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Corporate governance report

"The Group has a well-establis
of internal control..designed

1

ned and embedded s 4stem
safequard sharenalders’

investments and the Group's assets and reputation.”

i *om itted to ~ﬂ‘rrv.eew*(] i Un Qfand rfk; of
orate govern Cintecrity and husiness
athics for ailits activities around the worid,

The Company suppots the Cominined Sode

on Corporate Govarnance issued by the Financial
Raportirgg Councl (he Combinzd Code).

The Company has achisved ull compliance with
Section 1 of the Cantiined Cooe during 2005

GO

The Board and its Divaciors

The Board currsntly comorises seven directors
Kavin Buaston. Margaret Ford. Raloh Hodge,
Christopner Hyman. Andraw Jenner DeAnss
Julivs and Javia Richarcson, Dxeiuding 6o
Exccutive Chairrman, the Board comprises four
Non-Execut v Direciora and two other Sxactlive
Diractors. In February 2008 ¢
appointent of Laonard V Brogse van Groenou as
a Non-Executive Director effoctivae from 2 April
2008, Rainr Hodge wilt be retiring from the Zoard
following the completion of tne Annual General
Mesting in May 2006.

Since the Group has been iisted it has been run
witn a structure consisting of potn an Executve
Chainmar and a Chial Executive wilh distinct ang
complementary roles. The Group has afso
maintainad a position of Senior independent
Director throughoul this time,

The Board continues to believe in the need for a
full thne Executive Chairman who is responsivle for
tha effective operation of the Boarg, oversight of
corporate governance and assurance activities.
and the Company's relationship with the City and
key business stakeholders, This role is distinct

2 Board aporoved the

fram that of the Chig? Zxecutive who focuses on
tho formztion and impiementation of the Grou
sirategy. chaking and managing Lhc Giobal
Manag@rant Board ard \,m\l‘fe!'\j of &l aspects of
the business. Jot, spacifications are in place for
bott: the Executive Chairman and the Chisf
Exacutive defining their roles and responsibilties,
The: Board have raviewsad and re-approved the
indiviclual moles and responsibiliies of both the
Chairman and e Chief xecutive during the year.
The Direciors profies are sef oul o0 page £7,

Tne Board baliavas that all ihe Non-Executive

Dirauicis are ndependsn: or masage
fron from any business ar othar relatic \\"{".fp‘ :
collid maleraly inmrfore with the oxorcise of moir
gment, Thay aa WicJe rangea of
oXpe e Board ding intarnations;
CUSINESS "pcrat!O*‘s strategy. NUMan resourcas,
finance ard acencrics, fo Senior Inde
Cirscioris D’—tArw‘-m Jutiua, David Richardson s
the Chairmarn of the Audit L,omm:.t“'-“ David was
previously the Finance Director of a FT5E 100
Compary and the Board believes that David has
thes refevant financiat expericnce Lo chair this
Comrmtise as reoommended by the Combined
Code. Tha Non-Execuiive Directors have met on
an inforrnal basis during the year without the
presence of the Executive Directors, The Non-
Exccutive Dicectors are initially appointad for a
three-year term, which may be extended for a
further period of three years.

et and

1

i

‘-\,)n(—.n”\

During the year the Beard met on four cecasions
for two days at a tima, at varying locations. and
took the opportunity to cornbine the formal
businass of the Group with site visits and divisional
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presentations and discussions. Six additional
meetings were held during the first quarter of the
year 1o approve various stages of the acguisitions
of ITNET and RCI. No apologies were received for
any of the meetings.

There is a formal schedule of matters reserved for
the Board including the respensibility for ieading
and directing the affairs of the Group. This schedule
together with the terms of reference for each of the
Board Committess were reviewed and revised by
the Board in November 2003 following pubiication
of e revised Combined Code. Terms of reference
of the Committees arg available on the Company’s
website www sarco.com. Membership of the
Committees was revised following the changes to
the Board in May 2004

Board evaluation - in Decembar 2004, a rigorous
evaluation of the Beard and its Commilttees was
undertaken which included a formal evaluation
guestionnaire and 1:1 meetings for ail Directors
neld with the Chairman plus an evaluation of the
Chairman's performance fed by the Senior
independent Diractor. During 2005, further meetings
nave been heid to review the individual roles and
responsibiiities of the Board and its Commiltees.

A smail number of procedural changes werz made
as a result of the evaluation.

All Directors have access (o the Company
Secretary and indspeandent professional advice at
the Company's expense. The Company Secretary
nas the responsibility for ensuring that the Board
procedures are followed and for advising on
governance mattars, The appointmeant and removal
of the Company Secretary is one of the matters
reserved for the Board. The Company Secratary

'3 also Secretary 1o all e Board Cornrnitices

and responsible for operation of the Group's
whistle-blowing' procedure. The information
orovided to the Board is reviswed by the Chairman
and the Company Secretary on & reguiar basis. to
ensure that it remains appropriale. timely and
adequate and enables the Directors to discharge
their duties. The information provided to the Board
was assessed as part of the earlier Board
evalualion process.

i accordance with the Company's Articles of
Aszsogciation, a Director must retire at the Annual
General Meeting {but is eligible for re-appointment)
if he or she has held office for more than 30 months
{(as at the date of the notice canvening

the meeting} since he or she was appointed or

last re-appointed
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Cther Directorships — The Board believes that it is in
the customer’s best interests for Executive Diractors
to gain additional experience through limited, but
carefully selected, non-executive appointments.
Christopher Hyrman is a Non-Executive Director of
United Businass Media pic for which he received
£35,000 in remuneration and 1,577 shares during
the year. He is aiso Non-Executive Director of the
Prince of Wales' charity In Kind Direct which is a
non-fee earning role. Kevin Beeston is a Non-
Executive Director of lpswich Town Football Club
ple and a Non-Executive of IMI ple for which he
received fees of £35.995. His role with Ipswich
Town Foatball Club is non-fee earning. The Board is
fully supportive of the external roles undertaken by
Kevin and Christopher and consider that the time
commitrent required will not significantly impact
thelr positions in the Company

Board committees

The Board has delegated authority to a number
of committees to deal with matters in accordance
with written terms of reference. The lerms of
raference were reviewed and revised in November
2003 to take account of the changes to the
Combined Code. The Chairmen of the Board
committees aitend the Annual General Meeting

0 answer guestions from sharehaolders

The tarms of reference for the Board cormmittees
and matters reserved for the Board are displayed
on the Company's website www serco.com.

The Audit Committee

The Audit Committes is chaired by David
Richardson. Margaret Ford and Dednne Juius.
Non-Executive Bireciors. are also members of the
Comrittee. In accordance with best practice the
Committes has produced a report on iis activities
during the year, which can be found below.

Report of the Audit Committee

The Audit Committee met three times during the
year with all Committee members in attendance
at every mesting. Al the meetings. additionally
attended by the internal and external auditors and
by invitation, the Finarce Director. matters refating
to the integrity of the financial statements of the
Company, the accounting policies adopted
significant financial reporting fudgements made
and the rofe of the internal auditors were discussad.
During the year the Committee held discussions
regarding the business risk auditing activities
undertaken oy the Company's internal audit
providers, Grant Thorrton. Members of the
Committes have received updates on accounting
standards and generally accepted accounting
principles on a quarterly basis as part of the




Finance Director's report to the Board, and also on
a half-yearly basis from the external auditors. The
Commitiee has alse received a presentation and
update reports on the impact of the international
Financial Reporting Standards on the Company
and the Group. During the year the Company has
complled with the poficy set by the Committee in
respect of the provision of audit and non-audit
services by Deloitte & Touche LLP (Deloitte). Where
appropriate non audit services have been provided
by companies other than Deloitte.

The Committee considered and recommended
aporoval af the annual audit fee for Deloitle,

which was subseguently aporoved by the Board.

The independence, objectivity and effectiveness
of the external auditors has been examined by the
Commitiee and discussions were held regarding
their terms of engagement, remuneration and
proposal for partner rotation. The Committee has
met with both the internal and external auditors
without the presence of the Executive Directors

in accordance with the Combined Coda. the
Committee is responsibie for a formal 'whistle-
blowing' policy and procedure which applies
throughou! the Group. Responsibility for the
operation of this policy has been delegaied

to the Company Secretary

The Committee recormmended to the Board
that Deleitte be proposed for re-appoiniment
at the forthcoming Annual General Meeting.
This recommendation has been accepted
and wilt be proposed to shareholders,

The Nomination Committee

Tha Nomination Committes comprises the
Execulive Chairman, who chairs ihe Committee,
and the four independent Non-Executive Directors.
The Committee met onece during 2006 and all
Committee members attended the meeting. Matters
considered included succession planning and crisis
management planning for the Board. plus the
Board structure. In addition the Committee led the
procass for identifying a new Non-Executive
Director for recommendation to the board for
appointment on the retirerent of Ralph Hodge.
The process included an evaluation of the balance
of skills. knowledge and experience required for the
role. Recommendations made to the Board were
based on an assessment of individual merit and
against objective criteria. Following discussions
amongst the Nominations Committes and the
Beard suitable candidates were wdentified and the
Committee did not consider that the use of an
external search consultant or open adverdising

was required on this cceasion.

The Remuneration Committee

The Remuneration Committea is chaired by Ralph
Hodge, with the other three Non-Executive Directors
being the remainder of the Committee. The
Committee met five times curing the year to deal
with ratters relating to remuneration poticy and
indivicual remuneration for Executive Directors. All
mestings were attended by each of the Committee
members. The Remuneration Report is set out on
pages 59 to 68. The Commitiee also considered
the framework of remuneration for senior
@xecutives within the Group. The individual
remuneration of these execulives is considered
and approved by the Remuneration Committes of
the Global Management Board, which comprises
the Executive Team of the Group and is advised by
the Group Human Rescurces Director. On the
retirement of Raiph Hodge in May 2008, Margaret
Ford will take over the Chair.

There are three further commitiees of the Board,
details of which are below:

The Approvals and Allotment Committee

This Committee meets on an as reguired basis
and comprisas the Executive Directors and the
Company Secretary. Thirty ane meetings were held
during the year. The business of the Commiitee Is
varied and ranges from bid and contract approval
to the releasing of share options. The Committee
also considers matters requiring formal approval
following discussion by the GMB. The Commitiee
forms a key part of the Group's intemal controfs
and acts to facilitate and authorise the cperations
of tha business on a day-to-day basia. The level of
authority delegated to this Commiitee is reviewed
on an annual basis.

The Global Management Board (GMB)

The Board has detegated responsibility for the day-
lo-day management of the business o the GMB.
The GMB comprises a number of senior managers
within the business and includes all three of the
Executive Directors. The GMB meets formally thvee
timaes a year o review Company activities and
discuss operational issues. Other mastings are
scheduled where required. Representatives trom
across the Serco businesses are often invited o
the mestings to discuss aspects of their business
or give presentations on specific topics. By
bringing together senior managers from across the
Group. the GMB is abie to take a broad view of the
business. Matters discussed by the GMB which
reguire formal approval, are submitted to the Board
or the Approvals and Allotment Committee, details
of which are provided above.

WWW.SErco.com
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The Training and Development Committee
The Training and Development Committec
comprises Margaret Ford. Christopher Hyman.,
Ralph Hodge and is chaired by Kevin Begston, The
Committee met once during the year 0 consider
the training needs of al! Directors and the
Company Secretary, ensuring the appropriateness
of the induction process for new Directors in
providing a comprehensive familiarisation
programme including the role of the Board and its
Committees, the corporate govermance framework
and fatest financial statements, together with site
visils and meetings with senior manageimant
around the Group. In addition the Committes
reviewed the progress made on the teadership
development programme being implementad
across the Group.

All Board members are encouraged to attend
fraining courses at the Company's expense.

The Company and its shareholders

The Board is committed 10 ongoing dialogue with
the Company's shareholders. The Chairman andg
Finance Director ars responsible for relationships
with invesiors. supported by the Head of Investor
Reiations. The Chief Executive also regularly
attends meetings with sharghoiders and the Non-
Executive Directors are encouraged to do sc whers
time allows or at investors’ request. In the 2005
investor Relalions Magazine awards, investors and
analysts voted the Company best in fhe support
services sector for investor relations.

The Company has a regular orogramme of evants
and announcements for institutional investors and
analysts. We presented on the interim and
preliminary results, and heid conference calls for
avarseas investors. The presentations were also
webcast.

in Juna and December the Company refeased
trading updates ahead of its closed periods.
Throughout the year, announcements were made
on key business events, notably major contract
wins. The Company also introduced news updates.
10 keep investors and analysts informed of oiher
developments in the business,

During 2005. the Company regularly met
institutional sharehoiders in the UK and North
America, on both a one-on-one and groug basis.
To continue to improve the Company's dialogue
with ingtitutional investors, the Chairman began a
programme of meetings with senior fund managers
and heads of corporate governance at a number of
the Compary's largest shareholders.
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The Company has conbnued its programme of
educational presentations for institutional investors
and analysts. designed to improve thefr
understanding of the Company's businesses,
markets and prospects. During 2005, the
Cornpany heid a seminar on its Transport business
in June. and its Defence and Home Affairs
businesses in November

The Board receives an investor relations report

on a qguarterly basis. This reviews share price
movements and valuation, changes on the share
register, the Company's recent and planned
investor relations activities. anaiyst
recommendations and significant naws from the
support services sector. The report ensures that the
Board has a clear understanding of the Company's
invastor refations performance.

The principal methods of communication with
private investors reémain the news announcamenis
Interim Report, Annual Review and Agcounts.
Annual Review and Summary Financia: Stalement
the Annual General Meeting and the Company's
WEaDSItE, WWW.SETCO Com

The website inciudes an area tailored for investors,
including information such as archives of all
reports. announcements. presentations and
webcasts. share price togls. the lerms of refersnce
for ali the Board commitiess and information on
vating at the annual general meeting. It also has a
link directly to the Company's registrars. aliowing
shareholders to view their shargholding online and
to vote on the resolutions set aut in the notice of
the 2006 Annual General Meeating.

Internal control and risk management

The Group has a wall-established and emivedded
systern of internal control. including financial,
operational and complianca controls and risk
management designed to safequard shareholders’
investments and the Group's assets and
reputation. Whilst the Board has overall
responsibility for the Group’s system of intermnal
control and for reviewing its effectiveness. itis the
role of management o implerment tha pohcies on
risk and control. The Group's risk management
process identifies the key risks facing each
business and reports to the Board on how those
risks are being managed. The Board confirms that
this process has been in place for the year under
review and up to the date of approval of the Annual
Review and Accounts. These processes are
reviewed regularly by the Board and conform to the
requirements of the Combined Code. Such a
system, however, can only be designed o mitigate.
rather than eliminate, the risk of failure to achieve




business objectives. and can only provide
reasonable. and not absolute assurance, against
migstatement or 10ss.

The Serco Management System (SMS}, provides
the framewark within which the business divisions.
operalting companies and contracts have
impiemented processas and procedures in ways
that are appropriate to the type of business being
undertaken. Divisional Chief Executives and
business unit managers have the responsibility and
authority 10 implement the systerm and monitor its
operation within their businesses. The SMS defines
the Group's vision and strategy, the core values
that define the context within which the business
operates. a set of business principles that define
the corporate behaviour of the organisation. the
operating structure and roles and responsibilities of
the principal elements of the crganisation and the
gore processes of the busmess.

As part of the SMS, a set of policy statements has
been authorised by the Board and supporting
standards. guidance and training materia: have
also been produced,

Art ethics and tusiness conduct standard defines
the foliowing principies that apply to ail business
activities underaken by the Group:

* We will comply with the laws of the country in
which business is being transacted

» We will respect the human rights and dignity of
indivicduals

» We will respect the traditions and culture of
communities and protect the environment within
which we operals

« We will undertake our business activities ir
accordarce with the highest standards of
professionalism. integrity and honesty,

These broad principles are further interpretad in
respect of individua! and corporate behaviours,
A separate standard defines the corporate
rasponsibility programme that is implemented
throughout tha Group.

A risk management standard defines the
processes that are required at each level in the
organisation In order to manage and mitigate the
threats 1o the achieverment of our business
objectives, The risk management process adopted
at all levels of the business s described in a Rigk
Management Manual and supported by a set of
guidance notes covering specific aspects of the
process and techniques appropriate to particular
business activities. An internally developed and
supported risk database ool supports the risk

management process and is used to create risk,
opportunily. assumption and issue registers. Risk
registers are maintained at a project/coniract.
business unit, divisional and Group feval and are
reviewed at ieast quarterly and more frequently as
required. The risk registers identify the key risks.
the probability of those risks occurring, their
potential impact on the business and the actions
being taken to reduce and mitigate the risks. Risks
are priositised using a consistent scoring system
across the business, Guidance on the risk appetite
of the Group has been issued to managers which
defines the appetite/iolerance leveis both for
individual risks and for grojects or busingss units
where multiple risks may be present.

The Group rigk register identifies the key principat
risks facing the business including risks that are
managed directly at a Group level. The risks
idantified in the Group rsk register could arise as
a resulf cf internal or externat events or dacisions
and could affect the Group's short or iong term
value. ifs reputation. the salely of its staff or thirg
parties or compliance with statutory obligations.
The risk management process specifically
identifies the business objectives and the interests
not ony of shareholders but aiso of other
stakeholders that are likely, directly or indirectly. 1o
influence the performance of the business and s
value. These include, bul are not limited to,
customers, sugpliers, stafi. trade unions.
government, regulators, banks and insurers.

The interests of the wider community in areas such
as social. environmental and ethical impact are
recogrised in the Group's corporate responsibiity
programme.

The Group risk register is updated at least
guarierly, reviewed six monihly Dy the Risk
Cversignt Group and discussed al quarterly Board
meetings; active risks are ranked inio five
categories of importance based on the risk score
and grouped under the following six headings:

* Business sirategy — covering threats to the fong-
term deliverability of the Group's sirategy.
Principal risks of the Group include loss of
competitive position, and strategic risks
associated with recent acquisitions

+ Finarcial/commercial performance — covering
threats to the short term performancs of the
Group'’s existing business. Principal risks of the
Group include the loss of key contracts. Ihe
failure 10 meet financial business plans, pension
fund liabilities and delays or cost over-runs in
rnajor transition programmes

WWW SBICC.CcomM
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"Risk management techniques used by Serco include
appropriate systems, staff, internal controls, public and
media relations and business continuity planning.”

* Compliance — covering compliance with all
relevant legistation and reguiations. Principal
risks of the Group include legal action resulling
from compliance faitures. the introduction of the
International Financial Reporting Standards
{IFRS) and unethical behaviour ny Directors or
members of staff

.

Safety — covering threats o the safety of staff.
sug-contractors. members of the public and the
envirgnmment. Risks of the Group include the
responsipifity of a major accident or incident
where public safety is concernad, eénvironmenial
pollution and assaults on staff in the course of
their duties

* Business continuity - covering threats to the
continuity of business operations in the event of
adverse events. Principal risks of the Group
include the fallure of information systems, loss of
key infrastructure and the recruitment and
retention of key staff

* Hostile actions — covering threats posed by the
deliberate actions of individuals and
organisations affecting the interests of the
Group. Principal risks of the Group include crime
and fraud. pressure group action terrorsm and
industrial action.

Additionally. more general risks relating 1o the
reputation of the Group are assessed by Corporate
Communications and the Board on an ongoing
oasis.

For the Group, the most significant risks relate o
the strategy and safety areas; social.
environmental and ethicai issues. whilte recognised
within a number of the Group's risgks, do not
represent significant threats ta the achieverment of
the Group's strategy at present. All risks and
potential threats are kept under regular review and
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the Board informed of changes as they occur,

Each risk is assigned an owner at Board cr senior
management level and specific sk reductior and
risk mitigation actions are identified. The Board
may ask for additional information in respact of risk
reducton or mitigation actions from risk owners or
reguest that a specific audit 1s undertaken to
provide additional assurance in respect of the risk
controls. Risk managemen: techniques used by
Serco include appropriate systems. staff. internal
controls, public and media relations and business
continuity planning. These techniques are
designed with clarity of accountability and
responsibifity and with cenain formal poticies
covering areas such as compliance. safely and
environmental protection. Serco’s business units
build and maintain an understanding of their
operational risk profiles and are expacted 1o iully
understand the likelihood and potential impact of
any operational incidents. at the same time making
appropriate and informed decisions that balance
ihe risks against the potental refums and
opportunities,

White operational risk can never be eliminated, the
Group endeavours to minimise the impact by
ensuring that appropriate infrastructure. controls.
systems, staff and processes are in place. Some
of the key manageiment and control technigues are
set out below:

+ The principles of clear delegation of authority
and segregation of duties are fully reflected in
the Group’s operating processes

= Comprehensive busingss review processes
ensure that our services and producls meet
custamer expectations, perlormance criteria,
aperational effectiveness, regulatory
requirements. investment returns and profitability




* An Investment Committee mests on a monthly
basis to consider new or developing proiects
against a defined set of criteria. Projects can
then be considered for the allocation of
appropriale resources

There is a formal review and approval process for
all proposals and business acquisitions including
delegated authority for sign-off based on the
financial value and capital requirement of the
ransaction and the assessed risk of the project

Sound oroject and programme manzagerment and
change implementation disciplines are applied to
all maior development projects including new
contract phase-ing, acguisitions. new technology
applications. change prograrnmes and other
major inifiatives

The corrymitiment and capability of staff is critical
for the effective managemeant of operational risk.
Ongoing training and career development
constantly improves the skills of our worklorce.
Selective recruitmant, succession planning and
other human resource policies and practices are
in place to ensure that staff skills are aligned with
the needs of the organisation

Safety management systemns in the Group’s
aviation, rail. defence, nuclear and marine
busiresses have been addressed by the
appointmeant of safety specialists for each area
who repaort directly 1o the Board and are charged
with maintaining and further developing the very
high standards of salely expected in these
industries

-

The Group's approach to heaith, safety and
grvirpnmental protection is descibed in the
Directors’ Report, Qualified and experienced staff
i each business unif provide advice and support
on health, safety and environmantal issues and
undertake reqular audits

The Company Secretary is responsible for the
raeview of ethical issues that may arise from the
Group's activities and for managing the
confidential reporting service (whistle-blowing),
to which staff can report illegal. dangerous,
dishonest or unethical activities. The process is
overseen by the Audit Committes

A programme of internal audits confirms the
extent to which key controls are in place and
are being applied across the Group's business
activities. Audit priorities are established on the
basis of risk assessments, regulatory
requirements and business imperatives

* The operational risk framawork tracks key risk
indicators. These include analysis of business
performance and variances from plan, customer
satisfaction and retention data, staff turnover and
satisfaction levels, occupational health and safety
incidents, and error and exception reporting

.

The Group maintains insurance paolicies to
provide protection from losses arising from
circumstances such as damage or destruction of
nhysical assets. theft and legal liability for thirc
party loss. The adequacy of the insurance cover
is reviewed at regular intervats,

Tne Corporate Assurance Group [CAG). reporting
directly to the Board. has the responsibility to
oversee and review the internal control and risk
policies. procedures and management framework
within the Group and to develop guidancs. training
material and management training o ensure the
current and future needs of the business are met.
The Board recognises not only its responsibilities to
sharehoiders but also to the wider community
wherg social, environmental and ethical issues are
pecoming increasingly important. CAG is
rasponsidle for developing and overseeing the
corporata responsibility activities within the Group.
Tke corporate responsibility model is descrited in
the separate Corporate Responsibiiity Report and
erncompasses four elernents:

+ Safety — recognising the Group's legal
responsioility for the safety of our staff and the
general public for whom we have a duty of care

People - addressing the Group's fegal and morat
responsitility for its employees

*

Community - addressing the Group's social
responsiBility for the communitias within which
we operate

Environment - recognising the Group's legal and
moral responsibility 1o protect the envircnment
from damage as a direct result of its operations
and to promote activities to protect and sustain
the wider environment.

The Corporate Responsibility Report includes
performance measures against key objectives
within thesa four areas.

CAG reports formally to the Executive Chairman
and to the Board on a quarterly basis providing
anaiysas of performance against previously
established assurance targets and aiso advises
the Board regarding policy and future activities to
enhance best practice around the organisation.
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CAG has undertaken a number of reviews of
imternal cortrols during 2005 including risk
management, heallh, safety and environimental
management, As a result of thase reviews. a
number of activities have been included in CAG’s
programme for 2006 10 strengthen the Group's
periormance in these areas.

CAG sponsors five spectaiist Groups:

* An Assurance Network Group. chaired by the
Assurance Direclor. and comprising senior
assurance representalives from across the
Group. During the year, this group met four times
ta review policy and procedures. and the
developrnent. integration and dissemination of
the SMS that defines how the Group operates

A Risk Oversight Group, chaired by the Risk
Director, comprising assurance representatives
from across the Group, met twice during the vear
to review the Group risk register and key risk
controls. This group provides additional
assurance in relation 1o the systern of inlernal
control and risk management and enhances ihe
Board's ability to discharge its responsibilities in
relation to internal control, The role of the Risk
Oversight Group has been extended to address
emergent risks whose impact cannol vet be
adequately defined

An Aviation Satety Oversight Group, chaired by
the Awviation Safety Director and comprising the
aviation safety representatives from across the
Group met twice during the year, This group has
been responsible for the implementation of the
aviation safely managerment system across the
Group and for transferring bast practice betwasn
Serce's aviaticn operating companies

-

A Rail Safety Oversight Group. chaired by the
Rai! Technical Direclor of the integrated Transport
division and comprising the rail safety
representatives from across the Group was
established in 2003 to oversee salety
managernant systems within Serca’s rall
businesses in the United Kingdom, Denmark and
Aystralia. It met four times during the year

+ A Corporate Responsibility Steering Group.
chaired by the Executive Chairman, provides
direction on projects that address the social and
environmentat issues affecting our staff and the
communities within which we work.

During 2005, Grant Thornton has continued to
provide an internal audit function within the Group,

in addition to that provided by internal peer review
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and CAG. Their grogrammeg is complemsniary to
the Group's broader prograrrima and has been
designed to address internal control and risk
management processes and the recommendations
of the Combined Code. Grant Thormion reported 1o
the Audit Commitiee twice during the year. There
were no material weaknesses identified as a rasult
of the audits undertaken and corrective action has
been taken where deficiencies were found.

In addition to contracts held in Serco’s name, the
Group has malerial invesiments in a number of
joint vanturas and asscciated cornpanies. Where
these investments are not wholly owned by Serco,
the Group can influence, but not control,
management practices. Sercorepresentatives
within these companies ensure that the processes
and procedures for identifying and managing risk
are appropriate for the business and that internai
controls exist and are regularly monitored,
Employees from the Company's joint ventures
participate in the Assurance network and the Risk
Oversight and Rall Salety Oversight Groups.

Going concern

The Directors confirm that they have a reascnable
expectation that the Group has adequale
resources 1o continue in operational existence for
the foreseeable future and therefore continue to
adopt the going concern basis in preparing the
Annual Review and Accounis.

Compliance during 2005

The Company has achieved full compliance with
the code provisions sat out in section 1 of the
Combined Cede during 2005.

