18 GKN plc 2003 OPERATING AND FINANCIAL REVIEW

GROUP ACTIVITIES
GKN is a global engineering business serving the automotive and
aerospace markets.

Automotive activities comprise GKN Driveline, Powder Metallurgy,
and OffHighway and AutoComponents.

Aerospace activities comprise Aerospace Services and
AgustaWestland, a 50% joint venture with Finmeccanica SpA.

These activities are discussed in more detail on pages 8 to 15 and
22 to 27.

STRATEGY

GKN is committed to providing long-term shareholder value

by supplying outstanding products and services to our global
automotive and aerospace customers to produce growth in sales
and sustained profitability. This will be achieved largely through

a combination of organic development of our businesses and
selective acquisitions which add to our technological capabilities
or geographical presence or are in support of customer outsourcing
programmes. More detail on the development of this strategy in
2003 is contained in the Chief Executive’s review.

REVIEW OF OPERATIONS

In this review and elsewhere in the annual report, in addition to the
statutory measures of earnings, we have included references to profit
before goodwill amortisation and impairment and exceptional items
since we believe this shows most clearly the trend in performance.
In the segmental analysis the cost of the UK pension deficit, which is
material and cannot readily be attributed to the current Automotive
or Aerospace businesses, is shown separately. The segmental
analysis of operating profit for 2002 has been restated accordingly.

Group performance

Sales

Total sales, including our share of joint ventures and associates, were
£4,585 million compared with £4,452 million in 2002, an increase of
£133 million (3.0%). Excluding the translational impact of currency,
acquisitions and divestments, underlying sales were 1.1% above
last year.

Automotive sales of £3,036 million were £86 million (2.9%) above
last year with an underlying increase of 0.6%. As described on page
22,2003 was a year of weaker market conditions in both Europe
and North America which were compensated to some extent by
rapid growth in emerging markets, particularly China.

Aerospace sales of £1,549 million were £47 million (3.1%)
higher than 2002. Excluding the translational impact of currency,
acquisitions and the share of Alvis plc which was sold in the year,
sales were broadly level with increases in military being offset by
further reductions in civil demand.

Operating profit (before goodwill amortisation and impairment

and exceptional items)

Operating profit before goodwill amortisation and impairment and
exceptional items of £302 million was £13 million (4.1%) lower than
2002. The translational impact of currency was £12 million positive
but this was almost entirely offset by £11 million negative impact

from transactional effects. Net acquisitions and divestments
contributed £3 million. Total operating profit was also impacted by
an increase of £17 million in the charge for the UK pension deficit.

Automotive operating profit decreased by £6 million (3.0%) to
£195 million. Excluding translational currency effects, acquisitions
and divestments the decrease was £18 million (8.5%).

Aerospace profits improved from £120 million to £130 million.
However, the 2002 figure for Aerospace was after charging an

£11 million share of redundancy and reorganisation costs in
AgustaWestland. Adjusting for this, translational currency impacts,
and acquisitions and divestments, underlying profit reduced by
£4 million (3.0%).

As noted above, the charge to operating profit in respect of the UK
pension scheme deficit rose to £23 million from £6 million in 2002.

Goodwill amortisation and impairment

Amortisation of goodwill was £37 million (2002 — £37 million).
An impairment charge of £91 million (2002 — £11 million) has
also been recognised in the year. Most of this (£83 million) arose
as a consequence of continued disappointing performance in the
US powder metal business with £8 million in Aerospace Services
following the normal annual review of asset carrying values.

Statutory operating profit

Operating profit after goodwill amortisation and impairment
and exceptional items was £174 million (2002 — £230 million),
a 24.3% decrease. There were no exceptional items charged to
operating profit in the year (2002 — £37 million).

Exceptional items

Exceptional profits arising on the sale or closure of businesses
totalled £55 million (2002 loss — £2 million). This mainly related to
profit on the disposal of the Group’s 29% shareholding in Alvis plc
for a cash consideration of £73 million.

Interest

Net interest payable by subsidiaries was £56 million (2002 —
£47 million). This planned increase was due to a combination
of higher rates arising from the Group’s issue of bonds in 2002
(which lengthened the debt maturity profile) and lower levels of
balance sheet currency hedging.

Interest costs were covered 5.4 times (2002 — 6.6 times) by
operating profit before goodwill amortisation and impairment
and exceptional items.

Profit before tax

Profit before tax, goodwill amortisation and impairment and
exceptional items was £246 million compared with £267 million
in 2002, a decrease of 7.9%.

