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Southern Gas Networks plc

Operating and financial review

This operating and financial revicw sets out the main tiends and factors underlying the development and peiformance
of the Company duing the year ended 3| March 2010 as well as those matters which are likely to affect its future
deveiopment and performance

The Ducclors n picpanng this operating and {inancial review have sought 10 comply with the Accounting Standard
Board s 2006 Reporung Statement Operating and Fmancial Review as far as u apphes to the circumstances of the
Company

The business, its objectives and strategy

I'he Company operates the regulated gas uanspoitauon business for the South and Souwth-Last of England gas
distiibution netwoik, one of eight 1egional gas distnbution networks wy the Umted Kimgdomy Its gas distiibution
network comprises approaimately 49,000 kilometres of gas mains delivering natural gas o approsimately 4 Om
domestic. commetcial and mndustital customers  The network stretches [iom Milton Kevaes sn the rotth to Dover in
the cast and Lyme Regis tn the west, including London boroughs to the south of the River Thames

The Company is a wholly owned subsidiary of Scotia Gas Networks Limuted (* SGN™) SGN 15 owned by a consortium
made up of Scotush and Southern Energy ple, Boteahs Infrastiuctuie Ewope (UK) Limited which 1s indirectly wholly
owned by OMI.RS Administation Corporation and OTPPB Investments (U k) Limuted which 1s owned by Ontanio
Teachers' Pension Plan Boaid References to the “Group™ throughout this Report mean SGN and its subsidiaties
(including the Company)

[he Company's business 1s regulaled by the Office of Gas and Electricity Markets (*Ofgem’ )

Objectives and strategy

The Company s pimcipal objectives are to dehiver natural gas safely, rchably and efficiently across the pas
distribution netwoiks and to provide the highest standatd of service (o our siakeholders, whilst delivering value (o oul
shateholders Our sualegy therefore places the highest emphasis on ensuring activities are carned out safcly and that
the nelwoiks opetate in a reliable and efficient manner, so that benchmarks and rcgulatory targets can be exceeded 10
the benefit of alt of its stakcholders

The Company’s oscrall financial objective 1s to focus on operational efficiency and the cfficient dehivery of capital,
and, replacement eapenditure progiammes and therefore {inancial objectives ale sel 10 ensure the reguiatory targets
are achieved or oulperformed

The Company s financing objective 1s 10 ensure an efficient capital struciuie that mitigates interest rale risk through
mantaming a mimmum of 75% of debt, excluding sha:eholders’ loans, at either fined ratcs o interest o1 indes linked
In addition the Company has undctlaken not to exceed a debt Lo RAV 1ati0 of 77 5%

External and regulatory environment

The management and operation of the Company's gas (ransporlation assets are subject (o a sciies ol legislatve
requirements to ensure that assets are managed and operaled in a safe and rehabic manney  The Company must also
ensure that arrangements arc i place 10 respond o emergency situations and 1o ensure hazardous work is canied out
safely and with mimtmum disruption

The piimary legistauon controlling the Company s activiues as a gas transportier 15 the Gas Act 1986 (as amended)

Under the Gas Act the Company holds a hicence which allows it Lo operate the gas distribution network it owns The
Company s 1egulated by Ofgem which has established price conrol mechanisms that govern the amount of revenuc
that can be earned by regulated businesses, typically covering five year price conirol periods Ofgein assesses the
revenue and investment plans ol the Company 1n order to determine an efficient level ol expendiiure and the qualuy of
service tequirements fo1 the network are also 1aken nto account A cost of capilal for the required mvestment i the
networks 15 also determined
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Southern Gas Networks plc

Operating and financial review

External and regulatory envireonment (continucd)

In December 2007, Cfgem pubhshed ns final proposals for the five year price control covering the pertod from |
: April 2008 to 31 March 2013 for the Company The pioposals set out allowances for capital investiment, operational
costs and replacement expenditure, together with the framework for meentives

The Company 1s also subject 1o safety tegislation which 15 enforced by the Health and Safety Executive (“HSE") tn the
UK The organisalion’s processes and procedures are covered in a safety case which has been accepled by the HSE

Market climate

The UK 15 1n a period where gas supply patlerns aie moving (o a posiion where more rehance 13 placed on imporied
gas The decline in UK continental shelf gas reserves and the UK energy policy taking cognisance of climate change ts
driving this shifl towards greater use of imporied gas

Factors affecting the business

The Company's principal acuvity s the operation of a hughly complex gas infrastiuciure network  As a consequence
there are a humber of faciors that may influence the development and perfoimance of the Company and the financsal
1eturns that can be achieved The principal Taciors that influence the Company are as foltows .

Regulatory price controls -

As outhned above, the prices that can be charged for the use of our networks are determined in accordance with
rcgulater approved price controls  The outceme of the (ive-year review baselined the tevenues that will be obtained
over the five year price contiol peniod In addwion, targeted ncentive schemes were indroduced by the regulator
whereby the Company 15 able Lo eartt additional revenues by outperforming the targets, or alternatively penalised if the
Company does not meet them

pisa o)

Addizonally, the regulatory price contiols mclude an allowed rate of 1etuin for the invesiment the Company makes n
the network  The ievel of the allowed rate of 1eturn deternunes the extent 10 which investment to ciease the qualiy
and capacity of the network 1s econormcally viable

£

Safety and rehiability of the networks

The Company’s abihity lo operale the networks safely and reliably 1s of the highest importance  1ts performance 1n
these areas affects the costs it incurs and the overall financial performance

Efficiency

The Company’s objective 15 to ensure that gas is delivered as cificiently as possible through us network  1his allows
the Company 1o imi price incieases and improve 1s own financial performance

Intcrest rates

The costs of financing our operations are affected by changes in snterest rates as some of the Company’s bon owings
are held at floaung rates  Exposute Lo changes n interest rates are hedged by holding both fixed rate and index hnked
borrowings and by holding denvauve financaal mstruments (imterest rate swaps) where necessary to achieve the
desired profile of wnlerest rate risk




“

0 S0 Y T ST

TRNEOE A E  SE GI

EONA % AT LSS, T

iy

R s ST < I

R T e A N O N R R - “ram N Ty ek VR R et e 4 R I R P L L

Southern Gas Networks plc

Operating and financial review

Principal risks and uncertainties

As well as the opportunities the Company has to grow and develop its business, ceitatn 1i1sks and uncertainuies are
faced (n achieving ns objecuves The principal nishs and uncertainties identified are as follows

* Regutatory price control treatments of certain costs, and allowed regulatory rate of return on investments,

+ Changes 1n laws ot regulation affecting business, for example environmental or health and safety law or regulation,
¢ Breaches of laws ot regulation affecting business, or breaches of licence conditions,

¢ Credit market conditions, the avarlabihity and cost of financing and 1e-financing,

+ Falue ofthe network o1 other critical non-network operations,

» Pension scheme funding requirements, and

¢ Changes in tax allowances or 1ates

The Board teviews the prncipal nisks and uncertminties {acing the business and considers the nisk management
processes it place which are designed to safegumd assets and 10 manage, rather than elimmate, matenal nsks to the
achuevement of busmess objectives 1 hese reviews recogse thal any such process can provide only 1easonable, and
not absolute, asswance against matenial nusstatement o1 loss  [urther details of the processes the Board has in place
ate also set out n the Coiporate Governance Stalement on pages 15 (0 19

Stakcholders

The Company has a range of external stakcholders including gas consumers, employces, suppliers and contraclors, its
1egulator Qigem and local goveinments and communities  T'he Company adopts an open and constiuctive appioach,
both 11 terms of the way 1t operates the seivices it provides and the impact that its activities have on each of its
stakeholders  The Company encowmages and enables 11s employeces (o be aclive citizens in the communmties in which
they hive and woik, through schemes which suppoit stafl whao are either raising moncey for or giving their ume to, UK
chanbes, local communiy or youth sports groups The Company matches cligible fund raising by individual members
of stalf
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Operating and financial review

Key performance indweators

The Company measures the achievement of 11s objectives thicugh the use of quanttative assessments and, where
guanuiative measures are less relevant, through the use of qualitanve assessments  The principal key performance
mdheators ("KPIs"} which are usced 1o assess whether principal operating objectives have been achieved are set out
) below

2010 2009
3
EBITDA Earmings before interest, tax, deprectation and £1650m £173 5 m
goodwill amortisation
Adjusted EBI TDA' EBITDA excluding replacement expenditure £3437Tm £3223m
Capital expenditure Addiions to 1angible fixed assets £106 0m E1176m
Replacement expenditure The cost of planned mantenance of mams and £1787m £148 8 m
SCrvIces
g Debt 1o RAYV ratio® The Company’s debt to RAYV ratio 66 7% 68 3%
! Lmployee lost tme incidents Incidents resuiung in employees taking time s s
off work (per 100,000 hours worked) 006 013
; Customer satisfaction Results from customer satisfaction surveys — 3 P
! planncd interruptions 79 80
Customer sausfaction Results from customer satisfaction surveys — 3 .
unplanned interruptions 82 80
Lscapes atiendance Proportion of uncontiolled escapes atiended 1n s 5
979 985

one hour — percentage (target 97%;}

| EBITDA 15 a non-statutory measure, and is catculated by adding back goodwill amortisation and depreciation 10 operaling profil

2 ‘RAV s defined as Ofgem Regulatory Assei Value plus addihons in excess of current allowances enpecied to b recovered n future
E pertods  Debt for the purposes of thy Bebt lo RAV ratio excludes hinbiiiies ansing (fom denvative lnancial nstruments The
‘i percentages stated are as at 31 March 2010 and 31 March 2009 respectively

3 Based on cuswonwr satisfacuon ;'ur\'ey reports obtained for the ninc memh peniod ended 31 December 2009

4 Based on customer satisfaction survey reports obsuned for the mne month period ended 31 Decembu 2008

5 This kPLis incasured lor the Group, and accordmgly the data presented 15 that for the Group as a whote

In considering financial performance, the Company uses LB11 DA and Adjusted EBITDA  LBITDA 15 calculated by
adding back goodwll amortisation and depectation, which are non-cash costs, 10 operating profit Adyusted EBLTDA
1> calculated by adding back goodwill amortisation, depreciation and 100% of replacement expenditure 1o operating
profit Replacement expenditure that, under UK GAAP, 15 written ofl to the profit and foss account as 11 1s incurred,
tmproves the future safety and rehiability of the network through the replacement of older gas mpes with modern
pipes Ofgem treats 50% of projected replaccment expenditure as recoverable during the year and 50% as recoverable
over future years Accordingly, the Company believes the use of these adjusted measures best illustrates the
underlying performance of the business

Resources
The Company’s principal resousces are 1its assets and 1ts people

The Company’s disirtbution neiwork compiiscs approximately 49,000 kilometres of gas mams, logether with
associated services, plant and machinery and storage facilitics

The Company had 1,071 full ime equivalent employees at 31 March 2610 (2009 | 094) It places considerable value
on the involvement of employees and has continued o keep them informed on matters affecting them as employees
and on the vanous factors affecting the perfoimance of the Company during the year It continues 10 invest in the
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Operating and financial review

devclopnient and uawning of us people in order to ensuie both individual developmental needs and business skal!
requiements are met

Financial review

I'he Company scts out below s {inanciat review [o1 the year ended 31 Match 2010 The compatauve figutes
presented ae For the year ended 31 March 2009 as reported n the audited financial slaiements, unless otherwse
stated

lwnover lor the year ended 31 March 2010 was £540 4m (2009 £528 2m) The mayonty of turnover was cained
fiom chaiges made for the proviston of gas uansportation capacity as well as revenue based upon gas volumes
uansported 1n the year The maicase m wrnover 1eflects the scttlement with Ofgem for core allowed revenue plus the
wflationary effect on the amount between the twe years 1he mcrease antictpated higher year on year replacement
eapenditure  Duning the year the Company hansported 107 8 TWh of gas, compared 1o 114 9 TWh in the year 1o 31
Maich 2009 represenung & hke for like decrcase in volumes of 6 2%