Approved by the Board of Directors and signed on
its behall:

Joanne Roberts
Secretary

Serco House

16 Barlley Wood Business Park
Bartiey Way

Hook

Hampshire

RG27 ouy

1 March 2005




Directors’ report

"The Group is committed to ensuring equal opportunity
and a safe and healthy working environment. Equally the

Group is committed to the protection of the environment.”

Annual review and accounts

The Directors have pleasure in presenting the
Annual review and accounts of the Group for
the year ended 31 December 2005

Activities

The Company is a holding company. which
aperates via its subsidiaries and its joint ventures
to provide faciliies managsment. systams
engineering and equity investment management.

The review of the business for the year ended
31 December 2005 can te found in the Business
Raview on pages 10 to 43.

Share capitat

Trne authorised and issued share capitat of the
Company. together with the details of shares
issued during the year are shown in note 30
of the financial statements

Dividends and transfers to reserves
Aninterim dividend of 0.91p (2004 ~ 0.81p} per
Crdinary Share was paid on 19 Cetober 2005
The Directors recommend a final dividend of 2.068p
{2004 — 1.82p) per Ordinary Share. which if
approved by shareholders at the Annual General
Meeting, will be paid on 17 May 2008, to those
shareholders on the register at the closa of
pusiness on 10 March 2008. After dividends,
retained profits of £53.4m will be transferred

{0 resarves.

Substantial shareholdings

At close of business on 28 February 2006 (being
the latest practical date prior to the signing of the
Report of the Directors), the Company had
received notifications of the following substantial
interests representing over 3% of the issued
ghare capital:

Fidetily International Limited 7 658%
Legal and General Group pic 3.42%
Morley Fund Management Limited  5.48%

In the case of non-material interests raprasenting
10% or more of the issued share capital. the
Company had received the following notification:
HBOS PLC 10.33%
Changes to the Board

Tha current Directors of the Company are listed
on page 44 and their profiles are on page 57.

With effect from 2 February 2005, Joanne Roberts
was appointed Company Secretary of the Group.

Raiph Hodge will be retiring from the Board
following the completicn of the Annual General
Meeting in May 2006, The Board wouid iike to
thank Ralph for his contribution to the Board since
joining in April 2000 and wish him well with his
retirement.

On 24 February 2006. the Board approved

the appointment of Leonard V. Broese van
Groenou as a Non-Executive Director, effective
from 3 April 2006. in accordance with the
Caompany's Articles of Association he will be
subject to election by shareholders at the
forthcoming Annual General Meeting,

Directors’ interests

With the exception of the Executive Directors’
service contracts and Non-Executive Directors’
letters of appgintment, there are no contracts in
which any Director has an interest.

WWW.SErco.com
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Direciors’ report

Details of the Diractors' interests in the Ordinary
Shares and options cver the Ordinary Shares of the
Cornpany are set out in the Remuneration Report
on pages 64 1o 66

Annual General Meeting

The 19th Annual General Mesting of the Company
will be held at the Queen Elizabeth il Conference
Centre. London on 5 May 2006 at 11.00am.

The Notice of the Annual General Mesting. togather
with relevant notes and proxy card are circulated
with this document

Employment policies

The Board is committed to maintaining a working
environment where staff are individually valued
and recognised. The Board is committed to the
adherence to cur Governing Principles which
provicdle a sef of values for all of our stafl to foliow.

The Group is committed to ensuring equal
opportunity. nonouring the rights of the individual
and fostering partnership and frust in every working
relationship. We mainiain a safe working
anvironment that provides appropriate
remuneration and benelits. training. perscnal
development and complance with employment
laws and regulations of the countries within which
we operate. The Group recognises the United
Nations Universal Declaration of Human Rights
and implements appropriate policies and
orocesses to meet the requirements of the
declaration. The Group is also committed to the
creation of diverse teams. placing diversity at the
heart of business performance. The Beard regularly
review dala relating o the diversily within our
businesses 1o ensure we continue to measure our
progress in this area,

The Group remaing proud of its record of
managing employee relations and continues (o
believe that the structure of individual and collective
consuitation and negotiation are best developed at
a local level. Over the years the Company has
demcnsirated that working with trade unions and
creating effective partnershios allows
improvements to be deiivered in business
performance as well as terms and conditions of
employment. Where empioyees choose not to
pelong 10 a trade union, employes communication
forums such as works councils exist to ensure
involverment of staff within the business.

The Board understands s responsibility to
encourage and assist in the employment, training,
promotion and personal career development of

all employees.
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The Group gives full and fair consideration to
applications for employment. career development
and promotion. received from people with
disabilities and offers empioyrment when suitable
apportunities arise. |f employees become disabled
during their service with the Group. wheraver
practicable, arrangements are made to continue
their employment and training

Participation by staff in the success of the Group

is encouraged by the availability of sharesave
schemes, and a share scheme for senior
management, which effectively aligns their intarests
with those of shareholders by requiring that
performance criteria are achieved prics 1o exercise

Health, safety and environmental policies

The Group recognises and accepts its responsibility
for health. safety and the environment (H.S&E). A
full ime Director of Health, Safety and Ervironment,
amember of the Corporate Assurance Group, is
responsibie for the development and maonitoring of
H.5&E policies, procedures and control systems
and reports o the Board via the Executive
Chairman. The Executive Chairman is the Director
responsible for HS&E matiers on behalf of the
Board. Appropriaie H,S&E risk assessment and
management processes are applied across the
Group and are subject to regular audit as part of
wider agsurance processes with key performance
indicators formally reported to the Board on a
quarterly basis as part of the Corporate Assurance
Report. This report consclidates divisional
assurance reports that have bean reviewad and
approved by the respective divisional Boards.

The Group is committed to maintaining a safe

and healtny working environmert in all places that
the Company operates, for our staft. cur
customers, members of the public and ary other
third party. Our 2008 globat reportable incident rate
shows an improvement of some 7.5% against that
reporied in 2004, The Group recognisas that it is
everyone's responsibility to reduce injury and
Hiness at work. Equally. the Group is committed

to tha protection of the environment. recognising
everyans's respansibility for minimising the impact
that we have on it. This commitment extends to all
our activities, wherever they take place. which have
the potential to adversely a‘fect the environment.
The Group aims 1o reduce envircnmenial har,
minimise the use of energy and other resources
and ensure that the principles of sustainable
develcpment are operated throughout the range

of activities in which we are engaged.




CAG is supported by dedicated H,S&E teams in
divisicnal suppont offices or in contracts. which
provide advice and support on H.S&E issues.
All empioyees share regponsibility for continually
improving the Group's performance in relation (o
H,S&E management.

Regular H.S&E mestings are held and
representatives from the operating divisions

attend guarterly Assurance Network meetings.

In erder to maintain a high level of H,S&E awareness.
great emphasis is placed on training both in relation
to specific H S&E matters but alsc in the overall
context of assurance within the Company.

Serco has been committed to addressing issues
of work-retated il-health and has established
occupational support across the business. Qur aim
is to provide a working environment where the
health of our employees is not affected by the
work that they undertake. Cur occupaticnal health
providers suppart management in their efforts to
identify and prevent work-related illness and
provide support and guidance about health
problems at work. They also provide heaitn
surveillance where appropriate and assisl in issues
such as absence from work and supporting the
Group's programme of encouraging individuals
back to work where possible. The number of
workplace siress cases referred to our UK
occupational health provider has decreased
significantly since 2003, with 62% less ¢ases

being managed during 2005.

Creditor payment policies

Tre Company requires each of its business units
to negotiate and agree lerms and conditions for
rayment for the supply of capital and revenue
itemns just as keenly as they negoliate prices and
other commercial matters. Suppliers are made
aware of the terms and the way in which disputes
are to be settled. Payment is then made in
accardance with those terms.

Curing the year the Company has undertaken a
comprehensive review of spending patterns and is
seeking to expand the fevel of preferred suppliers
relationships, thereby improving supply chain
management and value for money.

The Group's average creditor payment terms in

2005 were 26 days {2004: 24 days); Company 20.5

. days (2004: 21 days).

Donations

The Company continues 1o encourage all staff to
participate in their local communities and has a
process o caplure investment on a worldwide
bagis. This measure is based upon the Business in
The Cemmunity {BITC} reporting format. The value
of this investrnent at £1.017,129 (2004; £795,000)
represents 1 3% (2004: 1.4%) of the Group's pre
tax profit. and a 28% increase ¢n investment made
in 2004, '

During the year the Company made no political
donations and intends Lo continue with this palicy.

The Companies Act 1985 [the Agt) requires
companies to obtain shareholder approval befcre
incurring European Union (EU) political
expenditure, The Group may need, as part of its
business. to comtact politicians and pofitical parties
within the EU on a non-partisan basis in order to
make themn aware of industry views, technology
and trends. As the Act defines EU political
organisations and politicat expenditure wicely

the Directors are proposing 1o seek shareholder
authority 1o incur such expenditure at the
forthcoming Annual General Meetling.
Shareholgers unanimously passed a similar
resolution in April 2005.

Auditors

Deloitte & Touche LLP have expressed their
willingness to continue in office as auditors and a
rasolution to ra-apiboim them will be proposed at
the forthcoming Annual General Meeting.

Approved by the Board of Directors and signed
on its behalf

(‘, = 4 Q)

Joanne Roberts
Secretary

Serco House

16 Bartiey Wood Business Park
Bartley Way

Hook

Hampshire RG27 gUY

1 March 2006
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Kevin Stantey Beeston FCMA (43)

Executive Chairman

Since joining Serco in 1985. Kevin has worked in
poth financial and commercial roles. He was Group
Finance Director 1996-1989 and Chief Executive
1989-2002. becoming Executive Chairman in May
2002. Ha is a member of the CBI's Presidant's
Committee, Deputy Chairman of the CBI's Public
Services Strategy Board, a Boarg member of the
Chartered Management Institute and a Non-
Executive Director of IMI ple and fpswich Town
Football Club ple.

Margaret Ford MA MPhii (48)

Non-Executive Director

Margaret is the Chairman of English Partnerships,
the rational regeneration agency. She spent her
early career in a variety of roles gither in the public
sector or as an adviser to Governmant and is a
specialist in leadership development. culture
change and public sector reform. From 1987-2000
she was Chairman of Lothian Health Beard and
from 2000-2003 was a Non-Executive Director of
Cigem. Fram 2000-200% she was a Director of
Good Practice Ltd, the publishing company that
she founded, and from 2002-2005 she was a
Director of Thus ple.

Ralph Noel Hodge CBE BEng {(Hons) (713
Non-Executive Director

Haleh joined Serco as a Non-Executive Dirsctor

in Aprit 2000 and chairs the Board's Remuneration
Committee. He is a Non-Executive Director of British
Cerarnic Tiles and ORC (inc). He was previousty
Non-Executive Chairman of Enron Europe, Chief
Executive of IC Chemicals and Polymers and Nor-
axecutive Director of the Halitax Building Society.
Ralph wilt be retiring from the Serco Board in May
2008.

Christopher Rajendran Hyman CA (SA} {42)
Chief Executive

Christopher was appointed Chisf Executive

of Serco Croup plc in 2002, He is a Non-Executive
Director of both United Business Media pic and the
Prince of Wales' charity In Kind Direct. He is also a
member of the UK Government’s Honours Advisory
Committee for Economy, He jcined Serco in 1994
as the Eurcpean Finance Director and bas held the
roles of Group Company Secretary, Corporate
Finance Director and Group Finance Director,
Christopher is responsible for setting the vision

and strategy of the Group.

Andrew Mark Jenner ACA (37)

Finance Director

Andrew joined Serco in 1896 as Group Financial
Controller, having previously worked for Unitever.
He became Corporate Finance Director with
additiona responsibility for Treasury activities in
1999 and Group Finance Director in May 2002.
Andrew shares with the Executive Chairman
responsibiiity for our relationship with shareholders
and the city.

DeAnne Shirley Julius CBE PhD (Econ) (56)
Senior Independent Director

DeArne icined Serco as a Non-Exgcutive Director
in October 2001, She is Chairman of The Soyal
Institute of International Affairs and was a founder
member of the Bank of England Monetary Policy
Committee (1897-2001) and aiso sat on the Court
of the Bank of England untit May 2004. She has
held senicr strategy posttions with British Ainways
and Royal Dutch Shell. and spent seven years with
the World Bank deveioping infrastructure projects in
Asia and Alrica. She is a Non-Executive Director of
Uoyds TSE, BP ang Raoche.

David Hedley Richardson BSc (FCA) (54)
Non-Executive Director

David ioined Serco as a Non-Exectitive Director

in June 2003 and chairs the Board's Audit
Commitlee. He has previously held the position

of Finance Director of Whitbread, where his roles
in a 20-year career included eight years as Strategy
Dirsctor. He was instrumental in transforming
Whitbread from a brewing and pubs company into
a market leader in hotels, restaurants and ieisure
clubs. During the year David was appointed a
Non-Executive Director of Dairy Crest Group ple,
Forth Parts Plc and De Vers Group plc where he
will be taking on the role of Non-Executive
Chairman in April 2008,
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Directors’ responsibilities

The Direclors are required by law to prepare
consolidaled financial statements of Serco Group
plc and its subsidiaries (logethsr, the Group) in
accordance with the Companies Act 1985,
International Financial Reporting Standards

and Article 4 of the IAS Regulation,

The Directors are responsible for preparing the
Annual Report and the financial statements.

The Directors are required to prepare financial
statements for the Group in accordance with
Internaticnal Financial Reporting Standards {FAS)
and have elecled o prepare financial statements
for the company in accordance with UK GAAR
Company law reguires the direclors to prepare
such financial statements in accordance with IFRS,
the Companies Act 1985 and Article 4 of the IAS
Regulation.

IAS 1 ‘Presentation of Financial Statements'
requires that financial statements present fairly for
each financial year the Group's financial posilion
financial performance and cash flows. This requires
the faithiul representation of the effects of
transactions. other events and conditions In
accordance with the definition and recognition
criteria for assets, liabilities, income and expenses
set out in the International Accounting Standards
Board's "Framework for the Preparalion and
Presentation of Financiat Statements”. In virtually all
circumstances, a far presentation will be achieved
by compliance with all applicable IFRS. Direclors
are also required to:

* properly sefect and apply accounting policies
* present information, including accounting
policies. in a manner thal provides relevant,
reliable, comparable and understandabie
information; and

provide additional disclosures when compliance
with the specific requirements of international
Financial Reporting Standards is insufficient to
enable users to understand the impact of
particutar transactions. other events and
conditions on the Group's financial position
and financial performance

. The Directors are responsible for keeping proper
accounting records which disclose with reasonable
accuracy at any time the finargial position of the
Graup, for safeguarding the assets. for taking
reasonable steps for the prevention and detection
of fraud and other irregularities and for the
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preparation of a Directors’ Report and Directors’
Remuneration Report which comply with the
requirements of the Companies Act 1985.

The Directors are also responsible for the
maintenance and integrity of the company website.
Legislation in the United Kingdom govarning the
preparation and dissemination of financial
staternents may differ from legistation in

other jurisdictions

Approved by the Board of Cirectors and signed
onits behalf:

Dsoo ¢

Joanne Roberts
Secretary

Serco House

16 Bartley Wood Business Park
Bartley Way

Hook

Hampshire

RG27 gUY

1 March 2006




Remuneration report

Introduction

The following report details the remuneration policy
and the actual remuneration of the Directors of the
Company for the year ended 31 Decernbier 2005, as
determined by the Remuneration Committee (the
Committee) and adoptad by the Board. In preparing
this report. consideration has been given to the
Combined Code and the requirements {or disclosure
in the Directors' Remuneration Regulations 2002.

During 2005, the Comenittee carried out its triennia!
comprehensive review of executive remuneration (o
ensure that the Company's arangements continue 1o
be afigned with the business strategy and current Dest
oractice. The review included consultation with the
Company's 14 largest institutionat Sharshalders,
representing approxdmately 58% of the Sharsholder
base, as well as the Association of Briish Insurers and
the National Association of Pension Funds.

The following pririciples were adopted as a ramework
for evaluating changes to executive remurearation.
The proposals should:

* Suppoert Serco's business strategy

« Align the financial interests of executives
ard sharehoiders

+ Provide imarket competitive reward opportunities for
perforrance in ine with expectations, but have the
potential to deliver significant financial rewards for
sustained out-parformance

+ Reflect UK market norms

« Be supportad by a clear rationale which participants,
sharehclders and other stakeholders are able
to understand.

The rasults of the review are included in the
Remuneration Report below. A resolution for the
adoption of a revised Long Term incentive Plan wil be
propesed at the Company's forthcoming Annuat
General Meeting.

Compaosition and terms of reference of the
Remuneration Committee

The Committee currently comprises ail four
independlent Non-executive Directors: Margaret
Ford. DeAnne Jullus, David Richardson anc Ralph
Hodge (Chairman). Ralph Hedge is retiring from
the Board and Committee in May 2006 at which
time Margaret Fard will be alectad Chalrman, It
operates in accordance with written terms of referance,
which are determined by the Board and take inio
account best practice and the requirements of the
Combined Code The Executive Chairman and the
Group Hurnan Resources Direcior (MR Directorn)
may attend the Cormmiltee meetings by invitation.

Advisers to the Remuneration Committee
During the year, Mercer Human Resource Consuliing
{Mercer) were re-appointed as Remuneration
Advisors 1o ths Remuneration Committes. following
a compatitive tendering process. The Committas
has sought advice from Lucy Adams, = Director,
and Mercer on remuneration policy and philosochy.
benchmarking exercises for individual Executive
Directors and remmuneration packages pased on
current market trends.

Mercer &lso provides advice to the Trustees of the
Sercc Pension and Life Assurance Scheme, The
Committee do not consider there to be any conflict
in relation to Mercar acting both for the Committee
and the pension lrustees.

Remuneration policy and practice

Executive Directors' remunerafion comprises a
combination of short and iong term rewards, as
explained below and then detalied on pages 63 10 66,
The Committee recognises the importance of
rainiaining an appropriate balance between those
elements of remuneration that are fixed and those
which are variable by performance, with the proportion
of performance-related pay being significant.

WWW.Serco.com
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Remuneration raport

Salaries and benefits

1. Base salary

Following the executive remuneration review, the
Commitieg's policy continues to be that base salary
for the Executive Diractors should be targeted at
the median of the compensation peer group.
However. the Company has achieved considerable
growth since its last comprehensive review in 2002
and, as a consequence. the paer group was
updated to reflect the Company's increased
revenue and market capitalisation.

in the 2005 remuneration review. the Committee
was advised by Mercer that the salary levels of the
Executive Directors were positioned significantly
celow the median of the revised peer group. Asa
resull of this review. the Committes impiemented
Dase saiary increases for both the Executive
Chairman and Chief Executive of 18% and a base
salary increase for the Finance Director of 8%,

rollowing this increase, base salaries for Executive
Dirgctors are at approximately the market median.
and will be reviewed again in 2006.

2. Annual bonuses

in 2003. the Company intreduced an annual bonus
olan which included an ability to defer a portion of
the bonus earned for full time Executive Directors,
and this was approved by Shareholders at the
Annuat Generat Meeting in May 2003. The target
and maximum value of annual bonus was 40% of
vase saiary and it was awarded on the basis of
growth in the Comparny's earnings per share before
goodwill amortisation {EPS) in comparison 1o the
increase in the retail prices index {RPI}.

The target / maximum award was paid if EPS growth
reached RPI plus 10 percentage points. No award
was achieved if EPS growth was less than BPI plus
5 percentage poinis. For EPS growth between 5
and 10 percentage points above RPL the bonus was
reduced from 40% to 20% on a straight line basis.

As mentioned above. participanis could elect 1o
defer. for three financial years. up to 100% of the
bonus earned to purchase shares in the Company.
The shares purchased will be matched by the
Company if stretching performance targets are met.

The perforrnance condition for matching shares on
bonuses deferred in 2004 was total shareholder
return (TSR) refative to the FTSE 350 over the threg
year deferral period. The matching shares awarded
are based on the following criteria:
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* No matching shares will be awarded if the
Company doas not meet or excesd the median
TSR of the FTSE 350,

* A ong for two maich of shares deferred wil be
made if performance is al the median, or
belween median and upper quartile. and

+ A ong for ane match of shares deferred will
be made if performance is at or above the
upper gquartile.

Bonuses for the Executive Directors who are
members of the Serco Pansion and Life Assurance
Scherme have been, 1o date. pensicnable. As
reported last year, the Committae agreed to remove
bonuses from the definition of pensionable salary
for pension accrued after 31 Decemnber 2005.

More detail of this is provided in the pensions ard
life assurance section balow.

As part of its executive remuneration review in
2005, the Committes decided 1o increase the
annual Donus cpportunity to make it more compéetitive
with market levels. For Executive Oireclors:

+ The threshold payment will remain unchanged at
20% of base salary

» The target payment will be increased from 40% to
50% of base salary

* The maximum paymsnt will be increased to
100% ol base salary.

The performance level for target payments will remain
as challenging as hefore and exceptional performance
will be reguired to earn the maximum bonus.

In addition, the Commitiee has decided (o
discontinue the opportunity for Executive Directors
to defer bonuses and sarn matching shares for
ponuses paid in respect of 2006 and onwards.

As part of its alignment of the annual benus pian
with business strategy, the Committee has increased
the number of performance measures for Executive
Directers. There will be a mixture of financial and
corporate measures, including but not limited to:

* Revenue growth

* Margin improvernant

* Free cash flow conversion
* EPS growth,

The performance measures and targets for 2006
will be disclosed in next year's Remuneration Report
with & comment on the size of payments earned.




3. Share-based incentives

Long term share-basad incentives hava baen awarded
1o Executive Directors under the Serco Group pic 2005
Long Term Incentive Scheme (LTS) and the Serco
Group ple 2005 Executive Option Plan (EOP). which
ware approvad at the Annual General Meeting on 29
April 2005 as replacerments for. respectively, the 1066
Long Term incertive Scheme and the 1998 Executive
Option Plan.

As a result of its review of exgcutive remunaration
during 2005, the Committes has decided (o replace
the LTIS with the Serco Groug plc 2006 Long Term
Incentive Plan (the 2006 LTIP), which will provide the
potential for higher rewards than the LTIS for superior
performance. Approval will be sought from
Shareholders at this years Annual General Mesting.
Further details of the 2006 LTIP can be found in the
Ciredlar 1o Shareholkders relating 1o the Notice of Annual
General Megting. The EOP will continue unchanged.

The Company complies with the ABI's guidelines by
imiting grants involving the issue of new shares in any
10 year pedod to no more than 10% of issued share
capital for alt its employee share schemes In aggregate.

Long Term incentive Scheme (LTIS)

Awards made under the LTIS, which are structured as
options with a zero exercisa price, may be exercised after
the third anniversary of grant once confirmation has been
raceived regarding the achieverment of the performance
oriteria, Awerds made 1o Executive Directors are
calculatad at 54% of salary at the time of grant.

Pre 1 January 2003 Awards: For awards made in
relation fo performances periods commencing up o
and including 1 January 2002. the extent to which an
award vests {and therefore becomes exarcisable) is
measured by reference o the absolute growth in the
Companys EPS over the performance period of three
financial years.

The vesiing of the awards is basad on the
following criteria:

= Full vesting will only cccur if the cumulative EPS
growth over the three year performance period s at
least 64%

» Awards will partiatly vest where the cumulative EPS
growth is at least 35%

« Awards witl vest on a straight fine basis for each
percentage increase in EPS growth above 35% over
the three year pericd until full vesting is achieved.

For LTIS awards made during 2002, the Company's
cumulative EPS growth was 47.9%. which resulted in
74.8% of these awards vesting.

For awards granted after January 2003, performance
is measured by referernce to the Company's TSR
relative 1G the companies cormprising the FTSE 350
indax at the start of the performance pericd.

The vesting of the awards is based on the following
schedule:

+ No award vests if the Company's performance is
below the median of the comparator group over the
three year pertormance pernod

= 40% of the award vests if performance is at the median

* The award vests in full i performance reachas or
exceads the upper guartile

» For parfarmance between the meadian and the upper
quartie. a proportion of the award will vest,

The Commitiee selected the FTSE 350 as an
appropriate broad benchmark of performance, as
Serco s & constituent of the FTSE 350. The
performance comparator group was reviewed in 2005
and a mare clossly aigned comparator group with
apply for the 2006 LTIP

For awards which completad thelr performance
period on 31 December 2005, the Company's TSR
performance was between the median and upper
quartite of the comparator group over the three year
performance period.

Na further awards will be made under the LT1S,

2006 Long Term Incentive Plan

As menidonad above, Shareholders will be asked to
approve the adoontion of the 2008 LTIP at the Arnual
General Mesting to be held on & May 2006 I approved
the first awards wil be made soon after that meeting.
Awards made 1o Executive Directors are calcutaled at
100% of salary at the time of grant. Dunng the financigl
year in which tre 2006 LTIP is approved by
shareholders. this will be limited to 200% of salary (as
no LTS awards were made in 2005).

The vesting of awards made during 2006 will
depend on the Company's TSR measured relfative
to the top 250 companies in the FTSE. by market
capitalisation, excluding those in certain sectors
which are not comparable with the Company. The
proportion of awards that vests will be determined
by the following schedule:

= No part of the awards will vest if the Company's TSR
is below the median

« 30% of awards will vest for median performancs

« 100% of awards will vest for upper quartile
performance

« Between meadian and upper quartie performance a
proportion batween 30% and 100% of the awards
will vest pro rata
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* 200% of awards will vest for top decile performance
* Between upper quartile and top decile, a proportion
between 100% and 200% will vest pro rata

The Committes will have discretion to vary the
proportion of awards that vest if they consider that the
TSR performance does not reflect the underiying
financial parformance of the Company.

Executive Option Plan (EOP}

Options granted under the £OP may be exercised
after the third anniversary of grant. dependent upon
the achievernent of a financial performance target over
three years. The oplions are granted at market value
and awards made 1o Executive Directors are over
shares worth 100% of salary as at the 31 December
orior to grant.

Pre 1 January 2003 Grants: For grants made in relation
to performance periods commencing up to and
ncluding 1 January 2002, the extent to which an option
vests (and therefore becomes exercisaple) is measured
by reference 1o absolute growth in the Company's EPS
over the three year performance period.

The vesting of the granis is based on the following
schedule:

« If the annual compound growth in EPS s less than
10%. none of the options may be exercised

+ If compound growth in EPS is more than 15%. aif of
the cptions may be exercissd

* For & compourd growth in EPS of tetween 10%
and 15% a gropartion of the options may be exercised.

For the EOF awards granted during 2002, which
vested during 2005, the annual compound growth in
EPS was 13.93% which resulted in 89.3% of the
cotions becoming exercisable

Post 1 danuary 2003 Grants: For awards granted after
1 January 2003, periormance criteria Is measured by
reference to the Company's EPS growth refative to
the increase in the RP! over the free year
performance pered.

The vesting of the grants is based on the following
schedule:

= If the levet of EPS growth is less than RPI + 5
percentage points per annum, none of the options
may be exercised

+ [f the level of EPS growth equals RPH + 5
parcentage points per annum, 40% of the options
may be exercised

« It the level of EPS growth is equal to BP! + 10
percentage points per annum, all of the options
may be exercised

62 Annual review and accounts 2005

* For an EPS growth of betwesn RPI + 5 percentage
points and RP| + 10 perceniage points per annum.
a proportion of the options may be exercised.

