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4, Review of effectiveness

As Accounting Officer, | have responsibility for reviewing the effectiveness of the system of internal control.
My review of the effectiveness of the system of internal control is informed by the work of the internal
auditors and the executive managers within Ofwat who have responsibility for the development and
maintenance of the internal control framework, and comments made by the external auditors in their
management letter and other reports. | have been advised on the implications of the result of my review of
the effectiveness of the system of internal control by the Board, the Audit Committee and a plan to address
weaknesses and ensure continuous improvement of the system is in place.

Annually, we consult on and publish our forward programme. This sets out our high level objectives for the
coming financial year plus a look forward to the following two years. The forward programme drives
divisional plans and ultimately each member of staff's objectives. On a monthly basis the Management
Committee reviews progress against key outputs and projects. There is also a quarterly assessment of
achievement of the forward programme objectives. In addition to this, | carry out annual divisional and
WaterVoice Chairmen’s performance reviews. We have in place a process of individual performance review
for staff. On a regular basis, the resource requirements for Ofwat are assessed against the forward
programme and developing priorities. The non-executive advisory directors also provide an independent
view to me on our performance. In June 2005 Ofwat laid its annual report 2004-05 before Parliament.

WaterVoice, the customer representation arm of Ofwat has similar systems of performance management
including publication of its own forward programme and annual report.

The Ofwat Board, Management Committee and Audit Committee regularly assess and monitor our
performance and related systems of internal control. Our internal auditors, KPMG, review and advise on our
risk management processes and internal controls and have reviewed systems and procedures in respect of
finance, human resources and IT systems.

KPMG operate to standards defined in the Government's Internal Audit Standards and submit regular
reports, which include an independent opinion by the Head of Internal Audit on the adequacy and
effectiveness of our system of internal control together with recommendations for improvement.

Philip Fletcher
Accounting Officer 5 July 2005
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Certificate and Report of the Comptroller and Auditor General to
the House of Commons

| certify that | have audited the financial statements on pages 14 to 34 under the Government Resources and
Accounts Act 2000. These financial statements have been prepared under the historical cost convention as
modified by the revaluation of certain fixed assets, and the accounting policies set out on pages 19 to 21.

Respective responsibilities of the Accounting Officer and Auditor

As described on page 9, the Accounting Officer is responsible for the preparation of the financial statements
in accordance with the Government Resources and Accounts Act 2000 and Treasury directions made
thereunder and for ensuring the regularity of financial transactions. The Accounting Officer is also
responsible for the preparation of the other contents of the Accounts. My responsibilities, as independent
auditor, are established by statute and | have regard to the standards and guidance issued by the Auditing
Practices Board and the ethical guidance applicable to the auditing profession.

| report my opinion as to whether the financial statements give a true and fair view and are properly prepared
in accordance with the Government Resources and Accounts Act 2000 and Treasury directions made
thereunder, and whether in all material respects the expenditure and income have been applied to the
purposes intended by Parliament and the financial transactions conform to the authorities which govern
them. | also report if, in my opinion, the Annual Report is not consistent with the financial statements, if the
Department has not kept proper accounting records, or if | have not received all the information and
explanations | require for my audit.

| read the other information contained in the Accounts, and consider whether it is consistent with the audited
financial statements. | consider the implications for my certificate if | become aware of any apparent
misstatements or material inconsistencies with the financial statements.

| review whether the Statement on pages 10 and 11 reflects the Department's compliance with Treasury’s
guidance on the Statement on Internal Control. | report if it does not meet the requirements specified by
Treasury, or if the statement is misleading or inconsistent with other information of which | am aware from
my audit of the financial statements. | am not required to consider, nor have | considered, whether the
Accounting Officer’s Statement on Internal Control covers all risks and controls. | am also not required to
form an opinion on the effectiveness of the Department’s corporate governance procedures or its risk and
control procedures.

Basis of audit opinion

I conducted my audit in accordance with United Kingdom auditing standards issued by the Auditing
Practices Board. An audit includes examination, on a test basis, of evidence relevant to the amounts,
disclosures and regularity of financial transactions included in the financial statements. It also includes an
assessment of the significant estimates and judgements made by the Department in the preparation of the
financial statements, and of whether the accounting policies are appropriate to the Department’s
circumstances, consistently applied and adequately disclosed.

| planned and performed my audit so as to obtain all the information and explanations which | considered
necessary in order to provide me with sufficient evidence to give reasonable assurance that the financial
statements are free from material misstatement, whether caused by error, or by fraud or other irregularity,
and that, in all material respects, the expenditure and income have been applied to the purposes intended
by Parliament and the financial transactions conform to the authorities which govern them. In forming my
opinion | have also evaluated the overall adequacy of the presentation of information in the financial
statements.
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Opinion

In my opinion:

. the financial statements give a true and fair view of the state of affairs of the Office of Water
Services at 31 March 2005 and of the net resource outturn, resources applied to objectives,
recognised gains and losses and cash flows for the year then ended, and have been properly
prepared in accordance with the Government Resources and Accounts Act 2000 and directions
made by the Treasury; and

. in all material respects the expenditure and income have been used for the purposes intended
by Parliament and the financial transactions conform to the authorities which govern them.

| have no observations to make on these financial statements.