Statutory profit before tax was £173 million. This compared with
the 2002 figure of £180 million.

Taxation

Taxation decreased to £70 million from £77 million in 2002.
The underlying rate of tax expressed as a percentage of profit
before goodwill amortisation and impairment and exceptional
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items for the year was 31.3% compared with a 2002 figure of
30.0%, the increase being largely attributable to a reduction in
credits arising from the settlement of prior year tax liabilities.

The underlying rate in 2004 and beyond is still expected to show

a modest, progressive increase as a result of future changes in the
geographical mix of profits. There may, however, be some favourable
impact from the satisfactory resolution of outstanding tax issues.

The tax credit on exceptional items and goodwill impairment was
£7 million (2002 tax credit — £3 million).

The effective tax rate based on profits after goodwill amortisation
and impairment and exceptional items was 40.5% (2002 — 42.8%).

Earnings

Earnings per share before goodwill amortisation and impairment
and exceptional items were 22.8p compared with 25.2p in 2002,
a reduction of 9.5% (after these items the figure was 13.8p, little
changed from the 2002 figure of 13.7p).

Dividend

As noted in the Chairman’s statement on page 6, a final dividend
of 7.8p per share is proposed. Together with the interim dividend
of 3.8p the total dividend for the year will be 11.6p, an increase of
2.7% over the equivalent figure for last year. The total dividend is
covered 2.0 times by earnings before goodwill amortisation and
impairment and exceptional items (2002 — 2.2 times).

Cash flow

Operating cash flow, which GKN defines as cash inflow from operating
activities (£287 million) adjusted for capital expenditure (£162 million)
and proceeds from the disposal of fixed assets (£13 million), was
again strong and this year’s figure of £138 million compared with
£168 million in 2002.

Continuing tight management control led to a sound working capital
performance and lower capital expenditure. Before the cash outflow
in respect of prior year exceptional charges (£13 million), the increase
in UK pension prepayment (£21 million) and one-off payments in
respect of overseas pension obligations (£13 million) there was a
cash outflow from working capital and post-retirement provisions of
£19 million. After these items there was an outflow of £66 million.

Capital expenditure was £162 million (2002 — £213 million) and

represented 89% of depreciation (2002 — 120%). This was somewhat
lower than expected as certain large items of expenditure anticipated
in 2003 will now take place in 2004. Looking forward, it is expected

GKN Driveline’s modern production
facility at Rayong in Thailand. Thailand
has become an important centre of

light vehicle production in the Asia
Pacific region. During 2003 GKN and
Toyoda Machine Works (TMW) of Japan
established two joint ventures based in
Thailand to supply driveline components
for a new Toyota light vehicle platform.

that the normal level of capital expenditure to depreciation will be
closerto 110-120%.

Interest paid was £70 million compared with £56 million in 2002 since
interest on the bonds issued during that year was not paid until 2003.

Dividends from joint ventures and associates were £68 million
(2002 — £45 million) with the major receipt being from AgustaWestland
which has a policy of 100% distribution of earnings unless
otherwise agreed by the shareholders. The dividend received from
AgustaWestland in 2003 was somewhat higher than its normalised
distribution, reflecting its strong profit and cash performance.

Tax paid totalled £63 million compared with £38 million in 2002
and reflected the settlement of prior years’ tax issues. The figure
for 2004 is expected to be somewhat lower.

The net impact of acquisitions and divestments was an inflow of
£29 million (2002 outflow — £75 million) leaving a net cash inflow
for the year, before dividend payments, of £118 million (2002 -
£66 million). The major transactions in the year were the sale of
our 29% stake in Alvis plc for £73 million and the acquisition of
Pilkington’s aerospace transparency business for £36 million in cash
(in addition there were borrowings on acquisition of £6 million).

Net borrowings

At the end of the year the Group had net borrowings of £793 million
(2002 - £834 million). These included the benefit of customer
advances of £48 million (2002 — £42 million), which are shown in
short-term creditors in the balance sheet. There were no net borrowings
in joint ventures, which held net cash balances at 31 December 2003.

The reduction in net debt seen in the year was encouraging, reflecting
the continued focus on cash management throughout the Group.

Goodwill

At the year-end the balance sheet showed goodwill of £340 million
(2002 - £470 million) in relation to subsidiaries and a further
£114 million (2002 — £114 million) within the equity value of

joint ventures and associates. The significant decrease in value

of goodwill in subsidiaries reflects the £91 million impairment
charge noted earlier.

