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Operating and Financial Review

This Operating and Financial Review describes the main trends
and factors underlying our development, performance and
position during the year ended 31 March 2007 as well as those
likely to affect our future development, performance and
position. It has been prepared in line with the guidance provided
in the Reporting Statement on the Operating and Financial
Review issued by the UK Accounting Standards Board in
January 2006.
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About National Grid Gas
Holdings

2005 Sales of four UK regional gas distribution networks.

2005 National Grid adopted as our brand name, with Transco
Holdings renamed National Grid Gas Holdings

Businesses and segments

The performances of our businesses are reported by segment,
reflecting the management responsibilities and economic
characteristics of each activity. Our principal businesses and
segments are as follows:

Business Segment

Gas UK Gas
Transmission  Transmission

Description of principal activities
Owner and operator of the gas
national transmission system in
Great Britain and storage facilities
for liquefied natural gas (LNG).

Gas UK Gas The distribution of gas within

Distribution Distribution England as the owner and operator
of four of the UK’s eight gas
distribution networks.

National Grid UK Gas Metering The provision of regulated gas

Metering metering and meter reading
services in Great Britain.

Corporate Other activities ~ Corporate activities.

activities

Principal operations

We are a part of the National Grid group of businesses. Our
principal operations are in regulated gas networks in the UK,
and comprise the transmission and distribution of gas and the
provision of gas metering services.

History

National Grid Gas Holdings originated from the restructuring of
the UK gas industry in 1986. In 2005, following the sales of four
UK regional gas distribution networks, we adopted National
Grid as a single name for all our principal businesses.

Key milestones

1986 British Gas incorporated as a public limited company

1997 British Gas demerged Centrica

1999 Financial and restructuring programme completed leading
to creation of a new parent company, BG Group, separation
of the regulated Transco business from the other
businesses of BG Group, the establishment of a financial
ring-fence around Transco and the creation of Transco
Holdings as an intermediate holding company for Transco

2000 Lattice Group, including Transco, demerged from BG Group

2002 Merger of Lattice Group and National Grid to form National
Grid Transco and the establishment of a financial ring-
fence around Transco Holdings

All of our businesses and activities are undertaken within Great
Britain.

External market environment

The principal market in which we operate is the natural gas
market in the UK.

The supply of natural gas in the UK is competitive in that
consumers can contract with different suppliers to obtain the
gas they need. Those suppliers are then responsible for
sourcing that gas from gas extractors or importers as
appropriate, as well as arranging for that gas to be delivered
through physical delivery networks.

These networks, including the ones we operate, are monopolies
in their local areas as, for the majority of consumers, there are
no alternative methods of receiving natural gas.

Natural gas delivery

Natural gas is transported through the gas national
transmission system to regional gas distribution networks that
then deliver that gas to consumers on behalf of suppliers.
Certain end customers, primarily large industrial users, receive
gas direct from the national transmission system.

We are the owner and operator of the gas national transmission
system and of four of the eight regional gas distribution
networks in Great Britain.

The gas distribution networks in Scotland and southern England
are owned by Scotia Gas Networks, in the north of England by
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Northern Gas Networks, and in Wales and the west of England
by Wales & West Utilities.

Other markets in which we operate

We also operate in gas related markets in Great Britain which
are directly connected to our regulated businesses described
above.

We participate in the competitive market for the provision of
LNG storage services in Great Britain.

Although there is now a competitive market for metering
services in the UK, we do not participate in this competitive
market, but are the owner of a legacy portfolio of gas meters
comprising the majority of the gas meters in operation in Great
Britain. As the competitive market for metering services
expands, this portfolio will decline as our gas meters are
replaced.

Regulation

As a result of our position in, and importance to, the UK
economy, our gas transmission and distribution businesses are
subject to UK and European Union laws and regulations.

Our businesses are regulated by the Office of Gas and
Electricity Markets (Ofgem). Ofgem operates under the direction
and governance of the Gas and Electricity Markets Authority
and has established price control mechanisms that restrict the
amount of revenue that can be earned by regulated businesses,
typically covering five-year price control periods.