For awards which have completed their performance
period on 31 Decearmer 2005. the annual compourntd
growth has been at least 10% pius RPL

4. Pensions and life assurance

Serco operates both defined benefit and defined
contribution pension schemes. The Executive
Direciors participate in the Serco Pension and Life
Assurance Scheme. This is a funded, defined
benefit scheme wnich provides for a pansion of
two-thirds of pensionable salary foliowing a full
career. The normal retirement age for Executive
Directors is 60. Members contribute to the
scheme at rates varying according to the section of
the scheme. The Executive Dirsctors contribute at
gither 7% or 8% of pensicnable saiary.

For the year ended 31 December 2005. bonuses
for tne Bxecutive Chairman were inchuded in
pensionable salary in accordance with the rules of
the schieme. The Commillee reviewed this during
2004 and decided that, as a policy. bonuses
should not be pensionable for any Serco employes.
Theretore the rules have been armended 1o define
pensionable salary as base salary only for pansion
accrued after 31 Decemnber 2C05. No campensation
has been paid to any Diractor or other staff member
for the removal of bonuses from the definition of
pensionable salary.

As a result of therr joining the company after 1989,
Chnistopher Hyman and Andrew Jenngr have been
subiect to the HM Revenue & Customs Earnings Cap
on pensionable satary within the Serco Pension and
Life Assurance Scheme. The Company has provided
defined contribution pension arrangements 1o
supplement the Serco Pension and Life Assurance
Scheme for Christopher Hyiman and Andraw Jerrer,
However contributions to these arrangements ceased
during 2005 and were replaced by a cash alternalive.
Tris is a short term maasure until Aprit 2006 when
pensions in the Serco Pension and Life Assurance
Scheme for service after this time will no longer be
subject o the earnings cap.

The Committee has been advised by Mercer
throughout the year on the implications of the new
legistation on tax simplification for pensions. The
Commiitee has considered its response to the
legistation and concluded that it would take the
following approach.

Firstly, it will ensure that scheme members are
provided with full information concerning the
changes in legislation and how it may affect therm.




Secondly, the Committge has ensured that it was
provided with regular and current anaiysis of the
approaches adopted by other companies within its
comparator group and within the broader FTSE 250.

Trirdly, it considered and produced a response to
the new legislation which complies with any ABI
guidelines but aiso enables the company o
continue {0 recruit and retain talented individuals
within its senior management.

In particular. & has been agreed that the Eamings
Cap on pensionable salary will not apply lo pension
samed from 6 April 2006. Pension earned before
that date will not be affected and the overall imits
on target pensions at retrement will remain unchanged.

Executive Directors whose total pension benefits
axceed the new Lifetime Allowance (and any other
members in a shinilar position), will be given the
option to remain in the Pension Schame or to opt
out and receive a cash alternative in lieu of further
2ENSioN Provision,

Name of Director Date oinac Group

5. Service contracts and compensation

Each Executive Director has a roling service
contract with the Company and these service
contracts will be available for inspection prior to the
start of and immediatsly after the Company's
Annual General Meeting. The service contracts afl
have a notice pericd of 12 months.

Under the service contracts for the Executive
Dirsctors. the Company reserves the right to make
a payment in lieu of notice. In addition. where a
Diractor leaves the Company following a change of
control, whether or not he is dismissed or he elecls
to feave on notice, he wilt be entitled {o recewve a
payment equivalent 1o up to one years remuneration
The service contracts do not provide for termination
payments to be made in any other circumstances.

There have been no payments made during the
year in refation to compensation for loss of office.

A summary of detalls relating to each Director who
served during the year is provided Delow:

Uraxpirad tarm ans
~oica periad At
Decerber 2005

Date o7 contracy
cetter of apointment

Data of apnointment
‘0 the 2eard

Executive Directors:

K S Beeston 29 April 1985
C R Hyman 30 August 1994
A M Jenner 4 November 1996

29 February 1996 21 July 2603 Raling contract with

12 manths notice period

1 April 1899 21 July 2003 Roling contract with
12 months notice period
3 May 2002 21 July 2003 Rolling contract with

12 months notice oeriod

Nams of Dirgstor

Zaie O gpoointmien;

G the Zoard

Non-Executive Directors:
M A Ford

7 N Hodge

0 8 Julius*

D H Richardson

8 October 2003 7 October 2003 9 months
5 April 2000 17 March 2004 4 months
29 Qctober 2001 18 Novemier 2004 23 months
2 June 2003 29 May 2003 5 months

“Sanior Indepandent Diractor

Note: Non-Executive Directors have a three-month
notice periad and no compensation or other benefits
are payable on early termination.

Non-Executive Directors of the Company are initially
appointed for a three-year tenm. and that appointment
may be terminated on three months' written notice.
Renewal of appointments 1s not automatic, and Non-
Executive Directors are required (o retire and stand for

re-giection in accordance with the Company's Articles
of Association.

As at 31 Becernber 2005. the Non-Executive Directors
of the Company have no perscnal financial interest

in the matters determined by the Committes. there
are no conflicts of interest ansing from cross-
directorships and no involvement in the day-to-day
unning of the Group.
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The fees and terms of engagement of Nen-Executive
Directors are reviewed on an annuat basis and
approved by the Board. They are cumently set at a rate
of £35.000 per annum. The Board has also approvad
the payment of £10,000 per annum to the Chainmen of
the Audit and Remuneration Comimittees

1 Directors’ remuneration

with effect from 1 June 2005 {previously £5.000 per
annumy). and £5.000 per annum to the Senior
Independent Sirector. The Board does not believe

that the partial payment of fees in shares is aporopriate
and wil therefore continue to make cash-only
payrments. Non-Executive Directers’ feas are not
performance-related.

The Remuneration of the Directors for the year was as follows:

Total Estimated Tokai Total

Ramuinarati Ramunaration

exc s} axzluding

Nota Aernuneration Fees Bonus Parsians 2055 Pansicrs 2004

« S Beeston 1.2 £454.400 £200,000 £50,414 £704 814 £568,7H4
M A Ford £35,000 £35,000 £34 166
R N Hodge £42 917 £42,917 £39.166
C R Hyman 1.2 £454.4C0 £200,000 £48.508 £702,908 £569,018
A M Jenner 1,2 £283.120 £170,000 £48.5493 £501,713 £363,601
1S Julius £40,000 240,000 237,500
D H Richardscn £44,083 £44,083 £36,999
Total £1.191.920 £162,000 £570,000 £147 515 £2.071,435 21,647,204

1. The bonuses shown include performance bonusas earned in the pericd under review. but nat paid in the financial year

2. The value of non-cash benefits relates to the provision of a car allowance and privatée healthcare.
2 Directors’ shareholdings

The Directors’ interests in the shares of the Company were as follows:
Ordinary Shar2s of 2p each
fuly pain 1 January 2008

Crdinary Shares of 20 each
fo.iy pad 31 Decambper 2005

¥ S Beeston 182,638 182.638*
M A Ford g 54933
RN Hodge 2.010 2,010
C R Hyman 106.234 116.508*
A M Jenner 54,976 60,994
DS hiius 15.000 15,000
) H Richardson 10.000 10.600

=21 557 2P KS Beestony

hares. 31 587 of C A Hymans shares and 18 728 of AM Jernars sharss arg @l 1
the Deferred Bonus Scheme, under wihne srovided thal such shares remain in trust for thres yesrs they are 8150 granted an award over an

rms o

i i trust on thair behal! und

i particoanen in
ber of shares

Crdinary shares are beneficial holdings which include the Directors' personal noldings and those of their spouses and minor children

They also include the beneficial interests in shares which are held in trust under the Serco Group ple (1998) Employee Share

Ownership Trust and the Serco Group plc Employes Benefit Trust.
3. Share-based incentives
This section has been audited by Beloitte & Touche LLP

(i} Serco Group ple 2004 Executive Deferred Bonus Scheme

Numier of Shares under

award at 31 December 2005 Date of grant

Vesting date

K S Beestan 21,557 2 March 2004
C R Hyman 21,557 2 March 2004
10,030 9 March 2005

AM Jenner 12741 2 March 2004
8.018 9 March 2005

2 March 2007
2 March 2007
9 March 2008
2 March 2007
9 March 2008
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3. Share-based incentives (continued)

il Serco Group pic 1996 Long Term incantive Scheme (LT1S)

verioy o : [

axarciia

Dat

]
o

¥ 5 Beasion 3y award -
3w dward

3y award

3 yr award

3y waar TEE 42t - - N

3 yr award - - g i 234
WA Tordd

3y award 32.868 - - - AN

3 yrawdaic A g $3d N

3yra - 11808 N

3 yr award T85.7897 - - - 186,238 i T.a3

Gy Al - - - 173742 N s

By Aaward TGt - - - PR N 230
A ey 3y avesid Pl - HER L N T ha

3y AT 104 138k - - HS SRR N “7a

Fyran 750 - - 78,101 RE 23

1 Dac 2002

22 Dan PN

Tho schame is an dnapproved schame for HM Ravaenue and Customs purposes.

awards, 1o awards Nave hacl |

No payment was mace for tho grant o :
and no awards have been axercisas by the Directors snce the end of the financial year.

The performance criteria oo which s axercise of awards Ladar the
page 1

For each share undar an LTIS opton that is snexpirad at the ena of the financial y2ar the marke? prics at

year were 317p and 2340 raspactively.
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3. Share-based incentives {continued)

i) Serco Group plc 1998 Executive Qption Plan and Serco Group ple 2005 Executive Oplion Flan (E0P)

MNurmper of lLagsed Markat prica VENS
shares undor Granied Fxocised  inoxomisen & [xarcisn roalisad on 0T Datz of
optian as at cinng durng e ores axXoCiss which 2xpury of
1Jan 2006 jetzidlele! ei=iiele} [ ) £ exeicsabls ontion
K S Beesion Apuroved 13,788 - - - 13782 - 218 - 21 May 2001 20 May 2008
Unasroved 68,922 - - - 38.922 - 218 - 21 May 2000 20 May 2008
Lnagproszd 76,734 - - 75,734 245 TAD 2062 31 Mar 2000
Urasproved 58784 - - - B 128 - 3ADF20G3 4 Aor20N0
Unasmoved 91,321" - - - 435 — P8 Nar 2004 27 Ma 20t
nacprovaa 152 (3u* 16247 251 -3 May 2005
Unagorovact 2855157 - - - 33 - Gaay 2006 5 May 2013
Lnagorowsd 218320 237 - 3AMaAr 2007 FMer 2004
Unacorowaac - 1A% AU - - 235 - 2B AU EICE A0 AL 2003
WA Ford - - - - - - - - - -
i M Hodgs
C A Hyman Agroved - "275% - 218 4
Linaopoved ~ - - 25280 - 218 — Pty 00
- - - =0.812 - 245 ~ 1 Apr 002
- - - 124 - 3An 2003
£33 23 siar
- - PERIER 2.8 -
— — — — 53 —~
Ca P
- 183 4G4 - - 183,404 - 235
AN Jarner - - - 4,134 212 - 21 May 2
Apraved 3544 ~ - - 8074 - 448 — T Aprzoge o
Unapproved 7422 - - 2,45 = 7 Apraan?
Unapomwid 12,006 .28 O ADr 20
Linapcroved 15 324*% - - - - L35 28 Mar 2004
731897 - - 8.385 - S84 - Biday 2008
17 eat ©nl 3 My 2000
33178 - - - 207 - 30
I - - 235 - PR A 200R O 2Y
D3 duiug - - - - - - - - -

sole purpnse o

The scheme is approved for HM Revenue ang Customs purposas but has an unaoproved schediule,

No payinent was made for the grant of the awards. no awards have had lerms vaned during the period
and no awards have beer: exeraised by the Direclors since the end of the financial year.

The performance critera on which the exercise of awards under ihe EOP is conditional are ag st out on
page 62,

For eact share under an EOP option that is unexpired at the end of the financial year. the market price at

the end of the financial year was 314.26p and the highest and lowest market prices during the financial
year were 317p and 234p raspectively.
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4. Performance graph - Serco five year TSR vs FTSE 350 Index

Serco Group plc TSR vs FTSE 350 Total return Index

120

100

80

&80

Value of £100 invested

40

20
31 Dec 00 31 Dec 01 31 Dec 02 31 Dec 03 31 Dec 04 31 Dec 05

‘n drawarg [his grach it has Deen assomed that all dividends pald have Deen ra-nvasted. The TSR lavel shown at 31 Decernizer gach

yadr 15 the average of tha cioging daiy TSR leveis ‘or the 30-day perad 4o to and n ng that data.

Ag dztailed earfier, T53 15 defined as the retun shareolders would reczive if they hald a notional number of shares, and recsived

ghadends on ihose sharss ovar a pariod of tra. [Emessures the percentage growsh 0 118 raleva ™ ComMDany's sharg prite togather with

“hevaue of any dividends nald assuming thal the dividands ars reinvested imio e comoarys shas.

5. Pensions and life assurance
This section has been audited by Deloitte & Touche LLP

The Direciors receive pension and ife assurance benefits consistent with those provided by other leading
companies. The details of the defined benefit schemes operated by the Group are set out in note 28. In the
event of death in service, each schems provides for a lump sum payment as well as a dependants' pension.
The acorued pension benefits of all Directors under the Serco Pension and Life Assurance Scheme, which is
a defined benefit scheme. are as follows:

s Sarco Group plc

=t FTSE 350 dex

Provided by
Ernst & Young LLP

Transter value Tansier value

of acocrued acerued inorzasain Gross inoreass incraasa in Vau@ of nat
barelits ar ! Girector's rangie vaiue inaccried  acciuad pansion nereAge Toil acoruan
31 December cantrinutiong ftirng oansion during in accruAl c2nsion a:
2005 for the year the year ha year r the year yaar and
o 3) = (213 (8 {7} &
e L g £0a Lpa [ Coa.
K S Beeston 1,706,038 1,153.549 31,511 520,978 41,6687 36,809 308,390 221,585
C R Hyman 259,288 183,260 15,705 80,321 4,390 3724 17.549 29.040
A M Jenner 85513 54,965 15,705 24,843 3,850 3.598 10.326 13,200
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Notes to pension benefits:

{a} The lotal accrued pension shown is that which woitd be paid annually on retirement. based on senvice
fc the end of this year. The increase in accrued pension during the vear is shown both as a gross
increase and excluding any increase in respect of inflation.

(b) Transter values have been calculated in accordance with version 9.2 of the Guidance Note GN11
issusd by the actuarial profession. The difierence between the transfer values at the beginning and
end of the year, shown in (4). includes the effect of fluctuations in the transter value due to factors
beyond the control of the Company and the Direclors. such as stockmarket movemnents. It is calculated
after deducting Directors’ contributions.

{d) The value of the net increase in accrual represents thg incremental value Lo the Director 0! his service
during the year. calculated on the assumption that his service terminated at the year end. 1t is based
on the increase in the accrued pension net of inflation after deducting the Directors contributions

(e} Members have the option to pay Additional Voluntary Contributions: neither the contributions nor the
resulting benefits are included in the above table.

{fy Transfer values disclosed do not represent the sum paid or payable to the ndividua!l Direclor. Instead.
they represent a potential liabiiity of the pension scheme.

C R Hyman alsc benefits from a defined contribution arrangement to which the Company contributed
prior to April 2005. The Company contributions to this arrangement were 15 per cent of remuneration
in excess of the Permitted Maximurm under the approved Scheme. These amounted to £10.815 in 2005.

g

C R Hyman has received non-pensionable cash payments tolaling £98 406 during 2005 in place ot
Company contributions to the defined contribution arrangernent. in September 2004 he received a
non-pensicnabie cash payment of £95.400 in recognition of the higher contribution due frem his time
of appointment as Chief Executive.

(hy A M Jenner also benafits from a defined contribution arrangement to which the Company contributed
prior 1o June 2005. The Company contibutions 10 this arrangement ware 15 par cent of remuneration
in excess of the Permitled Maximum under the approved Scheme. These amounted to £7.690 in 2005.

A M Jenner has received non-pensionable cash payments totailing £51.189 during 2005 in place of
Company contnbutions 1o the defined contribution arrangement.

Approved by the Beard ¢f Directors and signed on its behall:

Joanne Roberts
Secretary

Serco House
16 Bartley Wood Business Park
Bartley Way
Hook
. Hampshire
RGZ7 QUY

1 March 2008
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Independent auditors’ report

independent Auditors’ Report o the

Members of Serco Group plc

We have audited the Group financial statements of
Serco Group ple for the year ended 31 December
2005 which comprise the consolidated income
statement. consoiidated statement of recognised
income and expense, consulidated balance sheet.
consolidated cash flow statement and the related
notes on pages 71 1o 125.

These Group financial statements have been
crepared under the accounting policies set out
therein. We have also audited the information in the
directors' remunegralion report that is descrived as
having been audited

We have reported separately on the individual
Company financial statements of Serca Group ple
or the year ended 31 December 2005.

Tris report is made salely to the Company's
members. as a body. in accordance with section
235 of the Companies Act 1985, Our audit work
nas been undertaken so that we might state to the
Company's members those matters we ara
required to state to them in an auditors' report and
for no other purpose. To the fuliest extent permitted
oy law, we do not accept or assume responsiility
to anyone cther than the Company and the
Company's members as a body, for our audit work.
for this report. or for the opinions we have formed.

Respective responsibilities of directors and
auditors

The directors’ responsibilities for preparing the
annual report, the directors’ remuneration repart
and the Group financial statements in accordance
with applicable law and International Financial
Reporting Standards (IFRS) as adopted for use in
the Eurapean Union are set out in the staterment of
directors' responsibilities.

Our responsibility is to audit the Group financial
statements and the part of the directors’
remuneration report dascribed as having been
audited in accordance with relevant United Kingdom
legal and reguiatory requirements and International
Standards on Audliting (UK and Ireland).

We report to you our opinion as to whether the
Group financial statements give a true and fair view
in accordance with the refevant financial reporting

framewaork and whether the Group financial
statements and the part of the directors’
remuneration report described as having been
audited have been properly prepared in
accordance with the Companies Act 1985 and
Article 4 of the 1AS Regulation. We report to you if,
in our gpinion, the directors’ report is not consistent
with the Group financiat staterments. We also report
10 you if we have not recelved all the information
and explanations we require for our audi, or if
informaticn specified by faw regarding direciors’
transactions with the Company and other mambers
of the Group is not disclosed.

We also repert 1o you if. in our opinion, the
Company has not complied with any of the four
directars’ remuneration disclosure requirements
specified for our review by tre Listing Rules of the
Financial Senvices Authority. Thesa comprise the
amount of each element in the remuneration
package anc information on share ogtions. datails
of long term incentive schemes, and money
purchase and defined benefit schemes, We give a
staternent. 1o the extent possible. of details of any
non-complianca.

We review whether the corporate governance
statement reflects the Company's compliance with
the ning provisions of fhe 2003 FRC Combined
Code specified for our review by the Listing Rutes of
the Financial Services Authority. and we report if i
dosas not. We are not reauired to consider whether
the board's statement on internal controf covers alt
rsks and controls, or form an opirion on the
effectiveness of the Group's corporate governance
procedures or its risk and control procedures.

We read the directors’ report and the other
information contained in the annual report for the
above year as described in the contents section
including the unaudited part of the directors’
remuneration report and we consider the
implications for olir report if we become aware of
any apparent misstatements or material
inconsistencies with the Group financial statements.

Basis of audit opinion

We conducted our audit in accordance with
International Standards on Auditing UK and
Ireiand} issued by the Auditing Practices Board.
An audit includes examination, on a test basis. of
evidence relevant to the amounts and disclosures
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in the Group financial statermenits and the part of
the directors’ remuneration report described as
having been audited. It also includes an
assessment ¢f the significant estimates and
judgements mads by the directors in the
preparation of the Group financial statements. and
of whether the accounting policies are appropriate
to the Company's circumstancas. consistantly
applied and adequately disclosed.

We planned and performed our audit 50 as to
chtain all the information and explanations which
we considered necessary in order to provide us
with sufficient evidence to give reasonable assurance
that the Group financial statements and the part of
the directors’ remuneration report descrived as
having bbeen auditad are free from material
misstatement, whether caused by fraud or other
irreguiarity or error. In forming our opinion we also
evaluated the overall adeguacy of the presentation of
information in the Groug financiat statements and the
part of the dirgctors’ remuneration report described
as having been auditad.

Opinion

In cur opinion:

« the Group financial statements give & true and
fair view. in accordance with IFRS as adopted for
use in the Furopean Union, of the state of the
Group's affairs as at 31 December 2005 and of
its profit for the vear then ended. and

the Group financia’ statements and the part of
the directors’ remuneration report described as
having been audited have baen properly
prepared in accordance with the Compariies Act
1985 and Article 4 of the 1AS Regulation.

Deloitte & Touche LLP
Charterad Accountants and Registered Auditors

London

1 March 20086
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Consolidated income statement
for the year ended 31 December 2005

2005 2004
Notes Em em

Continuing operations
Revenue 4.5 2,260.3 1,638.9
Cost of sales (1,935.3) {1.394.3)
Gross profit 325.0 24286
Administrative expenses (214.3) (166.2)
Other expenses — amortisation of intangibles (13.6) {7.2)
Total administrative expenses {227.9) {173.4)
Operating profit 5.6 971 892
Investment revanue 8 336 35.3
Finance costs g (52.8) (40.5)
Profit before tax 77.9 64.0
Tax 10 {23.5) {(19.5)
Profil for the year 54.4 445
Allributabie to:
Equity holders of the parent 53.4 43.5
Mincrity interest 1.0 1.0
Earnings per ordinary share (EPS)
Basic EPS 12 11.66p 10.11p
Diluted EPS 12 11.46p 999p
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Consolidated statement of recognised income and expense
for the year ended 31 December 2005

2005 2004
Notes £m £m
Net actuarial loss on defined benefit pension schernes 28,32 {58.4) {29.4)
Actuarial gain on reimbursable rights 28.32 356 13.0
Goodwill previously written off, released on sale of subsidiary 32 - 0.2
Net exchange gain/(toss) an translation of foreign operations 32 6.9 (3.3)
Fair value gain on cash flow nedges during the year 32 6.1 -
Tax credit on items taken directly 1o equity 32 2.0 5.6
Net expense recognised directly In equity (7.8) (13.9)
Profit for the year 54.4 445
Total recognised income and expense for the year 46.6 306
Allributable to:
Equity holders of the parent 4585 29.6
Minority interest 1.0 1.0
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Consolidated balonce sheet
at 31 December 2005

2005 2004
Note £m €m
Non-gurrent assets
Goodwil 13 544.5 177.4
Other intangible assets 14 107.8 75.0
Property, plart and equipment 16 103.0 98.2
Investments 17 - 13.7
Trade and other receivables 20 452.8 3906
Deferred tax assets 23 91.2 50.1
1,306.3 803.0
Current assets
[nventories 19 36.4 269
Trade and other receivables 20 528.8 3801
(Cash and cash equivalents 21 240.7 200.5
805.9 8175
Total assets 2,112.2 14205
Current liabilities
Trade and other payables 25 (531.1) (417.0)
Current tax liahilities (19.5) 5.8)
Obligations under finance leases 24 (8.2) 8.1}
Loans 22 (64.8} {46.4)
Financial instruments 27 (4.9) -
(628.5) {477.3)
Non-current liabilities
rade and other payables 25 (5.0) (0.6}
Cbligations under finance leases 24 {18.2} {182)
lLoans 22 (744.7) (451.3)
Financial instrurnents 27 {30.8)
Retirement benefit cbligations 28 (306.6) {242.9)
Provisions 29 {26.3) 6.0
Deferred tax liabikties 23 {52.1) (55.0)
{1,223.7y (774.0)
Totat liabilities {1,852.2} (1.251.3)
Net assets 260.0 169.2
Equity
Share capital 30 9.4 8.7
Share premium account 31 269.5 1915
Capitai redemption reserve 0.1 0.1
Retained earnings 32 132.8 104.4
Retirement bensfit obligations reserve 32 (139.0) {124.4)
Share-based payment reserve 32 16.6 6.2
Own shares reserve 32 (16.4) (16.4)
Hedging and transiation resarve 32 {15.1) {2.6)
Equity attributable to equity holders of the parent 2579 167.5
Minority interest 21 1.7
Total equity 260.0 169.2

The financial staterments were appioved by the Board of Directors on 1 March 2006 and signed on its behalf by:

Kevin Beeston
Execuitive Chairmay

Andrew Jenner
Finance Director

po—
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Consolidated cash flow staterment
for the year ended 31 December 2005

2005 2004
Note £m £m
Net cash inflow from operating activities 33 140.8 87.6
investing activities
interest paid {47.6) {39.4)
interest received 328 35.0
Disposal of subsidiary and business undertakings — 3.2
Proceeds from disposal of property, plant and equipment 0.4 0.4
Proceeds from reduction in investrent in joint venture - 18
Acquisition of franchise - “mn
Acauisition of subsidiaries, net of cash acquired 15 (281.7) (1379
Purchase of cther intangibie assets (13.1) 4.1
Purchase of property, plant and eguipment (22.3) (21.9)
Net cash outflow from investing activities {331.5) (42.8)
Financing activities
Dividends paid 1 (12.5) {(10.4)
Sepayment of borrowings (5.8) {0.8)
New loan advances 2720 102
Capital element of finance iease repayments (8.4) {9.0)
Proceeds from issug of share capital 44 0.7
Dacreasa in non recourse loans {21.5) (19.2)
Net cash inflow/(outflow) from financing activities 228.2 (28.5)
Net increase in cash and cash equivalents 375 16.3
Cash and cash equivalents at beginning of year 200.5 184.6
Net exchange gain/iloss) 27 0.4
Cash and cash equivalents at end of year 21 2407 200.5
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Notes to the financial statements

1. General information

Serco Group ple (the Group) is a company incorporated in the United Kingdom under the Companies Acl 1985, The address

of the registered office is Serco House, 16 Bartley Wood Business Park, Barlley Way. Mook, Hampshive, RG27 9UY. These
consoiidaled financial statements (the financial statements) are presenied in pounds sterling because this is the currency of the
primary economic environiment in which the Group operates. Foreign operations are included in acccrdance with the policias set
out in note 2.

2. Significant accounting policies

Basis of accounting
These financial statements on pages 71 to 125 have been prepared in accordance with international Financial Reparting
Standards (IFRS) adopted for use in the European Union.

First-time adoption of International Financial AReporting Standards

The financial statements have been prepared In accordance wih the accounting policies adopted under IFRS for the first time with
a transition date of 1 January 2004, The disclosures raquired by IFRS 1 First-time Adoption of International Financial Reporting
Standards' concerning the transition from UK GAAP to IFRS can be found in our announcement of 31 August 2005 Transition to
IFRS Report' published as part of the interim report 2005, Reconciliations to IFRS from the previously published UK GAAP financial
statements are shown in note 39,

General

The financial statements have been prepared on the historical cost basis. The principal accounting policies adopted are set out
below.