John Bourn National Audit Office
Comptroller and Auditor General 157-197 Buckingham Palace Road
Victoria
11 July 2005 London
SW1W 9SP
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SCHEDULE 1

Summary of Resource Outturn 2004-05 (£000s)

2004-05 2003-04

Net total

outturn

compared

Estimate Outturn with

estimate:
Gross NET Gross NET saving/  Prior-year
expenditure Ain A TOTAL expenditure Ain A TOTAL (excess) outturn

Request for resources 1
(see notes 5, 2 and 3) 14,702 (14,700) 2 14,602 (14,602) - 2 -
Non operating cost A in A - - - _ —

Net cash requirement - - 588 - - 38 550 787

Summary of income payable to the Consolidated Fund

In addition to appropriations in aid the following income relates to Ofwat and is payable to the Consolidated
Fund (cash receipts being shown in italics and figures in thousands).

Forecast 2004-05 Outturn 2004-05
Note Income Receipts Income Receipts
Total 4 748 748 1,183 1,183

Explanation of the variance between Estimate net cash requirement and outturn (net cash requirement):
The difference between the Estimate net cash requirement and the outturn is due to reductions in planned
capital expenditure and changes in working capital arising from a lower than planned use of deferred
income.

Reconciliation of Resources to Cash Requirement (£000s)

Net total
outturn
compared
with estimate;
saving
Note Estimate Outturn (excess)
Net total resources 2 - 2
Capital
Acquisition of fixed assets 8(1) & 8(2) 130 82 48
Investments - - -
Non operating A in A - - -
Proceeds of fixed assets disposals 8(1) & 8(2) - - -
Accruals Adjustments
Non-cash items 3 (680) (923) 243
Non-cash items (staff) 12 - (13) 13
Pension contributions 12 - (16) 16
Changes in working capital other than cash 7 1,036 385 651
Changes in creditors falling due after more than one year - - -
Use of provision 12 100 103 (3)
Excess cash to be surrendered to the Consolidated Fund - 420 (420)
Net Cash Requirement (Schedule 4) 588 38 550
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SCHEDULE 2

Operating Cost Statement
for the year ended 31 March 2005 (£000s)

Administration costs:
Staff costs
Non-staff administration costs

Gross administration costs
Operating income

Net administration costs

Net operating surplus
Net resource outturn

Note 2004-05 2003-04
2 9,209 8,435
3 5,393 5,202
14,602 13,637
5 (14,602) (13,637)
6 - -
6 - -

All income and expenditure are derived from continuing operations

Statement of Recognised Gains and Losses

for the year ended 31 March 2005 (£000s)

Net gain on revaluation of tangible fixed assets

Actuarial loss

Total recognised gains for the financial year

Note 2004-05 2003-04
4 6

12 (519) -
(515) 6
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SCHEDULE 3
Balance Sheet as at 31 March 2005 (£000s)
Note 31 March 2005 31 March 2004
Fixed assets:
Tangible assets 8.1 742 1,240
Intangible assets 8.2 64 47
806 1,287
Debtors falling due after more than one year - -
Current assets:
Debtors 9 448 437
Cash at bank and in hand 10 420 336
868 773
Creditors (amounts falling due within one year) 11 (1,801) (2,131)
Net current Assets (933) (1,358)
Total assets less current liabilities (127) (71)

Creditors (amounts falling due after more than one year) - -

Provision for liabilities and charges 12 (49) (90)
Total net liabilities excluding pension liabilities (176) (161)
Pension liabilities (2,123) (460)
Total net liabilities including pension liabilities (2,299) (621)
Taxpayers’ equity:
General Fund 14 (2,327) (738)
Revaluation reserve 13 28 117
(2,299) (621)
Philip Fletcher 5 July 2005

(Accounting Officer)
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SCHEDULE 4

Cash Flow Statement
for year ended 31 March 2005 (£000s)

Net cash inflow from operating activities (note a)
Capital expenditure and financial investment (note b)
Payment of amounts due to the Consolidated Fund
Financing (note c)

Increase/(decrease) in cash for the period

2004-05 2003-04
448 (353)
(82) (98)
(1,099) (253)

817 787

84 83

Notes:

a See the table below giving a reconciliation of operating cost to operating cash flows.
b See the table below giving an analysis of capital expenditure and financial investment.
¢ See the table below giving an analysis of financing and a reconciliation of the net cash requirement.

Reconciliation of operating cost to operating cash flows

Note 2004-05 2003-04
Net operating surplus 6 - -
Adjustments for non-cash transactions 3 (923) (605)
Adjustments for non-cash transactions staff costs 12 (13) -
Adjustments for movement in working capital other than cash 7 385 858
Use of provisions 12 103 100
Net cash (inflow)/outflow from operating activities (448) 353
Analysis of capital expenditure and financial investment
Note 2004-05 2003-04

Intangible fixed assets additions 8.2 46 37
Tangible fixed assets additions 8.1 36 61
Proceeds of disposal of fixed assets 8.1 - -
Net cash outflow from investing activities 82 98
Analysis of financing and reconciliation to the net cash requirement

2004-05 2003-04
From the Consolidated Fund (Supply) - current year" 38 787
Transfer from the Department for Transport (DfT) in respect of
current DG pension 763 -
Pension contributions 16 -
Advance from the Contingency Fund 2,000 2,000
Repayment to the Contingency Fund (2,000) (2,000)
Net financing 817 787
(Increase)/decrease in cash (84) (83)
Net cash flows other than financing 733 704
Adjustments for payments and receipts not related to Supply:
Amounts due to the Consolidated Fund - received in a prior year and paid over (336) (253)
Amounts payable to the Consolidated Fund - received from DfT and paid over (763) -
Pension contributions (16) -
Excess cash to be surrendered to the Consolidated Fund 420 336

(695) 83

Net cash requirement (Schedule 1) 38 787

' Amount of grant actually issued to support the net cash requirement = £38,000.00
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SCHEDULE 5

Resources by Departmental Aims and Objectives
for the year ended 31 March 2005 (£000s)

Aim: To regulate in a way that provides incentives and encourages the companies to achieve a world-class
service in terms of quality and value for customers in England and Wales.