We have two price controls for our gas transmission operations,
one in our role as transmission owner and the other as system
operator. For gas distribution operations, we have four price
controls, one for each of our four regional gas distribution
networks.

These price controls are based around incentives. We have a
financial incentive to invest, receiving a return on efficiently
incurred capital expenditure through it increasing our regulatory
asset base, and we can gain or lose through incentive
arrangements for our performance in managing system
operation, internal costs and pass-through costs.

The last price control period for our gas transmission operations
ended on 31 March 2007. A new price control period
commenced on 1 April 2007 and is planned to last until 31
March 2012. The current price control period for our gas
distribution operations has been extended until 31 March 2008.
The next price control period is expected to last until 31 March
2013.

Our businesses are subject to safety legislation which is
enforced by the Health and Safety Executive (HSE). Our gas
operations work under a permissioning regime, whereby our
organisation, processes and procedures are documented in
safety cases that are subject to acceptance by the HSE.

National Grid Gas Holdings has securities which are listed on
the London Stock Exchange and on the New York Stock
Exchange. As a consequence, we are regulated by the

Financial Services Authority in the UK and by the US Securities
and Exchange Commission.

More information about the regulatory environment in which we
operate, and on the nature of our price controls, is provided in
the business discussions on pages 21 to 27.

Business drivers

Our principal activities include the operation of highly complex
gas networks. As a consequence, there are many factors that
influence the financial returns we obtain. We consider the
following to be our main business drivers:

Price controls  The prices we charge for use of our gas
transmission and distribution networks are
determined in accordance with regulator-approved
price controls.

The negotiation of these arrangements has a
significant impact on the revenues we obtain from
our operations.

In addition, these arrangements include incentives
that permit us to earn additional revenues based on
our performance or penalise us if we do not meet
agreed performance targets.

The period of these arrangements is significant to
us in that they provide stability to our operations
and allow us to plan ahead and invest in the
confidence that we will obtain financial returns. Our
price controls typically cover periods of five years.

Revenues from metering services are determined
by contractual arrangements, which are usually
long-term and with ‘blue chip’ customers.

Our ability to operate safely and reliably is very
important to us, our employees, our contractors, our
customers, the public and our regulators. Our
financial performance is affected by our
performance in these areas.

Our objective, and that of our regulator, Ofgem, is
for us to deliver services as efficiently as possible.
This allows us to limit price increases or to reduce
prices to our customers and improve our own
financial performance to the benefit of National
Grid’s shareholders.

Capital Capital investment is a significant driver for organic
investment growth.

Multi-year
contractual
arrangements

Safety and
reliability

Efficiency

In our regulated gas networks, the prices we charge
include an allowed return for capital investment
determined in accordance with our price controls.
These provide incentives for us to enhance the
quality and reach of our networks through capital
improvements.

Disposals can crystallise value for shareholders,
where we believe that the price on offer is better
than the long-term return we can obtain ourselves.
Relationships  Our reputation is vitally important to us. Delivering
and sustainable value depends on the trust and
responsibility  .,nidence of our stakeholders and this can only be
earned by conducting our business in a responsible
manner.

Disposals




A number of other factors also affect our financial performance,
but are less significant than the principal business drivers
above, or are mitigated by the way our operations are
structured:
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Current and future
developments

Weather and
volumes

Changes in the quantities of gas delivered through
our transmission and distribution networks may
result in an increase or decrease in our revenues.
Volumes are affected by weather and consumer
demand as well as other factors.

The impact of changing volumes may sometimes
be offset by changes in costs or may sometimes
result in an under- or over-recovery against our
allowable revenues, with a corresponding increase
or decrease in revenue in future periods.

Pass-through  We are allowed to recover certain costs through

costs charges to customers. The timing of recovery of
these costs can vary between financial periods
leading to an under or over-recovery within any
particular financial period.

