Appendix A

Key Characteristics of the Bonds

The ratings attributed below are anticipated ratings only, and may be subject to adjustment by the Rating Agencies when final ratings are published on the Initial

Issue Date.
Sub-Class of Bonds
A1 A2 A3 A4 A5 B1 B2 B3 B4 C1 Cc2 D1 R
Nominal amount per £1,000 £1,000 $1,000 £1,000 £1,000 £1,000 £1,000 £1,000 £1,000 £1,000 £1,000 £1,000 £1,000
Bond £10,000 £10,000 $10,000 £10,000 £10,000 £10,000 £10,000 £10,000 £10,000 £10,000 £10,000 £10,000 £10,000
£100,000 £100,000 $100,000 £100,000 £100,000 £100,000 £100,000 £100,000 £100,000 £100,000 £100,000 £100,000 £100,000
Total nominal amount £350,000,000  £100,000,000  $286,000,000  £265,000,000 £85,000,000 £325,000,000 £100,000,000  £100,000,000 £35,000,000 £125,000,000 £125,000,000 £100,000,000 £100,000,000
Issue Price 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%
Currency £ £ $ £ £ £ £ £ £ £ £ £ £
Anticipated rating - S&P/Fitch AAA AAA AAA AAA AAA A- A- A- A- BBB BBB N/A A-
Anticipated rating - Moody’s Aaa Aaa Aaa Aaa Aaa A3 A3 A3 A3 Baa3 Baa3 N/A A3
Interest rate 6.015 3meLIBOR 3m$LIBOR 3.514 3.512 6.907 3mgLIBOR 4.377 4.375 8.174 3mELIBOR 3mELIBOR N/A'
+37.5bps  +42bps Step +130bps Step Conversion at  +250bps Step  +550bps Step
Step up to up to up to 2011 to up to up to
3meLIBOR 3m$LIBOR 3meLIBOR 3mELIBOR 3mELIBOR 3mELIBOR
+93.75bps  +105bps after +325bps after +575 +625bps after  +1375 after 7
after 5 years 7 years 7 years 7 years years
Frequency of payment of interest Annually Quarterly Quarterly  Semi-annually ~ Semi-annually Annually Quarterly  Semi-annually ~ Semi-annually Annually Quarterly Quarterly Quarterly
(Quarterly after
31 March
2011)
Frequency of amortisation of Bullet Bullet Bullet Bullet Bullet Bullet Bullet Bullet Bullet Bullet Bullet Bullet Revolver
principal repayment repayment repayment repayment repayment repayment repayment repayment repayment repayment repayment repayment

Expected maturity

Final maturity

Early redemption premium

Payment dates for
interest and principal
payments

Form at issue

Common Code

ISIN

31 March 2028
31 March 2028

Higher of par
and spens

31 March

Bearer form
012831102
XS0128311023

31 March 2006
31 March 2011

No call year 12
year 2 at 101%
year 3 at
100.50%

after 2004 at
100%

31 March
30 June
30 Sept
31 Dec

Bearer form
012831153
X80128311536

31 March 2008 31 March 2030 31 March 2031 31 March 2021 31 March 2008 31 March 2026 31 March 2027 31 March 2011 31 March 2008 31 March 2008 31 March 2006
31 March 2013 31 March 2030 31 March 2031 31 March 2021 31 January 31 March 2026 31 March 2027 31 March 2036 31 March 2036 31 March 2036 31 March 2011

2016

No call year 12 Higher of par  Higher of par ~ Higher of par No call year 12 Higher of par ~ Higher of par  Higher of par No call year 12 No call years N/A
year 2 at 101% (after index- (after index- and spens year 2 at 101% (after index- (after index- and spens until year 2 at 101% 12 and 2
year 3 at ation) and ation) and year 3 at ation) and ation) and 31 March 2011 year 3 at year 3at 101%
100.50% spens spens 100.50% spens spens 100.50% year 4 at
after 2004 at after 2004 at after 2004 at 100.50%
100% 100% 100% after 2005 at
100%

31 March 31 March 31 March 31 March 31 March 31 March 31 March 31 March 31 March 31 March 31 March

30 June 30 Sept 30 Sept 30 June 30 Sept 30 Sept 30 June 30 June 30 June

30 Sept 30 Sept 30 Sept 30 Sept 30 Sept

31 Dec 31 Dec 31 Dec 31 Dec 31 Dec

Bearer form Bearer form Bearer form Bearer form Bearer form Bearer form Bearer form Bearer form Bearer form Bearer form Bearer form

012831161 012831170 012906536 012831196 012831277 012831331 012906544 012831366 012831714 012831773 012831811
X80128311619 XS0128311700 XS0129065362 XS0128311965 XS0128312773 XS0128313318 XS0129065446 XS0128313664 XS0128317145 XS0128317731 XS0128318119

"Note: Interest rate on Class R Bonds to be determined on first re-sale by the Issuer.

2Note: Year 1 ends 31 March 2002; each subsequent year runs 12 months to 31 March of the following year.



Appendix B

OFWAT LETTER

The following extract is taken from the letter to the Managing Directors of all Regulated

Companies from the present DGWS issued on 31 January 2001, in which he indicated the general
principles he would follow in carrying out periodic reviews.

The Duties Of The Director General Of Water Services And The Regulatory Framework

1.
(i)

(i)

(ii)

(iii)

(iv)

(v)

(vi)

The Director’s duties

The Director’s primary duties, as set out in the Water Industry Act 1991 (‘the Act’), are to act in a
manner that he considers best calculated to secure that the functions of Appointees are properly
carried out and that Appointees are able to finance the proper carrying out of those functions. The
Director also has duties to protect the interests of customers, to promote economy and efficiency
and to facilitate competition and has certain environmental and recreational duties.

The Director’s approach to Periodic Reviews

The Director is required to reset price limits at five-yearly reviews. In doing so, he must have
regard to his primary duties. Although the detailed methodology is not set out either in the Act or
in companies’ licence conditions, Ofwat has sought to conduct the reviews in an open and
transparent manner and will continue to do so. The principles and methodology that have been
adopted have been subject to wide consultation and consequent refinement.

Prices are set so that revenues cover the cost of the efficient provision of operations and capital
investment, and allow a reasonable return on capital. The ability of the Appointee to maintain an
adequate level and trend of critical financial indicators is also taken into account. This is with a
view to ensuring that, provided the Appointee is efficiently managed and financed, it will remain
able to finance its functions (including new investment), readily and at reasonable cost. Where
appropriate, account is taken of the Appointee’s duty to maintain investment grade credit ratings.

Ofwat has taken ‘capital’ to be the ‘Regulatory Capital Value’ (“RCV”) of the Appointed Business.
The criteria for determining the RCV are set out in “Setting price limits for water and sewerage
services: The framework and business planning process for the 1999 Review” (February 1998)
and updated in MD145, “The framework for setting prices”, published in March 1999. The
approach taken at the 1999 Periodic Review built on that adopted at the 1994 review. The initial
capital value, as placed on the holding companies of the Appointees by the financial markets in
1989, was adjusted for net new allowable capital expenditure and depreciation charges since
then, including at the 1999 review an adjustment to reflect past capital efficiencies, to arrive at the
RCV. The implications of subsequent capital transactions including mergers and takeovers have
not been taken into account when considering the RCV at Periodic Reviews.

At the 1999 Review the return on capital allowed was based on an assessment of the real post-tax
weighted average cost of debt and equity for an efficiently-financed stand-alone listed water and
sewerage company. This assessment was based on the market’s view of a forward-looking cost
of capital. Amongst other things, this assessment reflected Ofwat’s perception that investors,
despite the significant capital investment requirements, viewed the water industry as relatively low
risk and that it represents a lower risk than the UK stock market as a whole.

Ofwat included in the allowed return at the 1999 Periodic Review an adjustment to reflect the
prudently incurred cost of long term fixed rate debt. This adjustment was made to take into
account a change in the 1999 methodology from the glidepath of returns on existing assets set in
1994. Ofwat also placed greater emphasis on current market evidence of the cost of capital rather
than on longer term historical averages. There can, however, be no guarantee that such financing
costs will be passed on to customers at future reviews since similar circumstances are unlikely to
occur. The Director will be guided primarily by consideration of the Appointee’s relative efficiency
in managing its financial affairs, just as he will be guided by this consideration with regard to other
areas of costs. An Appointee that fails to maintain the flexibility to respond to changing market
conditions risks being judged relatively inefficient.

In setting prices, either at a five-yearly Periodic Review or if a company applies for an Interim
Determination of price limits, the Director must make judgements as to the efficient level of costs
fo assume. A wide range of comparative techniques has been used to inform these judgements
since privatisation.
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(vii) Ultimately, the Director has discretion over the ways in which price limits are set and he needs to

(i)

(ii)

(iii)

(i)

(ii)

(iii)

(iv)

(v)

keep under review the regulatory framework in the light of all relevant developments.
Consequently, whilst there can be no assurance that future Periodic Reviews will be conducted
in the same manner as past ones, nevertheless, the principles underlying the present price review
methodology have been developed over the past ten years and have proved robust. For the next
Periodic Review, Ofwat will, of course, take into account the conclusions of the recent Compaetition
Commission reviews in respect of Mid Kent Water and Sutton & East Surrey Water.

Regulation between five-yearly reviews

Companies may seek a change to their price limits between Periodic Reviews under the Interim
Determination arrangements set out in their Licences. These can be triggered in defined
circumstances, for example, where a new legal obligation is imposed which was not taken into
account at the last Periodic Review. These instances have, so far, not been very frequent.

A modification to the assessment of materiality for Interim Determinations was published with the
Final Determination of price limits for 2000-05. This has now been accepted by the majority of
companies. The Director believes that this licence modification strengthens the protection
available to companies because it includes the effect of revenue loss and operating expenditure
over a 15 year horizon in the assessment as to whether the materiality threshold for triggering a
price limit adjustment has been met.

The Director has proposed in MD167 (31 January 2001) that the provisions commonly known as
the ‘shipwreck’ clause be extended to all companies. The clause enables companies’ price limits
fo be reset between Periodic Reviews if there has been a substantial adverse or favourable effect
that could not have been avoided or is not attributable to prudent management action. The clause
was (in its original form) included in all companies’ licences at privatisation but was removed or
revised as part of a review of Condition B of the licence before the 1995 Periodic Review. Less
than half of the companies now have the clause in its licence. One company has asked the
Director to reinsert this clause in their licence. The Director believes that it is desirable in principle
that water companies’ licences should not differ unnecessarily and hence has proposed making
the modification to all companies’ licences.

Consistency and new ownership structures

Following the 1999 Periodic Review a number of companies have explored the possibility of
establishing new structural arrangements for the carrying out of their duties as water and
sewerage undertakers. Companies that choose to structure their business in ways other than the
equity-owned, vertically-integrated structure established at privatisation will receive no special or
preferential treatment from Ofwat. Licence holders will continue to bear all of the licence
obligations of a water and sewerage undertaker. They will continue to be regulated in the same
way as other Appointees, and will operate under a price cap and be subject to Periodic Reviews.

A consistent approach is particularly important when considering whether licence conditions
should be modified from the model which currently applies to the other Appointees. In each case
the Director would consider carefully the need for licence modifications and would consult
publicly on these.

The performance of all companies (in terms of efficiency and customer services) will be judged in
a consistent manner, both through the league tables and analysis that Ofwat publishes annually
and at Periodic Reviews. The ability to compare companies is an important tool for the regulator of
the water and sewerage companies. It is an essential part of the system of incentive regulation
and has led to substantial improvements in efficiency since privatisation.

Where Appointees have put in place new structural arrangements, the approach at Periodic
Reviews will follow that for an equity-owned, vertically integrated Appointee. For example, the
approach to RCVs will be assessed similarly and the weighted average cost of capital will be that
which applies to the industry as a whole. The Director will, at the time, take account of the market’s
view of the cost of capital for the water industry.

The proposal by a number of companies to separate the ownership of the assets from their
operations and to contract out the latter will provide additional information to assist the Director
with his assessment of relative efficiency. However, the appropriate level of costs to be assumed
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(vi)

(vii)

(i)

(ii)

(iii)

(iv)

(v)

(vi)

(i)

within price limits will continue to be assessed on a comparative basis and the existence of
competitively tendered prices will not be seen, a priori, as evidence of efficiency nor guarantee
that such costs will be fully reflected in price limits.

By way of illustration, Ofwat’s approach to comparisons of capital programmes has identified
widespread differences between companies’ unit costs. This is despite these being based upon
competitively tendered work or actual costs for capital works. Consequently, at the last Periodic
Review, adjustments to capital costs varied from nil to a reduction of 25%.

As for all Appointees, Ofwat will ensure that customers’ interests continue to be protected after
any new structural arrangements are in place through the provisions in the Water Industry Act
1991. This includes, in the last resort, using the powers to apply for the appointment of a Special
Administrator in particular circumstances (as set out in Section 5(iv) and 5(v), together with
sections 6(iii) and 6(vii)). The main reasons for doing this would be a breach by the company of
one of its principal duties in the Act (see sections 37 and 94 of the Act), insolvency or non-
compliance with an enforcement order following breach of a licence condition.

Licence termination

There are a number of circumstances as provided in the Act in which a particular company could
cease to be the licence holder for all or part of its area. These are set out below.

An Appointee could consent to the making of a replacement Appointment or a Variation, which
changes its Water Supply or Sewerage Service Area. In these circumstances the Director has the
authority to appoint a new licence holder.

An Appointee’s Licence could be terminated in the circumstances set out in Condition O of its
Licence. These are that it is at least 25 years after the 'Transfer Date’ (1 September 1989) and 10
years after notice has been served by the Secretary of State (DETR)*. Termination would occur
when a successor had been appointed. The power to terminate each Appointee’s licence and
appoint a successor in these circumstances lies with the Secretary of State although the Director
may be authorised to do those things. When required to do so, Ofwat will advise the Secretary of
State on the issue of notice of licence termination for any or all undertakers.

An Appointee’s Licence could be terminated under the provisions of Special Administration. The
Secretary of State* may apply to the High Court for a Special Administration Order and can also
authorise the Director to do so. The main reasons for doing this would be a breach by the
Appointee of one of its principal duties in the Act (see sections 37 and 94 of the Act) insolvency or
non-compliance with an enforcement order following breach of a licence condition.

A Special Administration Order requires the appointment by the High Court of a Special
Administrator. The Special Administrator would have responsibility for transferring the water and
sewerage business as a going concern to a successor company or companies, under a scheme
which must be approved by the Secretary of State*, and running the business in the meantime.

The Act also provides in certain circumstances for the appointment of a new Appointee for part of
the existing Appointee’s Water Supply or Sewerage Service Area. These appointees are more
commonly known as ‘Inset Appointments’. These are allowed where the appointment relates to a
part of the Appointee’s area where no premises are served by the licence holder or the premises
are supplied with not less than 100 megalitres of water in any period of twelve months or if the
licence holder consents. The Director is authorised to appoint a new licence holder when making
Inset Appointments.

Creditor protection in the event of licence termination

In the event of licence termination by agreement or under the circumstances set out in Condition
O (see 5(iii) above) the outgoing Appointee should prepare a ‘Transfer Scheme’, covering the
transfer of property, rights and liabilities to new Appointee(s). The scheme may provide for debt
obligations to be transferred to the new Appointee(s). The scheme would have to be agreed by
the outgoing Appointee and the new Appointee and approved by the Secretary of State™ or the
Director if authorised.

B-3



(ii)

(iii)

(iv)

v)

(vi)

(vii)

In making an Appointment or Variation replacing the incumbent as the Appointee, the Secretary
of State™ (or Director) would (so far as is consistent with his other duties, particularly those in
Section 2 of the Act) have to ensure that the interests of its creditors were not unfairly prejudiced
by the transfer terms. This would be addressed through the requirement for approval of the
Transfer Scheme.

Under Special Administration, the Act provides for the replacement of the Appointee by a
successor. In the meantime the Special Administrator must run the business in a manner which
protects the interests of shareholders and creditors of the company.

The Secretary of State”, or with his consent the Director, may approve a Transfer Scheme which
moves the Appointed Business into the control of a successor. The Special Administrator would
oversee the preparation of the Transfer Scheme.

There can be no assurance that the transfer following Special Administration could be achieved
on terms that enabled creditors of the Appointee to recover amounts due to them in full. The
successor Appointee would be subject to the price limits applicable to the original Appointee
prior to the transfer becoming effective. Ofwat’s duty to protect customers would preclude the
granting of price limit relief in such circumstances, unless these were justified by reference to
factors other than the Special Administration and the transfer.

In addition under Special Administration the Secretary of State* may, with Treasury consent,
arrange for financial assistance to be provided for the purpose of achieving the transfer of the
business and its running in the meantime.

Although the protection of creditors is explicit in the Act, no licence has, as yet, been terminated
under Condition O, nor has a Special Administration Order been made or sought.

* In the case of DWr Cymru and Dee Valley Water, these powers would be exercised by the National Assembly for Wales.



Appendix C
MBIA INSURANCE CORPORATION AND SUBSIDIARIES
CONSOLIDATED FINANCIAL STATEMENTS

AS OF DECEMBER 31, 2000 AND 1999 AND FOR THE YEARS ENDED
DECEMBER 31, 2000, 1999 AND 1998.



Report of Independent Accountants

To the Board of Directors and Shareholder of
MBIA Insurance Corporation:

In our opinion, the accompanying consolidated balance sheets and the related consolidated
statements of income and changes in shareholder’s equity and cash flows present fairly, in all material
respects, the financial position of MBIA Insurance Corporation and subsidiaries as of December 31,
2000 and 1999, and the results of their operations and their cash flows for each of the three years in the
period ended December 31, 2000, in conformity with accounting principles generally accepted in the
United States of America. These financial statements are the responsibility of the Company’s
management; our responsibility is to express an opinion on these financial statements based on our
audits. We conducted our audits in accordance with auditing standards generally accepted in the
United States of America, which require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by
management, and evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion expressed above.

February 2, 2001.



MBIA INSURANCE CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

Assets

Investments:

Fixed-maturity securities held as available-for-sale at fair value
(amortized cost $6,539,891 and $6,006,506) ..........c.ccccceveeenee.