2004-05 2003-04
Gross Income Net Gross Income Net
Objective 1 4,673 - - 4,773 - -
Objective 2 1,460 - - 1,500 - -
Objective 3 6,133 - - 5,318 - -
Objective 4 2,336 - - 2,046 - -
Net operating costs 14,602 (14,602) - 13,637 (13,637) -

Ofwat'’s objectives were as follows:

Objective 1 - To assess and report on each company’s progress towards improving water and environmental
quality, security of supply and representing consumers.

Objective 2 — To monitor and report on company efficiency, regulatory accounts and take action as required.

Objective 3 — To make final determinations of each company’s price limits for each of the years in the period
2005 to 2010.

Objective 4 — To facilitate effective competition and approving tariffs.

Note:

Income received from licence fees and publications is not specific to one objective but applies to all
regulatory objectives.

Direct costs are identified for each objective through the activity costing system. Overheads are apportioned
to the objectives on the basis of direct costs.

Ofwat’s capital is employed exclusively for administration purposes and supporting our regulatory functions.
Its distribution between objectives is therefore not markedly different from the related gross administration
cost.
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Notes to the accounts

1.  Statement of accounting policies

The financial statements have been prepared in accordance with the 2004-05 Resource Accounting Manual
(RAM) issued by HM Treasury. The accounting policies contained in the RAM follow UK generally accepted
accounting practice for companies (UK GAAP) to the extent that it is meaningful and appropriate to the public
sector. Where the RAM permits a choice of accounting policy, the accounting policy which has been judged
to be most appropriate to the particular circumstances of the department for the purpose of giving a true and
fair view has been selected. The accounting policies have been applied consistently in dealing with items
considered material in relation to the accounts.

1.1 Accounting convention

These accounts have been prepared under the historical cost convention, modified to account for the
revaluation of fixed assets at their value to the business by reference to their current costs.

1.2 Fixed assets

Tangible and intangible assets have been stated at current cost using indices provided by the Valuation Office.

Tangible fixed assets consist of furniture and fittings, office machinery, website development costs, IT and
telecommunications equipment. Intangible fixed assets comprises of purchased software licences.

With the exception of PCs and office furniture, individual assets must exceed a capitalisation threshold of
£1,000 for inclusion as fixed assets. PCs and office furniture items falling below the threshold are capitalised
as groups. A threshold of £250 exists for individual items to be classified as grouped fixed assets.

1.3 Depreciation and amortisation

Depreciation is provided at rates calculated to write-off the value of tangible fixed assets by equal instalments
over their estimated useful lives, to their estimated residual values. Asset lives are within the following
ranges:

Asset classification Asset life
Furniture, fixtures and fittings 10 years
IT equipment and website development costs 4-5 years
Office machinery 5 years
Telecommunications 5 years

Software licences and bespoke software are amortised over the shorter of the term of the licence or the
useful economic life from the date the asset is brought into service.

1.4 Stocks

Stocks consist of low value office consumables and publications. The full costs of stock purchases are
charged in the year of purchase.

15 Leases

Ofwat had no finance leases as at 31 March 2005 (31 March 2004: nil). Rentals due under operating leases are
charged over the lease term on a straight-line basis or on the basis of actual rental payable where this fairly
reflects usage.

1.6 Research and development

Expenditure on research is not capitalised. Expenditure on development in connection with a product or
service which is to be supplied on a full cost recovery basis is capitalised if it meets those criteria specified in
SSAP 13. Other development expenditure is capitalised if it meets the criteria specified in the RAM which are
adapted from SSAP 13 to take account of the not-for-profit context. Expenditure which does not meet the
criteria for capitalisation is treated as an operating cost in the year in which it is incurred. Fixed assets
acquired for use in research and development are depreciated over the life of the associated project, or
according to the asset category if the asset is to be used for subsequent production work.
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Notes to the accounts (continued)

1.7 Operating income

Operating income is income that relates directly to our operating activities. It consists, primarily of licence fees
charged on a full cost recovery basis.

Since all costs are recovered via the licence fees, and are invoiced in advance based on estimated costs, any
income from licence fees that exceeds the level of operating costs is treated as deferred income. This is taken
into account when calculating the future level of licence fees charged to the water and sewerage companies
under the Water Industry Act 1991.

1.8 Administration and programme expenditure

Administration costs are recorded in the operating cost statement. They include the costs of running Ofwat, as
defined under the administration cost-control regime, together with associated operating income. There was
no programme expenditure between 1 April to 31 March 2005 (2003-04: £nil).