Profit for the ycar befoie taxation amounted to £ 13 Inulhion (2009 loss of £102m) and profit for the ycar after
taxation amounted o £1 Limlthon (2009 lossof £14 1m)

Adjusted CBITDA for the year ended 331 March 2010 was £343 Tm {2009 £3223m) Adjusted EBITDA s
catculated by adding back goodwil amortisation of £5 8m (2009 £5 8m) depreciation of £63 7m (2009 £60 Im) and
replacement expendilure of £178 7m (2009 £148 8m) 1o repoicd operating profit of £93 3m (2009 £107 6m)

I'he Company did not pay any dividends duisng the year (2009 £130 Om)

Capital expenditute duting the year amounted to £106 0m (2009 £1(7 6m) Capital expendituie 1s mncurred to ensuse
that the netwoiks continue to operate al mimimum agreed piessures and that sufficient storage capacity 1s available 10
meel instances of peak demand, as well as when ncw connections or increased capactty are added (o the nelworks

Treaswy policies and capital structure

I'he Company s operations arc financed by a combimation of cquity and retained profits bank borrowings and long
teim bonds  The Company’s funding and liquidity aie managed within a [ramework of policies and guidehnes
authonised by the Boaird of Duectors Further details ate set out in the Duectons' Repont on pages 11 to 14

T T SRR A

1 he Company s key tcasury poheies are thai its debl to RAV tatio does not exceed 77 5% and that a nummum ol
75% of debi 1y mamtamed at cither fised 1ates of mterest or index hinked  In accordance with these policics a targel
mitetest rate profile has been set fer long term borowings ol between 80 and 85% of borowings at either fined rate o1
index hinked Fhis target 1s kept under 1eview from time to tume Interest rate swaps ae used, wheie necessary, in
oider 1o achieve this desired profile

Asat 31 March 2010 the Company™s tolal senior debt (befoie 1ssue costs) amounted to £ 2,240 Om (2009 £2,038 6m)
and the debt to RAV 1atio was 66 7% (2009 683%) Of the 1otal long term borowmgs at 31 Maich 2010 after
{ taking tnlo account the effect of interest rate swaps, 82 6% were at either fixed rates of wnterest or were mdex linked
4 (2009 80 0%)
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Southern Gas Networks plc

Operating and financial review

Penston commitments

A significant proportion ef the Company's employces are members of the Scotia Gas Networks Pension Scheme
which provides final salary defined benefits for members

In accordance with FRS 17 (Retnement benefits), the Group’s balance sheet accounts for any pension asset or
habiltty  The net pension Liability as on 31 March 2010 increased 1o £64 6m (2009 £21 9m), following an actuarial
valuation carried out by the scheme's acluary as at 31 March 2009 As a result of valuation, with effect from 1 Apnit
2010, the Group agreed to increase annual special pension contributions to repan the pension deficit, from £13 Sm
(Company’s share £8 tm), to £23 5m (Company's share £14 Im) over the next fifleen year perod to 3 | March 2025
The Gtoup’s normal contributions remaim 37 3%

Liquidity and cash flows

Liquidaty 1s maintained through a mixture of long term borrowings and short term bauid {unds s order that there are
sufficient funds avalable for the Company’s current and planned operatnons Commutted faciliies are m place n
order 10 povide funding for future capital and replacement expenditure as well as to provide sufficient available
lacilties to meet the seasonal working capital requirements of the Company Al 31 March 2010 the Company's
commiticd undrawn revolving credit facthly amounted to £250m (2009 £170 0m) This facihty expires in October
20140, beyond this date the Company has negotiated a new facility of £200m unul Oclober 2013

I'he Company i1ssucd £300m bond financing m Qctober 2009 to facilitate repayment of the €365m {loatmng 1ate bond
which matures in Octaber 2010 (see directors report for assessment of going concern)

Dwvidend pohcy

The Company's pohicy 1s to distribute to its shareholder any available surplus funds, afier laking 1o account the cash
requirements needed 1o continue 1o vest in the business and the Company’s level of gearing, and subject to the
avaability of disiributable profits

Accounting policies

The Company’s accounuing policies are set out in note | 1o the financial statements  These accounting poheies have
been apphed consistently durimg the year and w the preceding year and, as previously highhghted i this report,
opeiating profit 1s stated after wriing off replacement expenditure during the year

Operational review
Oigamsational development

The Company continued to drive efficiencies fiom s previous decision to replace its existing functionally-based
structere with a geographically-bascd structure  This has enabled a more local and customer -focused management of
the business's operations which, 1115 beheved, will lead to improved customer service and has stmied 1o deliver cost
savings

The group was nominaled the 2010 3GIM company of the year and on 27 March 2009, 1n thesr ‘Gas Distribution
Annual Report' for 2007/8, Ofgem 1eported the Company the 31d most efficient network in the UK on the basis of
"“top down™ 1egression of conrollable operating costs, an improvement {rom 4th position 1n the pievious year

[During the very severe and prolonged winter perod across the UK, our gas transportation assets performed very well
mn dehvering gas 10 our 5 8m customers During the period theie was a sigmficant leve) of teamwork by SGN’s
employees 1n 1esponding to these chatlenging circumstances, this culminated i achieving all standards of service and
the mans replacement programme commiiments

The Company also carries out quarterly postal customer satisfaction surveys covering both planned (replacement) and
unplanned {emergency and repai) woik, which 15 used to further assess quality of service peiformance  The results of
the surveys are highlighted on page 5
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Southern Gas Networks plc

Operating and financial review

Operational review (continued)
Organisational development (continucd)

Dunng the year the Company successfully commissioned a 23km pipeline fiom Farmungham to Hadlow in Kent
costing £54m In additton to the construction of the pipeline the Company’s commitments included 1estoring an
ancient woodland sitc and sutrounding foolpaths and farm toads back 10 their foimer condition Looking forward, the
Company has commenced work on a £21m project to replace the under-sea gas mam between the South coast
mainland and the Isle of Wight The pioject mvolves directional drilling for 3 9km acrass the Selent between Lepe
and Gurnatd T'wo tunnels will be bored 16 1ake two [2 inch diameter gas pipes, which will be mstalled some 30m to
50m below the scabed

SGN 15 commitied 10 makmg new gas coennections to exssting homes that are not on mams gas as affordable as
possible and 15 1unning a new scheme to help fuel poot customers Alteady over 4,350 aceeptances have been 1eceived
{o provide a mains gas connection 1o homes under the new Ofgem-appioved scheme

Counterpaity credit risk

I'he Company tansacts with Banks for the provision of mtetest rate and curiency hedging tiansactions Whilst the
Group maintains a nummum credit raung requirement of “A™ or cquivalent with its counteipartics the Group
recogmises Lhat at the year end credit conditions for many Banks were unusually tight At the year end the Company
had £70 3m receivables and £150 8m payables telaung to deinvative linancial instruments with Bank counler parties

Infetmation systems

Duing the year further woik was done to establish and formahse the Company s 17 management processes, jcading
to greaier control of projects and mitigaung risks associated with preductuion changes data loss and sccunity threats

Safety
injury perfermance

The Company’s overriding goat 1s 1o disttibute gas safely and tehably and (o enswie a safe woikplace for 1ts workforce
with everyone striving towards chmunating injuries  This year the Group has reduced its lost time mjury perfoimance
rate 10 0 06 injuries per 160,000 hours (2009 0 13)

The Company also achieved, once agan, a Royal Society for the Prevention of Accidents Occupaucnal Healh and
Safety gold award, which 1s awarded (o recogmise and celebrate the achievement of a very high standard of heallh and
safety at wor k

Gas mams replacement progtamme

The Company has n agreement with Ofgem and HSE, embarked on an extensive salety ted programme of gas mains
replacement acioss #s netwoiks to replace all ron pipes that are located within 30 mettes of any pioperty, which
includes the 1eplacement of the idividual services connecting the premises 1o the mains network  The Company has a
considerable amount of wotk to carny out and appreciates that this wall imevitably cause some distuption  Howeve,
the polycthylene pipes beng placed in the ground now, if left undisturbed, have a hfespan of at least 80 years so
when the work s complete people will be able (o enjoy secunty of supply fiom a disthibuton mfrastructuie
perspective for many ycars o come  During the year, the Company has increased s mvestment in ieplacement
activitics 10 £178 7Tm (2009 £148 8m)

The Company is commutied 10 working closely with the local authoiities and police 1o plan s work so thal the
mimmum amount of disruption 15 caused to 1esidents, road users, businesses and traders  Wherever possible the
Company will also be using modern, mimmum-dig techniques, which allow the Jaying of gas mains without digging
long uenches in the road causing less impact on the environment and on the local communiies
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Operating and financial review

Gas escapes standards of service

The Company's engincers respond to reporis of suspected gas feahs 24 hours a day, 365 days a year, regardiess of
from whom people buy thewr gas ts engineers aim to attend all uncontrolled gas escapes within one hour and all
controlled gas escapes within twoe hours A controfled gas escape 15 one where the person reporting 1t has confiimed
thal the pas emergency control valve serving the premises has been turned off and the simell of gas has gone  An
uncontrolled gas escape covers all gthers  Despite the eatreme winter condiions the company’s engincets altended
97 9% uncontroiled gas cxcapes within one hour, exceeding Ofgem taigets

The Board has a Safety, liealth and Lnvironmental Advisory Commiitee that s responsible for monitoring the
Company’s health and safety performance and ensuting that the health and safety policy statement s adhaied o The
Commitiee provides the Board with reports on any key areas identified and further details regarding the Commuttee
aie set out on page 17 {Corporate Governance Statement)

Environment

The Company 1s commutied to the protection and enhancement of the environment and consideration for the
envanonment s 2 feature of all its business acivities  New ways to nunimise the environmental impact of its activities
arc constantly sought

The Company benchmmhs 11s environmenial performance, allowing 1t 10 idenufy new opportuntlies, share best
practice and achieve continual smprovements During the year a number of employee bnefings, campaigns and
traiming events were held with the specific aim of increasing employces’ knowledge and awareness of envinonmental
matters, as well as health and safely issues  This process of contimual development provides staff with the informauen
and competence they need 1o 1ecogmse and manage all sigmficant environmental issues, nisks, incidents and
opporturuties which they are faced with, thereby proacuvely svoiding pollution to land, ar or water and protecting o
enhancing the environment

As part of i1s commitment 1o the environment, the Company also works 11 partnership with conservauon chanes,
schools and a wide range of commumty groups The Safety, Health and Envionmental Advisory Committee 15 also
1esponsible for monitoning the Company’s envucenmental performance and ensuiing that the envoonmental pohcy
statement ts adhered to

Tarpets fo 20092010 included reducing methane emmssions through leakage and active pressure management,
reducing paper usage  offices and operational sites, reducing commercial fuel vsage and redueing impact on the
environmeni through reusing excavated materrals and reducing the use of virgin aggregate  Progress to dale has been
positive

The Company is developing a dynamic environmental strategy and ten year plan which can be 1evised 1o meet changes
in intetnal or external pohcy or public / industry expectauens as and when necessary  In hine with sts ambiton 1o
achieve envnonmental excellence, the Company will o beyond legislauve complance by seeking 1o meet
internationally accepted good practice wherever it operates  1hus 1s reflected in the retention of the 1SO 14001
standard (environmental management system standard) which 1s recognition el continuously reducing the impact on
the environment  The Company will be setting equally ¢challenging environmental objecuves and targets for 2010/11
in accordance with s environmental strategy and ten year environmental improvement plan
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Southern Gas Networks plc

Operating and financial review

Future developments
Regulation

The Company s actively involved in Ofgemn’s cuntent two year review mnto the cuirent RPL-X price contiol regime
Ofgem recently published 11s Emerging Thinking document as part of this 1eview and the recommendauons 1o the
Authonty are expected (o be consulied on duning Summes