Tne Group adoptad 1AS 32 Financial Instruments: Disclosure and Presentation’ and |AS 39 ‘Financial Instruments: Recognition
and Measurement” prospectively from 1 January 2005, Accordingly. comparative information has riot Deen restated. Details of tha
adopticn are set out In note 39.

Presentation of financial information
The primary statements within the financial information contained in this document have been prasented in accordance with 1A3 ¢
‘Presentation of Financial Statements”,

Basis of consolidation

The consclidated financial statements incorporate the financial statements of the Company, entities controlled by the Company
{its subsidiaries) and entities jointly controlled by the Cormpany (its joint ventures) made up to 31 December each year. Control is
achieved whers the Company has the power to govern the financia: and operating policies of an investee entity So as to obiain
benefits from its activities.

The resuits of subsidiaries and joint veniures acguires or disposed of during the year are included in the consolidated income
statement from the effective date of acquisition or up to the effeciive date of disposal as appropriate.

Whnere necessary. adjustments are made to the financial statements of subsidiaries and joint ventures o bring accounting policies
used nto line with those used by the Group.

All intra-Group transactions. balances, income and expenses are efiminated on conscidation.

Minority interests represent the portion of profit or loss and net assets in subsidiaries that s not held by the Group and is
presented separately from parent shareholders’ equity within eguity in the consoligated balance sheet.
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Notes to the financial statements

2. Significant accounting policies (continued)

Business cornbinations

The acguisition of subsidiaries is accountad for using the purchase method. The cost of the acguisition is measurad at the
agyregate of the fair values. at the date of exchange. of assels given, liabilities incurred or assumed. and equity instruments
issued by the Group in exchange for control of the acquiree. plus any costs directly attributable 1o the business combination
The acquiree’s identifiable assets, liabilities and contingent tiabilities that meet the conditions for recognition under IFRS 3
‘Business Combinations' are recognised at their fair value at the acquisition date.

Goodwill arising on acqguisition i recognised as an asset and initially measured at cost, being the excess of the cost of the
business combination over the Group's interest in the net fair value of the identifiable assets, liabiiities and contingant fiabilities
recognised. If, after reassessment. the Group's interest in the net fair value of the acauiree’s identifiable asgsets, liabilities and
contingent habilities exceeds the cost of the business combination. the excess is recognised immediately in the income statement.

The interest of minority shareholders in the acquiree is initially measured at the minority's proportion of the net fair value of the
assets, liabilities and contingent liabilities recognised.

Goodwill
Goodwill arising on consolidation reprasents the excess of the cost of acguisition over the Group's interest in the fair value of
the identifiable net assets and liabilities of a subsidiary, or jointly-controlied entity at the date of acquisition.

Goodwill is recognised as an intangible asset. Goodwill is not amortised and is reviewed for impairment at least annually,
Any impairment is recognised immediztely in the income statement and is not subsequently reversad,

On disposal of a subsidiary or jointly-cantrolled entity, the attributable amount of goodwill is includad in the determination of the
orofit or loss on disposal,

Goodwill arising on acquisitions before the daie of transition to IFRS nas been carried forward as the unadjusied UK GAAP
amounts. Goodwilt writtan off to reserves under UK GAAP prior to 1998 has not baen reinstated,

Investments in joint ventures

The Group’s investments in oint ventures are reported in the financial statements using the proportionate censolidation method,
wheraby the Group's share of each of the asseis. liakiities, income and expenses of its jaint ventures is combined fine by line with
similar itemns in the Group's financial statemeants or reported as separate ling items within the Group's

financial statements.

Revenue recognition
Ravenue is measured at the fair value of the consideration received or receivable and represents amounts receivable for goods
and services provided in the normal course of business. net of discounts, VAT and other sales-related taxes.

Sales of goods are recognised when goods are detivered and fitle has passed.

Ravenue from long-term project-based contracts is recognised in accordance with the Group’s accounting policy below.
Interest income is accrued on a time basis, by reference to the pringipal outstanding and at the effective interest rate applicable.
which is the rate that exactly discounts estimated future cash receipts through the expected life of the financial asset to that

assel's net carrying amount.

Dividend income from invastiments is recognised when the shareholders’ rights to receive payment have baen established.
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2. Significant accounting policies {continued}

Segmental information
Segmental information is based on two segment formats: the primary format reflects the Group's management structure,
whereas the secendary format is gecgraghically-orientated.

Unallocated items comprise mainly corporate expenses. Specific corporate expenses are allocated to the carresponding
segments. Segment assets comprise goodwill. other intangible assets. property, plant and equipment, other debtors and
prepayments, inventories and trade and other receivables (excluding corporation tax recoverable). Liabilities comprise trade
and other payables and retirement benefit obligations. Inter-segment trading is not significant.

Long-term project-based contracts

The Group has a number cf long-term contracts for the provision of complex, project-based services. Where the cutcome of
such long-term project-based contracts can be measured reliably, revenue and costs are recognised by reference 10 the stage
of compietion of the contract activity at the balance sheet date in accordance with IAS 18 'Revenug'. This is measurad by the
propertion that contract costs incurred for work performed to date bear to the estimated total contract costs, except where this
would not be representative of the stage of completion. Variations in contract work, claims and incentive payrments are included
10 the extent that they have been agreed with the customer,

Whaere the outcome of a long-term project-based contract cannot be astimated reliably. contract revenue is recognised to the
axtent of contract costs that it is probable will be recovered. Contract costs are recognised as expensas in the period in which
they are incurred.

When it is probable that the lotal contract costs will exceed total contract revenue, the expected 10ss is recognised as an
expense immediately.

All bid costs are expensed through the income statement up to the point where contract award (or full recovery of costs) s
virtually certain. Bid costs incurred after this point are then capitalised within trade and other receivables. On contract award
these bid costs are amortisad through the income statement over the contract paricd by reference to the stage of completion
of the contract activity at the balance sheet date.

Inventories

inventories are stated al the lower of cost and nel realisable value and cornprise service spares and long-term project-based
contract balances. Cost comprises direct materials and, where applicable. direct labour costs that have been incurred in bringing
the inventories to their present iocation and condition.

Leases
Leases are classified as linance leases whenever the terms of the lease transfer substantially aft the risks and rewards of
ownership 1o the lessee. All other leases are classified as operating leases.

Assets held under finance leases are recognised as assets of the Group at fair value or, if lower, ai the present value of minimum
lease payments determined at the inception of the lease. The corresponding liability to the lessor is included in the balanca sheet
as a finance lease odiigation. Lease payments are apportioned between finance charges and reduction of the lease obligation so
as to achieve a constant rate of interest on the remaining balance of the fiability. Finance charges are charged directly against
income. unless they are directly attributanie to a qualifying asset. in which case they are capitalised in accordance with the
Group's gereral policy on borrowing Ccosts {see Delow).

Rentals payable under operating leases are charged to income on a straight-line bagis over the term of the refevant lease.
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Notes to the financial statements

2. Significant accounting policies (continued)

Foreign currencies

Transactions in currencies other than pounds sterfing are racorded at the rates of exchangs on the dates of the transactions. At
each balance sheet date. monetary assets and liabilities that are denominated in foreign currenciss are retranslated at the rales
prevailing on the balance sheet date. Non-monetary assets and labilities carried at fair value that are denominated in foreign
currencies are transtated at the date when the fair value was determined. Gaing and losses arising on retranslation

are included in the net profit or loss for the period. except for exchange differences arising on non-monetary assats

and liabifities where the changes in fair value are recognised directly In equity in the statement of recognised income and
expense {SORIE).

On consaolidation, the assets and liabilities of the Group's averseas operations are translated at exchange rates prevalling on the
baiance sheet date. Income and expense items are translated at the average exchange rates for the period. Exchange differances
arising, if any. are recognisad directly within equity in the Group's hedging and translation reserve. Such translation differences are
recognised as income of expenses in the period in which the operation is disposed of

Goodwilt and fair value adjustments arising on the acquisition of a foreign enlity are treated as assets and liabilities of the forsign
ertity and translated at the ciosing rale.

Borrawing costs

Borrawing costs directly altributable to the acquisition. construction or production of qualifying assets, which are assets that
racessarily take a substantial period of time to get ready for their intended use or sale, are added to the cost of those assets. unill
such time as the assets are substantially ready for their intended use or sale.

All other borrowing costs are recognised as an income or expanse in the period in which they are incurred.

Ratirement benefit costs
Payments to defined contribution pension schemes are charged as an expense as they fall dua.

For detined benefit pension schemes. the cost of providing benefits is determined using the projected unit credit method, with
actuarial valuations being carrted out at each balance sheet date. Actuarial gains and losses are recognised in full in the period
in which they occur. They are recognised outside the income staterent and are presented in the SORIE.

The current service cost represents the increass in the present value of the plan liabilities expected 1o arise from emoloyee service
in the current period.

Past service cost is recognised immediately to the extent that the benefits are already vested, and is amortised ¢n a straight-iine
pasis over the average peried until the benefit becomas vested. Gains and losses on curtailments or setflements are recognised
in the period in which the curtailment or setiement occurs.

The retirement benefit obligation recognised in the balance sheet represents the present value of the defined benefit opiigation
as adusted for unrecognised past service costs. and as reduced by the fair value of scheme assets. Any asset resulting from

this caiculation is limited to past service cost plus the present vaiue of available refunds and reductions in future contributions
to the plan.

Defined benefit obligations arising from contractual obligations

Whnere the Group takes on a contract and assumes the obligation to contribute vanable amounts to the defined tenefit pension
scheme throughout the period of the contract and it is not virtually certain that the contributions will be recovered from the
customer. the Group's share of the defined benefit obligation less its share of the pension scheme assets that it will fund over the
period of the contract is recognised as a liability at the start of the contract with a corresponding amount being recognised as an
intangible assat. The intangible asset, which reflects the Group's right to manage and operate the contract. is amortised over the
contract pericd. The Group’s share of the scheme assets and liabilities is calculated by reducing the scheme assets and fiabllities
by a franchise adiustment. The franchise adiustment represents the amount of scheme deficits that will be funded cutside the
contract period. Subsequent actuarial gains and lossas in relation t© the Group’s share of pension opiigations are recognised
outside the income statement and are presented in the SORIE.
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2. Significant accounting policies {continued)

Defined benefit obligations arising from contractual obligations (continued)

Where the Group takes on a contract and assumes the obligation to contribute variable amounts te the defined benefit pension
schame throughout the period of the contract and it is virtually certain that the contributions will be recovered from the customer,
the Group’s share of the defined benefit obligation less ite share of the pension scheme assets are recognised as a liability at the
stari of the contract with a corresponding amount being recognised as a financial asset at fair value, being the fair valug of the
reimbursable rights. In the consalidated income statement. the expense relating to the defined benefit plan s orasentad net of the
amount recognised for reimbursement. Subsequent actuarial gains and losses in ralation to the Group's share of pension
abligations are recognised outside the income statement and are presented in the SORIE. The change in fair value of the
reimbursable right that is not presented in the income staterment is reported in the SORIE.

Multi-employer pension schemes
Multi-employer pension schemes are classified as a defined contribution pension scheme or a defined benefit scheme under the
terms of the scheme.

When sufficient information is not available to use defined benefit accounting for a multi-employer defined benefit pension schems,
the Group accounts for the scheme as if it were a defined contribution scheme.

Tax
The tax expense represents the sum of current tax expense and deferred tax expense.

Current tax expense is basad on taxabie profit for the year. Taxable profit differs from net profit as regorted in the income statement
because i excludes dems of income or expense that are taxable or deductible in other years and # further excludes iterns that are
never taxabie or deductible. The Group’s liability for current tax is calculated using tax rates that have been enactsd or
substantively enacted by the balance sheet date

Deferred tax is provided. using the liability methoed. on temporary differences at the balance sheet date between the tax bases of
assets anc liabilities and their carrying amounts for accounting purposes.

Deferred tax liabilittes are generally recognised for all taxable temporary differences. Deferred tax assefs are generally recognised
for all deductible temporary differences, carry forward of unused tax credits and unused tax fosses. to the extent that it is probable
that taxable profit will be available against which these items can be utilised.

Deferrad tax assets and liabilities are not recognised if the temporary difference arises from goodwill or from the initial racognition
af an asset and liability in a transaction ather than a buginess combination and, at the time of the transaction, affects neither the tax
profit nor the accounting profil.

Delerred tax liabilities are recognised for taxable temporary differences arising on investments in subsidiaries and joint ventures.
except where the Group is able to control the reversal of the temporary difference and it is probable that the temporary difference
will not reverse in the foreseeanle future.

The carrying amount of deferred tax assets is reviewed at each balance sheet date and reduced to the extent that it is no longer
probable that sufficient taxable profits will be available to allow ail or part of the asset 10 be utilised.

Deferred tax is measured at the ax rates that are expected to apply in the pericd whan the liabllity is settled or the asset is
realised. based upon tax rates and lagisiation that have been enacted or subslantively enacted at the balance sheet date.
Deferred tax is charged or credited in the income statement. except where it relates to items charged or credited directly to equity.
in which case the deferred tax is also recognised in equity.

Deferred tax assets and liabilities are offset when there is a legal enforceable right 1o set off current tax assets against current

tax liabilities and when they relate to income taxes tevied by the same tax authority where the Group intends (o setlie its current
tax assets and liabilities on a net basis.
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Notes to the financial statements

2. Significant accounting policies (continued)

Property, plant and equipment
Assets held for use in the rendering of services, or for administrative purpeses, are stated in the balance shaet at cost, nat of
accumulated deoreciation and any provision for impairment.

Depreciation is provided on a siraight-line basis at rates to reduce the assets 1o their residual value over their estimated useful
lives.

The principal annual rates used are:

reehold buildings 2.5%
Short-tfeasehold building improverments the higher of 10% or the rate produced by lease term
Machinery 15% - 20%
Motor vehicles 18% - 50%
Sumiture 0%
Cffice equipment 20% — 33%
Leased equipment the higher of the rale produced Dy lease term

or useful life

The gain or loss arising on the disposal or retirement of an asset is determined as the difference between the sales proceeds and
the carrying amount of the asset and is recognised in the consolidated income statement,

Research and development costs
Expenditlure on research is recognised as an expense in the period in which it is incurred. Developiment costs are expensed in the
period inwhich the costs are incurred unless the criteria for capitalisation are met (see Other intangible assets policy below).

Other intangible assets
Customer relationships represent the value of contracls agquired on the acquisition of subsidiaries and are amaortised over the
average length of contracts of five years,

Development expenditure relating to software is capitalised as an intangible asset only if all of the following conditions are mat:

+ an asset is created that can be identified;
= it is probable that the asset created will generate future economic benefits; and
+ the development cost of the asset can be maasured reliably.

Development expendiure is amortised over the pericd in which the Group is expécled to bengfil. This period is between three to
five years. or the length of the contract if langer. Provision is also made for any impairment. All other developiment expenditure is
written off as incurred. Assets under the course of construction are not depreciated.

Licences comgrise premiums paid for the acquisition of licences. which are amortised on a straight-line basis over the life of
the licence.

Franchises represent costs incurred in oblaining franchise rignts and franchise goodwill arising on the acquisition of franchises.
These are amortised on a straight-line basis ovear the life of the franchise.

Pension related intangibles represent assets arising in relation 1o the Group's right to manage and operate contracts where there is
a defined benefit pension scheme and it is not virtually certain tha! contributions wili be recovered from the custoimer but where the
Group's obligation to contribute 1o the scheme ends whan the contract ends. The intangible assets represeant the Group's share of
scheme net liabilities on the date that contracts commence and are amortised on a straight-line basis over the contract life.
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2. Significant accounting potlicies (continued}

Impairment of tangible and intangible assets excluding goodwill

Annually, the Group revisws the carrying amounts of its tangible and intangible assets 1o daterming whether there is any indication
that these assets have suffered an impainment loss. If any such indication exists. the recoverable amount of the assel is estimated
in order to determing the extent of the impairment loss {if any). Where the asset does not generate cash ilows that are
independent from other assets, the Group estimates the recoverable amount of the cash-generating unit (CGU) to which the asset
nelongs.

Recoveradle amount is the higher of 1air value less costs to sell and value in use. in assessing value in use, the estimated future
cash flows are discounted to thelr present value using a pre-tax discount rate that raflects current market assessments of the time
valug of money and the rfsks specific o the asset for which the estimates of future cash flows have not been adjusted.

f the recoverable amount of an asset (or CGU} is estimated to be iess than its carrying amount, the carrying amount of the asset
{or CGLU) is reduced to its recoverable amount. Animpairment [0ss is recognised as an expense immediately.

Where an impairment loss subsequently reverses., the camrying amount of the asset (or CGU) is increased to the ravised estimate
of its recoverable amount, but so that the increased carrying amount dogs not exceed the carrying amount that would have been
determined had no impairmant loss been recognised for the asset {or CGU) in orior vears. A reversal of an impairment loss is
recognised as income immediately.

Impairment losses and reversals are included within other expenses within the corsolidated income statement.

Share-based payment

The Group has applied the requirements of iFRS 2 "Share-based payment'. In accordance with the transitional
provisions, IFRS 2 has been applied to all grants of equity instruments after 7 November 2002 that were not fully vested
as of 1 January 2005,

The Group issues equity-settled sharg-based payments to certain employess and operaies an indand Revenue approved Save As
You Farm share option scheme open to eligible employees which allows the purchase of shares at a discount. These are
measured at fair valus at the dats of grant. The fair value is expensed on a straight-iine basis over the vesting period, based on the
Group’s estimate of shares that will eventually vest.

Fair valus is measured by use of the Black Schoies, Binomial or Monte Cario Simulation modefs depending on the type of
scheme, as set out in note 35. The expected life used in the models has been adjusted, based on management’'s best estimate
for the effects of non-transferability. exercise restrictions. anc behavioural considerations. Where reievant, the vajue of the option
has aiso been adjusted to take account of market conditions applicable to the option.

Accounting for PFI contracts

Within Public Private Partnership (PPP) projects {inciuding Private Finance initiative {PF1) projects). where the concession
agreement fransfers timited risks and rewards associated with ownership to the contractors, during the period of initial asset
construction, costs incurred as a direct consequence of financing. designing and constructing the assat are shown as 'PH assels
in the course of construction’ within non-currerd trade and other receivables. On completion of the assat construction phase tha
asset is ransferred within trade and other receivables ta a "PH debtor’,

Ravenues received from tha customer are appodtioned between capital repayments and operating revenue. The finance income’
slement of the capital repayment is shown as notional inierest receivable within investment revenue.

The Group has seven fully owned Special Purpose Companies {SPC) which are used for the purpose of running the PFI business.
All other SPCs are joint ventures and accounted tfor using the proportionate consolidation method.

Cash and cash equivalents

Cash and cash equivalents comprise cast in hand and balances with banks and similar institutions, which are readily converible
to known amounts of cash and which are subject to insignificant changes in value and have a maturity of three months or less.
This definition is also used for the consolidated cash flow statement.
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2. Significant accounting policies {continued)

Dividends
Dividends are recorded in the Group's consolidated financial statements in the period in which thay are approved by the Group's
shareholders.

Loans
Loans are inittally stated at the amount of the net proceeds after deduction of issue costs. The carrying amount is increased by the
fimance cost In respect of the accounting period and reduced by payments made in the pericd.

Loans of certain SPCs and joint ventures are described as 'non recourse loans’ and classified as such only if no Group company
other than tha retevant borrower has an obligation. under a guarantee or other arrangament, to repay the debt.

Derivative financial instruments and hedging activities

The Group has adopted IAS 32 ‘Financial Instruments: Disclosure and Presentation” and I1AS 39 ‘Financial Instruments:
Recognition and Measurement’ with effect from 1 January 2005, Derivatives are initially accounted for and measured at fair value
on the date a derivative contract is entered into and subsequently measured at fair value. The gain or loss on re-measurement is
taken to the income statement except where the derivative is a designated cash flow hedging instrument. The accounting
treatrment of derivatives classified as hedges depends on their designation. which occurs on the date that the derivative contract is
committed to. The Group designates derivatives as:

« a hedge of the fair value of an asset or liability {fair value hedge}
+ a hedge of the income/cost of a highly probable forecast transaction or commitment (cash flow hedge)
* a hedge of net investmeant in a foreign enlity.

Gains and losses on fair value hedges are recorded in the income statement with the gain or loss on the hedged item atiributable
to the hedged risk.

Gains or losses on cash flow hedges that are regarded as highly eflective are recognised in equity. Where the forecast transaclion
results in a financial asset or liability, anly gains or losses previously recognised in equity are reclassified to profit or loss in the
sameé periodt as the asset or liability atfects profit or loss. Where the forecast transaction or commitment resuits in a non-financial
asset or liability, any gains or losses previcusly deferred in equity are included in the cost of the related asset or liability if the
forecast transaction or commitment results in future income or expenditure. Gains and losses delerred in equity are transferred to
the income statement in the same period as the underlying income or expenditure. The ineffective portion of the gain of loss on
the hedging instrument is recognised in the consolidated income statement

For the ineffective portion of hedges or transactions that are not designated for hedge accounting under 1AS 39, any change in
assels or Hapilities is recognised immediately in the income statement. Where a hedge no longer meets the effectiveness criteria.
ary gains or losses deferred in equity are only transferred to the income statermant when the comimitted o feracast transaction is
recognised in the income statement. However, where cash flow hedge accounting has been applied for a forecast or committad
transaction that is no longer expected to occur. then the cumulative gain or logs that has been recorded in equity at that time
fermains in squity and is recognised when the forecast iransaction is ultimately recognised in the income statement.

Where the Group hedges net investments in foreign entities through currency borrowings. the gains or [0sses on the translation of
the borrowings are recognised in equity. Gains ard losses accumuiated in equity are included in the income statement when the
fareign operation is disposed of.

Provisions

Frovisions are recognised whan the Group has a present obligation as a result of a past event, and it is probable that the Group
will be required to settle that obligation. Provisions are measured at the Directors’ best estimate of the expenditure required 1o
settle the obligation at the balance shest date.
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2. Significant accounting policies {continued)

New standards and interpretations not applied
During the year, the 1ASB and IFRIC have issued the following standards and interpretations with an efiective date alter the dale of
these financial statements:

International Accounting Standards (IAS/IFRSs) Effactive date
IFRS 1 Amendment relating to iFRS 6 1 January 2006
IFRS 6  Amendment relating to IFRS 6 1 January 2006
iFRS 7 Financial Instruments: Disclosures 1 January 2006
AS T Amendment — Presentation of Financial Statements: Capital Disclosures 1 January 2006
IAS 19 Amendment - Actuarial Gains and Losses, Group Plans and Disclosures 1 January 2006
IAS 39 Fair Value Option 1 January 2006
IAS 39 Amendments to 1AS 39 - Transition and Initial Recognition of Financial

Assets and Financial Liagiities {Day 1 profis) 1 January 2006
IAS 39 Cash Flow Hedge Accounting 1 January 2006
IAS 39 Amendment 10 1AS 39 and IFRS 4 - Financial Guarantee Contracts 1 January 2008

international Financial Reporting Interpretations Committee (IFRIC)
IFRIC 4 Determining whether an arrangement contains a leass 1 January 2008

The Directors do not anticipate that the adoption of these standards and interoretations will have a material impact on the Group's
financial statements in the period of nitial application.

Upen adoption of IFRS 7. the Group will have to disclose additional information about its finarcial instruments, their signiticance
and the nature and extent of risks that they give rise to. More specifically the Group will need to disclose the fair value of its
financial instruments and its risk exposiire in greater datail. Thare will be no effect on reported income or net assets.

3. Critical accounting judgements and key sources of estimation uncertainty

Critical judgements in applying the Group’s accounting policies

In the process of applying the Group's accounting policies, which are described in note 2 above, management has made the
following judgements that have the most significant effect on the amounts recognised in the financial statements (apart from those
nvolving estimations. which are dealt with below),

Revenue recognition

Revenue is recognised for certain iohg-term project-based contracts based on the stage of completion of the contract activity.
This is measured by the proportion of costs incurred to estimated contract costs exceot where this would not e represantative
of the stage of completion.

Key sources of estimation uncertainty

The key assumotions concerning the future and other key sources of estimation uncertainty at tihe balance sheet date that have a
significant risk of causing a material adiustment to the carrying amounts of assets and liabiities within the next financial year, arg
discussed below.

Impairment of goodwill

Determining whether goodwill is impaired reguires an estimation of the valus in use of the CGUs to which goadwill has been
allocated. The vaiue in use calculation involves an estimation of the future cash flows of CGUs and also the selection of
appropriate discount rates, which invoives judgement, to calculate present values (see note 13). The carrying vaiue of goodwil
is £544.5m {2004: £177 4m) at the balance sheet date.

Retirement benefit obligations

The caloulation of retirement benefit obligations is dependent on material key assumptions including discount rates, future returns
on asseis and future contribution rates (see note 28). The value of retirement tenefit obligations at the balance sheet date is
£306.6m (2004: £242.9m). Details of the impact of changes in assumgtions relating to retirement benefit obligations are disclosed
in the Finance Review (page 39).
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4, Revenue

An analysis of the Group's revenue is as foliows:

2005 2004

em £m
Rendering of services 2,260.3 16369
Revenue as disclosed in the consolidated income statement 2,260.3 1,636.9
Investment revenue (note 8) 3386 353
Total revenue ag defined in IAS 18 22939 1,672.2

5. Segmental information

The Group manages its business on a market segment dasis and these segmants are the basis on which the Groug reports its

orimary segment information.