1.9 Capital charge

A charge, reflecting the cost of capital utilised by the department, is included in operating costs. The charge is
calculated at the real rate set by HM Treasury (currently 3.5 per cent) on the average carrying amount of all
assets less liabilities, except for:

a cash balance with the Office of the Paymaster General (OPG), where the charge is nil;

b Consolidated Fund creditors, where the credit is nil.

1.10 Pensions

The majority of past and present employees are covered by the provisions of the Principal Civil Service
Pension Schemes (PCSPS) which are described in note 2. The defined benefit schemes are unfunded and are
non-contributory except in respect of dependant’s benefits. Ofwat recognises the expected cost of these
elements on a systematic and rational basis over the period during which it benefits from employees’ services
by payment to the PCSPS of amounts calculated on an accruing basis. Liability for payment of future benefits
is a charge on the PCSPS. In respect of the defined contribution schemes, Ofwat recognises the contributions
payable for the year.

The current and retired Director Generals are covered by ‘by analogy pension schemes’ that offer similar
benefits to the PCSPS.

1.11 Value Added Tax

Most of our activities are outside the scope of VAT and, in general output tax does not apply and input tax on
purchases is not recoverable. Irrecoverable VAT is charged to the relevant expenditure category or included in
the capitalised purchase cost of fixed assets. Where output tax is charged or input VAT is recoverable, the
amounts are stated net of VAT.

1.12 Comparative amounts

There were no changes in the year that required amendments of comparatives.

1.13 Provisions

Ofwat provides for legal or constructive obligations which are of uncertain timing or amount at the balance
sheet date on the basis of the best estimate of the expenditure required to settle the obligation. Where the
effect of the time value of money is significant, the estimated risk-adjusted cash flows are discounted using the
Treasury discount rate (currently 3.5 per cent).
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Notes to the accounts (continueq)

1.14 Contingent liabilities

In addition to contingent liabilities disclosed in accordance with FRS 12, the department discloses for
parliamentary reporting and accountability purposes certain contingent liabilities where the likelihood of a
transfer of economic benefit is remote. These comprise:

. items over £100,000 (or lower, where required by specific statute) that do not arise in the normal
course of business and which are reported to Parliament by departmental Minute prior to the
Department entering into the arrangement;

. all items (whether or not they arise in the normal course of business) over £100,000 (or lower,
where required by specific statute or where material in the context of resource accounts) which
are required by the Resource Accounting Manual to be noted in the resource accounts.

Where the time value of money is material, contingent liabilities which are required to be disclosed under
FRS 12 are stated at discounted amounts and the amount reported to Parliament separately noted. Contingent
liabilities that are not required to be disclosed by FRS 12 are stated at the amounts reported to Parliament.

2. Staff numbers and related costs

2.1 Staff costs consist of:

2004-05 2003-04

Permanently Non- Non-exec

employed Permanent = WaterVoice advisory
Total staff staff Chairmen directors Total
£000s £000s £000s £000s £000s £000s
Wages and salaries 7,662 7,319 64 222 57 7,042
Social security costs 612 585 - 22 5 516
Pension costs 935 935 - - - 877
Total Net Costs 9,209 8,839 64 244 62 8,435

The Principal Civil Service Pension Scheme (PCSPS) is an unfunded multi-employer defined benefit scheme,
and we are unable to identify our share of the underlying assets and liabilities. A full actuarial valuation was
carried out as at 31 March 2003. Details can be found in the resource accounts of the Cabinet Office: Civil

Superannuation www.civilservice-pensions.gov.uk .

For 2004-05, normal employer contributions of £923,181 were payable to the PCSPS (2003-04: £857,572) at one
of four rates in the range 12 to 18.5 per cent (2003-04: 12 to 18.5 per cent) of pensionable pay, based on salary
bands. The scheme’s Actuary reviews employer contributions every four years following a full scheme
valuation and rates will increase from 2005-06. The contribution rates reflect benefits as they are accrued, not
when the costs are actually incurred, and reflect past experience of the scheme.

Employees joining after 1 October 2002 could opt to open a partnership pension account, a stakeholder
pension with an employer contribution. Employers’ contributions of £14,935 for 2004-05 (2003-04: £7,685)
were paid to one or more of a panel of four appointed stakeholder pension providers. Employer contributions
are age-related and range from 3 to 12.5 per cent (2003-04: 3 to 12.5 per cent) of pensionable pay. Employers
also match employee contributions of up to 3 per cent of pensionable pay. In addition, employer contributions
of £828, 0.8 per cent (2003-04: £498, 0.8 per cent) of pensionable pay, were payable to the PCSPS to cover the
cost of the future provision of lump sum benefits on death in service and ill health retirement of these
employees.

Contributions due to the partnership pension providers at the balance sheet date were nil.

Contributions prepaid at that date were nil.
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Notes to the accounts (continued)

2.2 Average numbers of people employed

The average number of whole-time equivalent persons employed during the year was as follows. These
figures exclude WaterVoice Chairmen and WaterVoice members.