Investment

Longer-lerm puooriics include continued major replacement investment o replace metakbic mains with polyethylene
mains, a proglamme which has been developed m consultation with the HSL and Ofgem  In addiion, coniinued
major investment 1o upglade the gas network 1s expected in order to meel instances of peak demand [he efficient and
cconomuc delivery of this capital investment will further increasc the Company s RAV

Further details

Further details on the long term development plans of the company can be found m the long term development
stalement (published in accordance with Special Condition D3 of the Gas Transpotter Licences) and avallable on the
Company » website - www sgn co uk The long teim development plans set out the foiceast gas demand over the ten
year petiod and outhine the capital imvestment plan which is requied 1o ensure the continued operation of the network
in accordance with the Company’s licence condiions

Approved by the Board of Directors and signed on behalf of the Board

7

Stephen Dov
Dueclor
27 July 2010
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Directors’ report
The Directors present their report and the audited financial stalements for the year ended 31 March 2010

Principal activities

The Company’s principal activity 1s the development, admintstration, maintenance and operation of the South and
South-LCast of England gas distribution system and the supply of transportauon services 1t will conunue in this
activity for the foreseeable future

Review of business

The review of business for the year, including an analysis using key performance mdicators, together with a
description of the principal risks and uncertainties facing the Company are set out in the operating and financal
review on pages 210 10

Future developments

The Company’s tonger-term priontics include continued major replacement invesument 1o replace metathe mams with
poiycthylene mams, a programme which has been developed in consultaton with the HSE and Ofgem  Tn addibon,
continued major invesiment 1o upgiade the pas distiibution nelwork s expecled in order 10 meet inslances of peak
demand The efficient and economic delivery ol this capital investment will lurther increase the Company s Regulated
Assct Value

In January 2008, the Company accepled Ofgem s proposals outlined in #y five year review that determimed revenues
and allowances for the five years commencing 1 Apnil 2008

Results and dividends
The profit and loss account 15 set out on page 22, and 1 also reviewed on pages 5 and 6

The Company did not pay an inienm dividend for the year ended 31 March 2010 (2009 £130 0m) TFhe directors do
not proposc payment of a final dividend (2009 £rul)

Dircctors

The Direclors of the Company who served during the year ended 3| March 2010, all of whom have been directors for
the whole of the year are histed below

Gregor Alexander
Olivia Steedman
Siephen Dowd
Cohn Hood
Robert McDonald
James McPhillimy
Michael Rolland
Sebasuien Sherman

Directors®’ insurance and mdemmities

The Directors of the Company have the benefit of the indemnity provisions in the Company’s Articles of Association
T he Directors have been granted a qualifying third panty indemmity provision which was in force throughout the year
In addion, SGN has purchased and mamiamed throughout the year directors’ and officers' hability msurance m
respect of wself, the Group, the Directors and other sentor executives of the Group

S s mammme mmmasrim i e o m A e s B N T MU QAP 0 S UL YO S
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Southern Gas Networks plc

Directors’ report

Fmanaal risk managemeni

The Company’s funding, hquidity and exposure 1o inlerest rate and {oreign eachange nsks are managed within a
framework of policies and guidehnes authorised by the Board of Directors

Interestrate risk

The Company has interest beaning habiliies, and its key treasury policies are that is debt to RAV ratio does not
excecd 77 5% and that a mimmum of 75% of debt 15 maintained at either fined 1ates of interest or index linked In
accordance with these policies a larget inwciest rate profile has been set for long term borrowings of between 80 and
85% of bonowings at cither fiacd rate or indes hinked excluding any borrowings from Group undeitakings  1he
Company uses Inierest rate swaps, where necessary, m order to achieve this desned profile

Liquidity 1isk

The Company maintains a mixture of long term funding and short term hiquid funds so order that there are sufficrent
funds available lot the Company s curient and planned operations

Foreign exchange 115k

The Company has certamn borrowings denominated in Euros  In accordance with the Company's pohicy, cioss
curiency swaps have been used to fully hedge the Luio denominated borrowings into Sterling

Credit risk

Counterparty credit 11sks ansing from financial denvauves are managed through the maintenance of financial Iy,
subject to a oumumum credit raung of ‘A” or equivalent allocated by a recognised major taungs gioup  In respect of
short term cash management countcr parties ate subject 10 1eview and approval accor ding to defined cricnia

‘I rade 1cceivables predommantly ielate to uansportation income fiom gas shippers Ciredut nsk ansing from the
Group’s regulated business 1s managed (n accordance with industry standards as scl out by the Untfied Network Code
The Group contracts with shippers having nvestment giade raungs only, o1 where sutlable collateial or cash
ptepayments are made Credit risk on amounts 1ecervable from other group companies 1s considered minimal

Pricing nsk

The Company s gas transporiation charges arc subject lo price conirol formulae sct within the regulatory 1egime The
Company’s maxynum allowed revenue 1n a given price petsod 15 dependent upon a number of factors that aie not
known mn advance and therefore the maxtmum allowed annual revenue 15 not known untl the end of the relevant
period However, transportation larlfs are st on a prospective basis based upon expected tansportation volumes, so
actual revenuce recerved or receivable in any one year may difier from the maximum allowed revenue Wheie 1evenues
received or recervable differ fiom the maaimum allowed annual tevenue, adjustments are made to fulwe prices to
reflect this over or under recovery

Charitable contributions

1he Company made chainitable donations of £31,780 in the year (2009 £34.800) in suppoit of communly and
employee mihiatives across ils operations  Uhere were no political donations in either the cunent year or m the prior
yeat
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Southern Gas Networks plc

Directors’ report

Employees

The Company places considerable value on the involvement of its employees and has continued (o keep them
miormed on matiers affecing them as employees and on the vanous factors affecung the Company Parucipation by
employees gencrally 15 encouraged through team mectings, briefings, an inlermal newspaper and an intranct Sie
Empleyee representatives are consulted regularly on a wide range of mattars affecting thewr cument and future
iniercsts

Applications for employment by disabled persons are always fully considered, bearing 1n mind the aptudes of the
appheant concerned  In the event of members of stafT beconuing disabled, every effort 15 made Lo ensure therr
employment wiathin the Company continues and that appropriate training and development 1s arranged [t)1s the pohicy
of the Company that the training, carcer development and promouon of disabled persons should, as far as possible, be
dentical to that of other employees

Creditors payment policy

The Company 15 commilted to maimamnmng good commercial relanonships with s creditors and supphiers and s
current policy concerning payment s to

= agrec the terms of payment with those credilors/suppliers when agreeing the terms of each transaction,

e cosure that those creditors/supphiers were made aware of the terms of payment by inclusion of the relevant terms 1n
contracts, and

* pay 1n accordance with 11s contraciual and other legat obhiganons

The payment pohcy apphes to all payments to creditors/suppliers for revenue and capilal supplies of goods and
services without exception

At 31 March 2010, the Company had an average of 25 days (2009 31 days) outstanding tn 115 tiade creditors

Going concern

The Company's financial position, cash fows, hqwdity position and bornowing facihties 1ogether with the factors
likely to affect its {utwme performance and the principal nisks and uncentainties are set out in the Operating and
T'nanciai Review on pages 2 1o 10 The financial risk management objectives and risk caposures are s¢t out on page
12

As stated in the Operating and Financial Review the Company operates the regulaied gas distnbution networks in
South of ngland The revenue of the Company s tegulated by Ofgem via estabhished priee control mechanisms based
on the distnbution netwotk capacilty The Company has considerable financial 1esources together with commitied
finanuing facilies as discussed in Note 15 to finance the curient and futwie operations The Company's forecasts and
projections, taking account of reasonably possible changes i trading performance show that the Company should be
able to operate within the level of its cument facilitics As a consequence, the Direclots beheve that the Company 1s
well placed to manage 'ts business nishs successfully despite the current uncertamn economic outlook Afler making
enquirses, the Duectors have a i1casonable expectauon that the Company has adequale resources 1o continuc n
operational existence for the foreseeable fuwure Accordingly, they continue to adopt the going concern basis 1n
preparing the annual report and accounts

13
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Southern Gas Networks plc

Directors’ report

Auditois
Each of the persons who 15 a directon at the date of approval of this1epait confirms that

+ 3o far as the dnector 15 aware Lhere 1s no relevant audit informauon ol which the company s audiiors are unaware,
and

* the duector has taken all the steps that he/she oughl to have tlaken as a director in oider to make humsellVhersell
aware of any iefevant audil informanon and to establish that the company's auditors are awaie of that information

[his confiimation 1s given and should be interpreted 1n accotdance with the provisions of s418 of the Companies Act
2006

Delomte LLP have expiessed then willingness to continue 1n office as auditors and a resolution 1o reappotni them wall
be proposed at the forthcoming Annual General Meeting

Approyed by the Board of Directors and signed on behalf of the Board

2Ny 2010




ne

I

- '““"“T“‘""'“k A PN kS e AVt A E o A BT . WA Yeen T 1= - EIEE L X e L s L

Southern Gas Networks plc

Corporate governance statement

The Board of Duectors 1s the principal decision making forum for the Company and s comnnticd to the highest
standards of corporate governance The Board beheves that strong gavernance impioves the performance ol the
Group angd enhances shareholder value Ts report sets owt the key governance principles and pracuces of the
Company and of the Group

The Company, being unlhisted, 1s not subject 1o the UK MNnancial Reporting Counall's Combined Code on Corporate
Governance' (the “Combined Code"), and the Board of Directors does not believe that alb of the gwidance sel cut 1n
the Combined Code 1s apphicable 10 the Company However, for the purposes of this siatemeni, the Directors have
apphed the Combined Code insofar as they believe i 1o be apphicable

Board of directors

The Board of Directors and corporate governance structure 1s the same for each company within the Group As such,
this Corporate Governance Slatement descnbes the Corporate Governance structure as it refates Lo the Group

As a commercial joint venture, the composiion of the Board reflects the shareholders' interests in the consortium
Each of the Directors 15 an employce of a shareholder or an affiliale of a sharcholder of the Company As the
relauonship of the shareholders 1s governed by a Sharcholders' and Govetnance Agreement, any conflict of inteiest in
the posiion of the Directors would be addressed in accordance wuh the prowisions of the Shareholders” and
Governance Agreement  Dircclors are nonunated 1o the Board in accordance wath the terms of the Sharcholders® and
Governance Agreement  The Directors have been briefed on the duties that have been confeired on them under the
Companies Act 2006

The powers af the Directors are set out in the Company’s Aiticles ol Association To reflect varous company law
changes made by the Companies Act 2006, the Company adopted a new set of Articles 1n November 2008 1 he Board
has also adopted a formal schedule of matters detatling key aspects of the Company’s affars reserved to 1t for
decision This schedule 1s reviewed regularly Furthermore, the Board has estabhshed three committces with specific
responsibilities 1o ensure focused and efTective feadership Detads of the commitiees aie set out on page 17 and 18

The Board meels regularly and held seven meetings during the year

Board Constitution and Appointments

The Board consists of seven non-execulive Direclors in addhion to the non-eaeculive Charman The Board of Ducclors
15 the same for the Company and each company within the Group

Biographical details for the Directors are set oul on page 19

Charman

Stephen Dowd was appointed as Chawrman on 27 May 2008 for a three year penod, succeedmg Colin Hood

Chief Executive Officer and Chief Financial Officer

Below the Board, executive responsibthty rests with Jobn Morea Chiel Fxecutive Officer (“CEO™) and Chnis Brook,
Chief Fimancial Officer (“CFO”) The CEQ and CFO arc each employed by the Group and are not Directors of the
Company They aire supporied by an executive committee which meets on a monthly basis and 1s responsible for
managmng the day-to-day operations of the Company

Biographical detals for the CLO and CFO are sct out on page 19

¥ The Combmed Code on Corporate Governance 1s available on the Financal Reporiing Council s website (www [rc org uk)