Short-term investments, at amortized cost (which approximates
AU VAIUB) ..ot

Other INVESIMENTS ..o

Total investments ...
Cash and cash equivalents ..........ccocooieiviieieieceeceeeee
Securities purchased under agreements to resell............c.c...........
Accrued investment INCOME ......c.oiviiiiieieieie e
Deferred acquisition COSES ......coiioviieeieieeeeeeeeeeeeeeeeeeeeeea
Prepaid reinsuranCe Premiums ...oeoeecceeeceeeeeeeeeeeee e
Reinsurance recoverable on unpaid 10SSES .......ccccvvevvevveeveveenennn,
Goodwill (less accumulated amortization of $61,784 and
B56,900) ..ot
Property and equipment, at cost (less accumulated depreciation
of $38,309 and $31,104) ..ovovoeeeeeeeeeeeeeeeeeeeeeeeeeee e
Receivable for investments Sold ..o
OTNEr @SSELS ..viieiiicie et

Total ASSEOES ...

Liabilities and Shareholders’ Equity

Liabilities:
Deferred premium reVENUE..........c.coveveieieeeeeieie e
Loss and loss adjustment expense reserves ............ccccoevevveneenn.
Securities sold under agreements to repurchase .........c..........
Deferred iINCOME taXES .....ooeovieeieeeeeeeeeeeeeeeeeeeeee e
Deferred fE8 rBVENUE .........coueeeeeeeeeeeeeeeeeeeeeeeeee e
Payable for investments purchased ..........ccccooovvevveviiiecinea
Other abilIHIES . ...c.ovieiieeeeie e

Total Liabilities ................occoooie e

Shareholders’ Equity:

Common stock, par value $150 per share; authorized, issued
and outstanding — 100,000 Shares..........ccoovevvevievieieieieieee

Additional paid-in capital ........cccoceieiiiiiie

Retained €arningsS .....ocooioeiieeeeee e

Accumulated other comprehensive income (loss), net of
deferred income tax provision (benefit) of $43,910 and
BUTT,942) o

Total Shareholders’ EqQuUity ..................cccooioiioice

Total Liabilities Shareholders’ Equity ................cccooiinn.

December 31,

2000

December 31,

1999

(Dollars in thousands except per

share amounts)

$6,665,533 $5,783,979
269,900 273,816
9,663 8,425
6,945,096 6,066,220
12,541 33,702
330,000 205,000
106,822 93,512
274,355 251,922
442,622 403,210
31,414 30,819
81,196 86,075
117,338 111,549
2,497 2,882
105,846 161,082
$8,449,727 $7,445,973
$2,397,578 $2,310,758
499,279 467,279
330,000 205,000
253,363 79,895
26,138 28,478
2,334 18,048
133,429 107,988
$3,642,121 $3,218,346
15,000 15,000
1,540,071 1,514,014
3,191,536 2,858,210
60,999 (159,597)
4,807,606 4,227,627
$8,449,727 $7,445,973

The accompanying notes are an integral part of the consolidated financial statements.

C-3



MBIA INSURANCE CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME

Years ended December 31,

2000 1999 1998
(Dollars in thousands)
Revenues:
Gross Premiums WIHEN ..o, $687,408 624,871 $725,269
Ceded PremMiUMS ..o (189,316)  (171,256)  (149,280)
Net premiums WHteN ..., 498,092 453,615 575,989
Increase in deferred premium revenue...........ccoceeveeeveevennene. (51,739) (10,819) (166,182)
Premiums earned (net of ceded premiums of $147,249
$119,879, and $92,802) ........cooveureeeieeeeeeeeeeee e 446,353 442,796 409,807
Net investment INCOME .......ocvieiiiiceeceeeeee e, 392,078 358,836 326,391
Net realized gaiNs ..o 24,721 32,680 29,891
AQVISOTY FEES .ottt 24,027 22,885 23,964
ONEE et 1,564 — 713
Total reVENUES ...........ooooeeeeeeeeeeee e 888,743 857,197 790,766
Expenses:
Losses and 10Ss adjustment ........ccevviveeiiiieiice e, 51,291 198,454 33,661
Policy acquisition Costs, Net .......cccceoveevivieiceeceee 35,976 36,700 33,168
OPEIALING oottt et 80,376 76,599 65,445
Total @XPENSES ... 167,643 311,753 132,274
Income before INCOME taXES ......c.cvvveirieirieeeieeee e, 721,100 545,444 658,492
Provision for iNCOME taxeS ........cvovevieiieieeeeeeeeeeeeee e 190,474 73,456 134,593
Net iNCOME..........coooiii e $530,626  $471,988  $523,899

The accompanying notes are an integral part of the consolidated financial statements.



MBIA INSURANCE CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDER’S EQUITY

For the years ended December 31, 2000, 1999, and 1998

Balance, January 1, 1998..................

Comprehensive income:

Net iNCOME.....c.oieicricccece

Other comprehensive income:
Change in unrealized
appreciation of investments net of
change in deferred income taxes
Of $17,867 oo

Change in foreign currency
translation ...

Other comprehensive income ..........
Comprehensive income..........cccoovee..

Capital contribution from MBIA Inc.
Tax reduction related to tax sharing
agreement with MBIA Inc. ............

Balance, December 31, 1998 .........

Comprehensive income:
Net income
Other comprel
Change in unrealized appreciation
of investments net of change in
deferred income taxes of
$(190,225) .....vevrereerieeis
Change in foreign currency
translation ...

Other comprehensive income (loss)
Comprehensive income.........ccccovu...

Dividends declared (per common
share $1,800.00) .....ccccovvrrrrrrerrnnne

Tax reduction related to tax sharing
agreement with MBIA Inc. ............

Balance, December 31, 1999 ..........

Comprehensive income:

Net iINCOME......o.oiviiiiieeicieie

Other comprehensive income:

Change in unrealized appreciation
of investments net of change in
deferred income taxes of
$121,852 .o

Change in foreign currency
translation ...

Other comprehensive income ..........
Comprehensive income......................

Dividends declared (per common
share $1,973.00) ....cccovvevvienie

Tax reduction related to tax sharing
agreement with MBIA Inc. ............

Balance, December 31, 2000 ..........

Disclosure of reclassification amount:

Accumulated

Unrealized (depreciation) appreciation of investments arising during the period, net of taxes

Reclassification of adjustment, net of taxes

Net unrealized appreciation, net of taxes

Common Stock Additional Other Total

Paid-in Retained Comprehensive Shareholder’s

Shares Amount Capital earnings Income (Loss) Equity
(In thousands except per share amounts)

100,000 $15,000 $1,139,949 $2,042,323 $166,587 $3,363,859

— — — 523,899 — 523,899

— — — — 34,084 34,084

— — — — 4,419 4,419

38,503

562,402

— — 324,915 — — 324,915

— — 26,169 — — 26,169

100,000 15,000 1,491,033 2,566,222 205,090 4,277,345

— — — 471,988 — 471,988

— — — — (354,231) (354,231)

— — — — (10,456) (10,456)

(364,687)

107,301

— — — (180,000) — (180,000)

— — 22,981 — — 22,981

100,000 15,000 1,514,014 2,858,210 ($159,597) 4,227,627

— — — 530,626 — 530,626

— — — — 226,480 226,480

_ — — — (5,884) (5,884)

220,596

751,222

— — — (197,300) — (197,300)

— — 26,057 — — 26,057

100,000 $15,000 $1,540,071 $3,191,536 $60,999 $4,807,606

2000 1999 1998

$228,513 $(304,809) $53,415

.................................................................................... (2,033) (49,422) (19,331)

AAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAA $226,480 $(354,231) $34,084

The accompanying notes are an integral part of the consolidated financial statements.
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MBIA INSURANCE CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash flows from operating activities:

NEL INCOME ..ot

Adjustments to reconcile net income to net cash

provided by operating activities:
Increase in accrued investment income..........c.........
Increase in deferred acquisition costs .........c............
Increase in prepaid reinsurance premiums ..............
Increase in deferred premium revenue......................
Increase in loss and loss adjustment expense

FESEIVES, NET...ciiiiiiiiiiiiitete e

DEPIreciation ........ccveevieiieieiieieeeceee e
Amortization of goodwill............ccceiiiviiiiiiieee
Amortization of bond discount, net ........cccceeveiiennne
Net realized gains on sale of investments ................
Deferred income tax provision (benefit) ...................
OFher, NET .o

Total adjustments to net income .............................
Net cash provided by operating activities ....................

Cash flows from investing activities:

Purchase of fixed-maturity securities, net of payable
for investments purchased ........ccccoovvveieieieiencn.

Sale of fixed-maturity securities, net of receivable
for investments Sold ..o

Redemption of fixed-maturity securities, net of
receivable for investments redeemed ....................

Sale (purchase) of short-term investments, net........

Sale (purchase) of other investments, net ................

Capital expenditures, net of disposals ......................

Net cash used by investing activities ......................

Cash flows from financing activities:
Capital contribution from MBIA INC....c.coooveviviiiiiiae,
Dividends Paid........ccccovevioieiieieeeeeee e

Net cash (used) provided by financing activities ..

Net (decrease) increase in cash and cash equivalents
Cash and cash equivalents — beginning of year ........

Cash and cash equivalents — end of year ................

Supplemental cash flow disclosures:
INncComMe taxes Paid.......ccocvevveviiieieieeeiee e

Years ended December 31,

2000 1999 1998
(Dollars in thousands)

$ 530,626 $ 471,988 $ 523,899
(13,310) (2,273) (12,638)
(22,433) (21,837) (75,985)
(39,412) (50,511) (99,806)
91,151 61,330 265,983
31,405 166,346 191,242
7,205 7,803 5,626
4,879 4,875 4,879
(16,756) (18,642) (15,831)
(24,721) (32,680) (29,891)
51,597 (33,170) 21,856
94,282 (84,803) 43,593
163,887 (3,562) 299,028
694,513 468,426 822,927
(2,984,404) (2,001,636) (2,800,008)
2,183,222 1,376,747 1,086,973
282,541 288,710 745,516
12,947 114,096 (158,339)
331 8,222 (527)
(13,011) (47,409) (18,894)
(518,374) (261,270) (1,145,279)
— — 324,915
(197,300) (180,000) —
(197,300) (180,000) 324,915
(21,161) 27,156 2,563
33,702 6,546 3,983

$ 12,541 $ 33,702 $ 6,546
$ 83,020 $ 125,176 $ 105,451

The accompanying notes are an integral part of the consolidated financial statements.
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MBIA INSURANCE CORPORATION AND SUBSIDIARIES NOTES TO
CONSOLIDATED FINANCIAL STATEMENTS

1. Business and Organization

MBIA Insurance Corporation (MBIA Corp.), formerly known as Municipal Bond Investors
Assurance Corporation, is a wholly owned subsidiary of MBIA Inc. MBIA Inc. was incorporated in
Connecticut on November 12, 1986 as a licensed insurer and, through a series of transactions during
December 1986, became the successor to the business of the Municipal Bond Insurance Association
(the Association), a voluntary unincorporated association of insurers writing municipal bond and note
insurance as agent for the member insurance companies.

Effective December 31, 1989, MBIA Inc. acquired for $288 million all of the outstanding stock of
Bond Investors Group, Inc. (BIG), the parent company of Bond Investors Guaranty Insurance
Company (BIG Ins.), which was subsequently renamed MBIA Insurance Corp. of lllinois (MBIA lllinois).

In January 1990, MBIA lllinois ceded its portfolio of net insured obligations to MBIA Corp. in
exchange for cash and investments equal to its unearned premium reserve of $153 million. Subsequent
to this cession, MBIA Inc. contributed the common stock of BIG to MBIA Corp. resulting in additional
paid-in capital of $200 million. The insured portfolio acquired from BIG Ins. consists of municipal
obligations with risk characteristics similar to those insured by MBIA Corp. On December 31, 1990, BIG
was merged into MBIA lllinois.

Also in 1990, MBIA Inc. formed MBIA Assurance S.A. (MBIA Assurance), a wholly owned French
subsidiary, to write financial guarantee insurance in the international community. MBIA Assurance
provides insurance for public infrastructure financings, structured finance transactions and certain
obligations of financial institutions. The stock of MBIA Assurance was contributed to MBIA Corp. in
1991 resulting in additional paid-in capital of $6 million. Pursuant to a reinsurance agreement with MBIA
Corp., a substantial amount of the risks insured by MBIA Assurance is reinsured by MBIA Corp.

In 1993, MBIA Inc. formed a wholly owned subsidiary, MBIA Investment Management Corp.
(IMC). IMC provides guaranteed investment agreements to states, municipalities and municipal
authorities that are guaranteed as to principal and interest. MBIA Corp. insures IMC’s outstanding
investment agreement liabilities.

In 1994, MBIA Inc. formed a wholly owned subsidiary, MBIA Securities Corp., which was
subsequently renamed MBIA Capital Management Corp. (CMC). CMC provides fixed-income
investment management services for MBIA Inc. and its affiliates and third party institutional clients.
In 1995, portfolio management for a portion of MBIA Corp.’s insurance related investment portfolio was
transferred to CMC; the management of the balance of this portfolio was transferred in January 1996.

On February 17, 1998 MBIA Inc. and CapMAC Holdings Inc. (CapMAC) consummated a merger.
Under the terms of the merger, CapMAC shareholders received 0.4675 of a share of MBIA Inc.
common stock for each CapMAC share, for a total of 8,102,255 newly issued shares of MBIA Inc.
common stock, the value of which was $536 million. On April 1, 1998, MBIA Corp. assumed the net
insured obligations of Capital Markets Assurance Corporation (CMAC) in exchange for investments
equal to $176.1 million. The cession of the deferred premium revenue (net of prepaid reinsurance
premiums) in the amount of $68.2 million has been reflected as a component of gross premium written
in the second quarter of 1998. Subsequent to the cession MBIA Inc. contributed the common stock of
CMAC to MBIA Corp. resulting in additional paid-in capital of $324.9 million.

MBIA Corp. has one business segment — Financial Guarantee Insurance. The financial guarantee
business provides an unconditional and irrevocable guarantee of the payment of principal and interest
on insured obligations when due.

2. Significant Accounting Policies

The consolidated financial statements have been prepared on the basis of accounting principles
generally accepted in the United States of America (GAAP). The preparation of financial statements in
conformity with GAAP requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date
of the financial statements, and the reported amounts of revenues and expenses during the reporting
period. Actual results could differ from those estimates. Significant accounting policies are as follows:
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Consolidation

The consolidated financial statements include the accounts of MBIA Corp. and its wholly owned
subsidiaries. All significant intercompany balances have been eliminated. Certain amounts have been
reclassified in prior years’ financial statements to conform to the current presentation.

Investments

MBIA Corp.’s investment portfolio is considered available-for-sale and is reported in the financial
statements at fair value, with unrealized gains and losses, net of deferred taxes, reflected as a separate
component of shareholder’s equity.

Bond discounts and premiums are amortized using the effective-yield method over the remaining
term of the securities. For pre-refunded bonds the remaining term is determined based on the
contractual refunding date. Short-term investments are carried at amortized cost, which approximates
fair value, and include all fixed-maturity securities with a remaining effective term to maturity of less
than one year. Investment income is recorded as earned. Realized gains or losses on the sale of
investments are determined by specific identification and are included as a separate component of
revenues.

Other investments include MBIA Corp.’s interest in equity oriented investments. In addition, MBIA
Corp. records its share of the unrealized gains and losses on these investments, net of applicable
deferred income taxes, as a separate component of shareholder’s equity.

Cash and Cash Equivalents
Cash and cash equivalents include cash on hand and demand deposits with banks.

Securities purchased under agreements to resell and securities sold under agreements to repurchase

Securities purchased under agreements to resell and securities sold under agreements to
repurchase are accounted for as collateralized transactions and are recorded at principal or contract
value. It is MBIA Corp.’s policy to take possession of securities purchased under agreements to resell.
These contracts are primarily entered into to obtain securities that are repledged as part of MBIA
Corp.’s collateralized municipal investment and repurchase activity and are only transacted with high-
quality dealer firms.

MBIA Corp. minimizes the credit risk that counterparties to transactions might be unable to fulfill
their contractual obligations by monitoring customer credit exposure and collateral value and requiring
additional collateral to be deposited with MBIA Corp. when deemed necessary.

Policy Acquisition Costs

Policy acquisition costs include only those expenses that relate primarily to, and vary with,
premium production. For business produced directly by MBIA Corp., such costs include compensation
of employees involved in underwriting and policy issuance functions, certain rating agency fees, state
premium taxes and certain other underwriting expenses, reduced by ceding commission income on
premiums ceded to reinsurers. Policy acquisition costs are deferred and amortized over the period in
which the related premiums are earned.

Premium Revenue Recognition

Upfront premiums are earned pro rata over the period of risk. Premiums are allocated to each
bond maturity based on par amount and are earned on a straight-line basis over the term of each
maturity. Installment premiums are earned over each installment period — generally one year or less.
When an insured issue is retired early, is called by the issuer, or is in substance paid in advance
through a refunding accomplished by placing U.S. Government securities in escrow, the remaining
deferred premium revenue is earned at that time, since there is no longer risk to MBIA Corp.
Accordingly, deferred premium revenue represents the portion of premiums written that is applicable
to the unexpired risk of insured bonds and notes.

Aavisory Fee Revenue Recognition

MBIA Corp. collects advisory fees for services rendered in connection with advising clients as to
the most appropriate structure to use for a given insured transaction. In addition, the company earns
advisory fees in connection with its administration of certain third-party-owned conduits. Most fees are
deferred and earned pro-rata over the life of the underlying transactions. Certain fees, however, are
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earned in the quarter they are collected and include administrative fees for transactions where the fee
is collected on a periodic installment basis and fees for transactions which terminate prior to the
expected maturity date.

Gooadwill

Goodwill represents the excess of the cost of acquisitions over the tangible net assets acquired.
Goodwill attributed to the acquisition of MBIA Corp. is amortized by the straight-line method over
25 years. Goodwill attributed to the acquisition of MBIA lllinois is amortized according to the
recognition of future profits from its deferred premium revenue and installment premiums, except for a
minor portion attributed to state licenses, which is amortized by the straight-line method over 25 years.

Property and Equipment

Property and equipment consists of MBIA Corp.’s headquarters, furniture, fixtures and
equipment, which are recorded at cost and are depreciated on the straight-line method over their
estimated service lives ranging from 3 to 31 years. Maintenance and repairs are charged to expense
as incurred.

Losses and Loss Adjustment Expenses

Loss and loss adjustment expense (LAE) reserves are established in an amount equal to MBIA
Corp.’s estimate of identified or case basis reserves and unallocated losses, including costs of
settlement, on the obligations it has insured.