2004-05 2003-04

Permanently Non Non-exec

Employed Permanent advisory
Total Staff Staff directors Total
Number Number Number Number Number
Objective 1 115 114.5 - 0.5 115.5
Objective 2 23 23 - - 25
Objective 3 91 90.5 0.5 - 90.5
Objective 4 35 35 - - 35
Total 264 263 05 05 266
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Notes to the accounts (continueq)

2.3 Salary and pension entitlements

(a) Remuneration

Staff costs consist of:
Officials

Philip Fletcher
Director General of Water Services

Bill Emery
Director of Costs and Performance

Roger Dunshea
Director of Operations

Keith Mason
Director of Regulatory Finance

Roy Wardle
Head of Consumer Representation

Julia Havard
Head of External Relations
(Left 7 January 2005)

Tony Smith
Director of Consumer Affairs

Mike Saunders
Director of Consumer Affairs
(Retired 8 June 2003)

Huw Brooker
Legal Adviser

Allan Merry
Legal Advisor
(Retired 30 June 2003)

Fiona Pethick
Head of Corporate Affairs
(From 7 February 2005)

2004-05 2003-04

Benefits in kind Benefits in kind

Salary £000  (to nearest £100) Salary £000  (to nearest £100)
160 - 165 - 140 - 145 -
100 - 105 - 100 - 105 -

90-95 - 85-90 -
85-90 - 80 -85 -
75-380 - 75-80 -
45-50 - 60 - 65 -
(full year
equivalent 60 — 65)
90-95 - 85-90 -
- - 20-25 -
(full year
equivalent 90 — 95)
65-70 - 60 - 65 -
- - 10-15 -
(full year
equivalent 65 -70)
10-15 - - -
(full year

equivalent 75 — 80)

Non executive advisory directors (NEADSs)

John Baker CBE
Martin Cave

Jane May

Roger Munson OBE

Salary

2004-05 2003-04

Benefits in kind Benefits in kind

Salary £000  (to nearest £100) Salary £000  (to nearest £100)
10-15 - 10-15 -
10-15 - 10-15 -
10-15 - 10-15 -
10-15 - 10-15 -

“Salary” includes gross salary; performance pay or bonuses; overtime; reserved rights to London weighting
or London allowances; recruitment and retention allowances; private office allowances and any other
allowance to the extent that it is subject to UK taxation.

Benefits in kind

The monetary value of benefits in kind covers any benefits provided by the employer and treated by the Inland

Revenue as a taxable emolument.
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Notes to the accounts (continued)

(b) Pension benefits

Accrued
Real pension at Employer
increase age 60 at contribution
in pension 31 March to
and related 2005 CETV at CETV at Real partnership
lumpsum  and related 31 March 31 March increase pension
at age 60 lump sum 2005 2004 in CETV account
Officials £000 £000 £000 £000 £000 Nearest £100
Philip Fletcher n/a n/a n/a n/a n/a -
Director General of
Water Services
(see Note 12)
Bill Emery 0-25: 35 -40: 638 571 31 -
Director of Costs and lump sum lump sum
Performance 5-7.5 110-115
Roger Dunshea 0-25: 20 - 25: 375 337 16 -
Director of Operations lump sum lump sum
25-5 70-75
Keith Mason 0-2.5: 10-15: 165 136 19 -
Director of Regulatory lump sum lump sum
Finance 25-5 30-35
Roy Wardle 0-25: 30-35: 529 489 9 -
Head of Consumer lump sum lump sum
Representation 0-25 90-95
Julia Havard 0-25: 15-20: 2702 247 8 -
Head of External Relations lump sum lump sum
(Left 7 January 2005) 0-25 50-55
Tony Smith 0-25 0-5 31 14 13 -
Director of Consumer
Affairs
Huw Brooker 0-25 5-10 43 32 7 -
Legal Adviser
Fiona Pethick 0-2.5: 15-20: 248 245° 18 -
Head of Corporate Affairs lump sum lump sum
(From 7 February 2005) 25-5 50-55

2 CETV as at 7 January 2005
®CETV as at 7 February 2005
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Notes to the accounts (continueq)

Civil Service Pensions

Pension benefits are provided through the CSP arrangements. From 1 October 2002, civil servants may be in
one of three statutory based ‘final salary’ defined benefit schemes (classic, premium, and classic plus). The
Schemes are unfunded with the cost of benefits met by monies voted by Parliament each year. Pensions
payable under classic, premium, and classic plus are increased annually in line with changes in the Retail
Prices Index. New entrants after 1 October 2002 may choose between membership of premium or joining a
good quality ‘money purchase’ stakeholder arrangement with a significant employer contribution (partnership
pension account).

Employee contributions are set at the rate of 1.5 per cent of pensionable earnings for classic and 3.5 per cent
for premium and classic plus. Benefits in classic accrue at the rate of 1/80th of pensionable salary for each year
of service. In addition, a lump sum equivalent to three years’ pension is payable on retirement. For premium,
benefits accrue at the rate of 1/60th of final pensionable earnings for each year of service. Unlike classic, there
is no automatic lump sum (but members may give up (commute) some of their pension to provide a lump
sum). Classic plus is essentially a variation of premium, but with benefits in respect of service before 1 October
2002 calculated broadly as per classic.

The partnership pension account is a stakeholder pension arrangement. The employer makes a basic
contribution of between 3 per cent and 12.5 per cent (depending on the age of the member) into a stakeholder
pension product chosen by the employee. The employee does not have to contribute but where they do make
contributions, the employer will match these up to a limit of 3 per cent of pensionable salary (in addition to the
employer’s basic contribution). Employers also contribute a further 0.8 per cent of pensionable salary to cover
the cost of centrally-provided risk benefit cover (death in service and ill health retirement).