Shareholders’ equity

Shareholders’ equity was £926 million at the end of the year
compared with £950 million at the end of 2002. Retained profits
were £16 million which were more than offset by £41 million
adverse impact of currency.
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AUTOMOTIVE

Sales 2003 tm Byorigin By market
Europe 1,646 1,500
Americas 933 996
Rest of the World 457 540
Total 3,036 3,036
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DIVISIONAL PERFORMANCE

Automotive

By comparison with 2002, car and light vehicle production
declined in both North America and Western Europe by 3.2%
and 0.7% respectively. This was partially offset by growth in the
emerging markets of Asia Pacific where production rose by some
19% to 7.9 million units. Notwithstanding these difficult markets
and pricing pressure which remained intense, sales revenue of
£3,036 million was £86 million higher than 2002. The favourable
translational impact of currency was £19 million and the full year
impact of 2002 acquisitions added £58 million. The impact of
divestments was small at £10 million so that on a like-for-like
basis sales were 0.6% higher than in 2002.

Operating profit was £195 million, £6 million (3.0%) below 2002.
The translational impact of currency was £11 million favourable
while net acquisitions and divestments added £1 million. Excluding
these factors profits fell by £18 million (8.5%) but it should be noted
that this result reflects the transactional impact of currency which,
by comparison with 2002, reduced profit by some £7 million. Some
impact was seen from increased raw material costs, particularly
steel, on which we spend some £500 million per annum, but since
these largely occurred late in the year their effect on 2003 was small.

GKN Driveline

Products and markets

GKN Driveline specialises in the manufacture of components for
light vehicle drivelines (defined as the components that transfer
torque between a vehicle’s transmission and its driven wheels).
These components include geared components (transfer cases,
power transfer units and final drive units), torque management
devices and driveshafts (propshafts for longitudinal power
transmission and sideshafts for lateral transmission).

GKN Driveline is the global leader in the production of constant
velocity jointed (CVJ) products for use in light vehicle drivelines.
The majority of CVJs are used in sideshafts for front wheel drive,
rear wheel drive and four wheel drive vehicles; CVJ sideshafts
are required for every driven axle with independent suspension.
Some but not all longitudinal propshafts are also fitted with CVJs.

In 2003, based on internal estimates, GKN Driveline companies
produced in excess of 42% of CV/s for the global light vehicle market.
The market share of the next largest producer was approximately
17%. Nearly 24% of CVJs are produced by vehicle manufacturers
(VMs) for their own use through ‘in-house’ operations. GKN Driveline
manufactures CVJ)s and related products in 37 plants in 21 countries
across all of the vehicle producing regions of the world and has
enjoyed considerable success in the developing markets, with
market shares of some 80% in South America and 55% in the

Asia Pacific region excluding Japan and South Korea.

GKN Driveline is also a global leader in the market for torque
management devices (TMDs) and premium propshafts. TMDs are
mechanical or electro-mechanical devices that improve vehicle
performance and handling by controlling the flow of torque to the
driven wheels based on road conditions, vehicle situation and
driver intent. GKN offers a wide range of TMD solutions as both

stand-alone and integrated devices to VMs and to certain Tier

One suppliers. In 2002, GKN acquired a 33% stake in Tochigi Fuji
Sangyo (TFS), a Japanese manufacturer of TMDs and other driveline
components. We estimate that in 2003 GKN and TFS together
supplied approximately 18% of TMDs for light vehicle applications
on a global basis. GKN Driveline is also one of the largest suppliers
of premium propshafts, which we define as those propshafts with
sophisticated joints, materials or other features. We estimate that
in 2003 premium propshafts represented approximately 32% of
global light vehicle propshaft demand, or some 9 million propshaft
assemblies. GKN Driveline’s share of this segment was in the region
of 17%.

Sales by GKN Driveline of geared components are currently not
significant but we are involved in many active development projects
on future vehicle programmes. We expect above market growth

in power transfer units and final drive units as VMs continue to
introduce new ‘crossover’ vehicles that combine four wheel drive
with car-like dynamics and comfort. GKN Driveline also operates an
aftermarket business, primarily in Europe, that serves distributors
and service outlets with a range of new and remanufactured
driveline and other components.

The GKN Driveline business is managed globally to ensure effective
use of resources and capital. Customers are served by global
account teams that are structured to reflect customer organisations,
and all manufacturing and sourcing decisions are reviewed from the
perspective of global capacity and strategy.

2003 highlights
Sales in 2003 were £1,938 million (2002 - £1,826 million).