15

o B T T S L T V-



NI AR

TN TL O

Lo g R S PIE f L BT L )

PICI V)

S daa

Lt e e Tnbte BN sbccca 37 e wBAC ATe e w1 wan s A wd teadfte av o B e 30 At ala e b o At al N e e m a3 N W sl e @ meassiad

Southern Gas Networks ple

Corporate governance statement

Timekhness and guality of Board information

The Bewid has sought to ensure that Ducctors aie propetly brsefed on issues ansing at boad meeuings by establishing
procedutes for distnibuting boaid papers one week in advance of mecungs, considering the adequacy of the
information provided before making decisions, adjourming meeiings or deferring decisions when Directors have
concerns about the mformation avaulabie 1o them and making the Company Secretary responstble to the Boaid for Lhe
tuneliness and quality of information

All Duectots have access (o the advice and services of the Company Sccretary

Directors’ remuneration

lhe Directons did not teceive any remunctauon for their seivices to the Company, durning the year ended
31 Maich 2010 o1 in the prior year Aceordingly, no further information requires to be disclosed

Conflicts of interest

With effeet from | Qctober 2008 the Companies Acl 2006 muoduced a stalutory duty on dueclors to avord confhels
of interest During the year, the Company Secielary reviewed all of the Ducctors’ 1gpoited actwal and polential
conflicts ol mteiest and the Board then consideied and authonised cach Directon’s icporled actual and pelential
conflicts ol mterest at its meeting 1n September 2009

The Bomd has put mio place a proceduie o constder any future actual or potential conflicts of interest that the
Ducctlors may have and will review the posiion regulatly

Attendance at boatd and board committee meetings
Ihe attendance of the Board of Dueciors and the Board commutlees duiing the year 1s as scl out below

Safety, health and

Board mechings Audit commnitee meetings  People and reward environnmental commitice
1tee meetings tings

Attended Possiblc Attended Possible Attended l’o;nble Attended Possible
Gregor Alenander 7 7 3 3 . . .
Stephen Dowd 6 7 - - & 4 3 3
Colin Hood 4 7 5 4] 1 t
Robert McDonald 7 7 3 3 - - -
James McPhilbimy 5 7 - - ] 6 3 3
Michael Rollang 6 7 - 6 6 - -
Otinoan Sicedman 6 7 3 - . . .
Sebastien Sherman 7 7 3 3 - - 3 3

Board committees

In order 10 provide effective and focused leaderstup, the Board has established three commitices with specfic
iesponsihihities Fhese are the Audu Commitiee, the People and Reward Commitlee and the Safely, [ealth and
Environmental Advisory Commiltee, cach of which meets 1cgularly

Each Commitlee’s performance, constitulion and terms of teference are reviewed annually 1o enswie that they are
operaung effecuvely  The Company Secietaly acts as secietary for each commuttee and futther details are set owt
below

] . s
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Seuthern Gas Networks plc

Corporate governance statement

Audit commitee

The current members of the Audit Committee are Gregor Alexander {Committee Chairman), Giaham Loughland
(appointed 1 December 2009 as mdependent member of the Audit Commutee), Sebastien Sherman, Robert McDonald
and Olivia Steedman

The principal responsibthities of the Audit Commulttee are as follows

¢ Ensuning that the Company's flinencial reports represent an accurate, clear and balanced assessment of the
Company's position and prospects,

+ [nsuring the economy, elficiency and effectiveness of the Company's operations and miernal controls, the
rehabilsty and inteprity of mformation and accounting systems, and (he implementanion of established policies and
precedures,

+  Monitoring and reviewing the Company’s internal audit funcuion, and

+ Mamtaining a close relauonship with the Company's external audiors and reviewing the elfectiveness of the
eaternal audit process

As part of its activities, the Audit Committee alse reviews and approves key regulaiony filings prior to their ssue 1o
Ofgem

The Chawrman of the Audit Commiltee reports to the Board of Dueclors following cach commutlee meeling on the
main arcas and subjects the Committee has reviewed such as risk management, internal control, internal audil reports
and any issues anising from ils review of the financia) statements

I'he Board considers that the membership of the Audit Committee as a whole has sufficient recent and relevant
financial experience Lo dischaige 1ts funcuons ‘The Commitiee met three mes during the year

Safety, Health and Environmental Advisory Committec

Fhe current members of the Safety, Health and Environmental Advisory Committec are James McPhillimy
{Commuiutee Chairman), Stephen Dowd, Sebastien Sherman, Jehn Morca (Chiel Executive OffTicer) and Gary Barnes
{Duteclor of Safety, Customers and Human Resources)

The principal responsibilities of the Safctv, Health and Cnvuenmental Advisory Committee are as follows
¢ Lnsuring that the health and safety policy statemcnt and environmental policy statement 1emamn fit for purpose and
are being adhered 10,

* Reviewing and monitoning the saiety, health and environmental sirategy and action ptan, which shall be designed
lo eltmnate, 1educe ot otherwise control personal and process related data,

* Reviewing and moniorn tng the safety, health and envuonmental comphance and assurance plan {and haising with
the internal avditors 1n relation there o),

» Sewing annual health and safety, and envaonmental performance benchmarks 1o improve the Gioup’s
performance,

* Monitoring health and safety and environmental performance agamst agreed benchmarks and idenufied key
tmprovemenl areas by means of appropriate Icading and lagging key pet formance indicators, and

* Encouraging greater awareness of the importance of health, safety and the envionment and higher achievement in
performance in these areas

The Chairman of the Safety, Health and Advisory Commiutee repons to the Board of Directars following each
commilice meeting on the maun arcas and subjects the Commiitee has reviewed  Three mectings were held during the
year
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Southern Gas Networks plc

Corporate governance statement

People and Reward Committee

I'he current members of the People and Reward Commuttee are Michacl Roiland (Commuttee Chainman), Stephen
Dowd, Colin Hood and James McPhullimy

[ he principal responsibibities of the People and Reward Commutiee are as follows

¢ Jo detemine and agiee with the Board ol Ducctors the Gioup s fiamework or broad policy for execuuve and
senol management remuncration [he Commuttee has delegated authority for setung the remunerauon of the CLO
CFO and then duect tepoits and

* To review the ongoing appiopriateness and relevance ol the semuneration policy

The Chanman of the People and Reward Committee reports to the Bomd of Directors lollowing each commitice
meeting on the remureration mauters which the Commuttee has jeviewed  Six meetings were held during the year

Board and committec pet formance evaluations

Duing the year, the Board has undertaken a comprehensive evaluation of ns own performance and that of ds thiee
Committees and individual Directors This was conducted internalty using delaled questionnaires which the Chairman
then discussed with cach Director and the Company Secielary  The Boaid has considered and discussed the ouicomes
of the evaluations and 15 sausflied that 1t 15 operating well and focused on the correct stategic 1ssucs Some areas for
improvement weic highlighted and these will be progressed duning 2010 Peifoimance of the Board and the Dircetors
will continue to be1ievicwed on an annual basis

Internal contiols tn relation to the company's financial reporting process

1he Boaid of Directors 1s utumately tesponsible for the Company’s internal control systems and risk management
The Company s system of internal control and embedded 115k management, which has been 1n place thioughowt the
yedr, helps o safeguard the assets and 1 designed to manage, rather than cluninate, matenal nisks (o the achievement
of the business objecures  The Boatd 1ccognises that these syslems can provide only reasonable, and nol absclute
assurance against matenal messtalement or loss

Accordingly, the Ditectors have 1egaid 1o what controls, sn then judgement, arc appiopiiate 1o the business, to the
maternsabty of the risks inherent in the business, and to 1elative costs and benefits of implemenung specific controls

Inteinal canuol 15 maintained through an o1gamsation suucture with cleatrty defined responsibttities, authority levels
and hnes of 1eporting the appomniment of sutably qualified staff in specialised busincss areas and continuing
i estment in high quality nformation systems [hese methods of conlrol ate subject o periodic 1eview as Lo then
mplementation and conunued suitability

There weie no changes i the Company’s tniernal controls over {inancial 1eporting during Lhe peniod covered by this
report that has materially affected or is reasonably likely to matenally aflect, the Company’s internal control over
financial repoiung

Internal audit

The Board of Directors has established the scope of the internal audit function which 1s responstble for reviewing the
cifectiveness of the Company s systems of inteinal control and repoits 1o the Audit Commutiee of the Board The
internal audit manager reports (o the Audit Committee on the audil programme, progress apanst the programme and
any lollow-up aclions

.
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Southern Gas Networks plc

Directors’ and senior executives’ biographies and responsibilities

Stephen Dowd, Chairman
Stephen joined the Board of the Company in November 2006 and was appointed Chairman of SGN m May 2008 He
15 Semor Vice President (Infrastructure) at Ontario Teachers® Pension Plan Board

Gregor Alexander, Director

Gregor jomned the Board of the Company at its inception and 1s also the Chairman of the Audit Comnuttee He 1s
Finance Drrector of Scottish and Southern Energy ple and previously worked with the accountancy firm Arthur
Andersen

Colin Heod, Director

Colin jomed the Board of the Company at 1ts mception and was its Chairman from 2005 until 2008 He s Chief
Operating Officer of Scottish and Southern Energy ple and 1s also a Fellow of the Insutute of Engmeering and
Technology Colin 1s a member of the People and Reward Commuttee

Robert McDonald, Director
Robert joined the Board of the Company in July 2006 He 1s Director of Regulation at Scottish and Southern Energy
plc and has previously worked with the industry’s regulatory body Robert 1s a member of the Audit Commuittee

James McPhillimy, Director
Iim joned the Board of the Company at 1ts inception  He 15 Group Services Director at Scottish and Southern Energy
pie  Jim 1s Chairman of the Safety, Health and Environmental Advisory Commaittee and a member of the Pecple and

Reward Commuttee

Michael Rolland, Director

Michael is President & Chief Executive Officer of Boreahs Infrastructure Management Inc  He s a Chartered
Accountant having previously worked with an international accounting firm Michael 1s Chairman of the People and
Reward Commuttee

Sebastien Sherman, Director

Sebastien jowned the Board of the Company i March 2007 He 15 Senwor Vice President at Boreahs Infrastructure
Management Inc He is a member of the Audit Committee and the Safety, Health and Environmental Advisory
Commuttee -

Olivia Steedman, Dhrector
Olvia joned the Board of the Company in July 2008 She 1s a Director at Ontario Teachers’ Pension Plan Board and
1s a member of the Audit Commnittee

John Morea, Chiefl Executive Officer

John jomned the Company in May 2005 from Scottish and Southern Energy plc where he was Director of Distribution
having previously been Head of Operations for Southern Electric plc  He has extensive expertence of electricity
distribution, managing business change and delivering sigmficant improvements in busmess effictency He has twice
taken distribution compantes to the efficiency frontier, with Southern Electric plc m 1999 and Scottish and Southern
Energy plc in 2004 John has over 20 years experience within the utilities indusiry  He 15 a companion of the Institute
of Gas Engineers and Managers, a member of the Institute of Engmeenng and Technology and hold an MBA

Chris Brook, Chief Finanaial Officer

Chris joined the Company 1n September 2008 He spent the previous 11 years with United Uulities where he was
Fmance Director of United Utihties Contract Selutions between 2003 and 2007, the business responsible for all
infrastructure non-regulated acttvities From 2007, Chns was Finance Director of United Utiities Water, the regulated
water business, before joimng the Company Chnis 1s a Chartered Accountant having trained and quabified with
Touche Ross

Jonathan Adams, Company Secretary
Jonathan was appointed Company Secretary on 30 March 2010 He 15 also the Group’s Commercial Solicitor
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Southern Gas Networks plc

Statement of directors’ responsibilities

The directors are responsible for preparing the annual report and the financial statements m accordance with
applicable Jaw and regulations

Company law requires the directors to prepare financial statements for each financial year Under that law the
directors have elected to prepare the financial statements 1n accardance with United Kingdom Generally Accepted
Accounting Practice (United Kingdom Accounting Standards and applicable law) Under company law the directors
must not approve the financial statements unless they are satisfied that they give a true and fair view of the state of
affans of the company and of the profit or loss of the company for that pertod In preparing these financial statements,
the directors are requured to

» select suitable accounting policies and then apply them consistently,
* make judgements and accounting estimates that are reasonable and prudent,

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

e prepare the financial statements on the going concern basis unless it 1s mappropiiate to presume that the company
will continue in business

The directors are responsible for keeping adequate accounting records that are sufficient to show and explamn the
company’s transactions and disclose with reasonable accuracy at any tine the financial position of the company and to
enable them to ensure that the financial statements comply with the Companies Act 2006 They are also responsible
for safeguardmg the assets of the company and hence fo1 taking reasonable steps for the prevention and detection of
fraud and other irregulanities

The directors are responsible for the maintenance and mtegnity of the corporate and financtal information included on
the company’s website Legislation n the United Kingdom governing the preparation and dissemnation of financial
statements may differ from legislation 1n other junisdictions

The Directors confirm to the best of thewr knowledge that

+ the financial statements, prepared 1n accordance with the apphcable set of accounting standards, give a true and
fair view of the assets and habilities, financial position and profit of Southern Gas Networks ple as at 31 March
2010, and

* the Dhrectors’ report includes a true and fair view of the development and performance of the business and the
financial position of Southern Gas Networks ple, together with a description of its principal risks and uncertanties

Signed on behalf of the Board of Directors of Southern Gas Networks plc on

Stephen Dowd ?