Further details about the CSP arrangements can be found at the website www.civilservice-pensions.gov.uk

Cash Equivalent Transfer Values (CETV)

A Cash Equivalent Transfer Value (CETV) is the actuarially assessed capitalised value of the pension scheme
benefits accrued by a member at a particular point in time. The benefits valued are the member’s accrued
benefits and any contingent spouse’s pension payable from the scheme. A CETV is a payment made by a
pension scheme or arrangement to secure pension benefits in another pension scheme or arrangement when
the member leaves a scheme and chooses to transfer the benefits accrued in their former scheme. The
pension figures shown relate to the benefits that the individual has accrued as a consequence of their total
membership of the pension scheme, not just their service in a senior capacity to which disclosure applies. The
CETV figures, and from 2003-04 the other pension details, include the value of any pension benefit in another
scheme or arrangement which the individual has transferred to the CSP arrangements and for which the CS
Vote has received a transfer payment commensurate to the additional pension liabilities being assumed. They
also include any additional pension benefit accrued to the member as a result of their purchasing additional
years of pension service in the scheme at their own cost. CETVs are calculated within the guidelines and
framework prescribed by the Institute and Faculty of Actuaries.

Real increase in CETV

This reflects the increase in CETV effectively funded by the employer. It takes account of the increase in
accrued pension due to inflation, contributions paid by the employee (including the value of any benefits
transferred from another pension scheme or arrangement) and uses common market valuation factors for the
start and end of the period.
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Notes to the accounts (continued)

3. Non-staff administration costs

Rentals under operating leases:
Accommodation
Office equipment

Non cash items:
Depreciation of tangible fixed assets
Amortisation of intangible fixed assets
(Profit)/Loss on disposal of fixed asset
Cost of capital credit
Other Finance costs
Auditors’ remuneration®
Provisions:
Unwinding of discount
Pension liabilities:
Past Service costs
Permanent diminution of fixed asset

Other expenditure:

Consultancy services

Training

Travel and subsistence

Rates

Computer hire and maintenance
Other hire and maintenance
Seminars, meetings and conferences
Publications

Books and periodicals

Postal services and couriers
Telecommunications
Recruitment costs

Other

2004-05
£000s £000s

1,146
60

1,206

384
17
131
(50)
57
32

315
36

923

899
165
348
228
194

38
102
263
170

79
104

53
621

3,264
5,393

* During the year there was no remuneration for non-audit work.

2003-04

£000s £000s

1,094
77

1,171

431
13

(30)
31
13

76
69

605

1,057
216
351
241
120

50
106
220
183

68
103
103
608

3,426
5,202

4, Analysis of income payable to the Consolidated Fund

In addition to appropriations in aid the following income relates to Ofwat and is payable to the Consolidated

Fund (cash receipts being shown in italics).

Excess cash surrenderable to the
Consolidated Fund
Transfer from Department for Transport

Total

Forecast 2004-05

Income Receipts
£000s £000s
748 748
748 748

Outturn 2004-05

Income Receipts
£000s £000s
420 420
763 763
1,183 1,183

26



Office of Water Services Resource Accounts 2004-05

Notes to the accounts (continueq)

5. Income and appropriations in aid

Operating income not appropriated in aid (i.e. surrenderable to the Consolidated Fund) is analysed for
resource budget purposes between that included in public expenditure and that which is not. In 2004-05 and
2003-04, all operating income not classified as appropriations in aid was within public expenditure.

There are two categories of operating income:

. Appropriations in aid (A in A): income due to Ofwat that can be retained and offset against other
public expenditure.
. Consolidated Fund Extra Receipts (CFER): which are analysed for resource budget purposes into
those included or not included in public expenditure.
2004-05
Resource Reconciliation to Operating Cost  Operating Cost
Outturn Cost Statement Statement
Income
Netted off included in
gross Payable to operating
Expenditure in Consolidated cost
Ain A sub-head Fund statement
£000s £000s £000s £000s
Operating income analysed by classification
and activity is as follows:
Administration income:
Allowable within administration cost limit
Licence fees 13,893 - - 13,893
Licence fees received in advance — prior year 1,633 - - 1,633
Licence fees received in advance — current year (893) - - (893)
Publication sales 6 - - 6
Rent and Utilities 61 - - 61
Miscellaneous 2 - - 2
Total 14,602 - - 14,602
2003-04
Operating income analysed by classification
and activity is as follows:
Administration income:
Allowable within administration cost limit
Licence fees 12,653 - - 12,653
Licence fees received in advance — prior year 2,400 - - 2,400
Licence fees received in advance - current year (1,533) - - (1,533)
Publication sales 11 - - 11
Rent and Utilities 56 - - 56
Miscellaneous 50 - - 50
Total 13,637 - - 13,637

5.1 Administration costs limits

The outturn within the administration costs control regime shown against individual administration costs
limits is as follows:

2004-05 2003-04
Outturn Limits Outturn Limits
£000s £000s £000s £000s
Request for resources 1 (Net limit) - 2 - 2
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6. Reconciliation of net operating cost and net resource outturn

Net Operating Cost®
Operating income not classified as Ain A

Net resource outturn (note a)

Note a:

2004-05 2003-04
£000s £000s

Net operating cost is the total of expenditure and income appearing in the operating cost statement (Schedule
2). Net resource outturn is the total of those elements of expenditure and income that are subject to
parliamentary approval and included in the Department’s Supply Estimate. The outturn against the estimate is

shown in the summary of resource outturn (Schedule 1).