The full year impact of our 33% shareholding in TFS, which was
acquired in 2002, accounted for £50 million of the increase, the effect
of translational currency was £25 million favourable whilst the net
impact of other acquisitions and divestments was £7 million negative,
leaving the underlying increase at £44 million (2.4%). This overall
increase was encouraging as it was achieved in the face of lower
vehicle production and significant pricing pressure in major markets.

The pricing environment continued to be difficult. Productivity
improvements offset some of the price reductions but margins were
also adversely affected by higher steel prices and industrial action
by the German metal workers’ union in Mosel. Overall, therefore,
there was a slight reduction in operating margins from 2002.

As part of the global strategy noted above, in August the division
entered into two joint ventures with Toyoda Machine Works in
Thailand which will manufacture and supply driveshafts for a
new vehicle for Toyota, beginning production in August 2004.

In December 2003 we agreed, subject to regulatory approval,

an increase in our shareholding in Shanghai GKN Drive Shaft
Company Ltd from 40% to 50%.

Orders won during the year confirm that there is unlikely to be
any major change in the division’s market share in the period
up to 2006, the latest date for which reliable data is available.

There continued to be a high degree of focus on research and
development and during the year the division invested some
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£68 million, including expenditures for product and process
improvement, cost reduction and innovation. All these costs
were charged to operating profit during the year.

Powder Metallurgy

Products and markets

GKN’s Powder Metallurgy division produces both metal powder and
sintered products. This combination, which is unique amongst the
larger powder metallurgy companies, gives a competitive advantage
through enhanced technology and a wide range of capabilities.

Until November 2003, when a small Romanian company was
acquired, powder production was confined to the Hoeganaes
operations in the US. Hoeganaes largely serves the US market
with approximately half of current production going to GKN’s own
sintering companies and the remainder to third party customers.
Itis the largest producer of powder in North America with a 53%
market share. Hoeganaes’ third party sales account for just over
10% of the division’s sales.

GKN Sinter Metals manufactures components from metal powder,
largely iron although aluminium and other alloys are also used. The
technology is essentially substitutional and can result in significant
cost savings by comparison with cast or forged components
requiring extensive subsequent machining. The largest market is
automotive, for which parts such as connecting rods and gearbox
components are produced.

GKN’s sintered component production takes place in North and
South America, Western Europe and India with the percentages
being 59%, 38% and 3% respectively. In a highly fragmented global
market, GKN Sinter Metals has approximately 16% share with the
next largest company at 4%. Over 50% of the global market is
represented by producers with less than 1% each. In North America,
sales to DaimlerChrysler, Ford and General Motors account for some
70% of turnover.

2003 highlights

2003 sales of £608 million were £24 million (3.8%) lower

than 2002. £20 million of the reduction was due to currency on
translation so that on a like-for-like basis sales were broadly level
with last year. Sales improved in India, where there was strong
growth in automotive demand, and in continental Europe but

were offset by lower figures in North America, reflecting the weaker
automotive markets noted earlier exacerbated by the continued
loss of market share by the division’s major customers. Operational
improvements continued to be made but the lower production
levels seen during the year impacted the reported performance

of the US sintering business, though Europe, the Rest of the World
and Hoeganaes remained satisfactory.

In view of the continuation of these market conditions, as noted in
the financial section of this review it was considered appropriate to
make an impairment charge of £83 million in respect of capitalised
goodwill in the US business. Plans for accelerating the recovery
process are well advanced and will be implemented in 2004.

During the year new business with an annualised value of
approximately US$150 million was won. US$80 million of this

was for the US business and will come on stream from 2006 at
which point annual US revenues can be expected to resume growth.

In the early part of the year the creation of a dedicated research
and development centre in Germany was announced. This facility,
which will be opened in May 2004, aims to increase the speed of
product development and, in particular, improve the strength of
sintered components.

As noted earlier, in November a small Romanian powder
manufacturer was acquired. This will broaden the division’s
production capacity, lead to lower material costs in Europe

and provide a basis for further development in Eastern Europe.
Itis likely that further ‘bolt-on’ strategic acquisitions will be made
in developing markets.

OffHighway and AutoComponents (including Emitec)
Products and markets

The division comprises a number of smaller businesses which
supply agricultural, construction equipment and automotive
customers with power take off equipment, wheels, structural
components, engine cylinder liners and metal substrates for
catalytic converters.