Case basis reserves are established when specific insured issues are identified as currently or
likely to be in default. Such a reserve is based on the present value of the expected loss and LAE
payments, net of recoveries, under salvage and subrogation rights, based on a discount rate of 6.12%.
The total reserve is calculated by applying a loss factor, determined based on an independent rating
agency study of issuer defaults, to net debt service written. When a case basis reserve is recorded, a
corresponding reduction is made to the unallocated reserve.

Management of MBIA Corp. periodically evaluates its estimates for losses and LAE and any
resulting adjustments are reflected in current earnings. Management believes that the reserves are
adequate to cover the ultimate net cost of claims, but the reserves are necessarily based on estimates,
and there can be no assurance that the ultimate liability will not exceed such estimates.

In 2000 and 1999, MBIA Corp. reviewed its loss reserving methodology. The reviews included an
analysis of loss reserve factors based on the latest available industry data. They included the analysis
of historical default and recovery experience for the relevant sectors of the fixed-income market. Also
factored in was the changing mix of our book of business. The 1999 review resulted in an increase in
MBIA Corp.’s current loss reserving factors.

Derivatives

Effective January 1, 2001 the company will adopt Statement of Financial Accounting Standards
(SFAS) 133, Accounting for Derivative Instruments and Hedging Activities. See footnote 4 for an
explanation of the impact the adoption of this statement will have on MBIA Corp.’s financial statements.

Income Taxes

MBIA Corp. is included in the consolidated tax return of MBIA Inc. The tax provision for MBIA
Corp. for financial reporting purposes is determined on a stand alone basis. Any benefit derived by
MBIA Corp. as a result of the tax sharing agreement with MBIA Inc. and its subsidiaries is reflected
directly in shareholder’s equity for financial reporting purposes.

Deferred income taxes are provided with respect to the temporary differences between the tax
bases of assets and liabilities and the reported amounts in the financial statements that will result in
deductible or taxable amounts in future years when the reported amount of the asset or liability is
recovered or settled. Such temporary differences relate principally to premium revenue recognition,
deferred acquisition costs, unrealized appreciation or depreciation of investments and the contingency
reserve.

The Internal Revenue Code permits companies writing financial guarantee insurance to deduct
from taxable income amounts added to the statutory contingency reserve, subject to certain limitations.
The tax benefits obtained from such deductions must be invested in non-interest-bearing U.S.
Government tax and loss bonds. MBIA Corp. records purchases of tax and loss bonds as payments of
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federal income taxes. The amounts deducted must be restored to taxable income when the
contingency reserve is released, at which time MBIA Corp. may present the tax and loss bonds for
redemption to satisfy the additional tax liability.

Foreign Currency Translation

Assets and liabilities denominated in foreign currencies are translated at year-end exchange
rates. Operating results are translated at average rates of exchange prevailing during the year.
Unrealized gains or losses resulting from translation are included as a separate component of
shareholder’s equity. Gains and losses resulting from transactions in foreign currencies are recorded in
current income.

3. Statutory Accounting Practices

The financial statements have been prepared on the basis of GAAP, which differs in certain
respects from the statutory accounting practices prescribed or permitted by the insurance regulatory
authorities. Statutory accounting practices differ from GAAP in the following respects:

° upfront premiums are earned on a basis proportionate to the scheduled periodic maturity of
principal and payment of interest (“debt service”) to the original total principal and interest
insured;

° acquisition costs are charged to operations as incurred rather than deferred and amortized as the
related premiums are earned;

) a contingency reserve is computed on the basis of statutory requirements, and reserves for case
basis losses and LAE are established, at present value, for specific insured issues that are
identified as currently or likely to be in default. Under GAAP, reserves are established based on
MBIA Corp.’s reasonable estimate of the identified and unallocated losses and LAE on the
insured obligations it has written;

° federal income taxes are only provided on taxable income for which income taxes are currently
payable, while under GAAP, deferred income taxes are provided with respect to temporary
differences;

e  fixed-maturity securities are reported at amortized cost rather than fair value;

. tax and loss bonds purchased are reflected as admitted assets as well as payments of income
taxes; and

) certain assets designated as “non-admitted assets” are charged directly against surplus but are
reflected as assets under GAAP.

The following is a reconciliation of consolidated shareholder’s equity presented on a GAAP basis
to statutory capital and surplus for MBIA Corp. and its subsidiaries:
As of December 31,

2000 1999

(In thousands)
GAAP shareholder's €QUILY ........ccovoveiieeeeeeeeee e $4,807,606 $4,227,627
Premium revenue reCognition ..........ccoeeeeveieeeieeeeeeeeeeeee e (535,920) (491,766)
Deferral of acquiSition COSES .......cceiiviiiiiieiiiccceeee e (274,354) (251,922)
Unrealized (Qains) I0SSES ....cceiiviviiiiietiieieeeteee et (125,529) 222,803
CONLINGENCY TESEIVE ...ttt (2,123,403) (1,738,730)
Loss and loss adjustment eXPense rE€SEIVES ........occcvevveeeecveeveecveeeenen, 258,706 232,004
Deferred iNCOME TAXES ...ooviivieiiieiiiee e 253,363 79,895
Tax and 10SS DONAS ..o 202,195 219,195
GOOAWIIL 1.ttt (81,196) (86,075)
OB ettt 201 336
Statutory capital and surplus...................ccooiiii $2,381,669 $2,413,367

Aggregate net income of MBIA Corp. and its subsidiaries determined in accordance with
statutory accounting practices for the years ended December 31, 2000, 1999 and 1998 was $543.9
million, $521.8 million and $498.2 million, respectively.
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In 1998, the National Association of Insurance Commissioners (NAIC) adopted the Codification of
Statutory Accounting Principles guidance, which replaces the current Accounting Practices and
Procedures manuals as the NAIC’s primary guidance on statutory accounting effective as of January 1,
2001. The Codification provides guidance for areas where statutory accounting has been silent and
changes current statutory accounting in some areas; e.g. deferred income taxes are recorded.

The New York State Insurance Department has adopted the Codification guidance, effective
January 1, 2001. The New York State Insurance Department has not adopted the Codification rules on
certain accounting issues; e.g. deferred income taxes and goodwill. The effect of adoption on MBIA
Corp.’s statutory surplus is expected to be immaterial to MBIA Corp.

4. Recent Accounting Pronouncement

In June 1998, the Financial Accounting Standards Board (FASB) issued SFAS 133, “Accounting
for Derivative Instruments and Hedging Activities which is effective for the company as of January 1,
2001. SFAS 133 requires that all derivative instruments be recorded on the balance sheet at their fair
value. Changes in the fair value of derivatives will be recorded each period in current earnings or other
comprehensive income, depending on whether a derivative is designated as part of a hedge, and if so,
the use and type of the hedge.

MBIA Corp. has entered into derivative transactions that do not qualify for the financial guarantee
scope exception under SFAS 133 and, therefore, must be stated at fair value. The Insurance segment,
which represents the majority of the company’s derivative exposure and mark to market as of January
1, 2001, has insured derivatives primarily consisting of credit default swaps.

Adoption of SFAS 133, on January 1, 2001 will result in MBIA Corp.’s after-tax reductions in net
income of approximately $10.7 million. In addition, the company will increase its assets by
approximately $36.2 million and liabilities by approximately $46.9 million on an after-tax basis.

5. Premiums Earned from Refunded and Called Bonds

Premiums earned include $34.0 million, $64.2 million and $68.4 million for 2000, 1999 and 1998,
respectively, related to refunded and called bonds.

6. Investments

MBIA Corp.’s investment objective is to optimize long-term, after-tax returns while emphasizing
the preservation of capital through maintenance of high-quality investments with adequate liquidity.
MBIA Corp.’s investment policies limit the amount of credit exposure to any one issuer. The fixed-
maturity portfolio is comprised of high-quality (average rating Double-A) taxable and tax-exempt
investments of diversified maturities.

The following tables set forth the amortized cost and fair value of the fixed-maturities and short-
term investments included in the consolidated investment portfolio of MBIA Corp. as of December 31,
2000 and 1999:

Gross Gross
Amortized Unrealized Unrealized
Cost Gains Losses Fair Value

(In thousands)
December 31, 2000
Taxable bonds United States

Treasury and Government Agency $ 148,911 $ 2,364 $ (690) $ 150,585

Corporate and other obligations .... 2,126,124 32,188 (35,383) 2,122,929

Mortgage-backed .........c.cccoccevreennnn. 779,780 14,785 (3,252) 791,313
Tax-exempt bonds State and

municipal obligations ............c.c......... 3,754,976 127,916 (12,286) 3,870,606
Total ... $ 6,809,791 $ 177,253 $(51,611) $6,935,433
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December 31, 1999
Taxable bonds
United States Treasury and

Government Agency ........cccceeenee.
Corporate and other obligations ....
Mortgage-backed........ccccooeevieiennnnn.

Tax-exempt bonds State and

municipal obligations ..........cccceue..ee.

Gross Gross

Amortized Unrealized Unrealized
Cost Gains Losses Fair Value

(In thousands)

29,913 $ 116 $ (2926) $ 27,103
1,817,867 2,227 (79,673) 1,740,421
790,748 3,874 (21,436) 773,186
3,641,794 50,334 (175,043) 3,517,085
$ 6,280,322 $ 56,551 $ (279,078) $ 6,057,795

Fixed-maturity investments carried at fair value of $11.7 million and $11.6 million as of December
31, 2000 and 1999, respectively, were on deposit with various regulatory authorities to comply with

insurance laws.

The following table sets forth the distribution by expected maturity of the fixed-maturities and
short-term investments at amortized cost and fair value at December 31, 2000. Expected maturities
may differ from contractual maturities because borrowers may have the right to call or prepay

obligations.

WItNIN T Y AT oot
Beyond 1 year but within 5 years ........cccccoeveveiiicieiceeceeee e
Beyond 5 years but within 10 years .......c.ccoceeveieiiiiiceeeee e

Beyond 10 years but within 15 years
Beyond 15 years but within 20 years

BEYONA 20 YEAIS ...ooviiiieeiiieee ettt

MOrtgage-DaCKED...........ovieieii e

Total fixed-maturities and short-term investments
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Amortized
Cost

Fair Value

(In thousands)

$ 252,609 $ 252,609
847,492 858,562
1,118,948 1,134,494
1,128,016 1,170,286
1,254,464 1,293,067
1,428,482 1,435,101
6,030,011 6,144,119
779,780 791,314
$6,809,791 $6,935,433




7. Investment Income and Gains and Losses
Investment income consists of:

Years ended December 31,

2000 1999 1998
(In thousands)
Fixed-maturities .......ccccoviiiioiieeeeee e $388,134 $357,702 $326,820
Short-term iINVestMentsS.........ooov oo 10,410 7,221 5,311
Other INVESIMENTS .....ooviceieeeeeeee e (80) 24 16
Gross investment iINCOME .......oouveeeeeieeeeeeeeeeeeeee. 398,464 364,947 332,147
INveStMENt EXPENSES .....ocvovieeeieceeeeeeeeeeee e 6,386 6,111 5,756
Net investment INCOME.......oooveeeeeieeeeeeeeeeeeeeeeee 392,078 358,836 326,391
Net realized gains (losses):
Fixed-maturities:
GAINS oo 42,765 47,244 32,211
LOSSES ..o (19,516) (16,793) (3,149)
N BT e e 23,249 30,451 29,062
Other investments:
GAINS e e 1,853 2,229 829
LOSSES ..o (380) — —
N BT e 1,473 2,229 829
Total net realized QaiNS ......cooceveieieiieee 24,722 32,680 29,891
Total investment income................cocooooeveeeveeeeeee. $416,800 $391,516 $356,282

Net unrealized gains (losses) consist of:

As of December 31,

2000 1999
(In thousands)
Fixed-maturities:
GIINS e $ 177,253 $ 56,551
LLOSSES ettt (51,611) (279,078)
T e e e s e e e s e et e e e s s s s e eereae 125,642 (222,527)
Other investments:
GINS e e s — —
LLOSSES ettt (113) (276)
N e e et (113) (276)
TOUAI ettt 125,529 (222,803)
Deferred income tax provision (Benefit) .......coeevviiiecivcicieeeee 43,910 (77,942)
Unrealized gains (losses), net ... $ 81,619 $(144,861)

The deferred income tax provision (benefit) relate primarily to unrealized gains and losses on

MBIA Corp.’s fixed-maturity investments, which are reflected in shareholder’s equity.
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The change in net unrealized gains (losses) consists of:
Years ended December 31,

2000 1999 1998

(In thousands)

FIXEA-MALUITIES ..o $348,169 $(541,520) $52,267
Other INVESIMENES .....oovieeeeeeeeeeeeeeee e 163 (2,936) (316)
TOMAL e 348,332 (544,456) 51,951
Deferred iNCOME taxeS .....ccvcveveeeeeeieeeeeeeeeeeeeea 121,852 (190,225) 17,867
Unrealized gains (losses), net ..o, $226,480 $(354,231) $34,084

8. Income Taxes

The provision for income taxes is composed of:
Years ended December 31,

2000 1999 1998

(In thousands)

CUMTENT ettt $138,877 $106,626 $112,737
DEFEITEA .o 51,597 (33,170) 21,856
Total ..o $190,474 $ 73,456 $134,593

The provision for income taxes gives effect to permanent differences between financial and
taxable income. Accordingly, MBIA Corp.’s effective income tax rate differs from the statutory rate on
ordinary income. The reasons for MBIA Corp.’s lower effective tax rates are as follows:

Years ended December 31,

2000 1999 1998
(per cent.)

Income taxes computed on pre-tax financial income

at statutory rates ... 35.0% 35.0% 35.0%
Increase (reduction) in taxes resulting from:

Tax-exempt INtEreSt.....ccoovioeveeeeeee e (8.5) (11.4) (9.1)

Amortization of goodwill 0.2 0.3 0.3

OTNET e (0.3) (10.4) (5.8)
Provision for income taxes ...............ccccoceeveereennn. 26.4% 13.5% 20.4%

The 1999 effective tax rate includes a reduction of 10.4% pertaining to the loss reserve
strengthening.

MBIA Corp. recognizes deferred tax assets and liabilities for the expected future tax
consequences of events that have been included in the financial statements or tax returns. Deferred
tax assets and liabilities are determined based on the difference between the financial statement and
tax bases of assets and liabilities using enacted tax rates in effect for the year in which the differences
are expected to reverse. The effect on tax assets and liabilities of a change in tax rates is recognized in
income in the period that includes the enactment date.
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The tax effects of temporary differences that give rise to deferred tax assets and liabilities at
December 31, 2000 and 1999 are presented below:

2000 1999

(In thousands)
Deferred tax assets:

Tax and 10SS DONAS ........cvveiiieiveeeieeeeeee e $199,607 $206,999
Alternative minimum tax credit carryforward ..........ccccoovviviiviiciiieiiins 11,381 65,404
Loss and loss adjustment eXpense re€SErvVes ........coceeveveeeeeieeveeeeeneenn, 88,396 79,051
UNFealiZEd 10SSES ..ot — 77,942
OB ettt et 36,319 45,668
Total gross deferred tax assets...............coccooiiiiiiiiiiii, 335,703 475,064
Deferred tax liabilities:

CONtINGENCY FESEIVE ...ttt 324,305 330,125
Deferred premium rEVENUE ........coccviiueeeieeeeeeeeee e 105,731 110,785
Deferred acquiSition COSES .....cooviviiiiiiciecee e 96,024 88,173
UNrealiZzed QAINS ....cvoveieieeeeecee ettt 43,910 —
Contingent COMMISSIONS........cueuiuiieieieiiieieieteieiieteeiee et 620 408
ONET ottt bbb 18,476 25,468
Total gross deferred tax liabilities ......................cccoooiiiiii 589,066 554,959
Net deferred tax liability......................occooooiiie $253,363 $79,895

MBIA Corp. believes that no valuation allowance is necessary in connection with the deferred tax
assets.

9. Dividends and Capital Requirements

Under New York state insurance law, MBIA Corp. and CMAC may pay dividends only from
earned surplus subject to the maintenance of a minimum capital requirement. The dividends in any 12-
month period may not exceed the lesser of 10% of its policyholders’ surplus (total capital and surplus)
as shown on its last filed statutory-basis financial statements, or of adjusted net investment income, as
defined, for such 12-month period, without prior approval of the superintendent of the New York State
Insurance Department.

In accordance with such restrictions on the amount of dividends which can be paid in any 12-
month period, MBIA Corp. had in excess of $40 million available for the payment of dividends as of
December 31, 2000. MBIA Corp. declared and paid dividends of $197.3 million and $180.0 million to
MBIA Inc. in 2000 and 1999, respectively. CMAC declared and paid dividends of $4.5 million and $1.0
million to its parent MBIA Corp in 2000 and 1999, respectively.

Under lllinois Insurance Law, MBIA lllinois may pay a dividend from unassigned surplus, and the
dividends in any 12-month period may not exceed the greater of 10% of policyholders’ surplus (total
capital and surplus) at the end of the preceding calendar year, or the net income of the preceding
calendar year without prior approval of the lIllinois State Insurance Department.

In accordance with such restrictions on the amount of dividends that can be paid in any 12-month
period, MBIA lllinois had in excess of $100 thousand available for the payment of dividends as of
December 31, 2000. MBIA lllinois declared and paid dividends of $17.5 million and $1.0 million to its
parent MBIA Corp. in 2000 and 1999, respectively.

The insurance departments of New York state and certain other statutory insurance regulatory
authorities and the agencies that rate the bonds insured by MBIA Corp. and its subsidiaries have
various requirements relating to the maintenance of certain minimum ratios of statutory capital and
reserves to net insurance in force. MBIA Corp. and its subsidiaries were in compliance with these
requirements as of December 31, 2000.

C-15



10. Lines of Credit

MBIA Corp. has a standby line of credit commitment in the amount of $900 million with a group of
major Triple-A-rated banks to provide loans to MBIA Corp. if it incurs cumulative losses (net of any
recoveries) from October 27, 2000 in excess of the greater of $900 million or 5.60% of average annual
debt service. The obligation to repay loans made under this agreement is a limited recourse obligation
payable solely from, and collateralized by, a pledge of recoveries realized on defaulted insured
obligations including certain installment premiums and other collateral. This commitment has a seven-
year term expiring on October 31, 2007, and contains an annual renewal provision subject to approval
by the bank group. MBIA Corp. also maintains stop-loss reinsurance coverage of $175 million in
excess of incurred losses of $762 million.

MBIA Corp. and MBIA Inc. maintain bank liquidity facilities totaling $650 million. As of December
31, 2000, there were no borrowings outstanding under these agreements.