7. Movement in working capital other than cash

The movements in working capital used in the reconciliation of resources to cash requirements comprise:

Movement in working capital other than cash
Increase/(decrease) in debtors (see note 9)
(Increase)/decrease in creditors (see note 11)

Total movement in working capital recognised in Schedule 4

Working capital movement recognised in Schedule 1

2004-05 2003-04

£000s £000s
11 (136)

374 994

385 858

385 858
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8.1 Tangible fixed assets

Furniture
fixtures and Office Tele- IT

fittings machinery communications equipment Total
£000s £000s £000s £000s £000s

Cost or valuation
At 1 April 2004 874 162 110 1,788 2,934
Additions 7 9 - 20 36
Disposals (551) (18) - (56) (625)
Revaluation 6 - - (37) (31)
At 31 March 2005 336 153 110 1,715 2,314

Depreciation

At 1 April 2004 652 136 107 799 1,694
Charged in year 18 12 2 352 384
Disposals (434) (14) - (49) (497)
Revaluation 2 - - (11) (9)
At 31 March 2005 238 134 109 1,091 1,572
Net book value at 31 March 2005 98 19 1 624 742
Net book value at 31 March 2004 222 26 3 989 1,240

During the year an exercise was undertaken to remove items that had been capitalised below the threshold
values disclosed in Note 1.2. Items with a net book value of £124k were removed from the Fixed Asset

Register.

8.2 Intangible fixed assets

Cost or valuation
At 1 April 2004
Additions
Disposals
Revaluation

At 31 March 2005

Amortisation
At 1 April 2004
Charged in year
Disposals
Revaluation

At 31 March 2005
Net book value at 31 March 2005
Net book value at 31 March 2004

Purchased
Software Assets Under

Licences Development Total
£000s £000s £000s
140 - 140

35 11 46
(4) - (4)
(8) - (8)

163 1 174

93 - 93

17 - 17
(1) - (1)

1 - 1

110 - 110

53 1 64

47 - 47

During the year an exercise was undertaken to remove items that had been capitalised below the threshold
values. ltems with a net book value of £2k were removed from the Fixed Asset Register.
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9. Debtors

2004-05 2003-04
£000s £000s

Amounts falling due within one year:
Other debtors 45 19
Advances 23 14
Prepayments 333 372
HM Customs (VAT) 47 32
448 437

Advances comprise:
Staff advances. At 31 March 2005 loans were outstanding for season tickets in respect of 47 employees.

10. Cash at bank and in hand

2004-05 2003-04
£000s £000s
Balance at 1 April 336 253
Net change in cash balance: 84 83
Balance at 31 March 420 336
The following balances are held at:
Office of HM Paymaster General (OPG) 418 334
Commercial banks and cash in hand 2 2
Balance at 31 March 420 336
The balances comprise :
Cash due to be paid to the Consolidated Fund:
Excess cash receipts to be surrendered to the Consolidated Fund 420 336
420 336
11. Creditors
2004-05 2003-04
Amounts falling due within one year: £000s £000s
Trade creditors 407 124
Accruals 67 138
Other Creditors 14 _
Deferred income 893 1,533
Consolidated Fund:
Excess cash to be surrendered to Consolidated Fund 420 336
1,801 2,131
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12. Provision for liabilities and charges

Early departure costs

Early departure Total
£000s £000s
Balance at 1 April 2004 90 90
Provided in year:
Provision utilised in year (42) (42)
Unwinding of discount 1 1
Balance at 31 March 2005 49 49

We meet the additional cost of benefits beyond the normal PCSPS benefits in respect of employees who retire
early by paying the required amounts annually to the PCSPS over the period between early departure and
normal retirement date. We provide for this in full when the early retirement programme becomes binding on
us by establishing a provision for the estimated payments discounted by the Treasury discount rate of 3.5 per
centin real terms.

Pension Liabilities

Total

£000s
Balance at 1 April 2004 460
Transfer from Department of Transport 763
Liability recognised in prior year creditors 40
Analysis of the amount charged to the Operating Cost Statement:
Current service costs (net of employee contributions) 13
Past service costs 128
Uplift of transfer value to reflect extra years 188
Interest cost 57
Employee Contributions:
Additional voluntary contributions 16
Benefits paid:
Benefit paid (61)
Analysis of the amount recognised in the STRGL:
Experience losses 227
Changes in actuarial assumptions 292
Balance at 31 March 2005 2,123

The current and retired Director Generals are covered by ‘by analogy pension schemes’ that offer similar
benefits to the PCSPS. They are unfunded, defined benefit schemes with the benefits being paid as and when
they fall due and are guaranteed by Ofwat. There is no fund and therefore no surplus or deficit.

The current Director General’'s scheme was established during the year with transfer of benefits in respect of
previous employee and employer contributions of £763k from the Department for Transport to fund the
Director General’s past service pension costs. The cash was paid over to the Consolidated Fund upon receipt
and will be drawn down as necessary when the Director General retires.