The European agricultural market has been relatively depressed
for some time and saw further falls in the early part of the year

as a consequence of a reduction in the level of farm incomes,
uncertainty caused by the new Common Agricultural Policy and

a loss of confidence by farmers. Some recovery was seen in the
second half of the year but expectations for 2004 remain muted.
In North America, after a slow start, there was some recovery in
the second half of the year but only back to the same level as 2002.
2004 is also expected to remain around these levels.

In construction markets Europe was flat and is expected to remain
so but North America is likely to improve slightly in 2004 after a
static 2003.

2003 highlights

Sales for the year of £490 million compared with £492 million

in 2002. Currency translation was £14 million favourable and
the full year impact of 2002 acquisitions was £5 million, leaving
the underlying figure £21 million lower. In addition to the weak
market conditions noted above, this reduction reflected lower
sales by Emitec in the US as a number of major contracts came
to an end. However, the division continued to generate cash and
margins were substantially maintained, notwithstanding these
challenging conditions.

During the year the division completed the closure of the UK cabs
business, costs of which were provided in the 2002 accounts.
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Aerospace

The civil aerospace market weakened further in 2003 with combined
deliveries by Airbus and Boeing decreasing from 684 aircraft in
2002 to 586 in 2003. Military demand, however, remained firm
and offset much of this decline. As a result, sales for the year were
£1,549 million compared with £1,502 million in 2002. Overall,
there was no translational impact of currency with reductions in
subsidiaries offset by increases in AgustaWestland and on a like-
for-like basis, excluding acquisitions and Alvis, sales were broadly
level with last year.

Operating profit was £130 million, £10 million (8.3%) higher than
2002 although the latter included £11 million of reorganisation
costs in AgustaWestland. The translational impact of currency was
£1 million favourable while acquisitions added £2 million. Excluding
these factors together with the 2002 reorganisation costs, profits
decreased by £4 million largely as a consequence of the slightly
lower levels of activity in AgustaWestland.

Aerospace Services

Products and markets

GKN Aerospace Services manufactures structural components,
assemblies and systems for aircraft and aero engine manufacturers,
and provides a range of engineering services, for both military and
civil aerospace markets. Currently, sales are 70% to military and
30% to civil markets.

At present, the aerostructures market is fragmented with most

of the production currently in-house by the aircraft manufacturers.
We believe that as these companies look to outsource this
manufacturing and supply chain management responsibility,
additional growth opportunities will arise. In addition, our leading
position in advanced composite technologies will position us to
benefit from the accelerating trend toward increased composite
usage on new military and civil aircraft.

Overall, the market for civil aircraft is not expected to improve in
2004, with no significant recovery expected until 2006. Military

markets, however, remain solid with the US defence budget
expected to grow by some 4% annually to the end of the decade.

2003 highlights

Sales of £559 million were exactly the same as in 2002. The effect
of currency on translation of sales revenue was £30 million negative,
while the impact of 2002 and 2003 acquisitions was £16 million.
Eliminating these factors, sales were £14 million (2.6%) higher
than 2002.

Profits for the year of £23 million compared with £25 million

in 2002. With some two-thirds of its sales and almost all of

its operating profit generated in the US, GKN Aerospace Services
operating profit was significantly impacted by the fall in the US
dollar against the pound with an adverse translational currency
effect of £4 million. This was partially offset by the £2 million
contribution from acquisitions. Half of this was from the Pilkington
aerospace business acquired in October 2003, which performed
well in its first three months of GKN ownership. Actions to integrate
it and GKN’s existing canopies business are proceeding apace.

At constant exchange rates and excluding acquisitions, profits

were level with 2002. The military side of the business continued

to perform steadily, particularly the St Louis facility acquired from
Boeing as an outsourcing in 2001, which successfully secured further
contract life extensions on several of its major programmes. Costs
were incurred on supporting advanced design and development
work on the new Joint Strike Fighter (JSF) programme.

However the civil business, which over the last two years has
successfully reduced its cost base to significantly lower levels,
saw further weakness in its markets and also absorbed the costs
of development work on new programmes including on the Airbus
A380 aircraft.

As part of the normal annual review of fixed asset carrying values,
and in the light of specific trading performance at one of our US
operations, it was considered appropriate to make a goodwill
impairment charge of £8 million.
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The F-35 Joint Strike Fighter, which is

now at an advanced stage of development,
is expected to become the world’s largest
military programme — more than 3,500
aircraft are expected to be produced.
GKN Aerospace Services continued to

win business on this aircraft during

2003 when it was awarded a contract to
produce composite flight control surfaces.
This follows a significant contract win on
the aircraft’s engine during 2002.