11. Net Insurance In Force

MBIA Corp. guarantees the timely payment of principal and interest on municipal, asset-/
mortgage-backed and other non-municipal securities. MBIA Corp.’s ultimate exposure to credit loss in
the event of nonperformance by the insured is represented by the insurance in force as set forth below.

As of December 31, 2000, insurance in force, net of cessions to reinsurers, had a range of
maturity of 1-49 years diversified among 35,691 outstanding policies. The distribution of net insurance
in force by geographic location, including $5.3 billion and $4.5 billion relating to IMC’s municipal
investment agreements guaranteed by MBIA Corp. in 2000 and 1999, respectively, is set forth in the
following table:

As of December 31,

2000 1999
Net % of Net Net % of Net
Insurance In Insurance In Insurance In Insurance In
Geographic Location......................... Force Force Force Force
($ in billions) % (% in billions) %
Domestic:
California .....coeeee e $80.0 11.6% $ 76.6 12.0%
NEW YOIK ..oovioeiieeiciiiieeeceeeeeeeeee e, 76.4 11.1 75.8 11.8
Florida ..o, 35.7 52 36.3 57
TEXAS .o 26.7 3.9 26.6 4.1
NEeW JEersey ......cccevvevieieieiieeieieen, 26.0 3.8 24.4 3.8
Pennsylvania ........ccccooeieiiiieciiie, 24.5 3.6 25.8 4.0
HINOIS . 22.6 3.3 221 3.5
Massachusetts .......cccovveeiiiieiciee, 20.5 3.0 19.2 3.0
Michigan .......cooveeeeeeeeeeeeeeee 14.8 2.1 15.0 2.3
(O] o110 T TSR 13.5 2.0 13.1 2.1
Subtotal....cooeeeiiee e, 340.7 49.6 334.9 52.3
Nationally Diversified ...........cccoveeveneeee. 117.2 171 971 15.2
Other states .....cocovveeveeeeeeceeeeecee 180.4 26.3 175.0 27.3
Total domMEStC...ccveceieveceeeeeeeece 638.3 93.0 607.0 94.8
International .........ccoovoeveeieieeieeeee 479 7.0 33.4 52
Total ..o $686.2 100.0% $640.4 100.0%

The insurance policies issued by MBIA Corp. are unconditional commitments to guarantee timely
payment on the bonds and notes to bondholders. The creditworthiness of each insured issue is
evaluated prior to the issuance of insurance and each insured issue must comply with MBIA Corp.’s
underwriting guidelines. Further, the payments to be made by the issuer on the bonds or notes may be
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backed by a pledge of revenues, reserve funds, letters of credit, investment contracts or collateral in
the form of mortgages or other assets. The right to such money or collateral would typically become
MBIA Corp.’s upon the payment of a claim by MBIA Corp.

Under certain structured asset-backed transactions, a pool of assets covering at least 100% of
the principal amount guaranteed under its insurance contract is sold or pledged to a special-purpose
bankruptcy remote entity. MBIA Corp.’s primary risk from such insurance contracts is the impairment of
cash flows due to delinquency or loss on the underlying assets. MBIA Corp. therefore evaluates all the
factors affecting past and future asset performance by studying historical data on losses,
delinquencies and recoveries of the underlying assets. Each transaction is reviewed to ensure that
an appropriate legal structure is used to protect against the bankruptcy risk of the originator of the
assets. Along with the legal structure, an additional level of first-loss protection is also created to
protect against losses due to credit or dilution. This first level of loss protection is usually available from
reserve funds, excess cash flows, overcollateralization or recourse to a third party. The level of first-loss
protection depends upon the historical losses and dilution of the underlying assets, but is typically
several times the normal historical loss experience for the underlying type of assets. The distribution of
net insurance in force by type of bond is set forth in the following table:
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TypeofBond ...

Domestic
Public Finance:

General obligation .......cccccoeveeveeveeieenn.
ULIIHIES e
Health care ..o
Special revenue .......cccoceeeeveeveveeeenn,
Transportation ........cccccoceevveveeieeeeen
Investor owned utilities .......cccccceeveennee.
Higher education ........ccccccevviveininenne
HOUSING oo

Total public finance .......c.cccccooeeveeenea

Structured finance:
Mortgage-backed:

Home equity ....cccooevviiieicieeee
Other o
First mortgage .....ccccovevevveeeeiecie

Asset-backed:

LeaSiNG .ovveeeeeieeeeeeeieeeee e
Pooled corp. obligations and other....
Financial risk ......ccccooveeveviiiiice

Total structured finance.........cccc........

Total domesStiC..cccuvveveeeeeeeeeeeeeeeeeee

International Infrastructure:

SOVEIEIGN e
ULIIHIES e
Transportation ........ccccceeeeeveviecierieiene.
Investor owned utilities .......ccccceeeeee.
SUb-SOVErEIgN ...c.ovvvieiiieeee
Health care ......ccocovveiiiiieiee
HOUSING oo
Higher education ..o

Total infrastructure ........ccccoevveeveeeeeni.

Structured finance:

Pooled corp. obligation and other......
Mortgage-backed.........ccccooeieieiennnne.
Financial risk ......ccoovveieieieiiieeee
Asset-backed ...

Total structured finance........................
Total international ..........cccccoovevveeeienn.

As of December 31,

2000 1999
Net % of Net Net % of Net
Insurance In Insurance In Insurance In Insurance In
Force Force Force Force
($ in billions) % (% in billions) %
$152.7 22.3% $147.5 23.0%
77.9 11.4 78.1 12.2
68.3 10.0 70.6 111
61.4 8.9 525 8.2
48.7 71 455 71
37.2 54 33.0 52
28.8 4.2 27.1 4.2
24.4 35 23.3 3.6
499 .4 72.8 477.6 74.6
33.8 4.9 43.2 6.7
20.5 3.0 19.8 3.1
11.3 1.6 13.1 2.0
23.3 3.4 16.9 2.6
14.7 2.2 8.7 1.4
5.3 0.8 6.3 1.0
24.2 3.5 15.2 2.4
5.8 0.8 6.2 1.0
138.9 20.2 129.4 20.2
638.3 93.0 607.0 94.8
2.7 0.4 2.1 0.3
2.5 0.4 1.6 0.2
1.6 0.2 1.1 0.2
1.4 0.2 1.1 0.2
1.0 0.1 1.2 0.2
0.6 0.1 0.7 0.1
0.5 0.1 0.6 0.1
0.1 — 0.1 —
10.4 15 8.5 1.3
27.9 4.0 17.6 2.8
45 0.7 1.7 0.2
3.4 0.5 3.7 0.6
1.7 0.3 1.9 0.3
37.5 55 24.9 3.9
47.9 7.0 33.4 5.2
$686.2 100.0% $640.4 100.0%
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12. Reinsurance

MBIA Corp. reinsures exposure with other insurance companies under various treaty and
facultative reinsurance contracts, both on a pro rata and excess of loss basis. In the event that any or
all of the reinsurers were unable to meet their obligations, MBIA Corp. would be liable for such
defaulted amounts.

Amounts deducted from gross insurance in force for reinsurance ceded by MBIA Corp. and its
subsidiaries were $143.3 billion and $129.0 billion, at December 31, 2000 and 1999, respectively. The
distribution of ceded insurance in force by geographic location is set forth in the following table:

As of December 31,

2000 1999

% of Ceded

Ceded % of Ceded Ceded Insurance In

Insurance In Insurance In Insurance In Force

Geographic Location Force Force Force Domestic:

($ in billions) % (% in billions) %

Domestic:

California ..oeoeeeeeeeeeeeeeeeeeeeeeeee $17.9 12.5 $17.6 13.6%

NEW YOIK oo 13.7 9.5 14.0 10.9

NEW JEISEY ..oooveiiiiieciiiieeeeee e 6.9 4.8 55 4.3

TEXAS ..o 53 3.7 55 4.2

FlONAa ..o 4.7 3.3 5.0 3.9

Massachusetts ......ccccoovveviiieiiece, 4.2 3.0 41 3.2

Pennsylvania .........cccoceeveieieiiieiee 4.2 2.9 4.6 3.5

COlOradO ..., 3.8 2.7 2.4 1.9

Puerto RiCO ..oocoveiiieeieeee 3.7 2.6 3.2 2.5

HHINOIS e 3.6 2.5 3.4 2.6

Subtotal. ... 68.0 475 65.3 50.6

Nationally diversified ..........cccccevveennee. 18.8 13.1 14.4 11.2

Other states .....oooveeeieeeeeeeeeeeee, 29.2 20.3 28.0 21.7

Total domestiC...c..veeeeeiiieeeeeeeeeeee. 116.0 80.9 107.7 83.5

International ..........ccooeeviioiiiiiie 27.3 191 21.3 16.5
Total ... $143.3 100.0% $129.0 100.0%
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The distribution of ceded insurance in force by type of bond is set forth in the following table:

Type of Bond

Domestic:

Public Finance:
General obligation

Transportation

ULIlItIES v
Health care ..o
Special revenue
Investor owned utilities
HOUSING .voviieicieee
Higher education

Total public finance

Structured finance:
Mortgage-backed:
Home equity .......cccveveeneene.
Other ..o,

First mortgage
Asset-backed:

Leasing .cocevveeeeireec
Pooled corp. obligation and other
Financial risk ......cccccoveeennee.

Total structured finance
Total domestic

International Infrastructure:

Transportation

Sovereign ...ocoeveveeeeeee
ULIlILIES v

Sub-sovereign

Investor owned utilities
Health care ..o

Total infrastructure

Structured finance:
Pooled corp. obligation and other
Financial risk ......cccccoevveei

Asset-backed

Mortgage-backed

Total structured finance

As of December 31,

2000 1999
Ceded % of Ceded Ceded % of Ceded
Insurance In Insurance In Insurance In Insurance In
Force Force Force Force
($ in billions) % (% in billions) %
$19.8 13.9% $18.8 14.6%
18.4 12.8 14.7 11.4
171 11.9 17.2 13.3
15.3 10.7 15.7 12.2
9.4 6.6 8.8 6.8
6.1 4.2 5.7 4.5
2.8 1.9 2.7 2.1
2.4 1.7 2.1 1.6
91.3 63.7 85.7 66.5
8.2 5.7 8.8 6.8
2.0 1.4 1.5 1.2
1.6 2.1 1.6
2.9 2.0 2.4 1.8
2.6 1.8 1.9 1.4
2.1 1.5 2.4 1.9
4.7 3.3 2.3 1.8
0.6 0.4 0.6 0.5
24.7 17.2 22.0 17.0
116.0 80.9 107.7 83.5
1.7 1.2 1.2 0.9
1.6 1.1 1.4 1.1
1.1 0.8 0.7 0.5
0.8 0.6 0.9 0.7
0.6 0.4 0.5 0.4
0.4 0.3 0.4 0.3
6.2 4.4 5.1 3.9
15.0 10.4 9.5 7.4
2.8 2.0 3.1 2.4
1.8 1.2 2.4 1.9
15 1.1 1.2 0.9
21.1 14.7 16.2 12.6
27.3 191 21.3 16.5
$143.3 100.0% $129.0 100.0%




As part of MBIA Corp’s reinsurance activity in 1998, MBIA Corp. entered into facultative
reinsurance agreements with highly rated reinsurers that obligate it to cede future premiums to the
reinsurers through January 1, 2005. Certain reinsurance contracts in 1998 were accounted for on a
retroactive basis in accordance with SFAS 113, “Accounting and Reporting for Reinsurance of Short-
Duration and Long-Duration Contracts”.

Components of premiums written including reinsurance assumed from and ceded to other
companies is set forth in the following table:

Years ended December 31,

2000 1999 1998
DIFECT . $641,452 $590,597 $664,269
ASSUMEA ...ttt 45,956 34,274 12,781
GIFOSS .t 687,408 624,871 667,050
CeABA ..o (189,316) (171,256) (156,064)
BT . $498,092 $453,615 $520,986

Ceding commissions received from reinsurers before deferrals were $37.3 million, $35.3 million
and $37.2 million in 2000, 1999 and 1998, respectively.

13. Employee Benefits

MBIA Corp. participates in MBIA Inc.’s pension plan covering substantially all employees. The
pension plan is a defined contribution plan and MBIA Corp. contributes 10% of each eligible
employee’s annual total compensation. Pension expense for the years ended December 31, 2000,
1999 and 1998 was $4.9 million, $6.7 million and $5.9 million, respectively. MBIA Corp. also has a
profit-sharing/401(k) plan which allows eligible employees to contribute up to 10% of eligible
compensation. MBIA Corp. matches employee contributions up to the first 5% of eligible
compensation. MBIA Corp. contributions to the profit-sharing/401(k) plan aggregated $1.9 million,
$3.2.million and $2.6 million for the years ended December 31, 2000, 1999 and 1998, respectively. The
profit-sharing/401(k) plan match amounts are invested in common stock of MBIA Inc. Amounts relating
to the above plans that exceed limitations established by federal regulations are contributed to a non-
qualified deferred compensation plan. In 2000, 1999 and 1998, former CMAC employees were
covered under MBIA Inc.’s pension and profit-sharing/401(k) plans.

MBIA Corp. also participates in the “MBIA Long-Term Incentive Program”. The incentive program
includes a stock option program and adds a compensation component linked to the growth in adjusted
book value per share (ABV) of MBIA Inc.’s stock. Awards under the long-term program are divided
equally between the two components, with 50% of the award given in stock options and 50% of the
award paid in cash or shares of MBIA Inc.’s stock.

Target levels for the option/incentive award are established as a percentage of total salary and
bonus, based upon the recipient’s position. Awards under the long-term program typically will be
granted from the vice president level up to and including the chairman and chief executive officer.

The ABV portion of the long-term incentive program may be awarded every year. The 2000 award
covers growth in ABV from December 31, 2000 through December 31, 2003; with a base line growth of
13.5%. The 1999 award covers growth in ABV from December 31, 1999 through December 31, 2002
and the 1998 award covers growth in ABV from December 31, 1998 through December 31, 2001, with
a base line growth of 12% on both awards. The amount to be paid in respect of such award will be
adjusted upward or downward based on the actual ABV growth with a minimum growth of 8%
necessary to receive any payment and an 18% growth needed to receive the maximum payment of
200% of the target levels. The amount, if any, to be paid under this portion of the program will be paid in
early 2004 for the 2000 award, in early 2003 for the 1999 award and in early 2002 for the 1998 award in
the form of cash or shares of MBIA Inc.’s common stock. Subsequent awards, if any, will be made
every year with concomitant payments occurring after the three-year cycle. During 2000, 1999 and
1998, $11.6 million, $7.2 million and $4.8 million, respectively, were recorded as compensation
expense related to ABV awards.
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MBIA Corp. also participates in MBIA Inc.’s restricted stock program, adopted in December
1995, whereby key executive officers of MBIA Corp. are granted restricted shares of MBIA Inc.
common stock. These stock awards may only be sold three to five years from the date of grant, at
which time the awards fully vest. Compensation expense related to the restricted stock was $2.2
million, $1.7 million and $0.9 million for the years ended December 31, 2000, 1999 and 1998.

In October 1995, the Financial Accounting Standards Board issued Statement of Financial
Accounting Standards (SFAS) 123, “Accounting for Stock-Based Compensation,” effective for financial
statements for fiscal years beginning after December 15, 1995. SFAS 123 required MBIA Inc. to adopt,
at its election, either 1) the provisions in SFAS 123 which require the recognition of compensation
expense for employee stock-based compensation plans, or 2) the provisions in SFAS 123 which
require the pro-forma disclosure of net income and earnings per share as if the recognition provisions
of SFAS 123 had been adopted. MBIA Inc. adopted the disclosure requirements of SFAS 123 effective
January 1, 1996 and continues to account for its employee stock-based compensation plans under
Accounting Principles Board Opinion No. 25, “Accounting for Stock lIssued to Employees”
Accordingly, the adoption of SFAS 123 had no impact on MBIA Corp.’s financial position or results
of operations. Had compensation cost for the MBIA Inc. stock option program been recognized based
on the fair value at the grant date consistent with the recognition provisions of SFAS 123, the impact on
MBIA Corp.’s net income would not have been material.

14. Related Party Transactions

Since 1989, MBIA Corp. has executed five surety bonds to guarantee the payment obligations of
the members of the Association who had their Standard & Poor’s Corporation claims-paying rating
downgraded from Triple-A on their previously issued Association policies. In the event that they do not
meet their Association policy payment obligations, MBIA Corp. will pay the required amounts directly to
the paying agent. The aggregate outstanding exposure on these surety bonds as of December 31,
2000 is $340 million.

Included in other assets at December 31, 2000 and 1999 were $48.6 million and $64.2 million net
receivables from MBIA Inc. and other subsidiaries.

MBIA Corp. entered into an agreement with MBIA Inc. and IMC whereby MBIA Corp. held
securities subject to agreements to resell of $330 million and $205.0 million as of December 31, 2000
and 1999, respectively, and transferred securities subject to agreements to repurchase of $330 million
and $205.0 million as of December 31, 2000 and 1999. These agreements have a term of less than one
year. The interest expense relating to these agreements was $17.4 million and $10.9 million,
respectively, for the years ended December 31, 2000 and 1999. The interest income relating to these
agreements was $18.0 million and $11.5 million, respectively, for the years ended December 31, 2000
and 1999.

15. Fair Value of Financial Instruments

The estimated fair value amounts of financial instruments shown in the following table have been
determined by MBIA Corp. using available market information and appropriate valuation
methodologies. However, in certain cases considerable judgment is necessarily required to interpret
market data to develop estimates of fair value. Accordingly, the estimates presented herein are not
necessarily indicative of the amount MBIA Corp. could realize in a current market exchange. The use of
different market assumptions and/or estimation methodologies may have a material effect on the
estimated fair value amounts.

Fixed-maturity securities — The fair value of fixed-maturity securities is based upon quoted market
price, if available. If a quoted market price is not available, fair value is estimated using quoted market
prices for similar securities.

Short-term investments - Short-term investments are carried at amortized cost which
approximates fair value.

Other investments — Other investments include MBIA Corp.’s interest in equity oriented
investments. The fair value of these investments is based on quoted market prices.

Cash and cash equivalents, receivable for investments sold and payable for investments
purchased — The carrying amounts of these items are a reasonable estimate of their fair value.

Securities purchased under agreements to resell — The fair value is estimated based upon the
quoted market prices of the transactions’ underlying collateral.
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Prepaid reinsurance premiums — The fair value of MBIA Corp.’s prepaid reinsurance premiums is
based on the estimated cost of entering into an assumption of the entire portfolio with third party
reinsurers under current market conditions.