Business segments

Civil government Defence Transpert Science Total
Year ended 31 December 2005 £m Em £m £m £m
Revenue 803.6 565.6 548.7 342.4 2,260.3
Result
Segment result 37.5 333 25.0 34 127.2
Unallocated expenses {30.1)
Operating profit a7.1
nvestment ravenue 336
Finance costs (52.8}
Profit before tax 779
lax (23.5}
Profit for the year 54.4
Capital expenditure including acquisitions
Property, plant and equipment 23.3 53 6.7 1.0 36.3
Goodwil 262.% 93.7 - - 355.8
Intangible assets - segments 248 2.4 06 0.4 2g8.2
Intangible assets — unallocatad 12.4
406
Depreciation and amortisation
Depreciation 17.7 6.8 4.3 1.5 30.3
Amortisation - segmens 94 0.5 1.7 1.5 13.1
Amortisation ~ unaliocated 0.5
136
Segment assets
2usiness segment assets 818.1 403.6 2489 271.8 1,742.4
Unallocated assels 36.4
1,778.8
Segment liabilities
Business segment liabitities (324.8) (149.5) (146.8} (172.1) (793.2)
Unallocated liabilities {49.5)
(842.7)
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5. Segmental information {continued)

Business segments

Covit goverrment Defence Transgort Scisnce Tota
Year ended 31 Decamber 2004 £m £m £m £m £rmn
Revenue 8291 3723 345.8 289.7 1,636.9
Result
Segment resuil 268 218 207 265 95.4
Unallocated expenses {26.2}
Operating profit 692
lnvestment revenue 353
Finance costs (40.8}
Profit before tax 64.0
Tax (19.5)
Profit for the year 445
Capital expenditure including acquisitions
Property, plant and equipment 111 43 689 49 272
intangible assels 33 - 7.7 13.5 245
Depreciation and amortisation
Depreciation 51 23 11.0 33 222
Amortisation 53 - 1.0 08 7.2
Segment assets
Business segment asseats 54768 125.0 192.0 2678 11324
Unallocated assets 200
1,152.4

Segment liadilities
Business segment liabilities (134.0) {135.0} (160.8) {209.5) (640.3)
Jnailocated liab:lities (2G.2}

(560.5)
Geographical segments

United North Europe and Asia
Kingdom America Middle East Pacific Total

Year ended 31 December 2005 £m £m £m £m £m
Revenue 1,661.7 2545 2052 1389 2,260.3
Capital expenditure including acquisitions
Property, plant and equipment 26.8 35 341 29 36.3
Coodwill 2621 93.7 - - 355.8
Intangible assets 37.4 2.4 ¢.8 - 40.6
Assets
Geographical segment assets 1,343.3 249.6 118.4 675 1,778.8
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5. Segmental information {continued)

Geographical segments

Uritad North surope arnd Asza
Kingdom America Middle East Pagifc Total
Year anded 31 Decambe 2004 £m £m £m £m £m
Revenue 1.202.3 94.6 186.7 163.3 1,636.8
Capital expenditure including acquisitions
Property, plant and equipment 19.3 1.2 47 2.0 27.2
Gooduwill - - - - -
Intangible assets 24.5 - - - 24.5
Assets
Geographical segment assets 892.8 87.3 107.3 65.0 1.152.4
2005 2004
£m £m
Segment assets comprise:
Goodwil 544.5 177.4
Property, plant and equipment 103.0 96.2
Other intangible assets 107.8 75.0
Iracle and other receivablas — non-current 459.8 3906
invantories 36.4 289
Trade and other receivables - current excluding tax recoverable (see note 20) 527.3 386.3
1,778.8 1.152.4
2005 2004
Em Em
Segment liabilities comprise:
Trade and cther payables - current (531.1} (417.0%
Trade and other payables - non-current (5.0) 0.6)
Hetirement benefit obligations {306.6} (242.9)
(842.7) (860.5)
6. Operating profit
Operating profit is stared after chargmg/{crediting):
2005 2004
£m £m
Net foreign exchange osses/(gains) 0.1 R}
Research and development costs 29.3 342
Depreciation of property, piant and equipment 30.3 22.2
Amortisation of intangible assets included in other expenses 13.6 7.2
Staff costs (note 7) 1,018.2 771.1
Operating lease payments 88.5 408
Operating lease income {0.2) 0.2)
Auditors’ remuneration for audit services {below} 1.2 1.1

Amounts payable to Deloitte & Touche LLP and their associates by the Company and its subsidiary undertakings in respect of

non-audit services were £1.6m (2004 £1.4m).
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6. Operating profit (continued)

A more detailed analysis of auditors' remuneration on a worldwide basis is providad below:

2008 2004
£m £m
Fees paid to Deloitte & Touche LLP:
— Audit services 1.0 0.8
- Bid support 0.1 0.3
- Tax advice 28 28
- Other 0.7 0.3
26 23
Other fees paid to other accountancy firms:
— Audit servicas 0.2 0.2
- intarmna: audit 0.4 a2
- Other 0.6 0.1
1.2 0.5
38 28

in agdition 1o the above, there are other fees capitalised in the balance sheet in respect of acquisition advice from
Deloitte & Touche LLP of £0.8m (2004: £0.8m) and from other accountancy firms of £0.4m (2004 £0.6m).

7. Staff costs

The average montnly number of employees {including executive directors) was:

2005 2004
Number Numiar
Civil government 20,475 14,278
Defence 6,752 8917
Transport 6,869 5,030
Science 2,851 2,852
Unaltocated 306 293
37,253 30,370

Their aggregate remunaration comprised:
2005 254
£m Dl
Wages and salaries 886.1 568.6
Social secunty cosls 70.8 58.5
Other pension costs (note 28) 55.6 39.5
1,012.5 766.6
Share-based payment {note 35) 57 45
1.018.2 771
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8. Investment revenue

2005 2004
£m £m
intarast receivable by PFI companies 26.7 31.8
Interest receivable on other loans and deposits 6.9 35
336 353
9. Finance costs
2005 2004
£m £m
interest vayable on non recourse ioans 19.9 23.6
interest cayable on cbiigations under financs ieases 0.8 07
Fair valug adjustment on fair value hedges and non |1AS 39 designated hedges {0.4) -
Interest payable on other loans 27.8 138
Net interest payable on retirement benefit cbligations {note 28) 4.7 2.4
528 405
10. Tax
2005 2004
£m 2
Current tax;
UK corperation tax 16.1 125
Foreign tax 57 38
Adjustment in respect of prior years:
UK corporation tax 31 8.7)
Egreign tax {0.3) 0.6
248 68
Deferred tax:
Current year 1.3 56
Adjustment in respact of prior ysars {2.4) 7.1
1.1 127
235 18.5
The charge for the year can be reconciled o the orofit per the income statement as follows:
2005 2004
£m 2m
Profit before tax 779 64.0
Tax caloulated at & rate of 30% {2004: 30%) 234 19.2
Cifference between tax and accounting basis of assets disposed - 16
cxpenses not deductibie for tax purposes 3.8 3.1
Unrelieved tax iosses and different tax rates on overseas earnings 0.4 22
Untaxed income and the effect of the use of unrecognised tax losses (2.1) 0.9
Tax incentives (2.2) (3.9)
Adjustments in respact of prior years 0.4 2.2)
Tax charge 235 19.5
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11. Dividends

2005 2004
£m £rm

Amounts recognised as distributions to equity holders in the period:

rinal dividend tor the year ended 31 December 2004 of 1.82p per share on 457.7 million ordinary shares

{2004: Final dividend for the year ended 31 December 2003 - 1.62p on 429.5 millicn ordinary shares) 83 69

interim dividend for the year ended 31 December 2005 of 0.91p per share on 461.3 milion ordinary shares

{2004 Interim dividend for the year ended 31 Decamber 2004 — 0.81p on 429.6 million ordinary shares) 42 35
12,5 10.4

Proposed final dividend for the year ended 31 December 2005 of 2.06p per share on 463 .0 million ordinary shares

{2004: 1.82p on 457.7 million ordinary shares) 9.5 83

The proposed final dividend for 2005 is sudject to approval by shareholders at the Annual General Meeting and has not been
included as a liabiity in these financial stalements. A dividend walver is eftective for those shares held on behalf of the Company by
its Employee Share Owrership Trust (note 32).

12. Earnings per share

Basic and diluted earnings per ordinary share have been calculated in accordance with IAS 33 'Earmnings Per Share'. Earnings per
share (EPS) is shown both belore and after amortisation of intangible assets to assist in the understanding of the impact of IAS 38
intangible Assets” on the Group financial stalements.

The calculation of the basic and diluted EPS is based cn the following data:
Number of shares

2008 2004
millions milions
Weighted average number of ordinary shares for the purpese of basic EPS 458.1 430.1
Effect of dilutive potential ordinary shares: share options 8.0 53
Weighted average number of ordinary shares for the purpese of diluted EPS 466.1 4354
Earnings
2005
Earnings Per share
amount
£m Pence
Earnings for the purpose of basic EPS being net
orofit attributable 1o the equity holders of the parent 53.4 11.66 43.5 1011
Add back:
Amortisation of intangibie assets, net of tax 11.2 2.43 58 135
Basic earnings before amortisation of intangible assets 64.6 14.09 43.3 11.46
Earnings for the purpose of basic EPS 53.4 11.66 435 10,11
Efiect of diutive potential ordinary shares - {0.20) - 0.12)
Oiluted EPS 53.4 11.46 435 .99

At 31 December 2005 options over 9.4 mifion (2004 13.8 milion) shares were excluded from the weighted average number of shares used for
calculating diluted earnings per share becauss their share price was below the average share price for the year and they were. therefore,
anii-dilutive.
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13. Goodwill

Cost em
At 1 January 2004 1798
Disposals 1.3
Exchange differences 1.1
At 1 January 2005 177.4
Additions 355.8
Exchange differences 1.3
At 31 December 2005 544.5

Goodwill acquired during the year relates 1o the acquisition of ITNET plc (£260.9m), which is in the Civil Government segmant,

RCI Holding Corp {£93.7im), which s in the Defence segment, and Healthcare Services 24 Ltd {£1 2m). which is in the Civil
Government segment, Goodwill has been aflocated to CGUs in the following business segmenits, which is how the Group monitors
its goodwill internally:

Cost 2005 2004

£m e
Civit Gaovernment 58.9 57.4
Defence 6.8 6.6
Science 99.9 100.9
Transport 13.2 125
STNET 260.9 -
3CI 104.8 -
At 31 December 544.5 177.4

The Group tests goodwili annually for impairment. or more frequently if thera are indications that goodwill might be impaired

The recoverable amounts of the CGUs are determined from value in use calculations using cash flow projections based on financial
olans approved by senior management covering a five year period. The key assumplions for the value in use calculalions are those
regarding the discount rates, growth rates and expected changes to revenue and direct costs during the period. Management
sstimates discount rates using pre-tax rates that reflect current market assessments of the time value of money and e risks
specific to the CGUs. The growth rates are based on industry growth forecasts. Changes in revenue and direct costs are based

an past practices. the Group's order bock and expectations of future changes in the market.

The Group prepares cash flow forecasts derived from the most recent financial slans approved by management for the next five
vears and exirapolates cash flows for the following five years based on an estimated growth rate of 2.25%. This rale does not
axcesd the average lang-term growth rate for the UK

The rates used 1o discount the forecast cash flows for the Group are as foliows:

2005 2004

% %

Civil Government 11.8 11.8
Cefence 11.3 11.3
Science 11.3 113
Transport 11.8 118
ITNET 1356 -
RCl 123 -
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t4. Other intangible assets

Software and Licences Pension
Customer  development and related
relationships expenditure franchises intangibles Total

£m £m £m £m £m
Cost
At 1 January 2005 - @2 53.3 224 84.9
Additions - 16.0 1.6 - 1786
Disposals - {0.2) - - {0.2)
Acguired on acouisition of subsidiaries 22.4 0.6 - - 230
Reclassifications - {0.4) 0.4 - -
=xchange differences - 0.2 7.4 - 7.2
At 31 December 2005 224 250 627 22.4 132.5
Amaortisation
Al 1 January 2005 - 1.0 77 1.2 9.9
Charge for the year 26 2.8 6.2 2.2 13.6
Disposals - (0.1} - - (0.1)
Exchange differences - - 1.3 - 1.3
At 31 December 2005 26 35 15.2 34 247
Net book value
At 31 December 2005 19.8 21.5 47.5 19.0 107.8

Softwarg and Lisences
and

i experaiture franchizes it ol

£m £m g £m
Cost
At 1 January 2004 - 2.7 50.8 4.1 57.8
Additions - 4.2 2.0 18.3 245
Transters - 23 - - 2.3
Exchange differences - - 05 - 0.5
At 31 December 2004 - g2 53.3 22.4 849
Amortisation
Al T dJanuary 2004 - - 23 - 2.3
Charge for the year - 1.0 3.0 12 7.2
Exchange differences - - 0.4 - 0.4
Al 31 December 2004 - 1.0 [ 1.2 9.9
Net book value
At 31 December 2004 - 8.2 456 212 75.0

The following amortisation rates have been determined for the intangible assets acquired during this year:

Customer relationships - 5 years

Software and development expenditure — over their estimated useful lives

Licences and franchises - life of licence or franchise
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15. Acquisitions

(&) Acquisition of ITNET plc

Cn 3 February 2005, the Group acquired all of the issued share capital of ITNET ple for purchase consideration of £245.5m
comprising cash and the issue of shares. ITNET plc is the parent company of a group of companies involved in information
technology solutions. This transaction has been accounted for by the purchase method of accounting. The goodwill arising
s attributagle o the aniicipated profitability arising from new business and the anticipated future operating synergies from
the combination.

Book Fair value Fair
value adjustments value
£m £m £m
Net assets acquired
Gooadwil 12.8 (12.8) -
Cther intangible assets 0.6 20.0 20.6
Property, plant and equipment 9.4 {1.4) 8.0
Deferred fax assets 8.3 3.2 9.5
Inventornies 6.0 - 6.0
Trade and other receivables 43.8 (4.1) 39.5
Trade and other payables (39.9) (7.4 (47.3)
Current tax labilities (0.4) (1.0) (1.4)
Provigions 4.4 (19.2) (23.6)
Loars 4.0 - (4.0
Retirement benshit obligations (11.5) - (11.5)
Obligations under finance leases {5.8) - (5.8)
12.7 (22.7} {10.0}
Gaoodwil 260.9
Total consideration 250.9
Satisfied by
lssue of Serso Group ple ordinary shares 74.2
Cash 171.3
Purchase consideration 2455
Directly attributable costs 5.4
250.9
Net cash outflow arising on acguisition:
Cash consideration paid in 2004 13.7
Cash consideration paid in 2005 163.0
176.7

{TNET ple contributed £190.6m to revenue and £14.3m to the Group's profit before tax and intangible amortisation for the gericd

Detween the date of acquisition and the balance sheet dale.

92  Annual review and accounts 2005




15. Acquisitions {continued)

(b) Acquisition of RCI Holding Corp (RCi)

On 271 March 2005, the Group acquired ait of the issued share capital of RC| for cash consideration of £116.3m. RCl is the parent
company of a group of companies involved in business process management for the US Federal Government. This transaction has
peen accounted for by the purchase method of accounting. The goodwill arising is attributable to the anticipated profitabilly arlsing
from new business.

Book Fair value Falr
value adjustments value
£m £m £m
Net assets acquired
Goodwill 4.3 (4.3} -
Cther intangible assets 01 2.1 2.2
Property, plant and equipment 1.9 - 1.9
Deferrad tax assets 1.0 a1 14
nventories 0.7 - Q.7
Trade and other receivables 35.3 - 35.3
Trade and other payables (13.7) (2.8} (16.5)
29.6 (4.9} 247
Goodwill 93.7
Totai consideration 1184
Satisfied by:
Cash 116.3
Direcly alirbutable costs 2.1
Net cash outflow arising on acquisition 118.4

RC| contributed £143.3m to reverue and £9.3m to the Group's profit before tax and intangible amortisation for the period between
the date of acquisition and the balance sheat date.
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15. Acquisitions (continued)

{c) Other
On 23 March 2005, Serco Limited acquired all of the issuad share capital of Healthcare Services 24 Limited for total considaraiion
of £1.0rm of which £0.7m is deferred. This transaction has bheen accounted for by the purchase method of accounting.

On 3 October 2005, the Group purchased Equion Limited's 50% share of Defence Management Holdings Limited (DMHL)
for consideration of £5.9m. DMHL was formerly a 50:50 joint venture betwsen Serco and Equion. DMHL owns Defence
Maragement Watchfield Limited. the Special Purpose Company that operates the Ministry of Defence's Joint Services
Command and Staff College at Shrivenham. The goodwill arising is attributabie to the anticipated profitability arising from
new DUSINess.

Fair value
£m
Net assets acquired
intangible assets 0.2
Praperty, plant and equipment 0.1
frade and other recevables 66.0
Cash and cash equivalents 5.0
Trade and other payables {2.0}
Loans (43.1}
Neferred tax liabiities (16.9)
Provisions {0.2)
Financial instruments {3.3)
58
Goodwill 1.2
Total consideration 7.0
Satisfied by:
Cash 5.2
Loan note 0.3
Deferred consideration 0.7
Liabilities assumed 0.7
Purchase consideration 6.9
Directly attributable costs 0.1
7.0
Net cash outflow arising on acquisition:
Cash consideration 5.3
Cash and cash enutivalents acorired {5.0%
4.3

Other acquisitions contributed £3.3m ravenue and £0.8m to the Group's profit before tax and amortisation for the pariod between
the date of acquisition and the balance sheet date.

If all of the acquisiticns had been completed on 1 January 2005 instead of the dates abovs. total Group revende for the period

would have been approximately £2.315.0m, and prolit before 1ax and amortisation tor the year would have been approximately
£94.0m on a pro forma basis.
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16. Property, piant and equipment

Machinery,

Freehold Short-leasehold metar vehicles,

land and building furniture and
buildings  improvements equipment Total
£m £m £Em £m

Cost
At 1 January 2005 10.0 20.4 171.2 2016
Additions 1.1 1.8 234 26.3
Acquired on acqulisition of subsidiaries - 03 8.7 10.0
Exchange differences 0.2 0.6 24 3.2
Disposals - {0.7) {11.3) (12.0
At 31 December 2005 1.3 224 195.4 2291
Accumulated depreciation and impairment
At 1 January 2005 32 7.8 94.6 105.4
Charge for the year 04 23 2786 30.3
Exchange differences 01 0.2 13 1.6
Disposals - (0.6) (10.6) {11.2)
At 31 December 2005 37 9.5 112.9 126.1
Net book value
At 31 December 2005 7.8 128 82.5 103.0

Freenclc Shor-izasencid

i ouitng
ouidirgs  I™provarments SOLIpmEn: "o
&m e g em

Cost
At 1 January 2004 1C1 186 166.2 194.9
Additions 0.6 3.2 23.4 27.2
Transfers - - 26 28
Exchange differences 01 on G.2) 0.2)
Disposals on (G0 {11.8) (12.6)
Disposal of subsiciary 07 (0.6} 2.0 {10.3}
At 31 December 2004 10.0 204 171.2 201.6
Accumulated depreciation and impairment
At 1 January 2004 29 8.7 91.2 100.8
Charge for the year 03 19 20.0 22.2
Exchange differences oA 0.2) on
Cisposals 0.7} {10.8) (11.5)
Disposal of subsidiary - (0.4 (5.6 (0.0
At 31 December 2004 3.2 76 94.6 105.4
Net book value
At 31 December 2004 6.8 128 6.6 96.2

The carrying amount of the Group's machinery, motor vehicles. fumiture and equipment includes an amount of £27.5m
{(2004: £28.7m) in respect of assefs held under finance leases.

The carrying amaount of the Group's freehold land and buildings includes an amount of £0.3m (2004: £0.4m) in raspact of assets

held under finance leases.

The carrying amount of the Group's short izasehoid bullding improvements ingludes an amount of £3.5m (2004 £nil) in respect of

assets held under finance leases.
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17. tnvestmants

The investment of £13.7m held at 31 December 2004 represented the cost of fisted UK equity investments of 4.254 542 ordinary
sharas of 10 pence each in ITNET plc. which had a market value at 31 December 2004 of £13.9m. Gn 3 February 2005, the Group
acquired the remaining share capital of ITNET ple {see note 15{a)}. This transaction has been accounled for in accordance with
IFRS 2 ‘Business Combinations'

18. Joint ventures

The Group's intarasts in joint ventures are reported in the consolidated financial statements using the proportionate
consolidation method.

The effect of the Group's joint ventures on the consolidated income statement and balance sheet is as follows:

Income statement

2005 2004
£m £m
Hevenue 536.1 255.5
Expenses {501.4} (229.8)
QOperating profit 34.7 25.7
Investment revenue 43 41
Finance costs (2.6 (4.6)
Profit before tax 36.4 25.2
Tax (10.4) 6.3)
Zrofit tor tha year 28.0 18.9
Minority interest (0.5) 0.6
Share of post-tax resuits from joint ventures 255 183
Expensas include £6.6m (2004 £nil} of costs incurred by Groug.
Balance sheet
2005 2004
£m £m
Non-current assels 117.2 155.0
Current assets 111.3 86.6
Current liabilities (106.3) (75.3)
Non-current labilities (107.3) {137.8)
Net assets 149 285
19. tnventories
2005 2004
£m m
Service spares 17.3 173
Long-term project-based contract balances 19.1 98
364 26.9
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20. Trade and othar receivables

2005 2004
£m 2m
Trade and other receivables: Non-current
P deblor™ 631 2431
PRl assets in the course of construction™ - 0.2
Amounts owed by joint ventures 0.8 1.6
Amounts recoverable on retirement benefit obligations (note 28) 849 56.0
Cther devtors 109 19.7
459.8 3906
2005 2004
£m £en
Trade and other receivables; Current
Amounts recoverable on contracts 370.2 787.3
PH debtor* 15.4 5.4
Corporation tax recoverable 1.5 3.8
Prepayments and accrued incoms 62.2 50.8
Amounts owed by joint ventures 35 30
Financiai instruments {note 27) 05 -
Othar debtors 75.5 40.0
5288 3801
= The PFI debtors analysed above are funded by non recourse loans of £278.3m (2004 £258.0m).
21. Cash and cash equivalents
Other Other
Sterling currencies Total Steriing currencies ol
2005 2008 2005 2004 2004 2004
£m em em g Py Ten,
Cash of PFl and other project
companies sacuring credit obligations 13.0 3.8 16.8 115 38 15.3
Customer advance payments - 5.9 5.9 - 72 72
Cash collateralisation of performance bonds - - - - o7 0.7
CHher cash and short-term deposits 202.0 16.0 218.0 162.4 14.9 177.3
Total cash and cash equivalents 215.0 257 240.7 1739 266 2005

Cash and cash equivalenis {which are presanted as a single class of assets on the face of the balance sheet) comprise cash

at bank and other short-term nighly iguid investments with a maturity of three months or fess.
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22, l.eans
Non Nan
recowse Qther 2Cowee el
loans nen nars non
{relating to recourse Cther {slating to recourss Citinar
PFIl assets) loans loans Total PF- assets) icans oansg Totai
2005 2005 2006 2005 2004 2004 2004 2004
£m £m £m £m £m £m £m £m
The loans are repayable as (cllows:
On demand or within one year 269 28.6 9.3 64.8 21.7 4.7 20.0 468.4
Between one and two years 24.3 6.3 51.8 82.4 178 53 10.2 33.3
Between two and five years 7.0 17.7 281.3 376.0 681 1.7 48,2 130.0
After five years 150.0 18.4 117.9 286.3 148.4 219 117.7 288.0
278.2 71.0 460.3 808.5 266.0 476 1941 497.7
Less: Amount due for
setilement within 12 months
{shown under current iiabibties) (26.9) (28.6) 9.3) (64.8) (21.7) 4.7) (20.0) {46.4)
Amount due for
settiement after 12 months 251.3 42.4 451.0 744.7 234.3 429 1743 451.3
23. Deferred tax
Befarred income taxes are calculated in full on temporary differences under the liability method using a principal tax rate of 30%.
The gross moverment on the deferred income tax account is as follows;
2005 2004
£m rm
At 1 January 4.9 4.2
income statement {credity/charge (note 10) (1.1} 12.7
Acquisitions/{deconsolidation) 9.8 5.3)
lterns taken directly to equily on adoption of 1AS 39 (10.8) -
items taken directly t¢ aquity (2.0 {5.6)
Exchange differences 0.1 0.1
At 31 December 0.9 49
The moverent in deferred tax assets and liabiiities during the year was as follows:
Temporary  Share-based
ditferences  payment and Retirement Derivative Other
on assets/ employee benafit financial temporary
intangibles benefits schemes instruments differences Total
£m £m £m £m £m £m
ALt January 2005 521 6.7 (41.0) - (VR 4.9
{Credited)/charged to incorme statement (1.6) (1.7} - - 2.2 (1.1}
Acquisitions 25.5 (2.2} {3.6) (1.0} (8.9 9.8
‘tems taken directly to squity on adoption of IAS 39 - - - {10.8) - (10.8)
items taken directly tc equity 9.5 (4.7} {8.2) 1.4 - (2.0}
Exchange differences 0.1 - - - - 0.1
At 31 December 2005 85.6 {15.3) (52.8) (10.4) (8.2) 0.9
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23. Deferred tax (continued)

The movement in deferred tax assets and liabilities during the previous year was as foilows:

Tamporary Shara-basac

differencas paymeant and Setiigmant Dervatve Oithar

on asssts/ SIDIOYeE beneii: finarcizl famporary
ntangicies benafits schemes nstrumants differences “otal
£m £m em £ £ m
At 1t January 2004 49.4 6.0} (38.2) 1.7 Q7 42
Chargad/{credited) to income statement 4.7 (X8 28 1.7 4.2 t2.7
Deconsolidation {2.0} - - - {4.3) 6.3
tems taken directly to equity - - 5.6) - - {5.8)
Exchange differances - - - - o 0.1
At 31 Becember 2004 521 6.7} 41.0) - 05 49

Deferred income tax assets and liabilities are offset when there is a legally enforceable right to set off current tax assets against
current tax liabilities and when the deferred income taxes relate 1o the same fiscal authority. The following is the analysis of the

deferred tax halances (after offset) for financial reporting purposes:

2005 Pyt

£m £m

Deferred tax liabilities 92.1 55.0
Deferred tax assets (91.2) (50.1)
0.9 4.9

At the balance sheet date, the Group did not recognise deferred tax assets of £7.3m (2004: £10.9m) in respect of the aggregate of

deductible temporary differences. unused tax fosses and unused tax credits.

24. Obligations under finance leases

Present value

Present vai.g

Minimum of minimum }
lease lease SERE] lease
payments payments PAYIBNIS Daymanis
2005 2005 P04 2004
£m £m Em em
Arnounts payable under finance leases:
Within one year 9.9 8.2 9.9 8.1
in the second to fifth year inclusive 198 17.3 208 17.8
After five years 1.3 0.9 0.5 0.4
316 26.4 N3 263
Less. future finance charges {4.6) - 5.0) -
Present value of lease obiigalions 26.4 26.4 26.3 26.3
Less: Amount due for settternent within 12 months
tshown under current liabilities) (9.9} (8.2} 9.9 8.0
Amount due for settlement after 12 months 16.5 18.2 16.4 18.2

Finance lease obligations are secured by the lessors' fitle 1o the leased assets.

The fair value of the Group's lease obligations aporoximates their carrying amount,
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25. Trade and other payables

2005 2004
Em em

Trade and other payables: Current
Trade credifors 124.3 G4.2
Other creditors 104.2 921
Accruais and deferred income 297.2 2236
Amounts owed to joint ventures 54 7.1
531.1 4170
Trade and other payables: Non-curreni 5.0 06

The average credit period taken for trade purchases is 26 days (2004 24 days). The directors eslimate that the carrying amouitt of
trade creditors approximates to their fair vaius.

26. Financial risk management

Financial risk
The Group's treasury function is responsible for managing the Group's exposure o financial risk and oparates within a defined set
of policies and procedures reviewed and approved by the Board.

Credit facilities and liquidity management

The Group maintains committed credit taciites that are designed 1o snsure that the Group has sufficient avai able funds for
operations and planned expansions. The Group’s main committed credit facility (the ‘Bank Facility'). expires in Dacember 2009,
and comprises term loans of £146m and USD229m, and an undrawn £155m revolving credit facikity.

The Bank Facility is unsecured. with covenants and cbiigations typical of these types of arrangement

The Group continues to service two private placements. The first, for £43.2m, was taken out in 1997 and matures in 2007.
The second. for £117.0m. was taken out in 2003 and amcriises from 2011 to 2015,

Foreign exchange risk

The nature of the Group's business in general does not involve a significant amount of cross-border trade. Conseguently. the Group
is not exposed to substantial foreign curancy transaction risk as sales and costs are approximately matched within overseas
operations. Material transactional exposures of individual business units are hedged by forward foreign exchange contracts.