During the year, the division has been successful in winning initiated in the next two or three years. In addition, there are market
business both for Airbus and on the F-35 JSF. At the end of the opportunities for the company’s products in both Europe and South
year the weighted average value for GKN on the Airbus A380 was East Asia.

US$2.0 million per aircraft and on the JSF US$0.4 million whilst the
estimated future value of our work on all US Department of Defense
programmes was US$6 billion.

2003 highlights

GKN’s share of sales revenue in 2003 of £876 million was £11 million
above the 2002 figure. There was, however, a £30 million benefit
The acquisition of the Pilkington aerospace business, which was from currency translation and, excluding this, sales were £19 million
completed at the beginning of October, positions the division as the (2.1%) lower, largely as a consequence of the completion of the
market leader in military transparencies and as a strong numbertwo  EH101 for the UK Ministry of Defence during the early part of the

in the civil market. year and the mix of production on other contracts.
AgustaWestland Operating profit of £102 million was £9 million above last year's
Products and markets figure of £93 million, which contained an £11 million charge for
AgustaWestland, which was formed as a 50:50 joint venture the reorganisation of the company’s UK facilities. Excluding this
between GKN and Finmeccanica SpA of Italy at the beginning of and the £5 million favourable impact from currency translation
2001, manufactures a range of medium to heavy-lift helicopters the profit was £7 million (6.4%) lower than last year.

and provides engineering support and training services. It is one

of the world’s largest helicopter suppliers by sales revenue with
approximately 80% being to military and 20% to civil markets.
Approximately 60% of current revenue reflects aircraft production
and 40% engineering support and training. The company’s market
is largely defined by national government budgets and programmes.
The main global influence is US Department of Defense spending,
where there are a number of major programmes which will be

Helicopter deliveries in the year included seven EH101s and 25
Apaches. It is expected that the final six Apaches for the British
Army will be delivered in the first half of 2004. The value of orders
received during the year was £1.2 billion and at the year-end the
order book stood at £4.4 billion. Looking forward, it is anticipated
that 2004 revenue and profit will be slightly lower than 2003 with
further reduction in 2005 before new programmes start to come
on stream in 2006.

Section of an Airbus A380 floor beam
produced using GKN’s new Resin Film
Infusion (RFI) composite manufacturing
process at Cowes on the Isle of Wight in
the UK. The A380 is the first full-scale
production application of RFI. Itis a
process suited to civil aircraft because
of its ability to deliver large, lightweight,
high-quality structures at lower cost than
previous processes.
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OTHER FINANCIAL MATTERS
Accounting policies
No new accounting policies have been adopted in the year.

Treasury management

GKN co-ordinates all treasury activities through a central function
whose purpose is to manage the financial risks of the Group as
described below and to secure short and long-term funding at

the minimum cost to the Group. The central treasury function
operates within a framework of clearly defined Board approved
policies and procedures, including permissible funding and hedging
instruments, exposure limits and a system of authorities for the
approval and execution of transactions. It operates on a cost centre
basis and is not permitted to make use of financial instruments or
other derivatives other than to hedge identified exposures of the
Group. Speculative use of such instruments or derivatives is not
permitted, and none has occurred during the year.

The central treasury function prepares a formal twice yearly report
to the Board, and prepares formal monthly reports for the Finance
Director and other senior executives of the Group. In addition, the
gross and net indebtedness of the Group is reported on a weekly
basis to the Chief Executive and the Finance Director, whilst liquidity,
interest rate, currency and other financial risk exposures are monitored
daily. The central treasury function is subject to an annual internal
and annual external review of controls.

Funding and liquidity

The Group funds its operations through a mixture of retained
earnings and borrowing facilities, including bank and capital
markets borrowings and leasing. The relative proportions of equity
and borrowings are governed by specific Board approved parameters.
These are designed to preserve prudent financial ratios, including
interest, dividend and cash flow cover, whilst also minimising the
overall weighted average cost of capital to the Group.

All the Group’s borrowing facilities are arranged by the central
treasury function and the funds raised are then lent to operating
subsidiaries on commercial arm’s-length terms. In some cases
operating subsidiaries have external borrowings, but these are
supervised and controlled centrally. The Group’s objective is to
maintain a balance between continuity of funding and flexibility
through borrowing at a range of maturities from both capital
markets and bank sources.