Deferred premium revenue — The fair value of MBIA Corp.’s deferred premium revenue is based
on the estimated cost of entering into a cession of the entire portfolio with third party reinsurers under
current market conditions.

Loss and loss adjustment expense reserves — The carrying amount is composed of the present
value of the expected cash flows for specifically identified claims combined with an estimate for
unallocated claims. Therefore, the carrying amount is a reasonable estimate of the fair value of the
reserve.

Securities sold under agreements to repurchase — The fair value is estimated based upon the
quoted market prices of the transactions’ underlying collateral.

Installment premiums — The fair value is derived by calculating the present value of the estimated
future cash flow stream discounted at 9%.

Derivatives — The fair value reflects the estimated amounts that the MBIA Corp. would receive or
pay to terminate the transaction at the reporting date.

As of December 31, 2000 As of December 31, 1999

Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value

(In thousands)

ASSETS:
Fixed-maturity securities .........cccocoeun.. 6,665,533 6,665,533 $5,783,979 $5,783,979
Short-term investments ........cccccoevevnee. 269,900 269,900 273,816 273,816
Other investments........ccccvevvvecinecnnn. 9,663 9,663 8,425 8,425
Cash and cash equivalents ................ 12,541 12,541 33,702 33,702
Securities purchased under

agreements to resell ........ccceeveninn, 330,000 396,951 205,000 267,881
Prepaid reinsurance premiums .......... 442 622 380,047 408,210 342,837
Reinsurance recoverable on unpaid

[OSSES vt 31,414 31,414 30,819 30,819
Receivable for investments sold ........ 2,497 2,497 2,882 2,882
LIABILITIES:
Deferred premium revenue.................. 2,397,578 2,123,661 2,310,758 2,022,357
Loss and loss adjustment expense

TESEIVES oot 499,279 499,279 467,279 467,279
Securities sold under agreements to

FEPUICNASE ....coiieieieiieeeee e 330,000 390,367 205,000 209,894
Payable for investments purchased .. 2,334 2,334 18,948 18,948
Off-balance sheet instruments:
Installment premiums........ccoceeverenane. — 885,477 — 731,748
Derivatives* — 16,454 — —

*

The estimated fair value for 2000 includes net derivative liabilities identified as part of the company’s implementation of SFAS
133.
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AUDITOR’S REPORT ON THE FINANCIAL STATEMENTS
Year ended December 31, 2000

To the Shareholders of MBIA Assurance S.A.
112, avenue Kléber
75116 Paris

In accordance with the terms of our appointment at the Annual Shareholders’ Meeting, we hereby
submit our report for the year ended December 31, 2000, on:

— our examination of the financial statements of MBIA Assurance, presented in French francs,
as attached to this report,

— the specific procedures and information required by law.

These financial statements are the responsibility of the Board of Directors. Our responsibility is to
express an opinion on these financial statements based on our audit.

. Opinion on the financial statements

We conducted our audit in accordance with the professional standards applied in France. Those
standards require that we plan and perform our audit to obtain reasonable assurance that the financial
statements are free from material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made in the preparation of the financial
statements, as well as evaluating the overall financial statement presentation. We believe that our audit
provides a reasonable basis for our opinion.

In our opinion, the financial statements present fairly, in all material respects the assets and
liabilities and financial position of the Company at December 31, 2000 and the results of operations for
the year then ended in accordance with French generally accepted accounting principles.

Without qualifying the above opinion, we draw the shareholders’ attention to note (Ic) which
describes the change made in the determination of the reserves for unearned premiums and the
corresponding impact to the financial statements for the year ended December 31, 2000.

Il. Specific procedures and information
We have also performed the specific procedures required by law, in accordance with
professional standards applied in France.

We are satisfied that the information given in the report of the Board of Directors and the
documents sent to shareholders on the financial position and financial statements is fairly stated and
agrees with those financial statements.

We have also verified that details of controlling and other interests acquired during the year and
the identity of shareholders are disclosed in the report of the Board of Directors.

April 17, 2001
Statutory Auditor

Coopers & Lybrand Audit
Member of PricewaterhouseCoopers

Catherine Thuret



MBIA ASSURANCE S.A.

FINANCIAL STATEMENTS: BALANCE SHEETS AND PROFIT AND LOSS ACCOUNTS

At At
December 31, December 31,
2000 1999
(in French francs)
ASSETS
Investment
Other INVESIMENTS.......oeeeceeeeeeeee e 409,997,729 346,516,179
409,997,729 346,516,179
Reinsurer’s share in technical reserves
Unearned premiums and premium deficiency reserves
Related Parties ..o 4,756,114 9,330,963
Third party reiNSUIEIS........oouiiueeeeeeeeeeeeeeee e 161,886,085 101,696,906
166,462,199 111,027,869
Debtors
Amounts receivable from Parent company .........cccceceeeevieenieiennne. 35,187,733 36,546,966
Other insurance debtors ........c.oovoe oo 500,058 1,128,779
Other reinsurance debtors .........ooooioeiieeeeeeeeeeeeeeeeee e 1,086,430 —
Prepaid and recoverable taXes ........ccocveveveeieiieiiieceeeee e 4,353,717 7,665
Sundry debtors
Related Parties ..o 3,807,608 2,734,433
ONEE et 12,823 21,690
Titrimmo guarantee deposit .......ccoeieiiiiiieeee e 25,498,864 39,506,253
70,447,233 79,945,786
Other assets
TaNGIDIE @SSELS.....ooviiiiiciiece e 2,741,731 812,351
Other deposits and guUarantees..........ccoceeveveeveeeeeeeieeeeeeeeee e, 263,826 200,854
Cash and cash equIValENES .......ccccoveviieerieieieeeeee e 23,776,900 4,420,472
26,782,457 5,433,677
Prepayments and accrued income
OBNEE ettt 1,568,738 219,932
Accrued interest and rental INCOME ........coeveieieieiiieceee 3,327,675 1,581,098
4,896,413 1,801,030
Unrealised exchange 10SSes ...............ccocooovoieieieieicieeeeee 24,466,147 14,813,301
TOTAL ASSETS ..ot 703,232,178 559,537,842




MBIA ASSURANCE S.A.

FINANCIAL STATEMENTS: BALANCE SHEETS AND PROFIT AND LOSS ACCOUNTS

LIABILITIES
Shareholders’ equity

Share Capital ......cooveviieiiieiieeeee e
LAl FESEIVE.....iiieeie ettt
Retained earnings/(defiCit) ..o
Net income/(10ss) for the year .........ccocooveeiiieicieeceeeeee

Gross technical reserves

Unearned premiums reserves and outstanding risks .................

Provisions for liabilities and charges

Provision for exchange 10SSES ........cccivvieeininieeieieee e

Cash deposits received from reinsurer ....................................

Other liabilities

Amounts due to parent COmMPAaNY .......ccccoeveveieeeeeieeeee e

Reinsurance creditors

Related Parties ..o
Third party reiNSUIEIS.....c.oovieeeeeeeeeeeeeeeeee e

Other liabilities

Other cash deposits received .........ccccoveieieiiievicieeieieee,
OhEr I0ANS ..o
Accrued personnel COSES ..o
Accrued taxes and social security charges .........cccoevevvveneenen.
SUNArY CreditorS ....oviiiieececeeeeee e
THEIMIMO ottt

Accruals and deferred income

Other ACCIUAIS. ...

Unrealised exchange gains ................cccocooeiiiiinciniencee

TOTAL LIABILITIES ..ottt

At At
December 31, December 31,
2000 1999

(in French francs)
175,000,000 175,000,000
30,196 30,196
38,241,031 23,391,808
(1,021,403) 14,849,224
212,249,824 213,271,228
348,771,443 238,707,532
348,771,443 238,707,532
16,196,445 11,655,016
16,196,445 11,655,016
14,400,000 14,400,000
20,881,505 —
13,051,817 12,582,162
31,397,027 15,999,987
7,545,800 7,545,800
116,801 —
283,519 241,511
1,281,319 495,932
1,189,768 396,690
25,498,864 39,506,253
101,246,420 76,768,335
2,098,343 1,577,446
2,098,343 1,577,446
8,269,703 3,158,285
703,232,178 559,537,842




MBIA ASSURANCE S.A.

FINANCIAL STATEMENTS: BALANCE SHEETS AND PROFIT AND LOSS ACCOUNTS

Ceded
2000 Gross business 2000 Net 1999 Net
(In French francs)

NON LIFE INSURANCE

TECHNICAL ACCOUNT
Earned premiums
Premiums ..o 130,005,953 (70,776,904) 59,229,049 35,837,490
Change in unearned premiums

reserve (see note IC)........cccceeuee.. (104,856,663) 50,563,109 (54,293,554)  (16,549,901)
Allocated investment income .......... 16,397,992 16,397,992 5,063,727
Other technical income..................... 2,662,659 2,662,659 384,975
Acquisition and administration costs
Acquisition COStS......cccocvvveveieeeee (17,830,930) (17,830,930) (2,095,395)
Administration costS......ccccoeveveevevennae. (19,168,482) (19,168,482) (2,828,565)
Reinsurance commissions received .. 1,950,871 1,950,871 2,313,832
Non-life underwriting result.............. 7,210,529 (18,262,924) (11,052,395) 22,126,163
NON-TECHNICAL ACCOUNT OF

NON-LIFE INSURANCE
Investment income
Investment revenues ..........cceveeeeen. 5,339,761 5,315,007
Other investment income .................... 19,363,160 15,002,519
Gains on disposal of investments ...... 33,136,803 5,967,093
Investment expense
Interest and portfolio expenses .......... (221,457) (1,507,571)
Other investment expenses ................ (374,942) (467,113)

Losses on disposal of investments ....

Investment income transferred to
the technical accounts..................

Other non-underwriting income ......
Other non-underwriting expense....

Non-recurring income/expense
Non-recurring income
Non-recurring exXpense ..........ccccoce......

Income tax .............ooooviiiiiii

Non-technical result on non-life
iNSUraNCe .............cccooovveveieeeeee.

INCOME FOR THE YEAR ..................

(22,285,633)

(12,760,527)

(16,397,992)  (5,063,727)
7,188 46,371
(47,769) (9,783)
(23,591)

(8,488,127 (13,775,619
10,030,992  (7,276,941)
(1,021,403) 14,849,224




NOTES TO THE FINANCIAL STATEMENTS

.  ACCOUNTING POLICIES AND METHODS

The financial statements for the years ended December 31, 2000 and 1999 have been prepared
in accordance with the provisions of the revised French Insurance Code. The company does not own
any subsidiaries and therefore does not produce consolidated accounts. During the year 2000, the
company has established a branch in the United Kingdom which accounts are included in the financial
statements of MBIA SA for the year ended December 31, 2000.

Significant accounting principles which are summarised below remain unchanged compared to
1999, with the exception of the change in the calculation of the reserves of unearned premiums as
explained in note (c).

(a) Investments

Bonds and other fixed income securities are stated at cost, excluding interest accrued at the date
of acquisition. Premiums and discounts on bonds and other fixed income securities (difference
between the purchase price and the redemption price) are written off to the profit and loss account
over the residual lives of the securities, in accordance with the article R.332-19 of the French Insurance
Code.

The accumulated amortisation is recorded under “accruals and other assets” or “accrual and
other liabilities”.

At year-end, no provision is made for unrealised losses corresponding to the difference between
the amortised cost of securities and their fair market value. However a provision for counter party risks
is recorded if the company has reason to believe that the issuer will be unable to fulfil its obligations in
terms of the payment of interests or principle repayments (Article R.332-19).

Equities and other variable income securities are stated at cost, excluding accrued interest at the
acquisition date. Disposals are determined by the First In-First Out method (FIFO).

At year-end, the realisable value corresponds to market value, determined by the method
prescribed by the French Insurance Code. A provision is recorded, separately for each line of
securities, only if the diminution in value is qualified as permanent.

In addition, a liquidity risks reserve is set up if the total carrying value of investments (excluding
securities carried at amortised cost) exceeds the total net book value of all assets concerned. The
liquidity risks reserve is shown in the balance sheet under “other technical reserves”.

(b) Exchange gains and losses
Foreign currency transactions are translated into French francs at the year-end exchange rate.

Exchange gains for all currencies combined are included in liabilities. Exchange losses are
included in assets. A related provision is recorded in case of net exchange loss.

(c) Technical reserves

For the year ended December 31, 2000, the company has changed the method used to
determine reserves for unearned premiums.

The method used until December 31, 1999, which was previously approved by the Commission
de Contréle des Assurances, complied with the provisions of the French Insurance Code (Article
A.331-16) stating, “reserves for unearned premiums are to be calculated on an accrual basis”.

For the year ended December 31, 2000, the Commission de Contréle des Assurances has
amended their position on how the Company determines reserves for unearned premiums. In order to
better comply with prudential principles as described in article R.333-1 of the French Insurance Code
to determine the unearned premium reserves and with the provisions of Article 57-2 of the European
Directive n°91/674/CEE of December 19, 1991 which states that: “In classes of insurance where the
assumption of a temporal correlation between risk experience and premium is not appropriate,
calculation methods shall be applied that take account of the differing pattern of risk over time”, the
Commission de Contréle des Assurances requested that the amount of unearned premium reserves be
determined based on the maturities of the insured debt issues, rather than on a straight line basis over
the life of the issues.
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As such, the implementation of the method required by the Commission de Contréle des
Assurances amounts to applying in advance European provisions that have not yet been transposed
into the French Insurance Code.

The Commission de Contréle des Assurances also required that the new calculation be applied
retrospectively to include premiums written prior to January 1, 2000. Adjusting the unearned premium
reserve as of January 1, 2000 to reflect this change, amounts to a charge of 25 116 329 FF (reversal of
earned premiums), in the profit and loss account for the year ended December 31, 2000.

Premiums reversed as a result of this change will be recorded as income in the profit and loss
account under the new method described above.

(d) Expense allocation

Effective from January 1, 1995, a distinction is made between acquisition and administration
costs. These costs mainly correspond to personnel expenses which are allocated based on the
position occupied by each employee.

Acquisition costs are not deferred because they consist primarily of fixed costs.

A percentage of net investment income is transferred from the non-technical account to the
technical account on the basis of the shareholder’s equity/shareholders’ equity + net technical reserve
ratio.

(e) Tangible fixed assets used in the business

Tangible fixed assets are stated at cost. Maintenance charges are charged to the profit and loss
account when incurred, except where they serve to increase productivity or extend the useful life of the
asset concerned.

Depreciation is calculated by the straight-line method over the estimated useful life of the assets,
in accordance with French tax rules. The main estimated useful lives are as follows:

Leasehold improvements, fixtures and fittings 8 years
VENICIES ..o 5 years
Office and computer equipment .........cc.c........ 4 years
FUMNItUIE oo 5 to 8 years



. NOTES TO THE BALANCE SHEET

(a) Investment portfolio

Investments recorded in the balance sheet at December 31, 2000 in accordance with Article

R.332 -20 of the French Insurance Code are as follows:

Realised/
Unit market (unrealised
Description of securities Number At cost price Market value gains)
Long-term investments
OAT e, 27,404,147.03 27,404,147.03
BTAN oo 158,907,864.69 158,907,864.69
Total......cooooeeecee, 186,312,011.72 186,312,011.72
Short term investments
Credis EUR .....cocovvrriine. 874 1,970,864.79 2,353.18 2,056,679.44 85,814.66
Credis GBP...... 2,990 103,780,118.80 35,887.61 107,303,942.29 3,5623,823.49
Credis USD...... 1,130 19,154,946.84 17,526.00 19,804,380.93 649,434.09
Credis CAD.. 317 2,210,855.15 8,211.51 2,603,048.89 392,163.74
PIM 3 3,342,992.10 1,169,296.94 3,507,890.83 164,898.73
FCP Berri Monet......... . 11 1,679,530.15 156,169.91 1,717,869.06 38,338.91
FCP Primerus monet.......... 1,059 15,993,399.66 15,532.47 16,448,887.21 455,487.55
FCP Fructifonds ........cc....... 411 74,197,286.25 181,125.35 74,442 518.84 245,232.59
Compte a terme HKD......... 1,355,693.87 1,355,693.87
Total......cooooiee, 223,685,717.60 229,240,911.36 5,555,193.77
TOTAL ..., 415,552,923.09 5,555,193.77

409,997,729.32

All the above investments have been valued in accordance with Article R 332-20 of the French
Insurance Code. The realisable value of the securities corresponds to their market value at December

31, 2000.

(b) Debtors and creditors

At December 31, 2000 all debtors and creditors were due within one year, with the exception of
those relating to the Titrimmo operation (securitisation of property receivables) for an amount of

FRF 25,498,864.