Chairman
27 July 2010
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Independent auditors’ report to the members of
Southern Gas Networks plc

We have audited the financial statements of Southern Gas Networks plc for the year ended 31 March 2010 which
comprise the profit and loss account, the statement of 1otal recogrised gams and losses, the balance shect and the
related notes | to 25 The financial repoiting framework that has been apphied in their preparation 1s applicable law
and Umited Kingdom Accounung Standards (United Kingdom Generally Accepted Accounung Practice)

This report 13 made solely 10 the company’s members, as a body, in accordance with Chapier 3 of Part 16 of the
Companies Act 2006 Our audit work has been undertaken so that we muight state 1o the company's members those
matlers we are required to state to them i an auduors’ 1epoit and fot no other purpose o the fullest extent permitied
by law, we do not accept or assume responsibilily to anyone other than the company and the company’s members as a
body, for our audit work, for this report, or for the opimions we have formed

Respective responsibilitics of directors and auditors

As more jully explained in the Directors’ Responsibihties Statements, the directors are tesponsible {or the preparation
of the financial statements and lor beng satisiied that they give a wue and fair view

Qur responsibility 15 10 audit the financial statements in accordance with applicable law and International Standards on
Audiing (UK and Ireland) Those standards requite us Lo comply with the Audiing Pracuce Board™s (APB*s} Ethical
Standards for Auditors

Scope of the audit of financial statements

An audit involves oblaining evidence about the amounis and disclosures i the financial statements sufficient lo give
reasonable assurance thal the financial statements are free {rom matenal misstatement, whether caused by {raud or
error This includes an assessment of whether the accounting policies are approprale to the company's cncumsiances
and have been consisiently apphed and adequately disclosed, the reasonableness of significant accounting estmates
made by the directors, and the overall presentation of the financial slalements

Opimion
In our opinton the financial stalements

e pive a true and farr view of the state of the company's affairs as at 31 Maich 2010 and of ats profit for the year
then ended,

e  have been properly prepared n accordance with United Kingdom Generally Accepled A ccounting Practice, and
=  have been prepared in accordance with the requiremenis of the Compames Act 2006
Opimien on matters prescribed in the Companies Act 2006

In owr opimon the information i the Directors” Report for the financial year [or winch the fipanaial statements are
prepared 1s consistent with the financial statements

Matters on which we are required to report by exception

We have nothung to 1eport i espect of the following matters where the Companies Act 2006 requnes us (o repott Lo
you 1f, 1n o opiion

s  adequale accounting 1ecords have not been kept, or reluins adequate for our audn have nol been recerved Irom
branches not visited by us, or

o thefinancial statements are not 1 agreement with the accounting records and returns, or
«  cerlamn disclosures of direclors’ remuncration specified by law are not made, or

¢ we have not received all the mformation and explanations we require for our audi

AVAPING WS

Makhan Chahal - Senior Statutory Auditor

for and on behalf of Delowte LLIP

Chartered Accountants and Statutory Audilors
London, United Kingdom

17} July 2010
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Southern Gas Networks plec

Profit and loss account
Year ended 31 March 2010

Tutnover

Net operating costs

Operating profit

Income from [ixed asset investments
Intercstieccivable and sinidar income
Intercst payable and sinilat charges

Profit / {Loss) on ordinary activities before
taxation

Tax on profit/ (loss) on ordinary activiiies

Profit / (Loss) for the financial year

The above results relate 1o continuing operations it both the current and previous year

P

Notes

2010 2049
£m ifm
540 4 5282
(444 9) (420 6)
955 107 6
03 03
18 95
(84 5) (127 6)
131 (16 2)
(120) 39
1 (14 1)
22
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Southern Gas Networks plc

Statement of total recognised gains and losses
Year ended 31 March 2010

Profit / (Loss) for the financial year

Cash flow hedges (net of deferred 1ax)

Actuarial Joss on defined benefil pension scheme
Movement on deferred tax relating to pension scheme

Total recognised losses for the year

R e i L

adaom

2010 2009

Notes £m £m

20 11 (14 1)
20 (3 219)
23 (69 4) (44 8)
23 195 125

(501) (68 3)
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Southern Gas Networks plc

Balance sheet
31 March 2010

Fixed assets

Intangible assets — goodwill
Tangible assels
Envesiments

Current assets

Debtors

Cash at bank and in hand

Creditors, amounts falhng due within one year

Net current (habilihes)/assets

Total assets less current habilities

Creditors' amounts falhng due after more than one year

Prowvisions for habihises

Deferred income

Net assets excluding pension habihitres
Defined benefit pension liabilies

Net assets ancluding penstont habihties
Capital and reserves

Called up shaie capital

Hedpe 1eseive

Piofit and loss account

Shareholders’ funds

Notes
10

11
12

14

23

18
19
19

20

A

S EN A i it et B

2010 2009
im £m
2595 26380
2,379 9 23376
0.2 02
2,6396 2,605 8
44] 3 3338
01 o1
44 4 133 9
{540 0} (268 5)
98 6) 654
2,541 0 2,671 2
{1,905 3) (2,032 1)
z70 1) (274 &)
64 7) (56 )
3009 3083
{64 6) (21 9)
2363 286 4
160 2 160 2
(17 8) (16 5)
939 142 7
2363 286 4

The financial statements of Southern Gas Networks ple registered number 05167021 were approved by the Board of

Directors on 27 July 2010
Signed on behalf of the B

of Direclors

Stephen D

Chairman

Director

e

Gregor Alexander

24
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

Principrl accounting policies

I he financial stalements have been prepared in accotdance with applicable accounting standards n the Uniled
Kmngdom and the Companics Acl 2006

The financial statements of the Company piesent the iesults for the yem ended 31 Maich 2010 The
comparalive period presented 1s the year ended 31 March 2009

A summary of the more sigmficant accounting policies, which have been applicd consistently 1n both years, are
as follows

Basis of preparation

These financtal statements have been prepared under the histortcal cost convention except that assets and
habuiies wei e stated a1 fair value when acquued, and certain derivative financial instiuments are also recorded
at fan value The financial statements have been prepared on a going concein basis as set out in the Duectors’
Report

Cash flow statement

I'he Company 15 a wholly owned subsid:ary of Scotia Gas Networks Lid and the cash flows of the Company
arc ncluded in the consohdalted cash flow statement of Scotia Gas Networks Eid which are publicly available
Consequenily, the Company 15 exempt under the terms of RS 1 (“Cash fow statements”) fiom publishing a
cash fMow statement

Tutnaver

Jwnover s stated net of value added tax and 15 attnbutable 10 the conttnuing activily of transportaion of
natural gas and the provision of iclated services Turnover is recognised to the extent that there is a right to
consideration and s recorded at the value of the consideration due Tuinover includes an assessment of
tiansportation seivices supplied Lo customers between the date of the last meter reading and the year end

Wheie revenues received o) recervable differ fiom the amount permitied by 1egulatory agreements, adjusiments
will be made to future piices to reflect this over ot under tccovery

Replacement ex penditure

Replacement eapenditure repiesents the cost of planned maratenance of mains and services asscls by replacing
or hintng sections of pipe This expendituie 1s principally undertaken to repawr and maintam the safety of the
network and s writien off as incuired Espendunie that enhances the performance of mains and services assels
15 treated as an adduion 1o tangible fincd assets

Taxation

Current tax, including UK corporatton tax, 1s provided al amounts expecled to be paid {or 1ecovered) using the
tax rates and laws that have been cnacted or substantively enacted by the balance sheet date

Deferred 1ax 1s 1ecognised n respect of all timing differences that have onigsnated but not 1eversed at the
balance sheet date where transactions o1 events that result 1 an obligation to pay more or a right to pay less tas
m the future have occurred at the balance sheet date, with the fellowing exceptions

s provision 15 made for gains on disposal of fixed assets that have been rolled over into 1eplacement assets
only where at the balance sheet date there 15 a commitment (o dispose of the replacement assets with no
tikely subsequent rollover or available capitel losses

e provision 1s made for gams on revalued fined assets only where there 15 2 comimitment 1o dispose of the
revalucd assets and the atbbutable gain can nether be 1olled oves nor eliminated by capatal losses, and
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

1 Principal accounting pohcwes (continaed)
Taxatien {continued}

+ deferred tax assets are recognised only to the exient that the Directors consider that 1t 1s more hkely than
not that there will be suitable 1axable profits fiom which the future reversal of the underiying timing
difference can be deducted

Deferred 1ax 15 measured at the average 1ax rates that are expected to apply m the penods in which the tming
differences are expected to reverse, based on tax rales and laws that have been enacted or substaniively enacted
by the batance sheel date  Defenied tax s measured on an undiscounted basis

Intangible assets — goodwill

Goodwill 1s capitahised and amortised on a straight hine basis to the profil and loss account over ils expected
useful hfe Goodwtll 1epresents the excess of the fair value of the consideration paid for the acquisiion of
businesses over the fair value of the separable net assets acquited

Fhe uselul hife of goodwil! related 1o the acquired business has been estmated 1o be 50 years

A review for impairment of goodwsll 1s carmed out at the end of cach financial year Impairment reviews
comyprise a comparison of the cairying amount of the goodwill wath 11s recoveiable amount (the mgher of net
realisable value and value i use) To the extent that the carrying amount exceeds the recoverable amount, the
goodwill 1s impared and an tmpairment loss 1s recognised in the profit and loss account

Fixed asset investments

IMxed asset investments aic stated at cost less a provision {or any ympairment in value  Costs of the
invesiments include all costs directly related to the acquisition of the nvestments

Tangible fixed assets

Tangtble fixed assels are stated at cost less depreciatien and any proviston for ympanment The cost is the
purchase cost of the asset, together with any directly attnibutable costs of acquisiion  In respect of assels
purchased as part of a business combination, the cost s the tair value of the assets acquired

The carrytng values of tangible fined assets are reviewed foi imparmment when events o1 changes n
circumstances indicate the carryirg value may not be recoverable

Depreciation 1s provided on all langible Nined asscts other than freehold land, at rates calculated 1o wrne ofT the
cost of cach asset evenly over 1ts eapected vseful hie, as follows

Frechold buildings Up to 50 years
Leasehold buitdings Over the sherter of lease teym and SO years
Plant and machinery
Mains and services 60 to 65 years
Regulaung equipment 30to 50 years
Gas storage 40 years
Motor vehicles and office equipment 310 10 years