Bank borrowings are principally in the form of committed
multi-currency bilateral revolving credit facilities with a group

of relationship banks, and with a range of maturities from 364 days
to four years. Borrowings under these facilities are unsecured and
were denominated in euro and Japanese yen at 31 December 2003.

Capital markets borrowing includes unsecured issues of £350 million
6.75% bonds maturing in 2019 and £325 million 7% bonds maturing
in 2012.

At the year-end the Group had committed borrowing facilities of
£1,526 million, of which £880 million was drawn. The weighted
average maturity profile of the Group’s committed borrowings was
10.6 years. This leaves the Group well placed to fund its strategic
growth plans and to withstand any sudden changes in liquidity in
the financial markets.

The Group also has access to substantial lines of uncommitted
funds which are used principally to manage day-to-day liquidity.
Wherever practicable, pooling, netting or concentration techniques
are employed to minimise gross debt.

Risk management

The Group is exposed to a variety of market risks, including the
effects of changes in foreign currency exchange rates and interest
rates. In the normal course of business, the Group also faces risks
that are either non-financial or non-quantifiable, including country
and credit risk.

The Group uses interest rate swaps, swaptions, forward rate
agreements, netting techniques and forward exchange contracts
to manage the primary market exposures associated with its
underlying assets, liabilities and anticipated transactions.

Counterparty credit risk

The Group is exposed to credit-related losses in the event of non-
performance by counterparties to financial instruments. Credit risk
is mitigated by the Group’s policy of only selecting counterparties
with a strong investment graded long-term credit rating, normally at
least AA— or equivalent, and assigning financial limits to individual
counterparties.

Interest rate risk

The Group operates an interest rate policy designed to optimise
interest cost and reduce volatility in reported earnings. This policy
is achieved by maintaining a target range of fixed and floating rate
debt for discrete annual periods, over a defined time horizon. This
is achieved partly through the fixed rate character of the underlying
debt instrument, and partly through the use of straightforward
derivatives (forward rate agreements, interest rate swaps and
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swaptions). The Group’s current policy is to require interest rates
to be fixed for 30% to 70% of the level of underlying borrowings
forecast to arise over a 12 month horizon.

The timing of cash flows at the year-end resulted in 76% of the
Group’s gross financial liabilities at fixed rates of interest, however
this was reduced below the 70% ceiling during the first few weeks
of 2004. The weighted average period in respect of which interest
has been fixed was 11.9 years.

Currency risk

The Group has transactional currency exposures arising from

sales or purchases by operating subsidiaries in currencies other
than the subsidiaries’ functional currency. Under the Group’s
foreign exchange policy, such transaction exposures are hedged
once they are known, mainly through the use of forward foreign
exchange contracts. The level of hedges may be varied from time
to time as the volume of underlying trading also varies. Differences
arising on such variations are taken to the profit and loss account
either as a credit or a charge.

The Group has a significant investment in overseas operations,
particularly in continental Europe and the Americas. As a result,
the sterling value of the Group’s balance sheet can be affected

by movements in exchange rates. The Group therefore seeks to
mitigate the effect of these translational currency exposures by
matching the net investment in overseas operations with borrowings
denominated in their functional currencies, except where significant
adverse interest differentials or other factors would render the cost
of such hedging activity uneconomic. This is achieved by borrowing
either directly (in either the local domestic or eurocurrency markets),
or indirectly through the use of rolling annual forward foreign
exchange contracts. Borrowings created through the use of such
contracts amounted to £597 million at 31 December 2003 and
were denominated in US dollars (64%) and euro (36%). These
amounts are less than the full value of the Group’s balance sheet
held in those currencies since, during 2003, the Board decided

to restrict the level of hedging to ensure that the Group’s total

level of borrowings would not be overly sensitive to any exchange
rate movement.

Pensions and post-retirement benefits

Pension costs in these accounts have been accounted for on
an SSAP 24 basis. The total charge to Group profit in respect of
defined benefit schemes was £68 million (2002 — £49 million).
The increase, which was predicted in last year’s annual report,

arose largely as a consequence of the triennial valuation of the

UK scheme which took place during the course of the year and which
is discussed in more detail below and in note 26 to the accounts.
Because the valuation applied for only part of the year there will be
a furtherincrease in the charge in 2004 when it is anticipated that
the equivalent charge for pensions and post-retirement liabilities
will be in the region of £86 million, of which £40 million will be in
respect of pension deficit charges in the UK. It is not possible to give
guidance beyond the current year as, following the implementation
of International Financial Reporting Standards (IFRS) in 2005, the
cost of pensions will be reported on a different basis.