(c) Related party debtors and creditors

Reinsurers’

share of
technical Insurance Current
Debtors reserves debtors account
MBIA Insurance Corporation and branches ................ 4,756,114 0 35,187,733
Reinsurance Guarantee Current
Creditors creditors deposit account
VIBIA e e ettt 13,051,817 14,400,000 20,881,505



(d) Share capital and changes in shareholders’ equity

At December 31, 2000, the Company’s issued share capital was made up of 1,750,000 ordinary
shares with a par value of FRF 100 each. MBIA Insurance Corporation held 99.99% of the capital at that

date.
Changes in shareholders’ equity during 2000 were as follows :

At
At January Appropriation December
1, 2000 of 1999 profit 2000 loss 31, 2000
(in FF thousands)
Share capital ......ccccoevieeiieiciieee 175,000 175,000
Legal reServe......cocoovevevieceeiceee, 30 30
(Deficit)/retained earnings.................... 23,392 14,849 38,241
Profit/(I0SS) ..ccvveveieeiieieeeeeecee 14,849 (14,849) (1,021) (1,021)
Total ..o 213,271 0 (1,021) 212,250
lll. NOTES TO THE PROFIT AND LOSS ACCOUNT
(a) Investment income and expenses
Other
investment
revenues
and
expenses
Revenues from investments in subsidiaries and affiliates .......ccccocovevveineiiie e —
Revenues from property NOIAINGS .....c.ovoviiiiieceeeeeee et —
Other INVESIMENT FEVENUES ........voviiiiiiieieiei ettt ettt 5,339,761
TOUAL ...ttt ettt ettt et 5,339,761
[NVESIMENT EXPENSES ...ttt ettt st b et st e et esesesene s —
Breakdown of other investment income
(in FF
thousands)
Exchange gain on iNVESIMENTS ......c.ooiiiiiiei e 7,662
Amortization of capital GAINS ... e 46
Reversal of provision for exchange 10ss 0N iNVESIMENTS ........ccccveiieviieiieieiee e 11,655
TORAL ...ttt ettt ettt a et 19,363
(b) Breakdown of investment expenses
(in FF
thousands)
INterest and DANK FEES ..ot 221
Amortization of CAPItAl IOSSES ........iiieeieeeeee e 375
Charge to provision for exchange 10ss on iNVeSIMENES ... 16,197
Exchange 10SSES ON INVESTMENTS. .....c.ooviiiiiie ettt ettt 6,089
TOMAL ..ottt ettt ettt bt ettt 22,882



(c) Additional notes to the profit and loss account
Personnel costs
Personnel costs for the period 1998 to 2000 break as follows:

2000 1999 1998
Wages and salaries .......cccocvoveieieieieeceee e 2,296,301 855,000 1,038,868
Pension DENETItS ..ot — — —
Social SECUNtY TaXES .....cvoveeeeeeeeeeeeeeeeee e 832,830 401,981 440,309
OTNET e 1,516,372* 15,499 (32,470)
Total ..o 4,645,503 1,272,480 1,446,707
*of which, UK branch: 1,180,154 FF
Breakdown of gross premiums written
Gross premiums written in the period 1998 to 2000 can be analysed as follows:
2000 1999 1998
(By business in FF)
Local authority credit enhancement ..........c.cccccoeveneaen. 1,549,850 11,862,135 2,746,373
Structured fiNANCING ...oovcvivei e 14,671,684 15,344,410 19,737,771
Concessions and corporations .........c.cccceeveveveeevevevenenas 113,784,419 65,574,934 —
Total .o 130,005,953 92,781,479 22,484,144
2000 1999 1998
(By geographic region in FF)
BEUTOPE oo 129,391,144 91,873,474 21,186,333
FTANCE ..o 4,073,191 16,261,909 9,678,344
ThE AMETICAS ...eiiiieee e — 66,716 301,742
ASIA et 614,809 841,289 996,069
Total .o 130,005,953 92,781,479 22,484,144




IV. OTHER INFORMATION
(a) Consolidating entity

MBIA Assurance S.A. is a 99.99% owned subsidiary of MBIA Insurance Corporation which has its
principal place of business at 113 King Street, Armonk, NewYork, 10504 U.S.A.

(b) Average number of employees

The average number of employees of the Company totalled 2 persons in 2000 and 1999. In
addition MBIA Insurance Corporation provides secondments to the UK branch of MBIA Assurance SA.

(c) Off-balance sheet commitments

At December 31, 2000, the Company had received reinsurance commitments (pledged securities
and cash deposits) from the reinsurer AMBAC Assurance Corporation, amounting to 65,268,592 FF as

follows:

cash deposit of 2,616,642 GBP (27,502,073 FF)

cash deposit of 1,358 EUR (8,911 FF)

234 Berri Monétaire C of 23,807,95 EUR each (36,543,760 FF)
42 Berri Trésor C of 4,405,95 EUR each (1,213,848 FF)

At December 31, 2000, the Company had no other material off-balance sheet commitments and
did not carry out any financial instruments transactions.



Appendix D
AUDITED ACCOUNTS OF DCC
FINANCIAL INFORMATION RELATING TO DWR CYMRU CYFYNGEDIG

Basis of information

The information set out on pages D2 to D21 includes financial information for the two financial
years ended 31 March 2000, which is extracted, without material adjustment, from the audited financial
statements for each of the two years. The financial statements have been prepared under UK generally
accepted accounting standards.

The information set out on pages D2 to D21 does not constitute full statutory accounts within the
meaning of section 240(5) of the Companies Act. The reports of the auditors, PricewaterhouseCoopers,
on the accounts for the two years ended 31 March 2000 were unqualified and contained no
statements as are referred to in section 237(2) or (3) of the Companies Act. Statutory accounts for the
two financial years ended 31 March 2000 have been delivered to the Registrar of Companies in
England and Wales.



PRINCIPAL ACCOUNTING POLICIES

The financial statements have been prepared in accordance with Accounting Standards
applicable in the United Kingdom and, except for the treatment of certain grants and contributions,
comply with the Companies Act 1985. An explanation of this departure from the requirements of the
Companies Act 1985 is given in the “Grants and customer contributions” section below and note 9(c).
A summary of the principal accounting policies, which have been consistently applied, is shown below.

Changes in presentation of financial information

Since the previous directors’ report and financial statements, the Accounting Standards Board
has issued Financial Reporting Standard 16- Current Tax. In addition the Urgent Issues Task Force
("UITF”) has issued a number of abstracts in the year. Where relevant, these financial statements
comply with the new standards and UITF abstracts and have adopted in full FRS 15-Tangible Fixed
Assets.

Basis of accounting
These financial statements have been prepared in accordance with the historical cost convention.

Turnover

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

Exceptional items

Exceptional items are those that need to be disclosed by virtue of their size and incidence. Such
items are included within operating profit unless they represent profits or losses on the sale or
termination of an operation, costs of a fundamental reorganisation or restructuring having a material
effect on the nature and focus of the company, or profits or losses on the disposal of fixed assets. In
these cases, separate disclosure is provided on the face of the profit and loss account after operating
profit.

Tangible fixed assets and depreciation
Tangible fixed assets comprise:

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

(i)  other assets (including properties, overground operational structures and equipment and
fixtures and fittings).

Infrastructure assets

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

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

Other assets

Other assets are included at cost less accumulated depreciation. Freehold land is not
depreciated. Other assets are depreciated over their estimated useful economic lives, which are
principally as follows:

Freehold buildings 30-60 years
Leasehold properties over the period of the lease
Operational structures 40-80 years
Fixed plant 20-40 years

Vehicles, mobile plant, equipment and computer hardware & software 3-16 years

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

Where assets are financed by leasing arrangements which transfer substantially all the risks and
rewards of ownership of an asset to the lessee (finance leases), the assets are treated as if they had
been purchased and the corresponding capital cost is shown as an obligation to the lessor. Leasing
payments are treated as consisting of a capital element and finance costs, the capital element
reducing the obligation to the lessor and the finance charges being written off to the profit and loss
account over the period of the lease in reducing amounts in relation to the written down amount. The
assets are depreciated over the shorter of their estimated useful life and the lease period. All other
leases are regarded as operating leases. Rental costs arising under operating leases are charged to
the profit and loss account in the year to which they relate.

Grants and customer contributions

Grants and customer contributions relating to infrastructure assets have been offset against fixed
assets (see note 9(c)).

Grants and customer contributions in respect of expenditure on other fixed assets are treated as
deferred income and recognised in the profit and loss account over the expected useful economic lives
of the related assets.

Investments

Long term investments held as fixed assets are stated at cost less amounts written off or provided
to reflect permanent diminution in value. Those held as current assets are stated at the lower of cost
and net realisable value.

Stocks and work in progress

Stocks are stated at the lower of cost and net realisable value which takes account of any
provision necessary to recognise damage and obsolescence. Work in progress is valued at the lower
of cost and net realisable value. Cost includes labour, materials, transport and directly attributable
overheads.

Pension costs

Contributions are charged to the profit and loss account so as to spread the cost of pensions over
employees’ working lives with the company. Contribution rates are based on the advice of a
professionally qualified actuary. Any difference between the charge to the profit and loss account and
contributions paid is shown as an asset or liability in the balance sheet.

Interest rate swaps

Interest differentials, under swap arrangements used to manage interest rate exposure on
borrowings and current asset investments, are recognised by adjusting interest payable or receivable
as appropriate.

Research and development

Research and development expenditure is charged to the profit and loss account in the year in
which it is incurred.

Deferred taxation

Provision is made for deferred taxation, using the liability method, on all material timing
differences to the extent that it is probable that a liability or asset will crystallise.



Profit and Loss Account for the Year Ended 31 March 2000

2000 1999
Note £m £m
TUFNOVEY ...ttt 2 476.9 459.3
Net 0perating COSES ....ooviiiiiiiiiieieiceee e 3 (324.9) (292.9)
Operating profit ... 152.0 166.4
Before exceptional items:
ContinuINg OPEratioNS ......c.eovieviiicieeeeeee et 186.1 166.4
EXceptional HEMIS......cvoviieicice e 4 (34.1) —
Operating profit ..o 152.0 166.4
Profit on disposal of fixed assets ........ccccovvevveiiiiiiiiieie 0.3 0.5
Profit on ordinary activities before interest..................... 152.3 166.9
INterest reCeivabIe ... 2.7 6.1
INterest PaAYADIE .......c.civeiceeeeeee e, 6 (57.0) (58.0)
Profit on ordinary activities before taxation ................... 98.0 115.0
TAXATON et 7 1.1 (8.9)
Profit on ordinary activities after taxation........................ 99.1 106.1
Dividends on preference shares..........ccococveeeveeieiicececeeeee 8 (14.0) (14.0)
Profit attributable to ordinary shareholder ......................... 85.1 921
Dividends on ordinary Shares ..........cccoeveeveeveveieieeceeeeeeeen 8 (15.0) (44.0)
Retained profit for the year ....................c.ocooooiiiiiiii 22 70.1 48.1

All operations are continuing.

The company has no recognised gains and losses other than the profits above and therefore no

separate statement of total recognised gains and losses has been presented.

There is no difference between the results disclosed above and the results on an unmodified

historical cost basis.




Balance Sheet at 31 March 2000

2000 1999
Note £m £m
Fixed assets
Tangible @SSELS ..o 9 2,144.3 1,980.6
INVESTMENTS ..o 10 0.1 0.1
2,144 .4 1,980.7
Current assets
Stocks and WOrk in ProgresSsS.......ooveveeveeveceeeeeeeeeeeeeee e 11 3.8 6.0
DEDIOIS o 12 88.9 101.9
Current asset iNVESIMENES ......cooviiiicieeceeeeeeeeeee e 13(a) 37.8 71.9
Cash at bank and in hand ...........ccoooiioeeeeeeeeeee e 7.3 1.6
137.8 181.4
Current liabilities
Creditors: amounts falling due within one year .........c.cc.cc......... 14(a) (309.8) (244.0)
Net current (liabilities) ..................ccocooiiiiiii (172.0) (62.6)
Total assets less current liabilities ......................................... 1,972.4 1,918.1
Creditors: amounts falling due after more than one year.. 14(b) (781.9) (792.8)
Provisions for liabilities and charges ..........................cc....... 19 (16.1) (21.0)
Deferred income ... 20 (40.3) (40.3)
Net @SSetS .......ocooiiii 1,134.1 1,064.0
Capital and reserves
Called up share capital .......ccocooveieieeieeeeeeeeeeeeeeeeee 21 4761 476.1
RESEIVES ...t 22 658.0 587.9
Equity shareholders’ funds ... 934.1 864.0
Non-equity shareholders’ funds ..........ccccoeevveiiiieieiicceeceeen 200.0 200.0
Total shareholders’ funds........................coccoooiiiiiiiii, 1,134.1 1,064.0

The financial statements on pages D1 to D21 were approved by the Board of directors on 11 July

2000 and were signed on its behalf by:

M Brooker
Managing Director

G J Miles
Finance Director




Cashflow Statement for the Year Ended 31 March 2000

2000 1999
Note £m £m
Cash flow from operating activities ......................................... 23 253.3 248.0
Returns on investments and servicing of finance
INtErest reCEIVEA ..o, 2.8 7.9
INtErESt PAIA ...ovieieeee e (44.9) (43.8)
Preference dividends paid..........cccoceveveieieiivciieiceeceeeeee (14.0) (21.0)
Interest element of finance lease rental payments .................... (16.2) (9.7)
(72.3) (66.6)
Taxation
UK corporation taX paid ..........cccceeeieveieieecieeeeee e (11.2) (5.5)
Group relief received/(Paid) ......cccovevevveerieriieieceee e 3.6 (9.1)
(7.6) (14.6)
Capital expenditure and financial investment
Purchase of tangible fixed assets ........cccccevvevveieiiciciciceee (242.1) (287.7)
Sale of tangible fixed asSets ......ccoooivvivevieeceece e 0.8 0.8
Grants and contributions received..........cccoocveeeveiceeeeiceee 7.0 111
(234.3) (275.8)
Equity dividends paid......................ccoooooiii (34.7) (28.0)
Cash outflow before use of liquid resources and
fiNANCING ..o (95.6) (137.0)
Management of liquid resources Net decrease in deposits 341 61.1
Financing
Loan received from parent undertaking .......cc.ccccooeveevivecirnennnns 100.0 40.0
Loan repaid to parent undertaking.........ccoceveeveeeee e — (40.0)
LOaN rEPAYMENTS ...t (36.3) (7.0)
Finance lease reCeivVed.........c.ooooviioioieeieceeeeee e — 92.1
63.7 85.1
Increase in cashintheyear......................ccoooiiiiiiii. 24 2.2 9.2




Reconciliation of Movements in Shareholder’s Funds for the Year Ended 31 March 2000

2000 1999

£m £m

Profit for the year attributable to ordinary shareholder.............c.cccocooveiennn. 85.1 921
Ordinary AiVIAENAS .....ouvvieiieeceieeeeee ettt (15.0) (44.0)
Net increase in shareholders’ fUNAS .......ccooveiiiiieicieeeeee e, 70.1 481
AL T AT ettt 1,064.0 1,015.9
AL BT MAICN oottt 1,134.1 1,064.0




Notes to the Financial Statements
1. Consolidated financial statements

The company has taken advantage of Section 228(1) of the Companies Act 1985 not to

produce consolidated financial statements as it is a wholly owned subsidiary of Hyder plc.

2. Segmental analysis by class of business
(a) Turnover

2000 1999
£m £m
Regulated water and sewerage activiti€S .......ccocvvevivieieeiiiiececeeeeee e 472.7 456.0
Non regulated aCtVItIES ......ccioiiiiieiiieee e 4.2 3.3
476.9 459.3
Turnover is stated net of customer rebates of £11.6m (1999 — £11.5m).
(b) Profit on ordinary activities before taxation
2000 1999
£m £m
Regulated water and sewerage activities
Operating Profit™ ... 151.6 166.1
Profit on disposal of fixed aSSets .....ccocvevveieiiiiieicce e, 0.3 0.5
INtErest PAYADIE . ...c.ooviei s (65.2) (52.9)
96.7 113.7
2000 1999
£m £m
Non-regulated activities
OPErating PrOfit ..o ettt 0.4 0.3
INEErESt rECEIVADIE ... 0.9 1.0
1.3 1.3
* Operating results as disclosed above, are after deducting exceptional items of £34.1m (1999
- Nil) (see Note 4). The operating profit, prior to deducting the exceptional items, is set out
below:
Operating Profit ..o 185.7 166.1
(c) Net Assets
2000 1999
£m £m
Regulated water and sewerage aCtivitieS.........cocoevveiviieiecieieieecceeee 1,116.5 1,047.7
Non-regulated aCHVItIES .......coociiiiiiiiieiee s 17.6 16.3
1,134.1 1,064.0

All turnover and profit before taxation, by origin and destination, was attributable to the UK.



3. Net operating costs

2000 2000
Before Except-
Except- ional
ional items 2000 1999
Items (Note 4) Total Total
Note £m £m £m £m
Staff COSIS oot 5(b) 47.6 — 47.6 511
Severance and redundancy costs.......... 4 — 141 14.1 —
Depreciation:
OWN @SSetS ..o 70.3 — 70.3 67.1
Assets held under finance leases ...... 10.4 — 10.4 9.4
Research and development .................. 0.3 — 0.3 0.1
Rentals under operating leases:
Hire of plant and equipment ................ 8.1 — 8.1 7.8
Other e 0.2 — 0.2 0.2
Fees paid to auditors:
Audit SErviCes......coovvvvieiiieieeiee 0.1 — 0.1 0.1
Other ServiCes ......ccoovveveivcececeeen 0.1 — 0.1 0.1
Other operating charges ........ccccceevevninaeee 170.2 20.0 190.2 172.5
Amortisation of grants and contributions 20 (1.3) — (1.3) (1.3)
Own work capitalised .........cccccooveevevennnn. (15.1) — (15.1) (13.5)
Net rents receivable .........cccccovveevenenne. (0.1) — (0.1) (0.7)
290.8 34.1 324.9 292.9
4. Exceptional items
2000
£m
By type of provision
Severance and redundanCy COSES ......ciiiiiiiieiceeeeeeeeee ettt 14.1
Bad deBt PrOVISION .o.oieiiieieee ettt ettt 20.0
34.1

During the financial year, the regulated utility and related managed services businesses of
the Hyder group (including Dwr Cymru Cyfyngedig) undertook a programme of reorganisation
which involved job reductions. An element of the job reductions was within Dwr Cymru
Cyfyngedig. All job reductions were achieved by means of voluntary redundancy. To meet the
cost of this restructuring a charge of £14.1m has been made for the year ended 31 March 2000.
The effect of this exceptional item on the taxation charge for the period is £1.6m.

The company’s ability to collect revenue from certain of its customers has been reduced due
to the government’s decision to ban water disconnections and its ruling on Watercard last year.
Therefore the bad debt provision has been re-assessed and an exceptional charge of £20m has
been made for the year. The effect of this exceptional item on the taxation charge for the period
is £6.0m.



5. Directors and employees
(a) Directors’ emoluments

The combined emoluments of the directors of DWr Cymru Cyfyngedig for their services as

directors of the company is set out below:

2000 1999
£,000 £,000
Aggregate emoluments and other benefits ........ccooooveviiiiiiiiiicicce 578 527
Highest paid director:
Aggregate emoluments and other benefits 134 94
Accrued pension under defined benefit scheme 42 77

Retirement benefits are accruing to eight directors (1999 — seven) under defined benefit
schemes. No director has exercised share options in the company’s ultimate parent company,

Hyder Plc, during the year.
(b) Staff costs

2000 1999
£m £m
Wages and SalArIES......cuovieiiieceecce s 415 44 1
SOCIaAl SECUNLY COSES ..ot 3.3 3.5
PENSION COSS .ottt eee e 2.8 3.5
47.6 51.1
Of the above, £9.2m (1999 £8.3m) has been charged to capital.