Total liabilities for both schemes take into account that Ofwat is required to make full provision for pension
benefits. This is a HM Treasury requirement even though 63 per cent of the previous Director General's
pension relates to employment prior to Ofwat and will be funded from the Exchequer. Discussions are under
way with HM Treasury to establish a similar position for the current Director General and an Exchequer
contribution will be determined before he retires.
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An actuarial valuation was carried out by the Government Actuary’s Department (GAD) at 31 March 2005. The
major assumptions used by the Actuary were:

At 31 March 2005 At 31 March 2004

% (per annum) % (per annum)
Inflation assumption 25 2.4
Rate of increase in salaries 4.0 N/A
Rate of increase for pensions in payment and deferred pensions 25 2.4
Rate used to discount scheme liabilities 6.1 6
Experience loss as percentage of total discounted scheme liabilities as at 31 March 10.7 -
Total actuarial loss as a percentage of total discounted scheme liabilities as at 31 March 245 -

In 2003-04 there were no active members so the rate of increase in salaries was 0 per cent. There is now one
active member with a rate of increase in salary of 4 per cent.

13. Revaluation reserve

2004-05 2003-04

£000s £000s

Balance at 1 April 117 112

Arising on revaluation during the year (see note 8) 4 6
Transferred to general fund of realised element of

Revaluation reserve (see note 14) (93) (1)

Balance at 31 March 28 117

The revaluation reserve reflects the unrealised element of the cumulative balance of indexation and
revaluation adjustment of tangible and intangible fixed assets.

14. Reconciliation of net operating cost to changes in the general fund

2004-05 2003-04
£000s £000s £000s £000s
Net Operating Income for the year (Schedule 2) - -
Income not appropriated in aid payable to the Consolidated Fund (763) -
Actuarial loss (519) -
Parliamentary funding drawn down 38 787
(1,244) 787
Transferred to general fund of realised element of
Revaluation reserve (see note 13) 93 1
Consolidated Fund creditor for cash not spent (420) (336)
Non-cash charges:
Cost of capital credit (50) (30)
Auditor’s remuneration 32 31
(345) (334)
Net decrease in the General Fund (1,589) 453
General Fund at 1 April (738) (1,191)
General Fund Balance at 31 March (Schedule 3) (2,327) (738)
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The negative value of total net assets arises because the funds owed to the industry are correctly shown as a
liability. However, under Government Accounting rules we are required to surrender surpluses to the
Consolidated Fund, which are reclaimable in subsequent years. This allows us to refund to companies any
underspend from previous years. This is achieved by reducing the annual fee charged under Condition N of
the licence.

15. Related-party transactions

We have had a small number of transactions with other government departments and other central
government bodies. The Department for Transport has made a transfer of £763k in respect of the current
Director General’s past service pension costs. None of the senior management team, non-executive advisory
directors or other related parties have undertaken any material transactions with us during the year.

16. Capital and other commitments
2004-05 2003-04
£000 £000

Contracted capital commitments for which no provision has been made - -

17. Commitments under operating leases

At 31 March 2005 we were committed to making the following annual payments in respect of operating leases.
The building costs include a service charge and insurance. This is based on the current information available
and these estimates may be revised under the lease. The payments to which the department is committed
during 2005-06, analysed by the period during which the commitment expires are as follows:

2004-05 2003-04

Buildings Other Total Total

£000s £000s £000s £000s

Expiry within 1 year 193 14 207 93
Expiry within 2 to 5 years 368 5 373 496
Expiry thereafter 601 - 601 546
Total 1,162 19 1,181 1,135

18. Contingent liabilities

From time to time Ofwat will be subject to legal challenge and judicial review of decisions made in the normal
course of its business as regulator of the water and sewerage industry. Legal judgements could give rise to
liabilities for legal costs, but these cannot be quantified as the outcome of current proceedings is unknown,
and there is therefore considerable uncertainty as to the nature and extent of any subsequent liability.

19. Losses and special payments

There were no losses reportable during the year.

20. Post-balance sheet events

There are no post balance sheet events that require reporting for the year ending 31 March 2005.
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21. Financial instruments

FRS 13, derivatives and other financial instruments, requires disclosure of the role which financial instruments
have had during the period in creating or changing the risks an entity faces in undertaking its activities.
Because of the largely non-trading nature of its activities and the way in which government departments are
financed, Ofwat is not exposed to the degree of financial risk faced by businesses. Moreover, financial
instruments play a much more limited role in creating or changing risk than would be typical of the listed
companies to which FRS 13 mainly applies. Ofwat has no powers to borrow or invest surplus funds and
financial assets and liabilities are generated by day-to-day operational activities and are not held to change the
risks facing the office in undertaking its activities.

Short term debtors and creditors have been excluded from the disclosures.

Liquidity risk

Ofwat has no borrowings and relies primarily on licence fee income and Contingency Fund loans for its cash
requirements, and is therefore not exposed to liquidity risks.

Interest rates and foreign currency risks

All material deposits are held at the Office of the Paymaster General and all material assets and liabilities are
denominated in sterling, so it is not exposed to interest rate risk or currency risk.

Fair Values

There is no material difference between the book values and the fair values of Ofwat’s financial assets and
liabilities as at 31 March 2005.

22. Intra-government balances

Debtors: Debtors: Creditors: Creditors:

amounts amounts amounts amounts

falling due falling due falling due falling due

within one after more within one after more

year than one year year than one year

£000s £000s £000s £000s

Balance with other central government bodies 47 - 420 -
Balances with bodies external to government 401 - 1,381 -
At 31 March 2005 4438 - 1,801 -
Balances with other central government bodies 32 - 336 -
Balances with bodies external to government 405 - 1,795 -
At 31 March 2004 437 - 2,131 -
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