In line with guidance from the Accounting Standards Board and
because of the uncertainty surrounding the eventual IFRS on pensions,
the Group has not adopted FRS 17 in the 2003 accounts, but is
disclosing fully the effects had it done so. These are shown in note
26 to the accounts on pages 65 to 67 which covers both the balance
sheet and profit and loss account impacts.

UK pensions

Much of the external focus is on the Group’s UK pension scheme
which has approximately 60,000 members of whom only 10% are
currently in service with the remainder either deferred or current
pensioners. As a UK defined benefit scheme, this is run on a funded
basis with funds set aside in trust to cover future liabilities to
members. An actuarial valuation of the scheme was carried out
during the year which showed that the aggregate funding on an
ongoing basis was 69%. As a consequence, the Group has raised
its annual cash payment to the fund to £54 million. This figure is
expected to apply at least until the next valuation in three years’
time and is £21 million higher than in 2002 (which had already been
increased by £10 million in anticipation of the review). Employees
have also increased their contributions to reflect the higher cost of
providing future benefits.

Under SSAP 24 the charge to profit for the UK scheme was

£33 million (2002 — £17 million), analysed as £10 million in
respect of current service and £23 million in respect of the deficit.
Because of the materiality of the deficit and since it relates in large
part to employees of companies which are no longer part of the
Group, it is shown separately in the segmental analysis to enable
underlying performance to be better understood. Prior year figures
have been restated accordingly.
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Overseas pensions

The charge for overseas post-retirement benefits under SSAP 24 was
£35 million and the charge for 2004 is expected to remain at around
this level.

During 2003 the Group took advantage of its good cash position
and ‘bought out’ an unfunded pension obligation in one of its
European companies.

FRS 17 also values post-retirement benefits outside the UK,
including those countries where schemes are unfunded and it is
already the practice to provide for the liability in the balance sheet.
The principal regions involved are the US and continental Europe
and the detailed assumptions underlying the FRS 17 additional
net liabilities in those territories, of £37 million and £28 million
respectively, are set out in note 26 to the accounts.

Summary

In total, at 31 December 2003 on the FRS 17 basis, there was a

net additional liability on all pension/post-retirement obligations
of £563 million (2002 — £527 million) in addition to the net

£138 million (2002 — £157 million) already included in long-term
liabilities/prepayments on the balance sheet. This net liability arises
after a deferred tax credit of £203 million (2002 — £202 million)
which, it should be noted, is restricted by the forecast availability
of UK taxable profits.

Joint ventures

The equity value of joint ventures will also be affected by the
implementation of FRS 17 and the adjustment at the end of
2003 would have reduced shareholders’ funds by £54 million
(2002 - £58 million).

International Financial Reporting Standards

The European Union requires all listed companies to report under
International Financial Reporting Standards (IFRS) for accounting
periods commencing on or after 1 January 2005 with prior year
comparatives on the same basis.

In 2002 the Group initiated a project to review the requirements of
IFRS, recommend appropriate accounting policies for consideration
by the Audit Committee and identify their impact on Group results
and balance sheet. The project operates under a steering committee
chaired by the Group Finance Director and consisting of divisional
finance directors together with other senior employees with
responsibility for external and internal reporting and systems
development and implementation.

A number of working parties containing representatives from line
and central financial management were established to consider
all IFRS requirements. With the exception of those considering
areas where standards have not yet been finalised all working
parties have identified the key areas of difference between IFRS
and current UK GAAP which will affect the Group.

Work is continuing on developing appropriate policies. Once this is
completed the systems requirements will be finalised, appropriate
training programmes will be established and an estimate of the
impact on the Group’s reported results evaluated. With several
accounting standards still to be finalised, it is too early to predict
the results of this evaluation although it is already clear that the
adoption of IFRS will undoubtedly introduce more volatility into
company accounts in general.

Financial resources and going concern
At 31 December 2003 the Group had available, but undrawn,
committed borrowing facilities totalling £646 million.

Having assessed the future funding requirements of the Group, the
Directors are of the opinion that it is appropriate for the accounts to
be prepared on a going concern basis.

Cautionary statement

The operating and financial review and certain other sections of this
annual report contain forward looking statements that are subject

to risk factors associated with, amongst other things, the economic
and business circumstances occurring from time to time in the
countries and sectors in which the Group operates. It is believed that
the expectations reflected in these statements are reasonable but
they may be affected by a wide range of variables which could cause
actual results to differ materially from those currently anticipated.





