial information and note 1(b) to the current cost financial information and 1n the
case of the historical cost financial information under the historical cost convention

The regulatory financial statements are separate from the statutory financial statements of the company There are
differences between United Kingdom Generally Accepted Accounting Principles (UK GAAP) and the basis of
preparation of information provided in the regulatory financial statements because the Regulatory Accounting
Guidehnes 104, 203, 306 and 4 03 specify alternative treatment or disclosure in certain respects Where the
Regulatory Accounting Guidelines do not specifically address an accounting 1ssue, then they require UK GAAP to be
followed Financital information other than that prepared wholly on the basis of UK GAAP may not necessarly
represent a true and fair view of the financial performance or financial posttion of a company as shown m financial
statements prepared in accordance with the Compames Act 1985

Respective responsibilities of the WSRA, the directors and auditors

The nature, form and content of the regulatory financial statements are determined by the WSRA It 1s not appropriate
for us to assess whether the nature of the information being reported upon 1s suitable or appropriate for the WSRA's
purposes Accordingly, we make no assessment

The directors’ responsibilities for preparing the regutatory financial statements n accordance with the Regulatory
Accounting Guidelines 1 04, 203, 306 and 4 03 are set out in the Statements of Directors® Responsibilities  Our
responsibility 15 to audit the regulatory financial statements 1n accordance with international Standards on Auditing (UK
and Ireland), except as stated 1n the ‘Basis of audit opinion’ below and having regard to the guidance contamned in Audit
05/03 ‘Reporting to Regulators of Regulated Entities’
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INDEPENDENT AUDITORS’ REPORT TO
THE WATER SERVICES REGULATION AUTHORITY AND DIRECTORS OF
NORTHUMBRIAN WATER LIMITED (continued)

We report our opinion as to whether the regulatory historical cost financial information present fairty, under the
historical cost convention, the revenues and costs, assets and liabilities of the appointee and 1ts appointed business 1n
accordance with the company's Instrument of Appowntment and Regulatory Accounting Guwdehne 2 03 {Guideline for
the classification of expenditure), Regulatory Accounting Guidehine 3 06 (Guideline for the contents of regulatory
accounts) and Regulatory Accounting Guidehne 4 03 (Guideline for the analysis of operating costs and assets), and
whether the regulatory current cost financial information has been properly prepared in accordance with Regulatory
Accounting Guidelnes 1 04 (Guwideline for accounting for current costs and regulatory capital values), Regulatory
Accounting Guidehne 3 06 and Regulatory Accounting Guideline 4 03 We also report to you 1f, 1n our opinion, the
company has not kept proper accounting records as required by paragraph 3 of Condition F and whether the information
1s In agreement with the appointees' accounting records and has been properly prepared in accordance with the
requirements of Condition F and, as appropriate, Regulatory Accounting Guidelines 1 04,2 €3, 3 06 and 4 03

We read the other information contained in the Regulatory Financial Statements, including any supplementary schedules
on which we do not express an audit opmion, and consider the implications for our report if we become aware of any
apparent misstatements or material inconsistencies with the Regulatory Financial Statements The other information
comprises the Directors’ Report and Operating and Financial Review and the Appendix to the Directors’ Report and
Operating and Financial Review

Basis of audit opinion

We conducted our audit i accordance with International Standards on Auditing (UK and Ireland) issued by the
Auditing Practices Board, except as noted below An audit includes examination, on a test basis, of evidence relevant to
the amounts and disclosures 1n the regulatory financial statements It also includes an assessment of the significant
estimates and judgements made by the directors 1n the preparation of the regulatory financial statements and of whether
the accounting policies are appropriate to the company’s circumstances, consistently apphied and adequately disclosed

We planned and performed our audit so as to obtain all the mformation and explanations which we considered
necessary 1n order to provide us with sufficient evidence to give reasonable assurance that the regulatory financial
statemnents are free from matertal misstatement, whether caused by fraud or other wregulanty or error However, as the
nature, form and content of regulatory financial statements are determmed by the WSRA, we did not evaluate the
overall adequacy of the presentation of the information, which would have been required if we were to express an audit
opmton under Auditing Standards

Our opinion on the regulatory financial statements 15 separate from our opinton on the statutory financial statements of
the company on which we report, which are prepared for a different purpose Our audit report n relation to the
statutory financial statements of the company {our Statutory audit) was made solely to the company’s members, as a
body, 1n accordance with Section 235 of the Compames Act 1985 Our Statutory audit work was undertaken so that we
might state to the company’s members those matters that we are required to state to themn mn a Statutory auditor’s report
and for no other purpose In these circumstances, to the fullest extent permitted by law, we do not accept or assume any
responsibility to anyone other than the company and the company’s members as a body, for our Statutory audit work,
for our Statutory audit report, or for the opinions we have formed in respect of that Statutory audnt

The regulatory historical cost financial statements have been drawn up in accordance with Regulatory Accounting
Guidelmme 3 06 n that infrastructure renewals accounting as apphed in previous years should continue to be applied and
accordingly that the relevant sections of Financial Reporting Standards 12 and 15 be disapplied The effect of this
departure from Generally Accepted Accounting Principles and a reconcihiation of the balance sheet drawn up on this
basis with that drawn up under Companies Act 1985 1s given in the reconcibiation between the statutory financial
statements and the regulatory historical cost financial statements
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INDEPENDENT AUDITORS’ REPORT TO
THE WATER SERVICES REGULATION AUTHORITY AND DIRECTORS OF
NORTHUMBRIAN WATER LIMITED (continued)

Opwmion

In our opinicon, the regulatory financial statements of the company for the year ended 31 March 2008 fairly present in
accordance with Condttion F of the company’s Instrument of Appointment granted by the Secretary of State for the
Environment to the company as a water and sewerage undertaker under the Water Industry Act 1991, the Regulatory
Accounting Guidehines | 04, 203, 3 06 and 4 03 1ssued by the WSRA, and the accounting policies set out in note 1(a)
to the historical cost financial information and note 1(b) to the current cost financial information, the state of the
company’s affairs at 31 March 2008 on a regulatory historical cost and regulatory current cost basis, the regulatory
historical cost and regulatory current cost profit for the year then ended and the regultatory current cost cash flow for the
year the ended, and have been properly prepared i accordance with those conditions, guidelines and accounting
policies

In respect of this information, we report that 1n cur opmion

a) proper accounting records have been kept by the Appointee as required by paragraph 3 of Condition F of the
Instrument of Appointment,

b} the information 1s 1n agreement with the Appointee's accounting records and has been properly prepared in
accordance with the requirements of Condition F and, as appropnate, Regulatory Accounting Guideline 1 04,
Regulatory Accounting Guideline 2 03, Regulatory Accounting Guideline 3 06 and Regulatory Accounting
Guideline 4 03 1ssued by the WSRA,

¢} the regulatory historical cost financial information present fairly, under the historical cost convention, the
revenues and costs, assets and lLiabilities of the appointee and its appointed business 1n accordance with the
company's Instrument of Appointment and Regulatory Accounting Guideline 2 03, Regulatory Accounting
Guideline 3 06 and Regulatory Accounting Guideline 4 03 1ssued by the WSRA,

d} the regulatory current cost financial information has been properly prepared n accordance with Regulatory
Accounting Guideline 1 04, Regulatory Accounting Guideline 3 06 and Regulatory Accounting Guideline 4 03
1ssued by the WSRA

'grvdt . \"o.)z? l——-‘Lf_

Ernst & Young LLP
Registered auditors
Newecastle upon Tyne

14 July, 2008
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