Grants and contnbutions

Capntal grants and customer contributions n respéct of addiuions 1o fixed asscis are treated as deferred income
and released to the profit and loss account over the estimated uselul hves ol the iclated assets

Revenue grants and contnbunions are credited 1o the prolit and loss account in the year 1o which they relate
Defered income in respect of revenue grants and contnibutions 1s ncluded within crediors amounts fatling
due within one year

26
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

I Princaipal accounting pohlicies (continued)
Finance leases

Assets held under finance leases which confer nghts and obligations sumilar to those attached Lo owned assets,
are capitabised as tangible fined assets, and aie depteciated over the shortet of the tease teims and then useful
hves The capiial clements of future lease payments are recorded as habihities, while the mteiest elements are
charged to the ptofit and loss account

Operatng leases

Rentals under operating leases are charged on a straight-hine basis over the lease term even il the payments are
nol made on such a basis  Benefits recerved and icceivable as an incentive 10 sign an opelaung lease die
simtlarly spiead on a stiaight-line basis over the lease tesm, except where the period 1o the review date on
which the rent 1y flist eapected w be adjusted wo the prevarling market 1ate 15 shorter than the full lease teim, in
wlich case the sharter petiod 1s used

Penstons
Deflued benefit pension scheme

Ihe amounts chaiged to the piofit and loss account are the curtent service costs and gams and losses on
scttlements and curtailments They are included wihin slalf costs  Past seivice costs are recogmsed
immediately an the profit and loss account if the benefits have vested I the benefits have not vested
immedately the costs are recogmsed over the period until vesung occurs  1he mnteiest cost and the expected
retutn on the assets ale shown as a net amount of other finance costs or ciedils within ntercst payable o
recervable Actuaital gams and losses are recogmsed immediately 1 the statement of total recogmsed gains and
losses

The defined benelit scheme 15 funded, with the assets of the scheme held separately fiom those of the
Company, in sepaiate trustee adimmstered funds  Pension scheme asscls arc measured at far value and
liabilities aie measwied on an actvanial basis using the prgjected unit method and discounted at a rate
equivalent to the cuirent rate of 1eturn on a igh quelily ceiporate bond of equivalent currency and term 1o the
scheme habiliies  The actuanal valuations are oblained at least trienmially and are updated at cach balance
sheet date

The 1esulting defined benefit asset or rabibty, net of the related deferred tax, 1s presented separately after other
net assets on the face of the balance sheel Any pension asset 1s secogmsed n the balance shect to the extent
that the benefits may be denived [om the swiplus in the form of 1educed cash contributions 1 the future or cash
tefunds

Defined contribution pension schemes

The Company also operates defined contribution pension schemes  The assets ol the schemes me held
scparately (rom those ol the Company 1 independentty adnminisiered funds 1 he amounts charged to the profit
and loss account repiesent the cenuwdbuuons payable lo the schemes m the period  Doffercnces between
contributions payable in the year and contnbutions actually paid are shown as either accruals or prepayments 1n
the batance sheet

Pravisions

A provision 15 recognised 1n the balance sheet when the Company has a present legal or constructive obhgation
as a result of a past event and 1t 1s probable that an outflow of econonnc benefits will be required to settle the
obligauon Piovisions are discounted where the impact of discounting the expected future cash flows is
malerial
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

1 Principal accounting poheies (contmued)
Fmanaial instruments

The Company’s funding, hquidity and exposure 1o inierest rate nisks are managed within a framework of
pohicies and guidehnes authorised by the Board of Directors In accordance with these pohcies financial
dervative instruments are used Lo manage miterest rate and curniency exposure

Where appropriate these instruments are recorded at fan value and accounted lor as described below

Effective interest method

The effective interest method 1s a method of calculaung the amornsed cost of a {inancial assel and of allocating
interest meome over the relevant peitod The effective interest 1ate 1s the rate that exactly discounts esimalted
future cash receipts (including all fees pard or received that form an integral part of the effective mterest rate,
iransgction costs and other premiums o1 discounts) through the eapected hfe of the financial asset, or, where
appiopnate, a shoiter peiod

Income and expense 15 1ecogmsed on an effective interest basis for debt insiuments other than those financial
assets designated as ‘at fair value through profit or loss’ (FV1PL)

Financral assets

Investments are recogmsed and derecognised on a trade date where the purchase or sale of an investment 15
under a contract whose terms require delivery of the investment within the umeframe established by the market
concerned, and are mially measured at fair value, plus transaction costs, except for those {inancual assets
classified as at fair value through profit or loss, which are iniially measured a1 fan value

Mnancial assets at the balance sheet date are classified into the following speaified calegories financial assets
al FVTPL, ‘held-to-maturity’ investments, ‘available-for-sale’ (AFS) financial assets and ‘loans and
receivables” The classificatton depends on the rature and purpose of the financial assets and 15 determined at
the ime of imual recogniuion

Impairment of financal assets

['imancial assets, other than those at I'VIPL, are assessed for mdicalors of impawrment at each balance sheet
date T'inancial assets arc inpaired where there 1s objective evidence that, as a resull of one or more events that
occurred afier the 1bal recogmition of the financial asset, the estimated future cash flows of the invesiment
have been impacted

The carrying amoum of the financiatl asset 1s reduced by the impairment loss dnectly for all financial assets
with the exception ol trade debiors

If m a subscquent peried. the amount of the mpammnent loss decreases and the decrease can be related
objectively to an event occurning afler the impairment was recogmised, the previously recognised impairment
loss 1y reversed through profit or loss to the extent that the cairying amouni of the asset at the daie the
impairment 1s reversed does not exceed whalt the amortised cost would have been had the impawrment not been

recognised
Derecogmition of financial assets

The Gioup derecogmises a {inancial asset only when the contractual nights to the cash flows from the asset
expire, or when i transfers the financial asset and substanually all the rishs and rewards of ownership of the
assel (o another entaty

Trade debrors

Trade deblors are imtially recognised at fair value The carrying amount 1s reduced through the use of an
allowance account Appropnate allowances for esttmated irrecoverable amounts arc recogmsed where the
estimated cash flows are less than the carrying amoum Subsequent recoveries of amounts previously wnilten
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

L. Principal accounting pohcies (continued)

off ac crediled against the allowance account Changes in the cartying amount of the allowance account arc
recogused i profit o1 loss

Cash and cash equivalents

Cashv and cash cquivalents compiise cash on hand and demand deposits, and other short-teim highly liquid
mvestments that are 1eadily convertible to a known amount of cash and are subycet 10 an insigmificant risk of
changes 1n value

Financial habilities
Iinancial habalities are etassified as either financial liabiltties ‘al TVTPL' o1 ‘other {inancial Liabihities’
Financial habilities ar FVTPL

Dinancial habilities ave classified as ot FYTPL where the financial hability 1s enher held for trading or 11 15
designated as at TV1PL

A financia} hability 1s classHied as held [o1 vading sf
» 1t has been incurred principally for the purpose of disposal in the near future, or

s atis @ part of an identified portfohio of financial Instiuments that the Group manages together and has a
recent actual pattern of short-lerm profit-taking, o

* 1tisaderivative that 1s not designated and effecuve as a hedging misitument

A financial habaliy other than a financral liabiliy held for tading may be designated as at TYTPL upon bl
recognitron 1

= such designation climmates o1 sigmificantly reduces a measwenment or recogmition inconsistency that would
otherwise aisc o1

+ the financial habihity forms pait of a group of financial assets or financial habihives o1 both, which s
managed and s per formance ts evaluated on a fan value basis, i accordance with the Gioup's documented
1isk management ot investment strategy, and information about the Gioup 1s provided internally on that
basis, or

¢ it forms pait of a contract containing one or more cmbedded dertvatives, and [AS 39 Fancial Instruments
Recogniion and Measuiement pernuts the entire combined contract (asset or habihity) to be designated as
al'vreL

Financial habitrwies ax 'V TPL are stated at farr value, with any 1esultant gan or ioss recogaised in profit or
loss 1he nct gain or loss recognised in profit or loss incotporaies any inteiest paid on the financial hability

Other financial hrabilintes

Other financial (iabilites including boriowings, ac mtially mcasured at fair value, net of nansaction costs
Other financial habslities are subsequently measured at amortised cost using the effective inteiest method with
interest expensce Lecognised on an elffechive yield basis The effective intercst method 1s & methed of caleulating
the amorused cost of a financial hiability and of allocating interest espense over the relevant penod The
cffective interest 1ate 1s the 1ate that exacily discounts estimated {ulwie cash payments through the eapecied life
of the financial Liabilny, or, where appropuiate, a shorter period
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010
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Principal accounting pehctes (continued)
De-recognition of financial habilities

The Company derecogmses financial liabilies when, and only when, the Company's obhgations are
discharged, cancetled ot they expire

Derwvauve financial Instruments

T'he Company uscs snterest rate swaps and foreign exchange forward contracts 1o hedge interest rale and
foreign currency rish arising on debt insbuments On inception of the hedge relationship the Group documents
the relahionships between the hedged wtem and the hedging tnstrument along with the nsk management
objecuives and us strategy for undertaking various transactions I'urthermore, at inception of the hedge and on
an ongoing basts the Company documents whether the hedging relalionship s highly effective

Changes n fan value of denvatives that are designaled and are effective as hedges of future cash flows are
recogmsed directly mn equity wathin the hedge 1eseive Changes in fan value of derivatives that aie designated
and are effective as fair value hedges are recogmised n the profit and loss account but effeclvely offses
changes in fair value of the hedged item

Changes 1n the fan value of denvatives that do not gualify for hedge accounting are recogmsed n the profi
and loss account as they anise

Hedge accounting 1s discontinued when the hedge mstrument expnes or 1s termmaied

Financial assets and financial habihities are offset where they are settled net as a matter of practice and there s
legal right to offset

Segmental reporting

Turnover anses entirely in the United Kingdom and 1s atinbutable to the continumg acthivity of transportation
ol natural gas and the provision ol related seivices, which the Directors consider tepresenis a single class of
business

Operating profit and net operating costs

2010 2009

fm fm

Turnover 540 4 5282
Dustribution costs {446 6) {421 9)
Profit on disposal of fixed assets 03 03
Other operaling income 14 10
Net operaling costs (444 9) (420 6)
Operating profit 955 107 6

Disinibution costs include all the costs of operating the distnbution network ogether with depreciation,
goodwill amorusation and replacement expenduture
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

4 Profit /(loss) on ordinary activitics before taxation

P1ofit / (toss) on ordinary acuvities befoie taxation 1s stated afier chaigimg/{ciediting)

2010 2009

£m £m

Auditors’ temuneration 02 01
Goodwill amotuisation 58 58
Depreciation 637 60 1
Profit on disposal of fined assets (0 3) {03
Replacement expenditure 1787 148 8
Impanment of nade deblors - g5
Rentals under aperating teases — other assels - 08

Auditors remuncration compuises £47,500 (2009 £63,500) 1w tespect of statutory and ieguelatory audit
services, £33,000 (2009 £37.000) in respect of other services pursuant 1o legistation £34 800 (2009 £24,000)
in respect of bond issue assurance work and £75,000 (2009 £nd) n 1espect of IT consultancy services  In
addinon o the above services, the Company’s auditors acted as auditors {o the Scotia Gas Networks Pension
Scheme, and fees ol £9,000 (2009 £4 920) have been charged by the audiots 10 the Company n respect of
these scivices

3. Employee information and directors’ emoluments

The Company had 1,071 full ume cquivalenl empioyees as of 31 Maich 2010 (2009 1,094) The average
monthly number of full time equivalent employees duning the year was 1,084 (2009 1,087)

The Duectors did not recetve any temuneration for thewr seivices to the Company duning the yeat, or dunng the
plior year No 1curcment benelits are accrwing in the year o in the ptiot year 1o any Direclors undet money
purchase o1 defined benefit schemes, i 1espect of thew services o the Company