Commodity We are affected by movements in commodity prices

costs to the extent that they affect our own energy
requirements, the most significant of which relates
to gas purchases required for the operation of our
gas transmission and gas distribution networks.

Inflation Without action to improve efficiency, our operating
costs increase each year as a result of wage
increases and inflation in external costs. In general,
our revenues also increase each year, although not
necessarily at the same rate, depending on our
regulatory or contractual arrangements. As a
consequence, our ability to control costs and
improve efficiency is important to our ability to
increase operating profits.

Our price controls are linked to retail price inflation,
as are a proportion of our borrowings.

Seasonality Revenues from our gas transmission and
distribution networks are weighted towards the end
of the financial year, as gas demand is typically
higher during the winter months. Seasonality does

not have a significant impact on our other revenues.

With the exception of commodity costs, our
operating costs are generally not seasonal.

Interest rates  The costs of financing our operations are affected
by changes in prevailing interest rates, as some of
our debt is at floating rates. We hedge some of our
exposure to interest rates with fixed-rate debt and
derivative financial instruments to maintain a

proportion of our debt at fixed interest rates.

External market developments

Market structure and ownership

There have been no significant changes in the structure of the
UK gas infrastructure market since 2005, when we sold four of
our regional gas distribution networks to other operators.

Energy market developments

The UK is in a period of changing energy supply patterns, as
more reliance is placed on imported gas. The decline in UK
continental shelf gas reserves means we continue to see a
trend toward greater use of imported gas for both consumption
and use in power generation.

This change is expected to impact on our gas transmission and
distribution networks. In particular, significant investment is
planned in our gas transmission and distribution networks to
link gas import facilities with domestic, business and industrial
consumers and with new power plants.

As a consequence of the decline in gas production from the UK
continental shelf, our latest forecast is that the UK will import
around 50% of its gas requirements by the end of the decade.

Activity to increase the UK’s import capability has involved the
development of new import infrastructure by National Grid and
other market participants. During the year, a number of
significant infrastructure projects were commissioned, including
the Langeled pipeline from Norway, connecting at Easington
and providing annual capacity of 25 billion cubic metres (bcm)
of gas; enhancements to the Belgian interconnector increasing
annual import capacity from 17.5 to 25 bcm; and the BBL
pipeline at 15 bcm capacity, linking the UK market at Bacton
with the Netherlands. In addition, Excelerate Energy
commissioned its 4 bcm peak capability LNG facility at
Teesside, using onboard ship re-gasification technology, and
we are currently building a large pipeline through South Wales
to connect new LNG importation facilities at Milford Haven.

Following development of the UK gas daily summary report
during winter 2005/06, it became clear how important the
delivery of key information was to the operation of the market.
For winter 2006/07, we worked with Ofgem and the industry to
enhance the quality of information that is available to the
market, to further promote industry participant response to the
gas supply/demand position. Of particular note is the
introduction of the quality of information incentives, which have
been placed on National Grid Gas Holdings to improve the
timeliness and accuracy of the information being made
available to the market, and the introduction of longer term
demand forecasts.
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Regulatory developments

During the year ended 31 March 2007, there were no significant
changes in the legislative and regulatory framework in the UK.

In January 2007, the European Commission published its final
report on its energy sector competition inquiry, concluding that
further action is required to improve energy markets in the
European Union. It focused on problems from high levels of
market concentration as well as vertical integration of supply,
generation and infrastructure leading to a lack of equal access
to, and sufficient investment in infrastructure. The report also
called for improvement in the regulatory framework to remove
gaps in regulation, address concerns with market concentration
and increase transparency in market operations.

Price controls

The previous price control arrangements for our gas
transmission business ceased on 31 March 2007 and have
been replaced by new price controls which cover the period
from 1 April 2007 to 31 March 2012.

We have accepted Ofgem’s final proposals in respect of the
price control covering our role as owner of the gas national
transmission system. The key elements of these proposals are
a 4.4% post-tax real rate of return on our regulatory asset
value, a £0.9 billion baseline five year capital expenditure
allowance and a £0.3 billion five year controllable operating
expenditure allowance. Since our acceptance in principle of the
final proposals, we have been working closely with Ofgem to
agree the necessary licence amendments. This process should
be completed during the first half of 2007. We have also
accepted Ofgem's final proposals for the system operator
schemes to apply for one year from 1 April 2007.