The foreign exchange exposure on the US Dollar tranches of the private placements has been fully hedged inio Steriing

Central funding of individual business units gives rise (¢ monetary assets and lanilities centrally and in the business units. The
currency of resultant debt is selected to ensure that any foreign exchange risk is borne and managed by the Group's treasury
funclion using forward foreign exchange contracts,

Interest rate risk
The Group's exposure to interest rate Huctuations on its interest-bearing assets and liabiliies is selectively managed. using :nterast
rate swaps.

Lenders of non recourse debt generally require that the debt is maintained on fixed rate terms ar is swapped to fixed rate terms,
Therefore the Group hedges its interest rate dsk by using interest rate swaps 1o axchange floating interest cash flows to fixed
interest cash flows.

Credit risk
The Group's principal financial assets arg cash and cash eguivalents and Irade and other receivables.

The Group's credit risk is refatively low because a high proportion of trade and other receivabies have a sovereign or close to
sovereign credit rating and the Group has a large number of counterparties and customers.

The credit risk on ficuid funds and derivative financial instruments is limited because the counterparties are banks with high credit
ratings assigned by international credit-rating agencies.
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26 (a} Currency management

The Group’s net foreign exchange fransaction exposure is £5.8m (2004: £8.0m).

26 (b) Interest rate management

An analysis of financial assets and liabilities exposed 1o interest rate risk is set out below:

(i) Financial assets

2005 2034
Weighted Waighted
average fixed avaragh txed
Floating Fixed interest rate Flzating frixad interest rat2
rate rate received rate rats rgceived
£m £m % ks £m Y
Cash and cash egquivalents 240.7 - - 200.5 - -
Other financial assets 2.1 2.0 8.50 28 4.8 11.94
242.8 2.0 2031 44
{ii) Financial liabilities
2008 2004
Weighted Weighted
average fixed
Floating Fixed  interest rate Siatng Sied {
rate rate paid rate rate i
£m £m % B em Y
Non recourse Sterling loans {related to PRI assets) - 278.3 6.50 - 256.0 5.60
Other non recourse Sterling loans 224 - - - - -
Non recourse Canadian Dollar loans - 486 527 - 47.6 5.27
Sterling loans 311.9 140.8 598 523 140.8 5.98
US Dailar loans 6.1 - - -
Other loans 1.4 - - 1.0 - -
3418 467.7 533 444.4

Excluded from the above analysis is £26.4m of amounts payablz under finance leases, which are subject {o fixad rales of interest

(2004: £26.3m).

The interest rate on floating rate financial liabilities is linked to three-manth or six-rnonth LIBOR.

26 {c) Hedge of net investment in foreign antity

The Group has US Doltar denominated norrowings. which it has designated as a hedge of part of the nel invastmeant N its
subsidiaries in the USA The fair value of the designated borrowings was £28.5m (2004: £nil). The foreign exchange loss of £2.5m
(2004 £nil) on translation of the borrowings into Sterling has been recognised within the Group's hedging and translation reserve.
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27. Financial instruments

Movement Movement Movement in

in fair value in fair value fair value on
1 Januvary of cash flow of fair value non-designated 31 December
2005 hedges hedges hedges 2005
£m Em £m £m £m
Currengy swaps 9.1) 3.6 08 - {4.7)
Forward foreign exchange contracts (8.6) 2.2 0.4 0.2 (5.8}
Interest rate swaps (20.2) (4.5) - - (24.7)
(37.9) 1.3 1.2 0.2 (35.2)

Forward foreign

Currency exchange interest

SWwags coniracts rate swaps Total
2005 2005 2005 2005
£m £m £m £m

The maturity of derivative financial inskruments is as follows:
On demand or within one vear (€.2} 0.2 (4.4) (4.4)
Between one and two years (2.8) {0.5) (3.9 (7.2
Betwaen two and five years {0.5) {1.7) (12.1) (14.3)
After five years (1.2) (3.8) (4.3) (8.3)
4.7} {5.8) (24.7) (35.2)

The net assel represanting the fair vaiue of the forward foreign exchange contracts repayable within aone year comprises an asset
of £0.6m (see note 20) and a liadility of £0.3m.

The fair value of the Group's derivaiive financial instruments are based on: quoted market prices for equivalent instruments at the
caiance sheet date.

As set out in note 2, as permitted by IFRS 1, the Group opted (o delay the adoption of IAS 32 and 1AS 38 until 1 January 2005,

27 (a) Currency risk management

The Group utllises currency derivatives to hedge significant future transactions and cash flows. The Group is party to a variety

of foreigr currency forward confracts ang swaps in the management of its exchange rate exposures, The instruments purchased
are primarily denominated in the currencies of the Group's principal markets.

At the balance sheet date. thg fotal noticnal amount of outstanding forward foreign exchange contracts o which the Group is
committed is £72.6rn (2004 £31.1m).

These arrangements are mainly designed (o address significant exchange exposures for the next eightean months,
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27 (a) Currency risk management (continued)

Cash flow hedges

At 31 December 2005 the Group held a nuiber of currency swaps designated as cash flow hedges. Fixed inerest cash fiows
dencominated in US Bollars are exchanged for fixed interest cash flows denominated in Sterling. The profile of these currency swaps
netd by the Group was as follows:

At 31 December 2005 and at 1 January 2005 Notional  Payable USD Receivable GBP

amount interest rate interest rate
Vaturily USDm % %
December 2007 39.0 76 6.8
August 2015 35.0 57 57
August 2015 20.0 57 57

The Group also held a number of forward foreign exchange contracts designated as cash flow hedgas with a notional amount of
224 7m (2004 £0.5m),

All currency derivatives designated as cash flow hedgss are highiy effective and the fair value thereof has been deferred
in equity.

Fair value hadges

At 31 December 2005. the Group had currency swaps in place with a notional amount of USD31m whereby it receives a fixed
interest rate of 6.81% and pays a flcating rate based on LIBOR on the notional amount. The swaps are being used to hedge the
exposure lo changes in the fair valug of the Group’s US Dollar denominrated private placerment loans. in additon, the Group held a
forward foreign exchange contract with a notional amount of USD15m desigrated as a fair value hedge, hedging the forgign
axchange exposure on the final repayment of the Group's US Dollar denominatsd private placement loans.

27 (b) Interest rate risk management

Cash flow hedges
The Group uses interest rate swaps to manage its exposure 10 interest rate risk on its non recourse loans by swapping these loans
from floating fo fixed rates. These swaps cover seven. non recourse ioans. The profile of these interest rate swaps is as follows

At 31 December 2005 Noticnal ~ Payabie GBP Receivable GBP
amount interest rate interest rate
Matiry £m % %
June 2010 5.3 6.2 LIBOR
February 2011 458 55 LIBOR
June 2014 19.2 8.7 LLIBOR
Jure 2015 ' 23.4 7.3 LIBOR
December 2018 223 8.7 LIBOR
Jecemoer 2017 58.8 6.8 LIBOR
Fepruary 2023 86.0 56 LIBOR
261.8
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27 (b) Interest rate risk management (continued)

At 1 January 2005 Noltiooal Payzble GBP  Heceivable GBP
amouit nterest fale iniarest e
Aty gm % %
June 2010 8.3 8.2 LIBOR
Fepruary 2011 483 55 LIBOR
June 2014 207 8.7 LIBOR
June 2015 249 7.3 LIBOR
December 2015 23.7 8.7 LiIBOH
December 2017 638 88 H20R
February 2023 47.0 56 LIBOR
2355

Apart from & small portion of one interest rate swap. all swaps are designated and nighly effective as cash flow hedges and the fair
value thereof has been deferred in equity. An amount of £4.0m {2004: £3.5m) has been offset against hedged interest payments
made in the period.

28. Retirement benefit schemes

The Group has accounted for pensions in accordance with IAS 18 'Ernployee Benefits'. The Group operales and is a memper of a
number of defined benefit schemas and defined confribution schames. The pension charge far the year endad 31 Decamber 2005.
including the proportionate share of oint veniures, was £55.6m {2004: £39.5m).

28 {a} Defined benefit schemes

The Group operates defined benefit schemes for qualifying empioyees of its subsidiaries in the UK, Europe and the Midd'e East,
In addition the Group has interests in jcint ventures, which operate defined benrefit schemes for qualifying emiployees

The assets of the funded plans are neld independently of the Group's assets in separate trustes adgministered funds. The Group's
major plans are valued by independent actuaries annuaily using the projected unit credit method. This reflects service rendered by
employees 1o the dates of valuation and incorporates actuarial assumptions primarily regarding discount rates used in determining
the present value of benefits, projected rates of salary growth. and long-term expected rates of return for pian assets, Discount rates
are based on the market yields of high-guality corporate bonds in the country concerned. Long-term expected rates of retum for
olan assets are based on published broxers' forecasts for each category of schemes assefs. Pension asseis and liabilities in different
defined benetit schames are not offset unless the Group has a legally enforceable right to use the surplus in one plan to settle
obligations in the other plan and intends to exarcise this right.

Tha amaunts racognised in the consolidated balance sheet are grouped together as follows:

Contract specific — Virtually certain costs reimbursed

The Group has an obligation to centribute to the pension scheme over the term of the contract. At rebid any dafictt or surplus would
transter to the next contractor. Throughout the contract. it is virtually certain that the Group will be reimbursed the expenditure
required 1o settle the defined benefit obligation. The Group's share of the defined banefit abligation less its share of the fair vatus of
scheme assets that it will fund over the period of the contract has been recognised as a liability. The Grougp has recognised the right
to reimbursement as a separate asseat,

in the consolidated income statement, the expanse relating to this defined benefit plan has been presented net of the amount
recognised for the reimbursement, resuiting in a nil charge to the income statement.

Contract specific — Not certain costs will be reimbursed

These are pre-funded defined benefit schemas. The Group has ohligations to contribute variable amounts to the pension

schemes over the terms of the related contracts. Al rebid any deficit or surplus would transfer 1o the next contractor. The Group

has recognised as a liability the defined benefit obligation less the fair value of scheme assets that it will fund cver the period of the
contracts with a cofresponding amount recognised as intangible assets at the start of the contracts. Subsequent actuarial gains and
losses in relation to the Group's share of the pension obligations have been recognised in the consolidated statement of recognised
income and expense (the SORIE}. The intangible assets are amortised over the term of the contracts
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28 (a) Defined benefit schemes {continued)

Non contract specific

These consist of a pre-funded defined benefit scheme which does not refate to ary specific contract (the funding policy is to
contribute such variable amounts, on the advice of the actuary. as will achieve 100% funding on a projected salary basis); an
Lnfunded definad benefit scheme and an unfunded hybrid scheme alf of which de not relate to any specific contract. Any fiabilities
arising are recagnised in full

The assets and liabilities of the schames at 31 December are:

Virtually Not certain
certain costs costs Non contract
reimbursed reimbursed specific Total

Year ended 31 December 2005 £m £m £m £m
Scheme assets at fair value
Equities 153.2 177.3 2917 622.2
Honds 379 28.7 957 162.3
Gilts - 5.5 130.7 136.2
Property - 20.2 11.9 321
Cagh and other 4.3 8.2 8.6 2141
Annuity policies - - 18.8 188
Fair vaiug of scheme assels 195.4 239.9 557.4 992.7
Present value of schema liabilities (280.3) (307.7) (759.1} (1,347.0)
Net arnount recognised (84.9) (67.8) (201.7) {354.4)
Members share of deficit - 14.2 13 15.5
Franchise adjustment - 323 - 323
Net pension liability {84.9) (21.3) (200.4) {306.6)
Related assets at 31 December 2005
Intangible assets (note 14) - 19.0 - 19.0
Trade and ather recelvables (note 20) 84.9 - - 849

84.9 19.0 - 103.9
Yaar gndad 31 Secember 2004 em j3iae £m £m
Scheme assels at fair value
Equities 126.5 td4.1 203.0 4738
Bonds 313 19.7 325 1335
Gits - - 101.7 101.7
Froperty - 14.4 11.8 262
Cash and other 1.8 15.1 4.5 21.4
Annuity policies - - 201 20.1
Fair valug of scheme assets 159.6 1933 4236 776.5
Present vatue of scheme liabiilies (215.6) 249.9) {580.0} {(1.055.5)
Net amount recognised {56.0) (56.6) {166.4} (279.0)
Mernoers share of defich -~ 1.6 1.8 134
Franchise adjustment - 227 - 22.7
Net pension liability {56.0} (22.3) {164.6) (242.9)
Related assets at 31 December 2004
intangible assets (note 14) 21.2 - 212
Trarde and other receivabiss (note 20} 560 - - 56.0

56.0 21.2 - 77.2

Liapilities in relation to unfunded schemss included above amount to £37.6m (2004: £34 3m).

In some schemes, empioyee contributions vary over time to meet a specified proportion of the overall costs, including a proportion
of any deficit. The liabiiities recognised in the balance sheet for these schemes are net of the proportion attributed to employees.
In addition, the amounts charged to the consolidated income statement for these schemes are net of the proportion attributed to
empioyees. The arnounts attributed to employeas are shown separately in the reconciliation of changes in the fair value of scheme
assets and liabilities.
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28 (a) Detined benefit schemes {continued)

The amounts recognised in the financial statements for the year are analysad as follows;

Virtuaily Not certain
certain costs costs Non contract
reimbursed reimbursed specific Total
Year ended 31 December 2005 £m £m £m £m
Recognised in the consolidated income statement
Current service cost — employer 79 10.3 17.3 355
Past service cost - - 2.0 2.0
Reimbursed to employer {7.9) - - {7.9)
Recognised in arriving at operating profit - 10.3 19.3 2986
Expected return on scheme assets — employer (10.7} (8.9) (27 .4} (46.9)
Interest on franchise adjustment - (1.3} - {1.3)
interest cost on scheme liabilities - employsr 116 9.3 32.9 538
Reimbursed to employer (0.9) - - (0.9}
Finance costs - (0.8) 55 47
Included within the SORIE
Actual return on scheme assets 3238 42.9 78.8 155.5
Lass: expected returm on scheme assels {10.79) (13.4) (28.4) {52.5)
221 285 51.4 103.0
Other actuarial gains and iosses (48.5) (38.3} (74.6) {161.4)
Actuarial gains and losses on scheme assets and liabilities (26.4) (8.8} (23.2) {58.4)
Change in franchise adjustment - 8.4 - 8.4
Change in members’ share - 1.3 (0.5) 0.8
Reimbursed to employer 268.4 - - 264
Actuarial gains and losses on reimbursable rights 26.4 2.7 (0.5) 35.6
Total actuarial gains and losses recognised in the SORIE - 0.9 {23.7) (22.8)
Year ended 31 Cacamber 2004 £m £ £m £m
Recognised in the consolidated income statement
Current service cost - employer 7.3 33 141 247
Past service cost - - 0.8 0.8
Retmbursed to emgloyer (7.3} - - 7.3
Recognised in arriving at operating profit - 33 149 18.2
Expected refurn on scheme assels — employer {10.0) (2.6 {24 5) (37,4
Intergst on franchise adjustment 0.7 {07
Interest cost on scheme liabililies - employer 1G.0 34 268 40.2
Reimbursed to emgloyer - - - -
Finance costs - 01 2.3 24
Included within the SORIE
Actual refurn on schame assets 14.6 5.2 236 49.4
|.ess: expectad return on scheme asssats {10.0} 3.5) {25.6) (39.1)
4.6 1.7 40 103
Other actuarial gains and losses {16.3} {4.3) (1en (39.7)
Actuarial gains and losses on scheme assets and llabilities (11.7) (2.6) (15.1) (29.4)
Change in franchise adjusiment - 245 - 25
Change in members' share - 03 {1.5) {1.2}
Reimbursed to employer 1.7 - - 1.7
Actuarial gains and losses on reimbursable rights 1.7 28 (1.5) 13.0
Total actuarial gains and losses recognised in the SORIE - 0.2 (186.8) {16.4)
Cumulative actuarial gains and losses recognised in the SORIE since 1 January 2004 are £39.2m (2004: £16.4m).
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28 (a) Defined henefit schemes (continued)

Changes in the fair value of plan liabilities are analysed as follows:

Witually NOt cettain
certain costs costa Noa contract
reimbursgd relmpursed specific ota
£m gy £m £m
At 1 January 2004 1847 293 5435 7575
Arising on acguisition - 207.8 - 2078
Current service cost - employer 73 33 141 247
Current senvice cost — employee - 05 0.6 1.1
Past service cost - - 08 e
Plan participants contributions 0.5 a 4.6 5.2
Interast cost — employer 10.0 34 26.8 402
Intzrast cost - employse - 28 08 3.6
Benefits paid (3.2 {1.6} (19.4) (4.2
Actuarial gains and iosses 163 43 18.1 39.7
Foretgn currency differences - - 0.9 10.9)
At 31 December 2004 215.8 249.9 590.0 1,055.5
Arising on acguisiion - - 57.8 57.8
Current service cost — employer 79 10.3 17.3 355
Current service cost - employee - 4.7 0.5 5.2
Past service cost - - 2.0 2.0
Plan participants contributions 0.7 0.2 4.8 5.7
Interast cost - emplayer 118 93 329 538
interest cost — employae - 4.1 0.8 4.9
Benefits paid (4.0) e.1) (20.6) (33.7)
Actuarial gains and losses 485 383 74.6 161.4
Foreign currency differences - - (1.0} (1.0)
At 31 December 2005 280.3 307.7 758.1 1,347.1
Changes in the fair value of plan assets are analysed as follows:
At 1 January 2004 142.0 24.3 3885 5548
Arising on acguisition - 1615 - 1615
Expected return on plan assets -- empiloyer 1C.0 26 24.5 37.1
Expected return an plan assets — employse - 9 N 2.0
Employer contributions 5.7 33 193 283
Contributions by employees .5 CB 48 59
Zenefils paid (3.2) (1.6} (186 (23.4)
Actuarial gains and losses 46 17 40 10.3
At 31 December 2004 1596 183.3 4236 7765
Arising on acquisiticn - - 46.3 46.3
Expected return on plan assets - empioyer 107 8.8 27.4 46.9
Expected return on plan assets — employse - 4.6 1.0 56
Employer contiibutions 6.3 9.6 22.4 383
Contributions oy emplovees 07 3.2 5.0 8.9
Benefils paid (4.0 (8.1) (19.7) (32.8)
Actuarial gains and losses 2241 29.5 51.4 103.0
At 31 December 2005 195.4 2399 557.4 992.7

No assets are invested in the Group's own financial instruments, properties or other assets used by the Group.
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28 (a) Defined benefit schemes {continued)

History of experience gains and losses

2005 2004
Experience adjustments arising on scheme assets:
Amount {Erm) 103.6 10.2
Pergentage of scheme assets 10% 1%
Experience adjustments arising on scheme liabilities:
Amount (£m} 118 84
Parcentage of the present vaiue of the schere liabilities 1% 1%
Fair value of scheme assets (Em) 9927 7765
Present value of scneme fiabiilties (£my) {1.347.1) {(1.055.5)
Deficit (£m) {354.4) (279.0)
The contribution expected to be paid during the financial year ended 31 December 2008 is £40.7m.
2005 2004
% %
Main assumpticns:
Rate of salary increases 3.20-420 375-475
Hate of increase in pensions in payment 2.70 275
Hate of increase in deferred pensions 2.70 275
inflation assumption 2.70 275
Discount rate 4.80 5.30
Expectad rates of return on scheme assets:
Fquities 7.00 7.00
Bonds 4.80 5.30
Gitis 410 4.50
Froperty 5.35 6.15
Cash and other 4.50 4.75
Annuity policies 4.80 5.30
2005 2004
years PR
Post-retirement mortality:
Current pensioness at 65 - male 18.7 178
Current pensioners at 65 - female 217 208
Fulture pensioners at 65 - male 21.3 204
Fiture pensioners at 85 — female 24.2 234

For some of the smaller schames. allowance for expected future improvemants in iife expectancy has been made by reducing the

discount rate by 0.2% per annum from the rate shown atove.
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28 {(b) Defined contribution schemes

The Group paid employer contributions of £19.7 million (2004: £15.6 million) into UK and other defined contibution schemes,
ioreign state pension schemes and muiti-empioyer schemes, including those of joint ventures.

Pre-funded defined benefit schemes lreated as defined conlribution

Serco accounts for this scheme as a defined contribution scheme because the contributions are fixed until the end of the current
concession and at rebid any surpius or deficit would transfer to the next contractor. Cash contributions are recognised as pensian
costs and no asset or liability is shown on the balance sheet.

29. Provisions

Employee Total Cmployes “oral

related Other 2005 refales Qtiver 2004

£m m Em em 2 £m

At 1 January 6.0 - 6.0 8.0 - 6.0
Transfers 1.1 0.1 1.2 - o -
Arising from acauisitions - 23.8 23.8 - - -
Charged to income statement 1.1 21 3.2 03 - 0.3
Utilised during the year (0.5} (7.4) {7.9) {C.3) - 0.3
At 31 December 7.7 18.6 26.3 8.0 - 8.0

Employee refated provisions relaie to long-term service awards and terminal gratuities liabilities which have bean accrued anc are
pased on contractuat entitlement together with an estimate of the probabilities that employees will stay until retirement and receive
ail relevant amounts.

er provisions inclide amounts reating to property and raestructuring.
Other p fud ts reating o 1 ty and restructuring
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30. Share capital

2005 2004
Number Number
£m millions £m miliong
Authorised:
550,000,000 (20C4: 550,000,000} ardinary shares of 2p each 11.0 550.0 1.0 550.0
tssued and fully paid:
435,352,903 (2004: 434,880,837} ordinary shares of 2p each at 1 January 87 4354 87 434.9
issued as consideration for acquisitions during the year 0.6 30.4 - -
issued on the exercise of share options 0.1 24 - 05
468,231,512 (2004: 435,352,903) ordinary shares of 2p each at 31 December 9.4 468.2 8.7 4354

The Company has one class of ordinary shares which carry no right to fixed income,

During the year 2.622.338 ordlinary shares of 2p each were aliotted to the holders of options or their persona! representatives using
rewiy listed shares,

31. Share premium account

2005 2004

£m em
Balance at 1 January 1915 190.8
Srerrium on ghares issued 78.0 0.7
Balance at 31 December 269.5 1915
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32. Reserves

Retained earnings

2005 2064

£m £m

At 1 January 104.4 /18
Loss on fair value hedges on adoption of 1AS 39 (3.5) -
Tax cradit on fair value hedges 05 -
Restated at 1 January 10t.4 716
Dividends paid (12.5) (10.4)
Profit for the year 53.4 435
Goodwill previously writien off, released on sale of subsidiary - 0.2
Transfer from own shares raserve - {0.5)
Tax charge on items taken directly to equity *{9.5) -
At 31 December 132.8 104.4

Other reserves
Ratiremen:
panefis Sharg-based Hedging ang
coligations oayment Own shares translation

resenve 28eve resenva rasenve Totai

€m £m g B £m
At 1 January 2004 {112.6) 1.7 {(16.9) 07 (128.1)
Net exchange loss on translation of foreign operations - - - (3.3} {3.3)
Transfer to retained eamings - - 05 - 05
Net actuarial loss on defined benefit pension schemes (29.4) - - - (29.4)
Actuarial gain on reimbiursable righls 13.0 - - 130
Credit in relation to sharg-based payment 1.5 - - 45
Tax credit on tems taken directly to eguity 58 - - - 56
At 31 December 2004 (124.4) 6.2 {158.4) 28 (137.2)
At 1 January 2005 {124.4) 6.2 {16.4) (2.6} {137.2)
fair value loss on cash flow hedges on adoption of IAS 39 - - - (34.4) (34.4)
Tax credit on cash fiow hedges - - - 10.3 10.3
Restated at 1 January 2005 {124.4) 6.2 (16.4) {26.7) (161.3)
Net exchange gain on translation of foreign operations - - - 6.9 8.9
Net actuarial loss on defined benetit pension schemes {58.4) - - - (58.4}
Actuarial gain on reimbursable nghts 35.6 - - - 35.6
Credit in relation to share-based payment - 57 - - 5.7
Fair value gain on cash flow hedges during the year - - - 6.1 6.1
Tax charge on cash flow hedges - - - (1.4) *1.4)
Tax cradit on items taken directly to equity 8.2 4.7 - - *2.9
At 31 December 2005 {139.0) 16.8 {15.4) {15.1} {153.9)

*These amounts and £{9.5m) in retained earnings represent £2.0m of tax credit taken directly to equity in the SORIE.

The retirement benefit obligations reserve represents the actuarial gains and losses recognised in respect of annual actuadial vatuations
for defined benefit retirement schemes. the fair vaiue adjustments on reimbursable rights and the related movements

in deferred tax balances

The share-based payment reserve represents credits relating to equity-settled share-based payment transactions granted after
7 November 2002 but not fully vested at 31 December 2005,

The own shares raserve represants the cost of shares in Serco Group ple purchased in the market and held by the Serco Group ple
Employee Share Ownership Trust (ESOP) to satisfy options under the Group's share options schemes, At 31 December 2005. the ESOP
neld 5.183.003 (2004: 5,183,003} shares equal to 1.10% of current allotted share capital (2004: 1.19%). The market value of shares held
by the Trust as at 31 December 2005 was ©16.287 587 (2004: £12.439.267).