Staff costs for the Company dunng the year ate as follows

2010 2009
£m £fm

Staff costs
Wages and salaies 433 44 2
Social securiy cosls 37 13
Pension costs (see nole 23) 89 84
559 564
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

6. Interest recewvable and similar income

Interest recejvable on louns to other Group undertakings
Other finance income

Movements on Financial Dernvalives (see note 16)

Net pension credit (see note 23)

1 otal Other finance income

7. Interest payable and ssimilar charges

Interest payable on loans from other Group undertakings
Interest payable on bank loans

Index linked bond interest

(hher interest payable on bonds

Other interest payable

Unwind of discounts in provisions (see note 17)

Net pension charge (see note 23)

] Tax on profit/ (loss) en ordinary activitics

(a)  Analysis of the tax charge/(eredit) on ordinary activitics

Current fax

Corporation 1ax aL 28% (2009 28%)

Adjusiment in respect of prioe peried - surrender ol tax losses
I'otal current tax (charge)eredit

Deferred tax

Deterred tax charge for the year

Adjustments i respect of priar years

Total deferred tax chaige for the year

Total tax charge on loss on ordinary activities

wd i N ek W S

st

R

2010 2009
£m £m
13 17
05 -

- 18
05 18
18 95

2010 2609
£m £m
03 16
06 34
42 303
702 735
12 13
59 170
21 -

845 1276

2010 2009
£m £m

{04 -

- 12

{0 4) V2

(i1 6) 50)

- o
(t16) s
(120} (&R}
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

8 Tax on loss on ardmary activities (continued)

(b) Factors affecting the cutrent tax credit for the year

Piofit 7 (loss) on ordinary activities before lax

Profit / (Joss) on ordinary activilics muluphed by standatd 1ate of
cotrporation tax 1 the UK of 28% (2009 28%)

LCflects of

Defeired tax on accelerated caprial allowances

Deferied tax on unutihsed losses

Depreciation on non-qualifying asscts

Other shoil tetm tuning differcnees

Expenses not deduclible for tax purposes

Adjusiment in respect of prior petiod — surrender of 1ax tosses

Current tax charge/(ciedat)

Fhere aie no legislative changes which matersally impact future tan charges

9 Dividends

Equity shares
Interim dividends pard £nil per share (2009 81 16134 penee)

No {final dividends a1 e proposed 1 1espect of the yeai ended 31 March 2010

soal Yo gaa

2010 2009
£m im
131 (10 2)
37 (28)
an (62}
- 66
62 61
(43 {55
19 g
- (12)
04 2

2010 2009
£m £m

. 1360
33

» -

<
R MY




R

ST

ey,

Ay

' o .
B U P . S, B Ve T T T T T TR P Ay S P

Southern Gas Networks ple

Notes to the financial statements
Year ended 31 March 2010

10 Intangable fixed assets

Cost
At 1 Apnl 2010
Refund on cost of mvesiment

AL31 March 2010

Accemulated amortisation
At 1 Apnil 2010
Charge for the year

Al 31 March 2010

Net book value
At 31 Maich 20190

AL 31 March 2009

N I T PR R

Goodwill
£m

2902
@mn

2875

_———

222
58

280

2595

268 0

="

[Durmg the year the company received a refund of £2 7m in refation 10 the cost of investment in the gas

networks {rom National Gnd Pl

I'he goodwill, which arose on the acquisition of the business by the Company, 1s being amortised on a siratght
ing basis over 50 years This 1s the pertod over which the Diteciors csumate that the value of the underlying

business acquired 15 expected 1o exceed the value of the underlying assets

A review for impairment of goodwill 15 cairied out at the end of each financial yea
been recorded in eather the cantent year or the prior year

No impairment loss has
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Southern Gas Networks plc

Notes to the financial statements

Year ended 31 March 2010

11, Tangible fixed assets
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Motor
Short vehscles
leasehold Freehold Plantand  and office
properties  properties  machinery equipment Total
£m £m £m £m £m
Cost
AL L Apnl 2009 035 3940 24385 690 2,5470
Addiions - 59 8317 16 4 1060
Reclassifications - (112) 12 - -
AL3L Mach 2010 035 337 2,533 4 854 26530
Depreciation
ALl Aptid 2009 0t 21 1913 159 209 4
Chaige fot the year - 11 546 80 637
At 3] Maich 2010 0l 32 2459 239 2731
Net book value
AL 31 March 2010 04 305 2,287 5 615 2,379 9
AL 31 Maich 2009 04 369 22472 531 2,3376

The reclassification m the year repeesents the book value of environmental assets reclassified to plant and

machinery

The net book value of assets held under finance leases included within motor vehicles and office equipment s

£nil (2009 £ml)

The Company has received customer contribultons relating 10 plant and maclhinery and meters In accordance
with the Company's accounung policy the asscts are capitalised within fined assels and the contiibulions

iccerved are recognised as deferred income 1n the balance sheet
and loss account over the estimated hives ol the elated assets

The defetred income 15 tefcased 10 the piofit
Lhe amount deferred under ths pohicy s as

follows
2010 2009
£m £m
Deferted mncome
Customer contritbutions brought forward 560 423
Cuslomer contnibutions recerved 1n year 101 147
Amortsation mn yeas (14) (10)
647 560
35
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

12, Fixed assef investments

Other investments

Cost and net book value

2010
£m

62

E—

2009
£m

02

Fxed assel investments relate to an investment 1n Xoserve Limited, which provides transpettation transactional
services on behalf of all the major gas network ransportation companies  The Company holds 16 1% (2009

16 1%} of the ordinary shares of Xoserve Limited

During 1the year the Company recerved dividends of £347,000 (2009 £312,000) m 1elation to this nvesiment

13 Dcbtors. amounts falhng due withm one year

Trade deblors

Amounis owed by Group undertakings
Prepayments and accrued income
Dernvative financial instruments

2010 2009

£m £m
2613 318
3364 2108

23 21
763 891
4413 3338

Trade debtors are stated net of bad debt provisions of £0 1m {2009 £1 1m) and credit note provisions of £0 8m

(2009 £04m)

Within amounts owed by Group undertakings are loans amounting to £333 9m (2009 £203 7m) which mcur

15 % (2009 1 5%) interest and are repayable on demand

14 Creditors amounts falling due withm ene year

Trade creditors

€365m Nloating rate loan note due 2010
Amounts owed Lo Giroup undertakings
Other taxauon and social sectnly
Other creditors

Accrued interest

Other accruals

Deferred income

Denvative financial instruments

Amounts owed to Group undenakings comprise trading balances

2010 2009
£m £m
216 245

3247 -
66 7 1139
123 14}

12 09

286 243
46 G 588
104 73
2706 247

5400 268 5

36
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Notes to the financial statements
Year ended 31 March 2010

15

Creditors amounts falling due after morc than one year

Bonds

Fixed rate and index hinked:

£300m 5 125% fixed rate due 2018
£215m 4 875% fined rate due 2020
£150m 2 066% index hnked due 2023
£375m 4 875% fiaed rate due 2029
£250m 2 013% index hinked due 2035
£2235m 6 38% (ined 1ate due 2040
£15m 2 580% 1ndex linked due 2028

Iloating 1ates

€365m floating 1ate loan note duc 2010
£233m Noaung rate note due 2015
£100m floating rate note due 2015

Fotal bonds
Revolving ciedt faciny drawn

Matunty of bonds

Due wuhtn one year
Between onc and five years
Alter five years

+

P SR WU

'
L LU T S

1 * I

F et Wi Wi < bl

2010 2009
£m £m
2977 -
2143 2142
1691 171 0
3734 3733
2816 2849
22314 2233
152 153
15747 1,282 0
- 3377
2326 2326
99 8 998
3324 670 1
1,907 1 19521
(18) 800
1,905 3 2,032 1
2010 2009
£fm £m
3247 -
- 4177
1,9053 1,614 4
2,2300 2,0321

The ewient revelving credu Tacality 15 £250 Om and expues in November 2010 Beyond this penod the faciiy

has been revised 1o £200m and extended (0 November 2013

The above barrowings are unsecured and are staied after the deduction of 1ssue costs of £10 0m (2009 £6 5m)
T hese costs together with the interest expense are allocated to the profit and loss account over the teim of the
borrowings Interest is calculated using the effective interest 1ate method

Certain anterest costs in respect of index linked bonds are not payeble until the principal amount of the bond 1s
repard and are included within the carrying value of the borrowings slated above The amount included in the
carrying value of the botrowings at 31 March 2010 15 £ 51 9m (2009 £57 2m)
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

16.

Financtal 1nstroments

The Company's funding, hgquidity and exposure to interest rate, foreign currency exchange and credit risks are
managed within a trameworh of policies and guidelines authoised by the Board of Direclors In accordance
with these pohicies and in accordance with covenants sel out as pait of bond ssuances made by the Company,
financia) derivatives are used to manage lNnancial exposures

The Company 15 a wholly owned subsidiary of Scotia Gas Netwerks Linnted and accordingly 15 enempt liom
the disclosures required under I'RS 29 (Financial Instruments Thsclosure) as these are detailed i the annual
report of Scobia Gas Networks Limied

Provistons For liabihities

Oncrous Other

financial Deferred  prowvisions Total

mstruments Environmental tax £fm £m

£m £m £m £m £m

At Aprnil 2009 1323 126 1207 92 274 8
Uuhsed during the year (14 2) - - (42) (18 4)
Released during the year - o1 - - wn
Net movement in deferred tax - - 79 - 79
Unwind of discount 51 08 - - 59
At 31 March 2010 123 2 133 1286 50 2701

Onerous financial mstruments

I he onetous financial insbuments provision relates o interest rate swap contracts that the Company holds
I'he provision recorded al cach balance shect date represents the aggregaie fair value of the swap contracts
held  The provision will be utiliscd as cash scitlement payments ate made over the hife of the swaps over the
next cightcen years

Environmental provision

1 he environmental prowssion represents the Directlors® best estimate of envitonmental restoration costs, where
the Company has a legal obhgation to restore sites al the balance sheet date  1he provision has been
discounted and 15 stated at the present value of the expenditure expected to be 1equired to settle the sbligation
The provision 1s expected to be uttlised over the next twenty years

38
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

17

Proviston for habilities (continued)
Deferred tax

The net movement on the deferred tan provision has arisen as a resull of a surrender of tax losses duning the
year olfset by other movements in the year of which £11 6m 15 tecorded as a chmge to the profit and foss
account and £3 7m 1s recorded as a ciedit to the Statement of Total Recognised Gains and Losses

Defenied 1anation recogmsed in the financial statements (excluding defented tan tecognised 1in respect of
pension habilinies (see note 23)) 1s as lollows

2010 2009

£m £m
Accclerated capital allowances (170 7) {163 2)
Defertred tax asset on losses 336 338
Deferted tax on cash flow hedge 78 70
OQther unung differences 07 17

(128 6) (120 7)

I he movement in provision lon defenied tax 1s as follows

£m
Al Aptii 2009 (1207
Charged to profit and toss account (¥ 6)
Chaiged to statement of 1ecogmised gains and losses 37
AL31 March 2010 (128 6)

The Company has no unrecogmised deferred tax assels or habihttes  In accoldance with TRS 19 (“Deferred
lax '), defetred tax has been measured based upon a corpoation tax rate of 28%. being the tax rate
substantively enacted at the balance sheet dale

Others
QOther provisions represent provision for other legal and constructive obligauons held by the Company  The

provision is expected 1o be utilised over the next fourleen years

Called up share capital

2010 2009
im £m
Allotted, called up and fully paid
160,174,772 ordinary shares of £1 cach 160 2 160 2
39
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