(c) Average monthly number of employees during the year (including executive directors)
2000 1999
Number Number
Regulated water and sewerage actiViieS .......ccocoveevieviiviiieciececeee e 1,737 1,906

6. Interest payable

2000 1999
£m £m
On bank loans and OVErdraftS ...t 1.2 1.9
ON ONET TOANS ..ttt 43.7 42.6
ON FINANCE IEASES ..ttt 12.1 13.5
57.0 58.0

Included in other loans are amounts payable to group undertakings of £26.2m (1999

£24.6m).
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7. Taxation

2000 1999
£m £m
Based on the results for the year:
Group relief PAYADIE ..o 8.3 17.3
8.3 17.3
Prior year adjustments:
Corporation tax reCeIVaADIE..........c.ceciiuiieieieieieete et (12.6) (12.3)
Group relief PAYADIE ... 3.2 3.9
(1.1) 8.9

The tax charge has been reduced by £20.9m (1999 £21.7m) in respect of excess tax

allowances over depreciation and other timing differences, for which no provision is made.

The effect of an exceptional item on the taxation charge for the period is £7.6m as per

note 4.

8. Dividends

2000 1999
£m £m
(a) Dividends on ordinary shares
Interim paid: 1.81p per share (1999 5.19p per share)........ccccevevevvecerenen. 5.0 14.3
Final proposed: 3.62p per share (1999 10.76p per share)........cccccoceevevennen. 10.0 29.7
15.0 44.0
(b) Dividends on preference shares
Paid on 7% preference Shares ...t 14.0 14.0
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9. Tangible fixed assets
(a) analysis by type

Vehicles,
plant,
equipment
Freehold Infra- and computer
land and structure Operational hardware &
buildings assets  structures software Total
£m £m £m £m £m
Cost
At 1T APTI 1999 i 47.0 1,060.0 1,382.7 170.5 2,660.2
AdAItIONS v — 137.8 103.1 111 252.0
Grants and contributions ..........cccccccoeeea. — (6.6) — (6.6)
DiSPOSaAlS ..o, (0.2) (1.0) — — (1.2)
Amounts written off in year ..........cc.ccoo...... — — — (0.3) (0.3)
Transfers from Group Companies ............ 1.6 — — — 1.6
At 31 March 2000 48.4 1,190.2 1,485.8 181.3 2,905.7
Accumulated depreciation
At 1 April 1999 Lo 13.3 240.4 310.6 115.3 679.6
Charge for the year ..., 0.6 34.7 36.6 8.8 80.7
Eliminated on disposal ..........cccccooveveevennnne.e. (0.1) (1.0) — — (1.1)
Impairment l0SSES ........ccovevevieieiceiee 1.6 1.6
Transfers from Group Companies ............ 0.6 — — — 0.6
At 31 March 2000 ......ccoooveieiiiieeeeiee 16.0 2741 347.2 124.1 761.4
Net book value
At 31 March 2000 32.4 916.1 1,138.6 57.2 2,144.3
At 31 March 1999 33.7 819.6 1,072.1 55.2 1,980.6
Analysis of net book value at
31 March 2000
OWNEA oot 32.4 916.1 783.0 54.0 1,785.5
Held under finance leases — — 358.8 — 358.8
32.4 916.1 1,141.8 54.0 2,144.3

Tangible fixed assets at 31 March 2000 include £358.0m (1999 £345.9m) of assets in the
course of construction, which are not depreciated until commissioned.
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9. Tangible fixed assets (continued)

(b) analysis by service

Water Sewerage
Services Services General Total
£m £m £m £m
Cost
At 1T AR 1999 Lo 1,151.6 1,348.4 160.2 2,660.2
AAItIONS v 60.3 183.8 7.9 252.0
Grants and contributions .........cccccceeveivveivieiiees (3.5) (3.1) — (6.6)
DISPOSAIS ...t (0.6) (0.4) (0.2) (1.2)
Assets written off in year .........ccocoeviieiecee — — (0.3) (0.3)
Transfers from Group Companies .........ccccceuve... — — 1.6 1.6
At 31 March 2000 .........cccoooveiviiiiecieeeeeee 1,207.8 1,528.7 169.2 2,905.7
Accumulated Depreciation
At 1T APRTIT 1999 i 2741 305.4 100.1 679.6
Charge for the year ... 38.6 33.2 8.9 80.7
Eliminated on disposal ..........ccccovveeeiviiieceenn (0.6) (0.4) (0.1) (1.1)
Impairment LOSSES ....c.coevvveieviiieeieceeeeeeee — — 1.6 1.6
Transfers from Group Companies — — 0.6 0.6
At 31 March 2000 .........ccccooveivieiieiieeeeeee 312.1 338.2 1111 761.4
Net book value
At 31 March 2000 ......cccooeivieieiieeeeee, 895.7 1,190.5 58.1 2,144.3
At 31 March 1999 ..., 877.5 1,043.0 60.1 1,980.6
Analysis of net book value at
31 March 2000
OWNEA . 760.0 967.4 58.1 1,785.5
Held under finance leases.........cccccoovvveecvevennnn.n. 135.7 2231 — 358.8
895.7 1,190.5 58.1 2,144.3

The accounting treatment for grants and customer contributions in respect of infrastructure
assets is described in the principal accounting policies on D3. This treatment is not in
accordance with Schedule 4 to the Companies Act 1985 which requires fixed assets to be
shown at the purchase price or production cost and hence grants and contributions would
be presented under the Act as deferred income. The treatment explained on D3 has been
adopted in accordance with section 227(6) of the Companies Act 1985 in order to show a
true and fair view, as in the opinion of the directors, it is not appropriate to treat grants and
contributions on infrastructure assets as deferred income. The fixed assets to which they
relate do not have determinable finite lives and any grants and contributions relating to such
assets would not separately be taken to the profit and loss account, but are reflected in the
depreciation charge. As a consequence the net book value for fixed assets and deferred
income is £154.9m (1999 £148.3m) lower than it would have been had this treatment not
been adopted.
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10. Fixed asset investments

The company has £0.1m investments (1999 £0.1m) in the following
incorporated in Great Britain:

entities all of whom are

Description of Shares Proportion
Subsidiary Nature of Business Held Held
Welsh Water Utilities
Finance PLC Investment Company £1 ordinary shares 100%
Joint Venture
Hyder Utilities
(Operations) Ltd Operational Activities £1 ordinary shares 50%

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

Description of Shares Proportion

Subsidiary Nature of Business Held Held

Water Research
Centre (1989) Plc Water Research Great Britain

“B” Ordinary Shares of

£1

In addition, the Company holds 5% Convertible Unsecured Loan Stock 2014 at a cost of

£23,326 in Water Research Centre (1989) Plc.

11. Stocks and work in progress

2000 1999
£m £m
Raw materials and consumMabIEs ........oooiiiieeeeeeee e 3.3 50
WOTK IN PrOGIESS vttt ettt ettt ettt et eve e 0.5 1.0
3.8 6.0
The replacement cost of stocks are not materially different from their carrying value.
12. Debtors
2000 1999
£m £m
Amounts falling due within one year:
TraAE AEIDTOIS ... e e 35.6 40.2
Amounts owed by group undertakings ......cccocveeieiiiiiiieieee e 3.2 1.8
OFNEI AEIDTOIS ... e e e, 20.2 15.0
Prepayments and accrued iNCOME .........ccooieiiieiieeiiieiieeeeee e, 29.8 37.3
88.8 94.3
Amounts falling due after more than one year:
OFNEE AEIDLOIS .ot 0.1 7.6
88.9 101.9
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13. Current asset investments
(a) Management of liquid resources

2000 1999
£m £m
Investments in:
Fixed term and call dePOSItS.......ccooviveiiieeeeeeee e 37.8 49.0
Other money market iINVESIMENTS ......ccocviiiviicieecececee e — 22.9
37.8 71.9
Amounts becoming due:
WIENIN ONE YEAI ...ttt 37.8 71.9
37.8 71.9

Cash generated from operating activities and from long term loan drawdowns in advance of
future capital expenditure obligations is invested on a daily basis by Hyder plc under an agency
agreement in money market investments. These investments include term deposits, government
securities and corporate bonds and papers rated at not less than AA.

(b) Interest rate swaps

The company has entered into interest rate swap arrangements in order to manage interest
rate exposure of the company and not for trading or speculative purposes.

The company'’s interest rate swap arrangements, excluding the long dated interest rate swap
specific to finance lease borrowing (note 16), had a notional principal balance of £ Nil (1999
£29.2m).

The arrangements terminated in December 1999. The interest rate at the date of termination
was 6.12% (1999 6.12%).

14. Creditors
(a) Amounts falling due within one year

2000 1999

Note £m £m

Bank loans and overdraftS.........cccveieiieinieiee e 28.8 25.3
OFNEI TOANS ...ttt 15 8.1 36.3
Trade CreditOrS ..ottt 89.3 68.0
Amounts owed to group undertakings ......coeeeieieieieieeeeiee e 110.8 16.0
Dividends payable ..o 10.0 29.7
COrpOration taX ..oouceeeeeeeeeeee e — 0.4
Other taxation and social SECUNLY ........cccocveveieeeriieeececeeeeee 1.2 1.5
Other CreditorS......c.oiivieicvieieeee ettt 61.6 66.8
309.8 244.0

Amounts owed to group undertakings include a loan of £100m at a variable interest rate
payable at one month’s notice.
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(b) Amounts falling due after more than one Year

2000 1999

Note £m £m

LOBINS .ttt ettt ettt ettt s et 15 197.9 206.0
Obligations under finance [eases.........ccccvovvvveiveviieeeeeeeeeeee 16 265.4 265.4
Amounts owed to group undertakings ......ccccoeeeveereeneenieeeeeeeee 317.3 317.3
Other creditors — between one and five years .........cccceevveeieeienenn 1.3 41
781.9 792.8

Amounts owed to group undertakings comprise loans of £99.1m and £98.2m at an interest
rate of 7.55%, repayable in 2004 and 2014 respectively and loans of £60.0m and £60.0m at an
interest rate of 7.84% repayable in 2007 and 2017 (1999 loans of £99.1m and £98.2m at interest
rates of 7.55% repayable 2004 and 2014 and loans of £60.0m and £60.0m at an interest rate of
7.84% repayable in 2007 and 2017).

15. Other loans

2000 1999
£m £m

Repayable as follows:
WININ ONE YEAI ... 8.1 36.3
Between one and tWO YEAIS .....cooeeviiiieceeeee e 8.1 8.1
Between two and fiVe YEarS ... 24.2 24.2
After more than fIVe YEAIS ..o 165.6 173.7
206.0 242.3
Repayable wholly wWithin five YEars.........ccccovoiiieieeeeeeeeeeeeeee e — 29.2
Repayable wholly after five years...........ccocooioiiioiceeeeeeeee e, 140.0 140.0
Repayable by instalments after five years ..o, 66.0 73.1
206.0 242.3

Interest rates on these loans range between 4.98% and 10.15%. (1999 6.12% and 10.15%).

16. Finance leases

2000 1999
£m £m
Amounts due under finance leases after more than five years ...................... 265.4 265.4

A long dated interest rate swap was arranged on 1 April 1994 which has the effect of fixing
the rate of interest at 7.8% on floating rate sterling finance lease obligations of £57.9m. This
obligation reduces over a term of 14 years.

17. Capital commitments

2000 1999
£m £m
Contracted for but not provided in the financial statements.........c..cccccoceee.i.. 130.9 158.0
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In order to meet additional quality and service standards, together with growth and new
demands, the company has capital investment obligations over the next five years amounting to
approximately £1.13 billion at current prices in the regulated water and sewerage business.

18. Leasing commitments

Land and Buildings Other
2000 1999 2000 1999
£m £m £m £m
At 31 March 2000 there were revenue
commitments, in the ordinary course of
business in the next year for the payment of
rentals on non cancellable operating leases
expiring:
Between two and five years.........ccoeeeenne. 0.1 0.1 — —
After five years ..., 0.1 0.1 — —
0.2 0.2 — —
Due to group undertaking expiring:
Within one year — — 2.0 2.3
Between one and two years — — 1.3 1.6
Between two and five years — — 1.6 2.4
After five years — — 0.3 0.8
— — 52 7.1
19. Provisions for liabilities and charges
2000 1999
Note £m £m
Deferred taxation .........oco oo (a) — —
ReStrUCtUINNG ProVISION.......cviieeecveeeceeeceeeeee e, (b) 14.2 20.1
Provision for uninsured I0SSES ........ccccveuivveieieiieecieeeee e, (c) 1.9 0.9
16.1 21.0

(a) Deferred taxation

No provision is required for deferred taxation in accordance with the policy described on DS.
The amount unprovided of the total potential liability, is as follows:

Amount provided Amount unprovided
2000 1999 2000 1999
£m £m £m £m
Tax effect of timing differences:
Excess of tax allowances over depreciation ...... — — 310.3 270.8
Other timing differences........ccoevvevveevecccceceeee, — — (3.4) (7.5)
— — 306.9 263.3
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(b) Restructuring provision

This provision is in respect of payments to be made relating to the restructuring of the
business for the items below and will be utilised over the next twelve months.

Severance Property Other Total

2000 2000 2000 2000

£m £m £m £m

AT AR o 14.7 5.4 — 20.1
Charge to the profit and loss account.................. 141 0.6 0.3 15.0
Utilised inthe year......ccocooveeieiieeeeeeeeee, (16.4) (4.5) — (20.9)
At 31 March ..o, 12.4 1.5 0.3 14.2
Severance Property Other Total

1999 1999 1999 1999

£m £m £m £m

AT AR o 20.0 6.4 — 26.4
Utilised in the year.......cocooveeeeeiceeieeeeeeeee, (5.3) (1.0) — (6.3)
At 31 March .o, 14.7 54 — 20.1

(c) Provision for uninsured losses

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

2000 1999

£m £m

AL T ADTI ettt ettt eaens 0.9 1.1
Charge fOr the YEAT ......c.ooeeceeeeeeeeeeee e 1.5 0.3
ULIHSEA IN thE YEAI......e i (0.5) (0.5)
AL BT IMAICH ittt ettt 1.9 0.9

20. Deferred Income

This is in respect of income received and receivable upon completion of assets under
construction and will be utilised over the lifetime of those assets.

2000 1999

£m £m

F S Y o] o | USRS 40.3 40.4
Received and receivable during the year...........cccocvevivieeiiieciicceee e 1.3 1.2
Released to profit and 10SS aCCOUNL .........cocioiiviiiieiicecceee e, (1.3) (1.3)
AL BT MAICH oo 40.3 40.3
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21. Called up share capital

2000 1999
£m £m
Authorised:
301,050,000 ordinary shares of £1 each (1999 301,050,000) .......ccccccvevnneen. 301.1 301.1
200,000,000 7% preference shares of £1 each (1999 200,000,000) ............ 200.0 200.0
5011 501.1
Allotted, called up and fully paid:
276,050,000 ordinary shares of £1 each (1999 276,050,000) ........ccccceeveun.. 276.1 276.1
200,000,000 7% preference shares of £1 each (1999 200,000,000) ............ 200.0 200.0
476.1 476.1

The 7% cumulative preference shares carry a fixed cumulative preference dividend at the
rate of 7% per annum, payable "2 yearly in arrears on 31st March and 30th September. The
shares have no redemption entitlement. On a winding up, the holders have priority before all other
classes of shares to receive repayment of capital plus any arrears of dividend. The holders have
no voting rights unless the dividend is in arrears by 6 months or more.

22. Reserves Profit and loss account

2000 1999
£m £m
AL T ADII ettt ettt 587.9 539.8
Profit retained for the YEar ........ccooivviiiie e 70.1 48.1
AL BT IMAICIN ettt et 658.0 587.9
23. Cash flow from operating activities
2000 1999
£m £m
OPErating PrOfit ..ot 152.0 166.4
Depreciation of tangible fixed aSSEtS ......coovoioiiieiieceeeeeeeeeeee 80.7 76.5
Amounts written off tangible fixed asSets .......cccocoeviveviiiciceceee — 6.2
Impairment 10SSes 0N fiXeA ASSELS.....c.ccviieeeieeeecee e 1.6 —
Amortisation of grants and contribUtioNS ......c.ccccocveivieiriecirieeeeeee e, (1.3) (1.3)
Increase/(decrease) in provision for uniNsSured I0SSES.......covvvrveveieieieerieneanes 1.0 (0.2)
NEt dECrease iN STOCK . .....cuciieiiiietieie ettt 2.2 0.5
Net (increase)/decrease in debtors ..o, 18.3 (1.9)
Net INCrease iN CreditOrS ..o 4.7 7.6
Decrease in restructuring ProViSIONS ........c.ccveiiieieiieeeiiieeeeee e (5.9) (5.8)
Cash flow from operating aCtiVities ........ccceivveiiiiiiieeeieee e 253.3 248.0
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24. Reconciliation of net cash flow to movement in net debt

2000 1999
£m £m
INncrease in Cash iN the YEAI ..o 2.2 9.2
Cash inflow from decrease in liquid reSOUICES ........ccovveveeevieeeiecriieeeeevene, (34.1) (61.1)
Cash inflow from increase in debt and lease finanCiNg.......c.ccccoeveeeveveievennanen, (63.7) (85.0)
Increase in net debt iNthe Year ... (95.6) (136.9)
NEt debt At T APl ..ot (776.8) (639.9)
Net debt at 31T MaIrCH ..o s (872.4) (776.8)
25. Analysis of net debt
(a) Movements in the year
At 31
March Cash At 1 April
2000 Flow 1999
£m £m £m
Net cash:
Cash at bank and in hand .........c.cccoovievieceee e 7.3 5.7 1.6
Bank overdraft ..o (28.8) (8.5) (25.3)
(21.5) 2.2 (23.7)
Liquid resources:
Current asset iINVESIMENES ......cooveiiicieeeeeeee e 37.8 (34.1) 71.9
Debt:
FINANCE IBASES ... (265.4) — (265.4)
Debts falling due within one year...........ccocooveoveeeecccieceee (108.1) (71.8) (36.3)
Debts falling due after one year .........ccccocevveiveiceciceeceee (515.2) 8.1 (523.3)
(888.7) (63.7) (825.0)
Netdebt ... (872.4) (95.6) (776.8)
(b) Year end reconciliation
2000 1999
£m £m
Cash at bank and iN NaNd ..o 7.3 1.6
Current asset INVESIMENTS .......ivieeeeeece e 37.8 71.9
BanK OVEIAIaft ..o s (28.8) (25.3)
Finance leases due after ONE YEaI.........cccecvoviicuieeieiceeeeeeeeeeeeeeeeee e (265.4) (265.4)
Debt due WIthin ONE YEAI .......coviviieeiececee e (108.1) (36.3)
Debt due after ONE YEAN ..o (515.2) (523.3)
(872.4) (776.8)

26. Directors’ and officers’ loans and transactions

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



27. Pension schemes

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

The pension cost under the Statement of Standard Accounting Practice No. 24 “Accounting
for Pension Costs” for the HWPS and WMIS has been assessed in accordance with the advice of
William M. Mercer Limited, consulting actuaries, using the projected unit method for HWPS and
the attained age method for WMIS. For funding purposes the main actuarial assumptions used
are based upon investment growth of 6.5% per annum, pay growth of 4.5% per annum and
increases to pensions in payment and deferred pensions of 3% per annum. The actuarial value of
the assets was taken at 88% of the market value of the assets as at 31 March 1998.