The hedging and translation reserve represents foreign exchange differences arising on translation of the Group's

overseas operations and movements relating to cash flow hedges.
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33. Notes to the consolidated cash fiow statement

Reconciliation of operating profit to net cash from operating activities

2005 2004
£m £m
Operating profit for the year 97.1 892
Adjustments for:
Share-based payment 5.7 4.5
Depraciation of property, plant and equipment 30.3 222
Amgrtisation of intangible assets 138 7.2
Loss on disposal of property, plant and equipment 0.4 0.8
10838 on disposal of intangible assets 0.1 -
Loss on disposal of subsidiary undertakings - .1
Cperating cash inflows befare movements in working capital 147.2 104.0
{Increase)/decrease in inventories (1.9 23
Increase in receivables (47.2) (34.4)
increase in payables 446 17
Cash generated by operations before PRI asset expenditurs 142.7 103.6
Movement on PF: debtor 15.3 7.6
Expenditure on PPl assets in the course of construction (7.8} {16.3}
Cash generated by operalions after PRl asset expenditure 150.2 94.3
Tax paid {9.4) 7.3
Net cash inflow from oparating activities 140.8 87.8
Additions to ixtures and equipment during the year amounting 1o £5.8 mition {2004: £5.2 miliony were financed by new
finance leases.
Analysis of net debt
At At
1 January Additions/ Exchange Non-cash 31 December
2005 Cash flow disposals differences movements 2005
£m £m £m £m £m £m
Cash and cash equivalents 200.5 325 5.0 2.7 - 240.7
Nort recourse loans (related to PRl assets) (256.0) 205 (43.1) - 04 (278.2)
Other non recourss loans (47.8) 1.0 - (6.9 {17.5) {71.0)
Gther loans (194.1) (266.2) 4.9) (12.2) 16.2 (460.3)
Obligations under finance icases 126.3) 8.4 {5.8) .2y 2.5 (26.4)
{323.5) (203.8) (47.9) {16.6} (3.4) (595.2)
At At
1oAanuany Adaitons: Exchangs Mar-cash 31 December
2004 Cash flow disposals diferg~res IMOVSIMENES 2004
em £m £m £ 3% em
Cash and cash equivalents 1848 16.3 - 0.4 - 2005
Non recourse loans (related (o PFl assets) (357.8) 16.3 - 853 (256.0)
(Cther non recourse loans (49.8) 29 - 0N - (47.6)
Other loans {185.2} 9.4 0.4 01 - {194.1)
Coligations under finance leases (31.9 ag - a2 (3.2 (28,31
(439.9) 3541 0.4 (1.2) 821 (323.5)

Non-cash movements in 2005 primarily relate to fixed assets acquired under finance leases. Non-cash movements in 2004 relate

to the deconsolidation of Laser and fixed assets acquired under finance leases.
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34, Capital and other commitments

2005 2004
£m £m
Capital expenditure contracted but not provided 38 15

At the balance sheet date. the Group had outstanding commitments for future minimum iease paymenits under non-canceflable
operating 2ases, which fall due as follows:

2005 2604

£m £m

Within cne year 835 80.8
Between one and five years 2519 2581
After five years 2119 240.7
547.3 579.6

Future minimum rentals receivabie under non-canceliable operating leases where the Group is the isssor are as follows:

2005 2004
om om
Nt fater than one year 0.2 0.2
Between one year and five years 0.6 0.6
Alter five years 0.5 06
13 1.4
35. Share-based payment

The Group recognisad the ollowing expenses relatea 1o equity-settled share-based payment transactions:
2005 2004
£m £m
Executive Option Plan 27 25
Long-Term Incentive Scheme ’ 0.8 0.4
Shargsave 2004 2.2 1.6
5.7 45

Executive Option Plan {the EQP)

Cptions granted under the EOP may be exercised after the thirg anniversary of grant. dependent upon the achievement of a
financial performance target over three years. The options are granted at market value and awards made ‘o giigible employees

are based on betwaen 50% and 100% of salary as at 31 Decermber prior to grant. if the options ramain unexercised after a paricd of
10 years from the cate of grant. the options expire. Surthermore. options may be forfeited if the eligible employes leaves the group
before the options vest.

Weighted

average

Number exercise

of options price

‘000 £

Outstanding at 1 January 2005 12,108 1.611
Granted during the year 927 2.350
Exercised during the year (602} 1.525
Expirad during the year {325) 1.525
QOutstanding at 31 December 2005 12,108 1.674

None of these opticns were exercisable at the end of the year.
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35. Share-based payment (continued)

The weighted average share price at the date of exercise for share options exercised during the year was £2.470 (2004: £1.525).
The options cutstanding at 31 December 2005 had a weighted average exercise price of £1.674 (2004: £1.611) and
a weighted average remaining contractual life of 0.62 years (2004: 1.46 years).

The fair vaiue of options granted under the EOP is measurad by use of the Binomial lattice model. The Binomial model is considered
to be most appropriate for vaiuing options granted under this scheme as it allows exercise over a longer period of time between the
vesting date and the expiry date.

The inputs into the Binamial mode! are:

2005 2004
Weighted average share price 266p 240p
Weighted average axercise price 167.4p 1681.1p
Expected volatility 45.5% to 46.6% 45.5% to 46 6%
Expected life 5 years 5years
Risk free rate 4.0% to 4.9% 4.0% 10 4.9%
Expected dividends 1.1% 0 1.5% 1.1% to 1.5%

Expected volatility was determined by calculating the historical volatility of the Group's share price over the pravicus 5 years.
The expectad life used in the model has been adjusted, based on management's best estimate, for the sffects of non-transferability,
exercise restrictions, and behavioural considerations.

Long-Term Incentive Scheme (the LTIS)

Awards made o eligible employees under the LTS, which are structured as opiions with & zero exercise price. may be exercised
after the third anniversary of grant. The extent to which an award vasis (and therefore becomes exercisable) is measurad by
reference to the growth in the Company's earnings per share over the performance period of three financial years.

if the options remain unexercised after a period of 10 years from the date of grant, the options expire. Furthermore, options may
oe forfeited if the eligible employes Isaves the group before the options vest.

Weighted

average

Number exercise

of options price

‘000 £

Qutstanding at 1 January 2005 1,978 Nil
Granted during the year 3t4 Nil
Qutstanding at 31 December 2005 2,292 Nil

None of these options were exarcisable at the end of the year.

The fair value of options granted under the LTIS 1s measured by use of a Monte Carlo Simulation mode!, This model is considered to
be most approgriate for valuing options granted under the LT1S as it takes into account the changes in performance conditions By
which the cotions are measured.
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35. Share-based payment (continued)

The inputs into the Monte Carlo Simulation modet are:

2005 2004
Weighted average share price 260p 240p
Weighted average exercise price Ni INil
Expected volatiiity 41.8% to 51.0% 41.8% to 51.0%
Expected Kfe 3 years 3 years
Risi free rate 3.8% 10 4.8% 318% W0 48%
cxpected dvidends 1.0% to 1.5% 1.0% to 1.5%

Expected volatility was determined by calcuiating the historical volatility of the Group's share price over the pravious
3years The expected iife used in the model has been adjustad, based on management's best estimaie, for the effects of
non-transferaitity, exercise restrictions. and behavioural considerations.

Sharesave 2004

The Sharasave 7004 scheme provides for a purchass price equal to the daily averags market price on the date of grant less 20%.
The shares can be purchased during a two-week period each year.

Weighted

average

Number exercise

of options price

000 £

Outstanding at 1 January 2005 7,793 1.72
Exercised during the year (78) 1.72
Expired during the year (660} 1.72
Outstanding at 31 December 2005 7,057 1.72

Options were valued using the Black Scholes model as this mode! reflects the fact that the options are sxercisable only for a short
period of & months following their vesting. An expected iife of 3 years and three months is the mid point between the vesting and
expiry dates. The model used the lollowing assurmptions:

2005 2004
Weighted average share price 260p 240p
Weighted average exercisé price 172p 172p
Expected volatiity 47.6% 47 6%
Expected lfe 3.25 years 3.25 years
Risk free rae 4.7% 4 7%
Expected dividends 1.1% 1.1%

Expectad volatility was determinad by calculating the histerical volatility of the Group's share price over the previous 3 years.
The expected life used in the model has been adjusted. based on management's best estimate, for the affects of non-transferability,
exercise restrictions, and behavioural considerations.
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36. Related party transactions

Transactions between the Company and its wholly owned subsidiaries. which are related parties, have been eliminated on
consolidation and are not disclosed in thig note. Transactions between the Group and its joint venture undertakings are disclosed
below. with the relevant proportion being elimmated on conselidation. Transaclions belweaen (he Company and ils subsidiaries and
ioing ventures are disclosed in the company's separate financial statements.

Trading transactions
During the year. Group companies entered into the following material transactions with joint ventures:

2005 2004
£m £m
Sales of goods and services 2.2 126
Royalties and management fees receivable 1.0 16
Dividends receivable 25.7 13.8
289 27.8
The following receivable balances relating to joint ventures were included in the consolidated balance sheet:
2005 2004
£m i}
Current:
Loans 35 34
Royalties and management feesg 21 21
5.6 51
2005 2004
£m £m
Non current:
Loans 09 1.6
09 16
The following payable balances relating to joint ventures were included in the consolidated balance sheet.
2005 2004
£m Em
Amounts payable within one year:
Loanrs 5.4 [A
54 7.1

The amounts outstanding are unsacured and will be settled in cash. No guarantees have been given or received. No provisions
have beer made for doubtiu! debts in respect of the amounts owed by related parties,
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36. Related party transactions (continued)

Remuneration of key management personnel
The Directors of Serco Group pic had no material transactions with the Group during the year other than service contracts

and Direclors' liability insurance.

The remuneration of the Directors, wiho are the key management personnel ¢f the Group. is set out below in aggregate for each
of the categories specified in IAS 24 'Related Party Disclosures”:

2005 2004

£m £m

Short-term employee benefits 1.9 17
Post-employment benefits 0.6 11
Share-based payment 0.a 06
34 34

37. List of principal undertakings

The companigs listed below are. in the opinion of the Directors, the principal undertakings of Serco Group plc as at 31 Decamber
2005, The percentage of equity capital directly or indirectly held by Serco Group ple is shown. The voting rights are the same as

the percentage holding. The companies are incorporated and principally operate in the countries stated below.

Principal subsidiaries 2005 2004
United Kingdom Serco Limited 100% 100%
Serco-Denhoim Lmited 90% 80%
Serco-lAL Limited 100% 100%
Serco Ralltest Limited 100% 100%
Serco Systemns Limited 100% 100%
NPL Managemen: Limited 100% 100%
Serco Docklands Limited 100% 100%
Traffic Information Services (TIS) Limited 100% 100%
Serco Lelsure Operating Limited 160% 100%
Kilmamock Prison Services Limited 100% 100%
Lowdham Grange Prison Services Limited 100% 100%
Medomsiey Training Services Limited 100% 100%
Puckiechurch Custodial Services Limited 100% 100%
Moreton Prison Services Limited 100% 100%
Altrarm (Manchester) Limited 1060% 100%
Healhcare Sevices 24 Limied 100% -
Serco Solutions Limited 100% -
Defence Management Watchfield {imitad 100% 50%
Europe and Middle East
Selgium Serco Belgium S.A 100% 100%
Denmark Metro Service AVS 100% 100%
France Serco France SAS 100% 100%
Germany Serco GmbH 100% 100%
Ireland Serco Services Ireland Limited 100% 100%
CCM Software Services Limited 100% 100%
ltaly Serco SpA 100% 100%
The Netherlands Serco Facilities Managernent BV 100% 100%
Spain Serco Gestion de Negocias Sl 100% 100%
Switzerland Serco Faciities Management S A 100% 100%
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37. List of principal undertakings (continued)

Principal subsidiaries 2005 2004

Asia Pacific

Australia Serco Austratia Pty Limitad 100% 100%
Great Southern Raitway Limited” 100% 100%

Hong Kong Serco Group {Hong Kong) Limited 100% 100%

North America

Canada Serco Facilities Management Inc 100% 100%
Serco DES Inc 100% 100%
usa Serco, Ing 100% 100%
Serco Management Services, Inc. {Delawarg) 100% 100%
Serco Managament Services, Inc. {Tennassee) 100% 100%
RCI Holding Corp 100% -
Joint venture undertakings 2005 2004
United Kingdom Serco Guif Enginearing Limited 50% 50%
AWE Management Limited 33% 33%
Merseyrail Electrics 2002 Limited 50% 50%
Northern Rail Limited 50% 50%
Asia Pacific
Australia Defence Maritime Services Pty Limited 50% 50%
Serco Sedexho Delence Services Pty Limited 50% 50%
Other
Bahrain Aeradio Technical Services WL 49% 45%
Singapore Serco Guthrie Pte Ltd 50% 50%
South Africa Equity Aviation Services Limited 50% 50%

All joint ventures are accounted for using the proportionate consolidation methad. Al the subsidiaries of the Group have beean
consolidated. At 31 December 2005, Group companies had branches in UAE Bahrain. Chile. Korea. Saudi Arabia ana Gioraltar,

All the principal subsidiaries of Serco Groun plc and its joint vanture undertakings are engaged in the provision of services.
Fult details of refated undertakings wifl be attached to the Company’s Annual Return ta be filed with the Registrar of Companies.

38. Contingent liabilities

The Company has guaranteed overdrafts, finance leases, and bonding facilities of its joint ventures up to a maximum value
of £4.1m (2004; £5.9m). The actual commitmeant outstanding at 31 December 2005 was £0.2m {2004. £1.3m).

Irt agdition to this, the Company and its subsidiarias have provided performance guarantees. and indemmities refating to
verformance bonds and letters of credit issued by its banks on its behalf, in the ordinary course of business. These are not
expecied o resull in any maiernia financial loss.

Eurther details of the contingent liabilities of Serco Group plc are contained in Note 17 to the Serco Group ple Company
financial statements.

118  Annual review and accounts 2005




39. Transition to IFRS

For all periods up to and including the year ended 31 December 2004, the Group preparad its financial statements in accordance
with UK GAAP These financial statements are the first the Group is required to prepare in accordance with IFRS.

IFRS 1 establishes the transitional requirements for the preparation of financial statements in accordance with IFRS for the first
fime. The general principle is that the IFRS effective at the first-time adoption reporting date (31 December 2005 for the Group)
are to be applied retrospectively to the apening IFRS balance sheet {1 January 2004) the comparative period (2004) and the
reporting period (2005).

Outlined below is the Group's position in relation to key exemptions and exceptions that are available under IFRS.

Business combinations

The Group has adopted the exemption not to apply IFRS 3 "Business Combinations' in respect of acquisitions cccurring pricr to
1 January 2004, As a resull, in the opening balance sheet. goodwill arising from past business combinations {excluding amounts
reclassifed as intangible assets) remains as stated under UK GAAP at 1 January 2004,

Employee benefits

The Group has recognised actuarial gains and losses in relation to employee benefit schemes at 1 January 2004, The Group has
recognised actuarial gains and losses in fuil in the period in which they occur in the consclidated statement of recognisad income
and expense in accordance with the amendment to 1AS 19 ‘Employee Benefits'. issued on 16 Decermier 2004

Share-based payment

'FRS 2 has been applied to all grants of equity instruments after 7 November 2002 thai nad not vested as at 1 January 2005, Under
UK GAAP the Group's shares held in the Zmployee Share Ownership Plan (ESOP) trust were amortised within the ESOP reserve,
and charged to the profit and loss account.

Under IFRS 2. the fair value of all share and share option awards is calculated and then amortised in the Income statement over the
vesling period. The carrying amount of the ESOP reserve on transition to IFRS has been maintained al the carrying amount under
UK GAAP at that date. On transition to IFRS. the cumulative IFRS 2 charge has been shown within & separate shara-based payment
rgserve within Equity.

Cumulative translation differences

The Group has adopted the exemption to set curulative translation differencas for all foreign operations to zero at 1 January 2004
The gain or loss on a subsequent disposal of any foreign operation will exclude translation differences that arose before 1 January
2004. but will includs later transtation differences.

Financial instruments

The Group has adopted IAS 32 Financial Instruments: Disclosure and Presentation’ and IAS 39 'Financial instrurments: Recognition
and Measurement' effective from 1 January 2005 and therefore there is no impact on the Group's balance sheet ag at 1 January
2004 or 3 December 2004 on transifion to IFRS. Adjustments arising from acdopting 1AS 39 impact the spening balance sheet at

1 January 2005 as certain financial instruments. notably interest rate swaps, are recognisad at fair valus. The =ffect of these
adjustmeants is shown in note 27.

Movements in the fair valua of these financial instruments are recognised within a separate Hedging and Translation resarve
within Equity

Accounting for PF! contracts
in March 2005. the IFRIC issued a draft interpretation on accounting for service concession arrangements, including PPP projects
and PFi projects. which has since been withdrawn,

The Group has. from 1 January 2005, recognised the PRI debtors relating to concession arrangements held by PFl companiss at

amortised cost as defined by IAS 39. The effect of adopting this policy is to maintain an accounting freatment consistent with UK
GAAPR while ensuring that the accounting ireatment remains consistent with existing [FRS.
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39. Transition to IFRS {continued)

The draft guidance from IFRIC, if it were re-issued in final form, would potsntially require a number of changes o the accounting
treatment of service concession arrangements. One of the more significant aspects would be the requirement 10 recognise the
assets associated with concession arangements at fair value. This requirement could potentially produce a significant increass in
the carrying value of the Group's PFI debtors held within PRI companies,

Key IFRS adjustments and their impact on the financial statements
Kay IFRS adiustments are outlined below, with summary financial details for the specific accounting periods belng provided,

tAS 31 ‘Interests in Jaint Ventures’
IAS 31 requires that interests in joint ventures are recognised using proportionate consolidation or the alternative equity method of
accounting. This is a change from the gross equity method required under UK GAAP

-

The Group has elected ta recognise its interests in joint vantures using the proportionate consolidation method whereby the Group's
share of each 0f the assets, liabilities. inccine and exgenses of its joint ventures is combined line by fine with similar tems in the
Group's financial stalements or reported as separate line items within the Group’s financial statements.

Conseguently. the presentation of information on joint ventures is now comprehansive.
There is no impact on profit for the year as a result of the change.

IFRS 3 ‘Business Combinations’
IFRS 3 prohibits the amortisation of goodwill. The goodwill amortisation charge under UK GAAP of £15.9m for the year ended 31
December 2004 has been reversed in the IFRS restated resulls.

1AS 38 ‘Intangible Assets’

Franchise assats which are identifiable nor-monetary assete have been reclagsified as intangible assers in accordance wath IFRS
raquirements. The effect of this is 10 reclassily asseis from goodwili 10 other intangible assels of £47.7m as at 1 January 2004 and
£59.0m as at 31 December 2004, Nel assels are not affected by this adjustment.

The amortisation charge relating to these franchise assets was £5.4m for the year ended 31 December 2004,

in addition where the Group has recognised its share of a defined benefit pension abligation that it wili fund over the perica of a
contract or franchise. the liability recognised on transition to IFRS or ar the beginning of the contract o franchise is treated as an
intangfble asset representing the rights to the future economic benefits of the contract or franchise.

1AS 19 'Employee Benefits: Pension scheme adjustments’

in accordance with 1AS 19, the Group has recognised retirernent benefit obfigations in relation to defined benefit schemes

Where the Group takes on a contract and assumes the obligation fo contribute variable amounts to the defined benefit scheme
throughout the contract. and it is not virtually certain that these contributions will be recovered from tha customer. the Group has
recognised its proportionate share of the pensicn scheme obligations together with a corresponding amount as an intangitle asset
representing the right to the future sconomic nenefits of operating the contract or franchise over its life, Whare it is virtually certain
that pension contributions will be recovered. the Group has recognised a financ al asset In trade and other receivables.

The Group has potential deferrad fax assels in respect of thae deficits on defined benafit pension schemes Under 1AS 12 these are
recognised o 1he extent that it is probable that taxable profits will be available against which the decductivle temporary difference
can be utilised.
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39. Transition to IFRS (continued)

These changes have resulted in the following adjustments to the baiance sheet:

Az at As at

1 January 31 Decemnber

2004 2004

£m £m

Other inlangible assels 4.1 155
Deferred tax asset 120 50.8
Trade and other receivables 12.1 20.0
Deferred tax liabilities - {4.0)
Retiremeant benefit obligation (169.9) (204.5)
Change in net assets (111.7) (122.2)

Under UK GAAR the pension charge was included in cost of sales and administrative expenses. The IAS 18 pension charge
includes a service cost which is included in cost of sales and administrative expenses, and inferest on pension obligations net of the
return on pension fund assets which is includad in finance costs. The amontisation of intangible assets is included within other
operating expenses. The net effect is to Increase profit before tax by £0.4m for the year ended 31 Decamber 2004.

IAS 18 ‘Employee Benefits: Employee benefit accruals and provisions’

AS 18 reguires that when empioyees provide a service to a company. the estimated amount that will be paid in exchange for those
services should be recognised.

Cn transition to IFRS. the Group has recognised employee benefit acoruals and provisions in respect of holiday pay, long-term
disability benefits and long-term service award benefits. The adjustment on transition reflects a cumulative adjustment for the
services provided by employees up to the date of transition. Foltowing transition. the movement on these accruats and provisions
reflects the current period service cost.

Arising from the recognition of these accruals and provisions. net of deferred tax, net assets have reduced by £16.0m as at
1 January 2004 and £17.9m as at 31 December 2004,

IAS 10 ‘Events After the Balance Sheet Date’
Under IAS 10, dividends declared after the balance sheet date are not recognised as a liability at the balance shest date.

Dividends are recorded in the Group's consolidated financial statements in the period in which they are approved by the Group's
shareholders.

The dividends proposed but not approved at the balance sheet date have been reversed from the financial statements. This has the
affect of increasing the rnet asseats of the Group by the amount of the proposed dividend of £7.0m as at 1 January 2004 and £8.3m
as at 31 December 2004.

IFRS 2 ‘Share-based Payment’
IFRS 2 Share-based Payment’ requires the recognition of an exopense in relation to all share-based payment such as the Group's
share and share option schemas.

The Group issues equity-settied share-based payments to certain employees and operates an Infand Revenue approved Save As
You Earn share option scheme open to eligible employees which allows the purchase of shares at a discount 1o the market valus.
These are measured at fair value at the date of grant.

The fair value is expensed on a straight-line basis over the vesting period, based on the Group’s estimate of shares that will
eventually vest.

Fair value is measured by use of the Black Scholes, Binomial or Monte Cario Simulation models depending on the type of scheme.

under UK GAAR the Group’s shares held in the ESOP trust were amortised within the ESOP reserve and charged to the profit and
loss account. This charge has been reversed and replaced with the IFRS 2 charge.

The IFRS 2 charge for 2004 was £4.6m and after reversing the amortisation of shares held in the ESOP reserve of £1.2m, the net
effect is to reduce profit before tax by £3.4m for the year ended 31 December 2004. A related deferred tax asset of £0.5m as at 1
January 2004 and £1.4m as at 31 December 2004 has been recognised and will be realised as and when share options vest and
are exercised,
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39. Transition to IFRS (continued)

IAS 12 'Income Taxes’

The income tax adjustments required under 1AS 12 fall into two categeries: Firstly, deferred tax that needs o be provided in
respect of other IFRS restaternent accounting adjustments {for exarnple, pension scheme adjustments. employee bengfits
accruals, goodwilly. Secondly, specific deferred tax adjustments that arise on the different recognition criteria of deferred tax
balances betweaen UK GAAP (FRS 19) and IFRS {IAS 12) {for example, share-based payment. PRl contracts and unremitted
earnings from overseas subsidiaries. joint ventures and investmenis),

The most significant tax adjustments for the Group relate to the deferred tax treatment of pensions and PFI coniracts. The Group
has accourted for deferred tax assets in respect of the pension related assets and deficits {refer to the above nete regarding
pension scheme adjustments under 1AS 19). The principies for the calculation of and recognition of deferred tax for PFI contract
companies under 1AS 12 ara different to those applied under FRS 19, Specifically, 1AS 12 requires that whenever a PFl debtor is
acquired as a business combination. deferred tax needs to be provided upon recognition of that debtor tor alt future tax that will
become payabdle as the debtor is recovered. For the Group, this has resulted in additiocnal deferred tax liabilities being recognised
at the date of transition. In addition. 1AS 12 further requires that whenever a PFI debtor is recognised but not by way of & business
combination. deferred tax is only recognised as the debtor is recovered ~ no additional deferred tax is recognised on transition and
this iheretore leads to smaller deferred tex tiabilities in early penods of the contract with an ncreasing effective tax raie over the
project life. As a result of the change in accounting for deferred tax on PRI debtors. the tax charge has reduced by £2.5m for the
year ended 31 December 2004. The additional deferred tax in the balance sheet has led to a reduction in nat assets of £17.6m as
at 1 January 2004 and £18.7m as at 31 December 2004,

IAS 39 'Financial Instruments: Recognition and Measurement’

The Group adopted 1AS 39 on 1 January 2005; the standard therefore had no effect on the Groug's financial staterents prior to that
date. Adoption of IAS 39 resulted in a £27.1m reduction in opening net assets {£37.9m net of a tax credit of £10.8m) on 1 January
2005. This represents the net effect of marking to market the interest rate swaps, cross-currency swaps and other derivatives heid
by the Group. The effect on opening net assels has been reflected in reserves. These derivatives are mainty held to convert the
floating rate interest obligations of PRl Special Purpose Companies into fixed rate obligations. and to hedge the Group's obligations
under its fong term loan notes.
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39. Transition to IFRS {(continued)

39(a) Reconciliation of equity at 1 January 2004

This tabie highlights the financiai impact of the key IFRS adjustiments on the consolidated balance sheet at 1 January 2004,

1AS 31 IAS 38 AS1G 14519 IAS 10 FRS 2 A5 12
Interast Emgloyee  Empicyee Share-
injoint  Intangible  benefis benefits based income
UK GAAP  vertures asssls - pensong -athar Dividends  payment taxes Cther IFRS
£m £m Em £m £€m Em £ Em £m £m
Non-current assets
Goodwill 2219 52 (47.7) - - - - - 04 179.8
Other intangible assets 11 - 47.7 4.1 - - - - 24 55.3
Property, plant and equipment 77.3 151 - - - - - 1.7 941
Investment in foint ventures 249 {24.9) - - - - - - -
Trade and other receivables 3959 512 - 42.7 - - - - (20) 4878
Defarred tax assets 1.7 - - 42.0 55 - 05 47 0.3 54.7
7228 560 — 88.8 5.5 - 0.5 47 2.8 881.7
Current assets
Inventories 385 3.0 - - - - - - - 425
Trade and other receivabies 299.3 50.2 {30.8} - - - - {1.2) 317.7
Cash and cash equivalents 170.9 13.7 - - 184.6
508.7 56.9 - (3C.6) - — - - (1.2) 5448
Current liabilities
Trade and other payables (338.7) (36.9) - - {154} - - - 06 (3904
Current tax liabilities 1.7 (3.4 - - - - - - - (.7
Obligations undler finance leases (5.9} (1.3 - {0.5) (7.7}
Loans (4.5) {11.0) - - - - - - - {15.5)
Proposed dividend (7.0 - — - 7.0 - — - -
(354.4) (52.8) - - {15.4) 70 - - 01 {415.3)
Non-current liabilities
Trade and other payables - - - - - - - - 3 3.0
Obligations under finance leases {17.5) (5.5) - - - - - 24 (24.2}
Loans (522.2) {54.8) - - - - - - - (576.8
Retirement benefit obligations (22.7) {t.6) - (1899} - - - - 26  (198.6)
Provisions - - - (6.0} - - - - B8.0)
Deferred tax liabilities (27.9) (8.6) - - 0.1 - - (22.3) - (58.9)
(587.3) (70.3) (169.9) (6.1} - (22.3} {1.6) (867.5)
Net assets 280.8 0.6 - (1117 {16.0) 7.0 0.5 {(17.6} 0.1 143.7
Equity
Share capital a7 - - - - - - - 8.7
Share premium accoun! 130.8 - - - - - - - - 190.8
Capital redempticn reserve a1 - - - - - 0.1
Hetained earnings 98.1 - - 19 (18.0) 7.0 (1.2} {17.5) (0.8) 7.6
Share-based payment reserve - - - - - - 1.7 - - 1.7
Hetirement benetit obligations reserve - - - (1138) - - - - - (113.6)
Own shares reserve (16.9) - - - - - - - - (16.9)
Hedging and franslation reserve - - — - c7 0.7
Equity attributabie to equity
hotders of the parent 280.8 - (1117 {16.0) 7.0 05 {17.8) 01 1431
Minority interest — 0.6 - - - — - - - 0.6
Total equity 280.8 0.6 - {111.7) {18.0) 7.0 0.5 {17.6) 01 143.7

www.serco.com 123




Notes to the financial statements

39. Transition to IFRS {continued)

39{b} Reconciliation of the income statement for the year ended 31 December 2004

This table highlights the financial impact of the key IFRS adjustments on the consolidated income staternent for the year ended

31 December 2004

1AS 31 IFAS3 IAS 38 1AS 19 RS 2 IAS 12
Intarest Employee Shara-
inont Business  intangible vergfits based Incomsa
UK GAAP  venturss combinations  assess - gensions  paymernt tanes Other FRS
£m £m Em |2 £m £m £m £m £m
Revenue 1,3814 2555 - - - - 16369
Cost of saleg (11905 (2071 - - 39 - - 06) {13943
Gross profit 1809 48.4 - - 39 - - 08 2428
Administrative expenses {139.7) {23.0) - - 0.2 (3.4} - 0.3) {186.2)
Othar expenses ~ amortisation of intangibles (16.5) - 15.9 (5.4} (1.2) - - - {7.2)
lotai administrative expenses {156.2) (23.0 15.9 (5.4 (1.0} {3.4) - (0.3) {173.4)
Operating profit 34.7 25.4 15.9 5.4 2.9 (3.4} - 0.9) 6892
Joint venture operating profit 254 (26.4) - - - - - - -
Investment revenue 35.3 o - - - - - - 353
Finance costs (38.0) e — -~ {(2.5) - - {40.5)
Profit before tax 57.4 - 159 5.4) 0.4 (3.4) - 0.9 64.0
Tax {20.4) - 11.5) 0.2} 0.9 5 0.8) {19.5}
Profit for the year 370 - 14.4 (5.4 02 (2.5} 2.5 44.5
Attributable to:
Equity holders of the parent 36.0 - 14.4 (5.4) 0.2 {2.5) 2.5 {1.7) 43.5
Minority interes! 1.0 - — - - 1.0
Earnings per share (EPS)
Basic EPS 8.37p 10.11p
Diluted EPS 8.27p 9.99p

*UK GAAP values inciude the Group's share of joint venture investment income, finance costs and tax.
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39. Transition to [FRS {continued)

39(c) Reconciliation of equity at 31 December 2004

Thig table highlights the financial impact of the key IFRS adjustiments on the consolidated balance sheet al 31 December 2004.