19 Reserves

Profit
Hedge and loss
reserve account
£m £m
Atl Aprnl 2009 (16 5) i42 7
Profit for the financial year - 11
Movement on cash flow hedge 1) -
Deferred tax on cash flow hedge 03 .
Actuanal loss on defined benefit pension scheme (netl
of related tav) - (499)
At 31 March 2010 {17 8) 939
20 Reconoiliation of movements in sharcholders' funds
2010 2009
£m £m
Profit/{loss) for the financial year 11 (14 1)
Drvrdends - (130 0)
Cash flow hedge (net ef related 1ax) (3 219
Actwuarial loss on defined benefit pension scheme (nel of related tax) (49 9 (323
Net dectease in sharcholders® funds (50 1} (198 3)
Opening sharcholders’ funds 286 4 484 7
Closmg shareholders’ funds 2363 286 4

21 Operatmeg leases commitments

[he Company has lease agreements in 1espect of properties for which the payments ealend over a number of

years
2010 2009
£m £m
Annual commtments under non-cancellable
operating leases expirig’
Afier five years 02 04

22,  Capital commitments

Capnal projects contracted for by the Company but not provided in the financial statements amounted o
£36 Smat 31 Maich 2010 (2009 £10 3m)

40
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Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

23

Pension comniitments

A sigmificant proportion of the Company's employces are membeirs of the Scotta Gas Networks Pension
Scheme (“the Scheme”) The Scheme provides final salary defined benefits for employees who joined the
Latuce Gioup Scheme phior to 31 Maich 2002 A defined contribution section was added to the Lattice Group
Scheme from 1 Apiil 2002 for employees joining the Lauice Group Schere from that daie Employees of the
Group who wete previously members of the Lattice Group Scheme transferred (o the Scotiz Gas Netwoirks
Pension Scheme on 1 December 2005

{(a) Defined benefit scheme

Ihe Scheme 15 opeiated by the Group and 1s funded wih assets held in separate trustee adimmistered funds 1t
15 subject to independent valuations at least every thice yeas, on the basis of which the qualified acluary
determines the rate of employers contisbution, which togethor with the specified contisbutions payable by the
employees and proceeds fiom the scheme’s assets, ae eapected (o be sufficient 1o fund the benefits payable
under the scheme

The latest full actuarial valuation was carried out as at 31 Match 2009 In accordance with FRS 17, a limited
actuanal review has been carnied out by Hymans Robettson at 31 March 2010 using the projected unnt method

[te following financial assumpticns have been used

As at Asat As at

31 March 31 March 31 March

2010 2009 2008

Discount 1ate 5 5% 6 7% 6 9%
Inflation assumption 37% 30% 35%
Rate of ncicase of salanes 52% 45% 50%
Rate ol increase of pensions payment 37% 30% 3 5%

The assumptions relating to longevity underlying the pension habilities rellect the characieristics of the Scheme
membership (*ViaCuives') for base mortahity with an allowance for further improvements m hfe expectancy 1n
{line with the medium cohort adjustments subject 1o a 1 5% p 2 undeipin on fUture unprovements [ he assumed
Liic eapeclancy in years for a member once they reach age 65 15 as follows

As at 31 March 2010 As at 31 March 2009  As at 31 March 2008

Male Female Male Female Male Female

Member cutrently aged 65 21 23 23 26 21 23
Member curiently aged 45 24 27 26 28 22 24
41
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23 Pension commitments (contmued)
The fan value of the assets in the scheme, the present value of the liabibues i the scheme and the expected
rate ol return were
31 March 2010 31 March 2009 31 March 2008 31 March 2007 31 Mavch 2006
Long Long Long long Long

{erm rate {erm rate term rate term rate term rafe

of return Value of return Value of retern Yalue of return Valae  of rewurn Yalue

expected £m  expected £m  cxpected fm  cxapected £m  expected £m
Fquities £ 0% 1850 17% 1168 30% 1371 8 0% 1431 7% 134 4
Government bonds 45% 37 ¢ 42% 382 45% 418 4 5% 390 42% 411
Corporate bonds 5 5% 304 6 1% 181 69% 151 51% 190 4 9% 149
Property 5 5% 121 55% 74 55% 131 55% 93 5 2% -
Cash 11% 160 22% t04 58% 85 59% 06 4 8% 27
lotal market value of 281 4 1909 N56 2110 1930
assels
Actuarial value of
Iinbiltiies G (2213) (199 7) (2517 (229 1)
(Deficn)susplus in
o e (39 7) (304) 159 4o (36 0
Related deferred tax
habibity/(asset) 251 85 449 122 108
Nel pension
(habinyYasset (64 6) 219 13 (2835 (252)

The expected return on schene assets represents the expected 1etm ol each myor class of assets i which the
scheme invests | apecied yield on fived interest snsruments are based on gross redemptions yields at the
balance sheet date Mxpected return on cquity mterests reflect real rates ol return expenenced m the relevant

marhets

Movement in the fair vatue of scheme assets

Atl April

Translers

Capected return on scheme assets
Contributions fiom scheme members
Contnbutions from the company
Acluanal gans and losscs

Benefits pard

At 31 March

2010 2009
£m £m
1909 199 7
- 55
130 16}
10 11
207 207
589 (49 7)
31 (2 5)
281 4 1909
42




gspenear

T N Vi RRIEN R TR SN

[ TR S

A,

RN IR

o

Ly me ar ety € oo cmsan ¥ 0w [ PR anrn
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Notes to the financial statements
Year ended 31 March 2010

23 Pension commitments (continued)

Movement in fair value of scheme habilities

2010 2009

£m £m
Attt Apll (221 3} (199 )
I'ranslcrs - (55)
Cuticnl 481 vice cost {8 5) 31
Intetcst cost (51 (14 3)
Contnbutions fiom scheme members (t0) (rn
Actuanal gdins and losses (1283) 49
Benefits pad 31 25
At 31 March 37t 1) {221 3)

The Company’s contitbution 1ate duning the year was 37 3% of penstonable earmings Addmonally, the Group
made special pension contiitbutions to 1epait the deficit amounting to £13 5m, of which the Company’s share
was apptoximately £8 Em  The expected contiibulions to be made in the year to 31 Maich 2011 are 37 3% of
pensionable salmy

The actual gain on scheme assets was £45 9m (2009 loss of £659m)

The cumuiative amount of actuanal losses recognised in the statement of tofal recognised gains and {osses
stnee the adoption of 1 RS 17 15 £66 1m (2009 £16 2m)

Analysis of the amounts recogmised in the profit and loss account

2010 2009
£m £m

Amount chaiged to operating prafit
Current service cost (83) 81)
Analysis of the amount credied (0 finance income
Lapected rewurm on pension scheme assets (seenole 6 & 7) 130 161
[nterest on pension scheme habilities (see nowe 6 & 7) (i5 1) (14 3)
Nel finance (charge)/income (2 1) ]
Net charge to the profit and loss account (10 6) (63)

43



Sl L M S

R

i ge

TR e T

TR

L)
i s AR d

L. T SN, AN LETEY e

Southern Gas Networks plc

Notes to the financial statements
Year ended 31 March 2010

23 Pension commutments (continved)

Analys:s of the amount recognised 1n the statement of total recognised gams and losses (STRGL)

Actual return iess expected return on pension scheme assels

Experience gams and losses on scheme liabilives
Changes in financial assumpuions underlying the present value of

the scheme habhtes
Deferred an

Actuarial (less)/gain recogmised in STRGL

Experience gains and losses

Diiference between the expecied and actual
return on scheme assets

- Percentage of scheme assels al year end

Experience losses on scheme habilies
- Percentage of the present value of scheme
habilies at year end

Changes in financial assumptions underlying
scheme habifibes

- Percentage of the present value of scheme
habiliges at year end

Total actuariat gain/(toss) recogrised m the
statcment of total recognised gains and losses

- Percentage of the present value of scheme
habifiues at year end

2010

£58 9m

20 9%

(£12 4m)
(3 3%)
(£115 9m)
(31 2%)
{£69 4m)

(18 7%)

2009

(£49 7m)

(26 0%)

£4 9m

22%

(£44 8m)

(20 4%)

1

2010 2009
£m £m
589 (49 7)
(i24) -
(1159) 49
195 125
(499} (323)
2008 2007 2006
{(£21 5m) (£2 1) £22 3m
(10 0%) (i 0%) tl 3%
- (£19 Om) -
- (7 5%} -
£670m £18 8m (£252m)
336% 75% (11 0%)
£455m (£2 3m) (£2 9m)
228% (0 9%) {1 3%)
44
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24,

Pension commutments (continucd)
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2010 2009 2008
£m £m £m
Movement in (deficit)/surplus during the year
Surplus/{deficit) in scheme at 1 Apnl (304) - 407
Movement in year
- Cuirent service costs (85) 81) (11 0)
- Contnbutions 207 207 205
- Other finance ixcome 21 I8 16
- Acteartal (loss)/gawn (69 4) (44 8) 455
Restniction of 1ecognised surplus - - (159)
Deficit in scheme at end of the yecai (89 7) {30 4) -
{b) Defined contribution schemes
1he amount recognised in the profit and [oss account 1s as {ollows
2010 2009
£m £m
Amount chaiged 1n respect of defined conttibution schemes 03 03

Related parties

In accotdance with 'RS 8 ‘Related party disclosures the Company 1s exempt from disclosing transactions with
cntities that are pait of the Group quahfying as related parties, as o is a wholly owned subsidiary of a pment

which prepates consohdated accounts which are publiciy avatlable

The Company's paient Scotia Gas Networks Limited 15 owned by a consortium consisung of Scottish and
Southern Energy ple {50%), OT'PPB Invesiments {(UK) Lumited {25%), which 15 owned by Ontanio Teachers'
Pension Plan Board and Borealis Inlrastiuciure Eutope {UK) Limuted (25%) which 1s indnectly wholly owned
by OMLRS Admimstiaton Corporauon [ he transactions with the shareholders of the parent arc disclosed
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Notes to the financial statements
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24 Related parties (continued)
Transactions with shareholders of parent company

Amounts owed 10 shareholders of the parent company are set out below

2010 2009
£m £m

Other amounts owed to sharcholders
Scottish and Southern Eneigy pic 17 195

The amounts owed 10 sharcholders mammly comprise amounts payable n respect of a managed service
agreement for corporale services and material purchases

The following transactions toch place during the yea between the company and the Scothish and Southein
Energy ple group of companies { ‘SSI.")

2010 2009

£m £m

Sales of goods and seivices 9598 953
Purchase of goods and services (310) {48 4)

Sale of tax losses - 0t

Sales of goods and services to SSL primanly represent gas (ransporiation services At 31 March 2010 an
amount of £8 7m was owed by SSE in relation 10 these services and 1s included within tade debtors

SSE provides wervices (o the Company in the form of a2 management services agicement lor corporale services
The company also puichases certamn sems such as consumables stock and shrinkage gas [rom SSL  Included
within puichases of goods and services are dnect costs of £0 7m (2009 £1 1m) recharged by SS1 which have
been capalised in the year

25.  Parent company

The Company 1s a wholly owned subsidiary of Scotia Gas Networks Limited, a company registesed in Lngland
and Wales

Scotia Gas Networks Limied 1s owned by a consortrum consisting of Scotuish and Southern Energy ple (50%),
OTPPB Investments (UK) Limued (25%), which 1s owned by Ontarie Teachers' Pension Plan Board and
Borealis Infrastructure Burope (UK) Limited (25%) which 1s indirectly wholly owned by OMERS
Admimstranon Corpojation 11 1s the opmion of the Directors that the parent company, Scotia Gas Networks
Limited has no single controlling party as that company 1s controlled jointly by the consortium

Scona Gas Networks Lunited publishes consoiidated finanuial statuments and s the largest and smallest group
which consohdate the financial statements of the Company Copies of the financial statements of Scova Gas
Networks Limited may be obtamed fiom the Company Secretary, St Lawrence llouse, Staton Approach,
Horley, Surrey, RIHG6 911)
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