The last actuarial valuations for HWPS and WMIS were carried out as at 31 March 1998 with
the market values being £324.6m and £99.9m respectively. Using the assumptions adopted for
the Statement of Standard Accounting Practice No. 24 *“Accounting for Pension Costs”, the
actuarial value of assets represented 113% for HWPS and 118% for WMIS of the value of the
accrued benefits after allowing for expected future earnings increases. In deriving the pension
cost under SSAP24 the surpluses in HWPS and WMIS are spread over the future working lifetime
of employees. A prepayment of pension costs of £5.1m (1999 £3.6m) is included within
prepayments and accrued income (note 12).

The total pension cost for the period was £2.8m (1999 £3.5m).

28. Contingent liabilities

The company has provided guarantees in respect of the principal and interest payments
relating to Eurobonds issued by its subsidiary undertaking, Welsh Water Utilities Finance PLC,
amounting to £200m (1999 £200m).

The company is also a participant in a cash pooling arrangement operated by National
Westminster Bank Plc in the United Kingdom. The company has guaranteed the bank overdraft
balances of the participating companies, all of which are fellow subsidiaries, subject to a
maximum amount equal to the company’s own cash balance with the bank. At 31 March 2000 the
overdrafts of fellow subsidiary companies in the cash pooling arrangement amounted to £29.9m
(1999 £29.8m).

29. Elan aqueduct

In 1984 Welsh Water Authority entered into a conditional sale and purchase agreement with
Severn Trent Water Authority for the sale of the aqueduct and associated works by which the bulk
supply to Severn Trent reservoirs is conveyed.

The sum of £31.7m, representing the consideration for the conditional sale, has been
invested in a trust fund. The principal function of the fund was to provide an income to Welsh
Water Authority, whilst preserving the capital value of the fund in real terms. Welsh Water
Authority’s interest in this fund was vested in DWr Cymru Cyfyngedig under the provisions of the
Water Act 1989. The assets of the fund are not included in these financial statements.

30. Related party transactions

In accordance with the exemption afforded by Financial Reporting Standard 8 there is no
disclosure in these financial statements of transactions with entities that are part of the Hyder plc

group.

31. Immediate and Ultimate holding company
The company’s immediate parent is Hyder Utilities (Holdings) Ltd. The ultimate holding
company and controlling party is Hyder plc which is registered in England and Wales.

The financial statements of Hyder plc can be obtained from the company secretary of Hyder
plc, PO Box 295, Alexandra Gate, Rover Way, Cardiff, CF24 5UE.



FIVE YEAR SUMMARY

Year ended 31 March

2000 1999 1998 1997 1996
£m £m £m £m £m
TUFNOVEY ..., 476.9 459.3 4442 428.5 430.9
Operating profit ............................ 152.0 166.4 149.7 168.3 150.7
Profit/(Loss) on disposal of fixed
ASSEIS it 0.3 0.5 1.6 0.9 0.7
Profit on ordinary activities
before interest and taxation.... 152.3 166.9 151.3 169.2 151.4
Net interest payable ...........ccco....... (54.3) (51.9) (36.2) (20.2) (12.8)
Profit on ordinary activities
before taxation........................... 98.0 115.0 115.1 149.0 138.6
Taxation ...cocoeeeeeeeeeeeeeeeee e 1.1 (8.9) (9.1) (2.0) (15.2)
Profit on ordinary activities after
taxation ... 99.1 106.1 106.0 147.0 123.4
Preference dividends .........c.c......... (14.0) (14.0) (7.0) — —
Ordinary dividends .......c.cccccceeveuenn. (15.0) (44.0) (434.0) (79.0) (67.0)
Retained profit/(loss) for the
VAN ..o 70.1 48.1 (335.0) 68.0 56.4
Fixed assets .............ccccooeveiiennn. 2,144 .4 1,980.7 1,796.3 1,606.6 1,450.7
Net current liabilities ................... (172.0) (62.6) 26.7 55.0 94.0
Total assets less current
liabilities................cccocooviineinn. 1,972.4 1,918.1 1,823.0 1,661.6 1,544.7
Creditors: amounts falling due
after more than one year ........ (781.9) (792.8) (735.7) (449.9) (386.6)
Provisions for liabilities and
charges .........ccoooviviiieie (56.4) (61.3) (71.4) (60.8) (75.2)
Net assets .............cccoooeiveiniein, 1,134.1 1,064.0 1,015.9 1,150.9 1,082.9
Capital and reserves
Called up share capital .................. 476.1 476.1 476.1 276.1 276.1
RESEIVES .ooiieieieeee 658.0 587.9 539.8 874.8 806.8
Equity shareholders’ funds.............. 934.1 864.0 815.9 1,150.9 1,082.9
Non-equity shareholders’ funds ... 200.0 200.0 200.0 — —
Total shareholders’ funds................ 1,134.1 1,064.0 1,015.9 1,150.9 1,082.9




Appendix E
UNAUDITED INTERIM ACCOUNTS OF DCC

Unaudited Profit and Loss Account for the Nine Months Ended
31 December 2000

2000 1999
£m £m
TUFNOVEE ...ttt ettt ettt a ettt e bt b e e e e e enis 331.2 354.7
NEt OPEratiNG COSES ..ottt (210.7) (245.5)
Operating Profit ..o 120.5 109.2
Before exceptional items:
CoNntiNUING OPEIATIONS ......eieiiiit ittt 120.5 1411
EXCEPHIONAl HBMIS ..o — (31.9)
Operating Profit ..o 120.5 109.2
Profit on disposal of fixed @SSetS ..........ccccoooveiiiiiieeeeeeeeeeeeeeee e 0.5 0.1
Profit on ordinary activities before interest.................c.ccoooiinii 121.0 109.3
INtErest reCeIVabIE .......c.oii s 2.0 2.0
INtErest PAYADIE ..o (51.3) (43.1)
Profit on ordinary activities before taxation ........................................ 1.7 68.2
L= = 4[] IO OO — (7.6)
Profit on ordinary activities after taxation ... AN 60.6
Dividends on preference Shares.........cov oo, (10.5) (10.5)
Profit attributable to ordinary shareholder ..........................ccoccoiiinnnn, 61.2 50.1
Dividends on ordinary SNAres ......ccooeiiieieieicieeeeee e — (5.0)
Retained profit for the period ... 61.2 451




Unaudited Balance Sheet at 31 December 2000

2000 1999
£m £m
Fixed assets
TANGIDIE @SSELS ..ottt 2,211.1 2,088.5
INVESTMENTS ...ttt ettt 0.1 0.1
2,211.2 2,088.6
Current assets
Stocks and WOrK iN PrOGIESS.......ocviieecieeeeee e 2.1 52
DEDIOIS .ot 91.2 84.7
Current asset iINVESIMENES ......c.oiiviiiiiicececece e 29.8 26.6
Cash at bank and iN hand ... 0.4 0.2
123.5 116.7
Current liabilities
Creditors: amounts falling due within one year ..........ccccoceoveeveoeeeceeeeeeee (324.2) (252.3)
Net current (liabilities) ...................ocooiiiiii (200.7) (135.6)
Total assets less current liabilities ..o 2,010.5 1,953.0
Creditors: amounts falling due after more than one year...................... (772.6) (785.9)
Provisions for liabilities and charges ..........................ccoooooiiiii (3.3) (17.0)
Deferred iNCOM@..............ccoooie e (39.3) (41.0)
NEt @SSOLS ..o 1,195.3 1,109.1
Capital and reserves
Called up share Capital .......cccocieiiiiiicce e 476.1 476.1
RESEIVES ...ttt ettt 719.2 633.0
Equity shareholders’ fuNdS ..., 995.3 909.1
Non-equity shareholders’ funNdS ..ot 200.0 200.0
Total shareholders’ funds....................cocoiiiiiiiiie 1,195.3 1,109.1




Unaudited Cashflow Statement for the Nine Months Ended 31 December 2000

2000 1999
£m £m
Cash flow from operating activities ... 172.4 172.2
Returns on investments and servicing of finance
[NEEIESE FECEIVEA ..ottt 2.0 2.1
INEEIESE PAIA ...ttt ettt (30.3) (24.2)
Preference dividends Paid..........ccccoioveuiiieiiiiiicieeceeceeeee e (7.0) (7.0)
Interest element of finance lease rental payments .........cccoceeevveiieeicicicieen, (8.2) (14.0)
(43.5) (43.1)
Taxation
UK corporation tax (paid)/repaid .........ccccoceeveirieieeieicieeeeeeeee e (3.6) 1.2
Capital expenditure and financial investment
Purchase of tangible fixed aSSEtS ......cccovveieiiiiiciceeeee e, (155.5) (188.0)
Sale of tangible fiXed ASSELS .....cocuiiiviieiccce e 1.1 0.1
Grants and contribUtions rECEIVEd .........cc.cuiieiieiiicicieeee e 6.9 6.9
(147.5) (181.0)
Equity dividends paid ..................c.oooooii e, (10.0) (29.7)
Cash outflow before use of liquid resources and financing .................... (32.2) (80.4)
Management of liquid resources
Net decrease iN AEPOSITS .......ocviiieie e 8.0 45.6
Financing
Loan received from parent undertaking ........cocoeivieeeinineeeeeee e 25.0 71.0
LOAN FEPAYMENES ...t (7.7) (35.9)
17.3 35.1
(Decrease)/increase in cash in the period .....................ccooooiiiiiiiiin, (6.9) 0.3




Appendix F
PROFORMA BALANCE SHEET OF DCC AS AT 31 DECEMBER 2000

DCC Pro Forma Balance Sheet Adjustments

Loan
Loan Repayment to Loan to Bridge Facility Loan Property Proforma
Balance Sheet at 31-Mar-00 31-Dec-00 Bridge Facility Repay Share y Hyder Issue Costs Bond Proceeds Holdings Repaid Repayments Reclassification Disposals Balance Sheet
1 2 3 4 5 6 7 8 9 10 1 12 13 14
Fixed assets
Tangible Assets 21443 2211.1 (14.5) 2196.6
Investments 0.1 0.1 0.1
2144.4 2211.2 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 (14.5) 2196.7
Current assets
Stocks and work in progress 3.8 2.1 2.1
Debtors and Prepayments 88.9 91.2 12.6 10.4 450.0 564.2
Current asset investments 37.8 29.8 (28.8) 1.0
Cash at bank and in hand 7.3 0.4 1246.0 (216.7) (428.7) (245.0) (23.5) 1901.3 (450.0) (1246.0) (304.8) 233.0
137.8 1235 1246.0 (216.7) (428.7) (245.0) (10.9) 1911.7 0.0 (1246.0) (304.8) (28.8) 800.3
Current liabilities
Creditors: amounts falling due
Within ONe Year ... (309.8) (324.2) (1246.0) 48 125.0 1246.0 15.9 28.8 19.5 (130.2)
Net current assets ... (172.0) (200.7) 0.0 (211.9) (428.7) (120.0) (10.9) 1911.7 0.0 (0.0) (288.9) (0.0) 195 670.1
Total assets less current
liabilities ... 1972.4 2010.5 0.0 (211.9) (428.7) (120.0) (10.9) 19117 0.0 0.0 (288.9) 0.0 50 2866.8
Creditors: amounts falling due
after more than one year-........ (781.9) (772.6) 200.0 120.0 (1911.7) 276.9 (2087.4)
Provisions for liabilities and
charges (16.1) (8.3) (3.3)
Deferred Income. (40.3) (39.3) (39.3)
Net assets ... 11341 1195.3 0.0 (11.9) (428.7) 0.0 (10.9) 0.0 0.0 0.0 12.0 0.0 5.0 736.8
Capital and reserves
Called up share capital:
Ordinary shares ... 276.1 276.1 (166.2) 109.9
Preference shares 200.0 200.0 200.0
476.1 476.1 0.0 0.0 (166.2) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 309.9
Capital Redemption Reserve........ 166.2 166.2
476.1 476.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 476.1
Reserves 658.0 719.2 (11.9) (428.7) (10.9) 12.0 5.0 260.7
Total shareholders’ funds.............. 1134.1 1195.3 0.0 (11.9) (428.7) 0.0 (10.9) 0.0 0.0 0.0 12.0 0.0 5.0 736.8
Notes
1 As per audited financial statements-see page D5.
2 As per unaudited management accounts approved by DCC Board-see page E2.
3 Drawdowns of £1246m under Bridge Facility Agreement.
4 Repayment of £200m WWUF Sterling Bonds; £11.9m penalties for early repayment, and £4.8m for accrued interest.
5 Share buyback of 166.2 million £1 ordinary shares for £428.7m.
6 Repayment of £1246m loan from Hyder
7 Issue costs relating to drawdowns of £1246m (see 3 above); £12.6m to be written off future profits.
8 Proceeds from issue of Initial Series, including £10.4m issue costs to be written off future profits.
9 Loan to Holdings for the purchase of 109.9 million £1 ordinary shares and £200m preference shares.

10 Repayment of £1246m under Bridge Facility Agreement (see 3 above).

11 Repayment of European Investment Bank loan and Capital Bank finance lease including £12.0m penalty for early payment and £8.5m accrued interest.

12 Reclassification of Bank overdraft against current asset investments (e.g., cash deposits).

13 Land and property disposals to Hyder for £19.5 million.

14 Proforma balance sheet at 31 December 2000 includes £201m of cash reserves to cover Finance Lease principal repayments (£13m) and future enhancement capital expenditure (£220m).



APPENDIX G
Auditor’s report to the members of Dwr Cymru (Financing) Limited

We have audited the financial statements set out on page G-2.

Responsibility

The directors are responsible for preparing the financial statements. This includes responsibility
for preparing the financial statements, in accordance with applicable United Kingdom Accounting
Standards. Our responsibilities, as independent auditors, are established in the United Kingdom by
statute, the Auditing Practices Board and our profession’s ethical guidance.

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 United Kingdom Companies Act. We also report to you if,
in our opinion, the directors’ report is not consistent with the financial statements, if the Company has
not kept proper accounting records, if we have not received all the information and explanations we
require for our audit, or if information specified by law regarding director's remuneration and
transactions is not disclosed.

Basis of opinion

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

We planned and performed our audit 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 material misstatement, whether caused by fraud or other
irregularity or error. In forming our opinion, we also evaluated the overall adequacy of the presentation
of information in the financial statements.

Opinion
In our opinion, the financial statements give a true and fair view of the state of the Company’s

affairs as at 4 May 2001 and have been properly prepared in accordance with the Companies Act
1985.

PricewaterhouseCoopers
Chartered Accountants and Registered Auditors
4 May 2001



Dwr Cymru (Financing) Limited
Balance Sheet as at 4 May 2001

The balance sheet of the Company as at 4 May 2001 is as follows:

Notes £
Current assets
Cash at bank 30,000
Creditors — accruals (formation costs) 2 (30,000)
Net assets
Represented by:
Share capital 3 30,000
Profit & Loss Account 2 (30,000)

Notes to the Balance Sheet as at 4 May 2001

1

Accounting policies

The balance sheet has been prepared in accordance with the historical cost convention and in
accordance with applicable United Kingdom accounting standards.

Costs

The Company was incorporated in the Cayman Islands as Dwr Cymru (Financing) Limited on
15 February 2001 as an exempted company with limited liability.

The Company has not yet commenced to trade, other than incurring costs in respect of its
incorporation, and has not declared or paid a dividend. Accordingly, no profit and loss account is
presented.

The costs incurred by the Company in respect of its incorporation will be borne by Dwr Cymru
Cyfyngedig, other than the first £30,000 which will be payable by the Company. All costs incurred
up to the date of the financial statements in connection with proposed Bond Issue will be borne by
Dwr Cymru Cyfynygedig.

Share capital

The Company was incorporated with an authorised share capital of £50,000, comprising 50,000
Ordinary shares of £1 each. 30,000 Ordinary shares were allotted for cash, and fully paid.



APPENDIX H
Ernst & Young Opinion on DCC Financial Projections

The Directors 4 May 2001
Dwr Cymru Cyfyngedig

Plas y Ffynnon

Cambrian Way

Brecon

Powys LD3 7HP

Dear Sirs

We have reviewed the accounting policies and calculations for the illustrative financial projections
of Dwr Cymru Cyfyngedig for each of the four years ending 31 March 2005 set out on pages 165 to 168
of the Information Memorandum dated 4 May 2001.

The illustrative financial projections, which have been prepared under the historical cost
convention, should not be regarded as a forecast. They have been prepared, based on the
assumptions set out on pages 165 to 168 of the Information Memorandum, to illustrate the possible
results of DWwr Cymru Cyfyngedig if the proposed issue of the Bonds (as defined therein) and
associated transactions proceed. Events and circumstances frequently do not occur as originally
expected. Because the projections cover a period of four years, the assumptions are more subjective
than they would have been if the illustrative financial projections had been for a shorter period. The
actual outcome may therefore differ materially from those projected. For these reasons we do not
express any opinion either on the validity of the assumptions or on the possibility of the illustrative
financial projections being achieved.

Responsibility

The illustrative financial projections included within the Information Memorandum are the
responsibility of the Directors of Dwr Cymru Cyfyngedig. The Directors of Dwr Cymru (Financing)
Limited are responsible for the Information Memorandum in which the illustrative financial projections
are included.

It is our responsibility to form an opinion on the illustrative financial projections and to report our
opinion to you.

Basis of opinion

We planned and performed our work so as to obtain all the information and explanations which we
considered necessary in order to provide us with reasonable assurance that the illustrative financial
projections, so far as the accounting policies and calculations are concerned, have been properly
compiled on the basis stated.

We conducted our work in accordance with the Statements of Investment Circular Reporting
Standards issued by the UK Auditing Practices Board and accordingly should not be relied upon as if it
had been carried out in accordance with any other standards.

Opinion

In our opinion the illustrative financial projections, so far as the accounting policies and
calculations are concerned, have been properly compiled on the basis of the assumptions made by the
Directors of Dwr Cymru Cyfyngedig set out on pages 165 to 168 of the Information Memorandum and
have been prepared on a basis consistent with the accounting policies normally adopted by Dwr
Cymru Cyfyngedig.

Yours faithfully

Ernst & Young
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