AS 31 RS 3 NS 33 1AS 19 AS 19 IAS 1D FAS2 IAS 12
frtareat E~pioyes  Emgloyee Share-
i joint Businoss  Intangible oenefits beredits hased ncome
UK GAAP  wentures combinations assets - pensicns -orher Dividends  payment mxes Other iFRS
£m £m £m £m £m £ £m £m em £rm £
Non-current assets
Goodwil 208.2 114 15.9 {59.0 - - - - - 09 1774
Other intangible assets 7.0 - - 536 15.5 - - - - 750
Property. plant and equipment 795 18.0 - - - - - - - 07 962
investment in joint ventures 272 {27.2) - - - - - - - - -
investments 137 - - - - - - - - - 13.7
Trade and other receivables 296.9 626 - - 323 - - - {1.2) 39086
Deferred lax assels - 1.3 - - 50.8 5.4 — 1.4 12.2) 3.4 50.1
632.5 64.1 159 5.4 98.6 5.4 - 1.4 (12.2) 2.7 803.0
Current assels
Inveniories 23.0 38 - - - - - - - - 26.9
Trade and other receivables 343.0 56.7 - - {12.3) - - - - 27 390.1
Cash and cash equivalents 173.9 27.2 - - - - — - - [bE 2005
538.9 578 - - {12.3) - - - - 2.1 617.5
Current liabilities
Trade and other payables (352.2) 47.4) - - - (18.9) - - - {05) (2170}
Retirement bensfit obligation {.4) - - 0.4 - - - - - -
Current tax liabiiities (3.9} - - - - - - - 1% 5.8
Obligations under finance leases (8.5) (1.3 - - - - - - - {0.3) 8.1}
Loans {23.5) (228 - - - - - - - {03 (46.4)
Proposed dividend 8.3) — - - - - 83 - — — -
{(390.9) {75.2) - - 0.4 (16.9) 8.3 - - {30y 4773
Non-current liabilities
Trade and other payables 1% - - - - - - - 0.5 0.6)
Obligations undsr finance leases (13.6) (4.2} - - - - - - - {04 (18.2)
Loans {401.5) (5013 - - - - - - - 03 453
Retirement benefit obligaions  {29.8) 9.2 - - {2043} - - - - 1.0 (242.9)
Provisions - 6.0 - - 6.0)
Deferred tax liabilities (32.2) {10.4) (1.5) - 4.0 — — - (65 104 {55.0)
4770 {75.0) (1.5 ~ {2089 B6.03 — — {6.5) 10 {774.0)
Net assets 304.4 1.7 14.4 (54) {(122.2) {17.5} 8.3 1.4 (18.7y 2.8 169.2
Equity
Share capital 87 - - - 87
Share premium account 1815 - - - - - - - - - 1915
Capitai reclemption reserve G.1 - - - - - - - - - 0.1
Retained earnings 1226 - 14.4 5.4 22 {17.5} 8.3 (4.2} (18.7) 27 1044
Share-based payment resenve - -~ - - - - - 6.2 - - 6.2
Retirement beneft cbligations reserve - - (124.4) - - - - - (1244}
Own shares reserve {15.8} - - - - - - 0.6) - - (16.4;
Hedging and translation reserve (2.7} - - — - - - - - GA1 (2.6}
Equity attributable to equity
holders of the parent 304.4 - 4.4 5.4y (1222 (17.5) 8.3 1.4 (18.7) 28 1675
Minarity interest - 1.7 - - - = - - - - 1.7
Total equity 304.4 1.7 t4.4 (b4 (1222 {17.5) 8.3 1.4 (18.7) 28 168.2
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UK GAAP directors’ responsibilities - Serco Group plc — company

Directors’ responsibilities

Comgpany Law requires the Oireclors to prepare Accounts and Notes for each financial year. which give a frue and fair view of Ihe state
of affairs of the Company as at the end of the financial year and of the profit and loss of the Company for that period. In preparing
those Accounts and Notes the Diractors are required to:

= Select suitable accounting policies and apply them consistently;
» Make judgements and eslimates that are reasonable and prudent; and
+ State whether applicable accounting standards have been followed.

The Directors are responsible for ensuring proper accounting records are kept which disclose with reasonatle accuracy at any time the
financial position of the Company and enable them to ensure that the Accounts and Notes comply with the Companies Act 1985, They
are also responsible for the Company’s system of internal ¢ontrol, for safeguarding the assets of the Company and hence for taking
reasonable steps for the prevention and detection of fraud and othar irregularities.

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

é’le—za 3£

Joanne Roberts
Secretary

v

Serco House

16 Bartley Wood Business Park
Bartley Way

Hook

Hampshire

RG27 sUY

1 March 2006
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UK GAAP audit report — Serco Group plc— company

Independent Auditors’ Report to the
Members of Serco Group plc

We have audited the individual company financial
statemenis of Serco Group plc for the year ended
31 December 2005 which comprise the balance
sheet and the reiated notes 1 to 18. These
individual company financial statements have
teen prepared under the accounting policies

set out therein.

The carporate governance statement and the
directors’ remuneration report are included in the
group annual report of Serco Group plc for the year
ended 31 December 2005, We have reparted
separately on the group financial statements of
Serco Group plc for the year ended 31 December
2005 and on the information in the directors’
remuneration report thal is described as having
been audited.

This report is made solely to the company's
members, as a body. in accordance with section
235 of the Companies Act 1985, Our audit work
has been undertaken so that we might state to the
company’'s members those matters we are required
to state to them in an auditors” report and for no
other purposa. To the fullest extent permitted by
iaw, we do nat accept or assumae respensibility to
anyone other than the company and the company’s
members as a zody, for our audit work, for this
report, or for the opinions we have formed.

Respective responsihitities of directors

and auditors

The directors’ responsibilities for preparing the
annual report and the individual company financial
statements in accordance with applicabie law

and United Kingdom Accaunting Standards
{Jnited Kingdom Generally Accepted Accounting
Practice) are set out in the statement of divectors’
responsibilities.

Qur resporsibifity is to audit the individual
company financial statements in accordance

with relevant United Kingdom legal and regulatory
requiramants and International Standards on
Auditing (UK and Ireland).

We report to you our opinion as to whether the
individual company financial statements give a true
and fair view in accordance with the relevant
financial reporting framework and whether the
individual company financial statements have
been property prepared in accordance with the
Companies Act 1985. We report to you if, in our
opirion, the directors’ report is not consistent

with the individual company financial statements,
We also report to you if the company has not kept
proper accounting records. if we have not received
alt the information and explanations we require for
our audit. or if information specified by law
regarding directors’ remuneration and other
transactions is not disclosed.

We read the directors’ repart and the othar
information contained in the annual report for the
above year as described in the contents section
and consider the implications for our report i we
become aware of any apparent misstatemants or
material inconsistencies with the individual
company financial statements.

Basis of audit opinion

We conducted our audit in accordance with
International Standards on Auditing (UK and
Ireland) issued by the Auditing Practices Board.

An audit includes examination, on a test basis, of
avidence relevant to the amounts and disclosures
in the individizal company financial statermants.

It also includes an assessment of the significant
estimates and judgements made by the directors in
the preparation of the individual company financial
statements, and of whether the accounting policies
are appropriate to the company's circumstancas,
consistently applied and adequately disclosed.

We planned and performed our audit so as o
obtain all the information and explanations which
we considerad necessary in order to provide us
with sufficient evidence to give reascnable
assurance that the individual company financial
stataments are free rom material misstatement.
whether causad by fraud or other irregularity or
error. In forming our opinion we also evaluated the
averall adequacy of the presentation of information
in the Individual company financial statements

Opinion
in our opinion:

* the individual company financial statements give
a trug and fair view. in accordance with United
Kingdom Generally Accepted Accounting
Practice. of the state of the ccmpany's affars as
at 3t December 2005; and

» the individual company financial statements have

been properly prepared in accordances with the
Companies Act 1985,

Mo»,}k{ < ouwedu LLP

Deloitte & Touche LLP
Chartered Accountarts and Registered Auditors
Landon

1 March 2006
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Company balance sheet
at 31 December 2005

2005 2004
Note £m £m
Fixed Assets
intangitle assels 3 109 -
Tangible assets 4 45 3.9
Investments in subsidiary undertakings 5 748.2 4533
Other investments 5 - 13.7
7636 470.9
Current Assets
Stock 6 - 0.1
Amounts owed by subsidiary companies dug after more than one year 18.0 12.4
Debtors: Amounts due within one year 7 50.5 28.4
Bebtors: Amounts due after more than one year 7 7.4 15
Cash at bank and in hand 211 847
95.0 127.1
Creditors: Amounts falling due within one year
Bank loans and overdrafts - {105.4)
Tracle creditors {0.6) {0 9)
Other creditors including tax and social sec.irity 8 {6.2) (7.1
Financial instruments 10 {0.5) -
Accruais and deferred income (17.0) 2.0y
(24.3) (125.4)
Net current assets 70.7 17
Total assets less current liabilities 834.3 4726
Crsditors: Amourits faliing due after mere than one year 9 {440.3) {160.6
“nancial instruments 10 (10.5) -
Provisions for flapllities and charges H - (5.2)
Net Assets 3835 311.8
Capital and reserves
Called up share capital 12 94 57
Share premium account 13 269.5 1915
Capttal redemption reserve 0.1 01
Share-based payment reserve 14 15.5 6.2
Hedgirg and translation reserve 15 {6.0) -
Protit and loss account is) 95.0 1053
Equity shareholders’ funds 383.5 311.8

The financial statements were approved by the Board of Directors on 1 March 2008 and signed on bahalf of the Board by

Kevin Beeston Andrew lenner
Finance Director
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Notes to the company financial statements

1. Accounting policies
The principal accounting policies adopted are shown balow.

Basis of accounting
These financial statements have been prepared in accordance with UK GAAP and applicable UK law,

Accounting convention
These accounts have been prepared under the historical cost convention.

Prior year comparatives
The Company has restated the prior year comparatives in accordance with the revisions to UK GAAP under FRS 20 "Share-based
payment’ and FRS 21 'Post balance shest events'.

Fixed asset investments
investments held as fixed assets are stated at cost less provision for any impairment in value.

Tangible fixed assets
Tangible tixed assets are stated at cost or valuation, net of depreciation and any provision for impairment,

Depreciation
Depreciation is provided on a straight-line basis at rates which. in the opinion of the Directors. reduce the assets to thair residual value

over their estimated usaful lves.

The principal annual rates used are:

Short leasehocid building improvements the higher of 10% or raie produced by lease term
Machinery 15% — 26%

Furnifure 10%

Cffice equipment 20% — 33%

Share-based payment
The Group has applied the reguiremeants of FRS 20 'Share-based payment'. In accordance with the transitional provisions. FRS 20 has
been applied to all grants of equity instruments after 7 November 2062 that were not fully vested as of 1 January 2005.

The Group issues equity-settied share-based payments to certain employees and operates an inland Revenug approved Save As You
Earn share aption scheme open o gligibie employess which allows the purchase of shares at a discount. These are measured at fair

value at the dats of grant. The fair value is expensed on a straight-ling basis over the vesting period. based on the Group's estimate of
shares that will eventually vest.

Fair vaiue is measured by use of the Black Scholes, Binomial or Mante Carfo Simulation modets depending on the type of scheme.
The expected life used in the models has been adjusted, based on managernent's best estimate, for the effects of non-transterability
exercisa restrictions. and behavioural considerations. Whers ralevant. the value of the option has also been adiustad to take accoun:
of market conditions applicabie to the option

Derivative financial instruments and hedging activities
The Company has adopted FRS 26 'Financial instruments: Measuremert” with effect from 1 January 2005.

Cerivatives are initially accounted for and measured at fair valug on the date a derivative contract is entered into and subseagusntly
measured at fair value. The gain or loss on re-measurement is taken to the profit and loss account excepl where the derivalive is a
designaied cash fiow hedging instrument. The accounting treatmment of derivatives classified as hedges depends on their designation.
which occurs on the date that the derivative contract is committed to. The Company designates derivatives as:

+ a hedge of the fair value of an asset or liability {fair value hedge)
« a hedge of the income/cost of a highly probable forecast fransaction or commitment {cash flow hedge)
* a hedge of net investment in a foreign entity

Gains and losses on fair value are recorded in the profit and 1oss account with the gain or loss on the hedged item attributable to the
hedged risk,
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Notes to the company financial statements

1. Accounting policies {continued)

Gains or losses on cash flow hedges that are regarded as highly effective are recognised in equity. Where
the forecast fransaction results in a financial asset or liability only gains or 10sses previously recognised in
equity are reclassified o profit or 10ss in the same pericd as the asset or Habllity affects profit or loss.
Where the forecast transaction or commitment resulis in a non-financial assat or liabllity. any gains or
losses previously deferred in equity are included in the cost of the related asset or liability if the forecast
transaction ar commitment resuits In future income or expenditure. Gains and losses deferred in equity are
transferred to the profit and 1083 account in the same period as the underlying income or expenditure. The
insiffective portion of the gain or ioss on the hedging instrurnent is recognised in the profit and 'oss
account.

For the ineffective portion of hedges or transactions that are not designated for hedge accounting under
FRS 26. any change in assets or liabilities is recognised immediately in the profit and loss account. Where
a hedge no longer meets the effectivenass criteria. any gains or losses deferred in equity are only
transferred to the profit and loss account when the committed or forecast transaction is recognised in the
profit and loss account. However, where cash flow hedge accouning has been applied for a forecast or
committed transaction that is no longer axpected o occwr. then the cumuiative gain or 1oss that has been
recorded in equily at that time remains in eguity and is recognised when the forecast transaction is
ultimately recognised in the profit and Ioss account.

Where the Company hedges net investmants in foreign entities through currency torrowings, the gains or
losses on the translation of the borrowings are recognised in equily. Gains and fosses accumulated in
aguity are included in the profit and loss account when the foreign operation is disposed of.

Current tax
Current tax. including UK corporation tax is provided at amounts expected to be paid {or recovered) using
the tax rates and laws that have been enacted or substantially enacted at the balance shest date.

Deferred tax

The charge for ax takes account of taxation deferred bacause of cifierences between the timing of
recognition of certain items for taxation purposes and for accounting purposes. Deferred tax is recognised
in respect of all timing differences that have originated but not reversed at the talance sheet date where
the transacticns or events that give rise to an obligation to pay more or less tax in the futurg have occurred
by the balance sheet date. A deferred tax asset is recognised only wien it is consicdered more likely than
not that it will be recoverad.

Deferred tax is racognised on a non-discounted basis using tax rates in force at the balanca sheet date.

2. Auditors’ remuneration
Augitars' remuneration and other charges from Deioitte & Touche LLP are bome by another group comparny.
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3. Intangible assets

Software and
development
expenditure
£m

Cost
At 1 January 2005 -
Additions 10.9
At 31 December 2005 109

Accumulated amortisation
At 1 January and 31 December 2005 -

Net book value
A1 31 December 2005 109
At 31 December 2004 -

4. Tangible assets

Short ieasehold Machinery
huilding furniture and
improvements equipment Total
£m £m £m
Cost
At 1 January 2005 1.0 5.5 6.5
Adgditions 0.8 0.7 1.5
Disposals (0.8} - (0.8}
At 31 December 2005 1.0 6.2 7.2
Accumulated depreciation
At 1 January 2005 0.2 24 2.6
Charged for the year 01 0.2 0.3
Disposals {0.1) 0.1 {0.2)
At 31 December 2005 0.2 2,5 27
Net book value
At 31 December 2005 0.8 37 4.5
At 31 December 2004 08 31 39

The cost of assets heid by the Company under finance leases at 31 Decamber 2005 was £0.8m (2004: £0.8m). The accumulated
depreciation provided for those assets at 31 December 2006 was £nif (2004: £0.1m),

5. Investments in subsidiary undertakings

£
Shares in subsidiary companies at cost:
At 1 January 2005 453.3
Increase in investments in Group companies 2949
At 31 December 2005 748.2

At 31 December 2004, other investments of £13.7m represented listed UK equity investmenis of 4,254,542 ordinary shares of 10p each
in ITNET plc. On 3 February 2005, the Company complated the purchase of all remaining shares in ITNET plc, making (TNET plc a
100% owned subsidiary of the Company.
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6. Stock
2005 2004
em £m
Lang-term praject-based contract balances - 0.t
7. Debtors
2005 0G4
Em |3
a} Amounts due within one year:
Amcunts recoverable on contracts 0.1 0.1
Amounts owed by subsidiary companies 135 -
Other debtors 10.1 133
Financial instruments {see note 10} 0.5 -
Corporation 1ax recoverable 263 15.0
505 28.4
b} Ameunts due after more than one year:
Other debtors 1.5 1.5
Deferred tax assat 59 -
7.4 1.5
57.9 20.9
8. Other creditors including taxation and social security
2005 204
£m B
Obligations under finance leases 0.3 0.2
Other creditors 0.8 0.2
Arnounts owed to joint veniures 5.1 8.7
6.2 7.1
8. Creditors: Amounts falling due after more than one year
2005 2004
£m £
a) Obligations urder finance leases 0.8 0.5
Other loans 439.8 160.2
4406 160.7
Less: amounts included in creditors falling dus within one year (0.3} on
Amounts falling due after more tharn one year 440.3 160.6
D) Analysis of loan repayments dus:
Obligations under finance leases:
Within one year or on demand 0.3 0.1
Between one and two years 0.5 0.4
Other loans:
Between one and two years 42.7 -
Between two and five years 279.4 430
After five years 117.7 117.2
440.6 160.7
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10. Financial instruments

Agsets Liabiities Azsets {iabiliiss
2005 2005 20604 2004
Em £m £ g
Currency swaps - 4.7 - 9.0
Forward forgign exchange contracts 0.5 6.3 - 8.7
0.5 1.0 - 17.7

Analysed as:
Non-current - 10.5 - 167
Current 0.5 0.5 - 1.0

The Company has adopted FRS 26 trom 1 January 2005 and has taken acdvantage of the exemption provided under FRS 25 not to
restate 2004 comparatives, The 2004 comparatives are for information only.

The Company holds derivative financial instruments in accordance with the Group's policy in ralation to its financial risk maragement.
Uetalls of the disclosures are sat cut in nate 26 of the Group's congalidated financial statements.

11, Provisions for liabilities and charges

At Charged to Foreign At
1 January the profit and axchange 31 December
2005 Utilised less account differences 2005
£m £m £m £m fm
Deferred tax 0.2 - {0.2} - -
2005 2004
Em £
The amounts of deferred tax orovided in the accounts are:
Tax allowances in excess of depreciation - 0.2
Other timing differences - G4
- 0.2
12. Called up share capital
2005 2004
Number Nurrber
£m miliions Zm ~ilfions
Authorised:
550.000.000 {2004: 550.000.000) ordinary shares of 2p each 11.0 550.0 1.0 550.0
Issued and fully paid:
435,352,803 [2004: 434.880.837) odinary shares of Zp each at 1 January 8.7 435.4 87 4349
Issued as consideration for acquisitions during the year 0.6 30.3 - -
Issued on the exercise of share options 0.1 25 - 05
468.231,512 (2004 435.352.903) ordinary shares of 2p each at 31 December 9.4 468.2 8.7 4354

The Company has one class of ordinary shares which carry no right to fixed income.

During the year 2,522 336 ordinary shares of 2p each were allotted to the holders of options or their parsonal representatives using
newly listed shares.

13. Share premium account

£m
At 1 January 2005 191.5
Premiurn on shares issusd 78.0
At 31 December 2005 2695
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14, Share-based payment reserve

2004
2005 sesiates
£m g
At 1 January 6.2 -
Transfer from profit and loss account — prior year adjustment - 16
Restated at 1 January 6.2 1.8
Charged in the pericd 57 3.4
Transfer from ESOP trust - 1.2
Tax on items taken directly to equity 38
At 31 December 18.5 6.2
Details of the share-base payment disclosures are set out in note 35 of the Group's consalidated financial statements.
15. Hedging and translation reserve
2005 2004
£m gr
At 1 January - -
Fair value ioss on cash flow hedges on adoption of FRS 25 and FRS 26 (14.5)
Restated at 1 January (14.5) -
Fair value gain cn cash flow hedges during the period 5.9 -
Tax credit on iterns taken diractly to equity 26 -
At 31 December (6.0) -
18. Profit and loss account
2064
2005 rastaled
£m £
At 1 January 105.3 865
Transfer {¢ share-based payment reserve - prior year adjustment - (1.8)
As restated 105.3 84.9
Fair value loss on fair value hedges on adoption of FRS 25 & FRS 26 (1.8) -
As restated 103.5 84.9
Equity dividends - 7.0
Restated at 1 January 103.5 91.9
Profit for the year 4.0 238
Equity dividends {12.5) 10.4)
At 31 December 95.0 1063

As permitted by Section 230 of the Companies Act 1885, the profit and loss account of the Company is not presented as part

of these accounts.

17. Contingent liabilities

The Company has provided certain financial guarantees and indemnities in respect of the loans, overdraft and bonding facilities.
and other financial commitments of its subsidiaries. The total commitment outstanding at 31 Decembar 2005 was £20.6m
(2004 £7.1m).

The Company has also guaranteed overdrafts, finance leases. and bonding facifities of its joint ventures up to a maximum value
of £4.1m (2004: £5.9m). The actual commitment outstanding at 31 December 2005 was £0.2m (2004: £1.3m).

I addition to this, the Compary has provided performance guarantees and indemnities relating to partormance bonds and letters

of credit issued by its banks on its behalf. in the ordinary course of Dusiness. These are not expected to result in any material
financial loss.

18. Related parties

The Directors of Serco Group plc had no material transactions with the Company or its subsidiaries during the year other than
senvice contracts and Directors’ liability insurance. Detalls of the Directors’ remuneration are disclosed in the Remuneration Report
for the Group.
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Investor information

Registrars

Computershare Investor Services maintains

our register of members and makes dividend
payments to our shareholders. Please direct any
correspondence about your holding — including
change of address and dividend mancate
instructions — o Computershare at this address.

Computershare Investor Services PLC
PO Box 82

The Pavilions

Sridgwater Road

Bristol BS99 7NH

Computershare's shareholder website is at
www.computershare.corm. A dedicated shareholder
senvices helpling is available on

Tel: +44 (0) 870 873 5839,

Tre helpline is open during working hours (UK
lime} if you have any gquestions about your holding
N the company.

Shares in issue
At 31 December 2005 there were 468,231 512
Serco Group pic Ordinary 2p Shares in issue.

Dividend mandate

Dividends can be paid directly into your bank or
cuilding seciety account. To take advantage of this
facility. please complete the dividend mandate form
attached to your dividend cheque or contacl
Computershare by phone, fax or post.

The form 13 also avallable from the
Computershare website.

Dividend re-investment plan

The Serco Dividend Re-investment Plar: {DRIP}
gives shareholders the chance 1o re-invest their
dividends in Serco shares instead of receiving
cash.

if you participate in the DRIF your cash dividend
will be paid directly to Computershare, who will
calculate the number of shares g which you
are entitled and buy them on the stock market,
Because participanis' share purchasges are
aggregated, the dealing costs are relatively 10w,

To register, simply complete a form and send it to
the registrar. For further information about the DRIP

pleasa contact Computershare directly on the
number provided above, or aliernatively look
under the nome page section on the
Computershare website.

Electronic mailing

Where [he law aliows. you can now choose not

to receive & paper copy of the documentation

we send out. Instead we can send you an email
notification every time a new shareholder document
is posted on our website. This will include the
annual and interim reports and other sharehoider
commurications. You can then view the
document{(s) on our website at www.Serco.com.

To receive documents eiectronically you will need
to register on line on the Computershare website.
This is a secure, straighiforward online service
operated free of charge oy Computershare.

Postal share dealing services

Serco has arranged with Cazenove & Co a simpla,
tow-cost method of buying and selling its shares
by post. Shares are bought and sold on the day
Cazenove receives the instruction. For a dealing
form. please contact the postal dealing departiment
at Cazenove.

Cazenove & Co. Ltd
Share Dealing Service
20 Mgorgae

London EC2R 6DA
United Kingdom

Tel: +44 [0) 20 7155 5155

The terms and conditions for this service are shown
on the 1ast page of the form.

Unsolicited mail

We are legally obliged, whenever requested. to
provide copies of our shareholder reqister to any
third parties, so from time to time you may receive
unsolicited mail. You can limit the amount of
unsolicited mail you receive by contacting:

The Mailing Preference Service
Freepost 22

London WIE 7EZ

United Kingdom

www.serco.com
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summary financial statement

Financial calendar

8 March 2006 exavidend date

10 March 2006 secora aate

31 March 2006 accounts pusisne

25 April 2006 Last ey ror omie secton

5 May 2006 Anrual Gerneral Meeting

17 May 2006 rroposed payment of fnai cvicend
August 2006 Proposed announcement of inferm resuls

O CtO be r 2 O O 6 Proposed payment of interim dividend
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