The current price controls for our gas distribution networks were
extended for one year until 31 March 2008. We are currently in
discussions with Ofgem on the next five year price control for
the period from 1 April 2008 to 31 March 2013.

Legal and related matters

Metering competition investigation

In June 2005, Ofgem announced that it was going to investigate
certain aspects of the domestic gas metering business under
the Competition Act 1998 and information requested as part of
this investigation has been provided to Ofgem. No findings have
been issued with respect to this investigation. However, a
supplemental statement of objections was issued by Ofgem in
April 2007 to which we will respond shortly.

Environmental remediation

In last year’s Annual Report and Accounts we noted that we,
together with the Environment Agency, had sought judicial
review to clarify the legal position with regard to the remediation
of a site in Bawtry, Yorkshire, a former gas site that was not part
of the assets that formed part of the gas privatisation in 1986
and therefore had never been owned by National Grid Gas
Holdings. On 17 May 2006, the High Court found in favour of
the Environment Agency. However, the judgement concluded
that the matters raised in the proceedings were of considerable
general importance and permission to apply for leave to appeal
directly to the House of Lords was granted.

A hearing before the House of Lords took place on 21 May
2007 and a unanimous judgement in favour of our subsidiary,
National Grid Gas plc (the appellant), was received on 27 June
2007. Therefore, National Grid Gas plc (as well as its holding
and subsidiary companies) has no legal liability with respect to
the site in Bawtry, nor for other former UK gas sites which did
not form part of the assets acquired at the time of privatisation.



Objectives and strategy

Strategic review

National Grid has undertaken a thorough and disciplined
strategic review of its business which will set our direction for
the next 5 to 10 years. In conducting this review, National Grid
considered market trends and opportunities that exist in the
utility sector, our market position, how we derive value from our
businesses and the views of the capital markets. National Grid
announced its conclusions in November 2006 and we have
updated our objectives accordingly.

Focus

National Grid's future is about becoming more focused — a clear
business model based on the ownership and operation of large
scale asset intensive businesses, focusing on its principle
growth markets, including gas infrastructure in the UK.

Integration

We aim to run our businesses in a more integrated way —
organising our activities along lines of business, supported by
effective and efficient shared services and information systems.
This involves deploying proven processes, common systems
and best practices within each business, supported by common
operating principles, and safety and environmental standards.
In this way, we will maximise the competitive advantages that
come from being part of an international organisation. However,
it is critical that we balance this with the need to provide
excellent service to customers and to maintain and build local
relationships with other key stakeholders.

Discipline

We plan to be more disciplined in the application of best
practice. Increasingly, we will standardise our approach,
applying even greater rigour to financial discipline, ensuring that
we have the capital to grow, but maintaining the investor
confidence that comes from a disciplined approach to our
balance sheet.

Objectives

Our primary objective is to grow our businesses in order to
create value for National Grid’s shareholders. We can only
create value if we achieve operational excellence and continue
to improve our financial performance, we invest for the future
and are financially disciplined, and we develop, recruit and
retain skilled, talented and motivated people. In each area, we
aim to increase our focus, benefit from improved integration and
be disciplined in our approach.

National Grid Gas Holdings plc Annual Report and Accounts 2006/07 5

As consequence, we have identified specific objectives in the
following areas:

Performance  We aim for operational excellence by operating to
the highest standards of safety, reliability and
efficiency. We aim to continue to improve our
financial performance.

Investment We will invest in our existing businesses to

generate future growth. We will be financially
disciplined in the way we invest and in the way we
manage our balance sheet.

Talent We aim to maximise the contribution made by our
employees by motivating our people to strive for
continued improvement, developing their skills and
talents, and by promoting a culture that recognises
and respects inclusion and diversity.

Our strategy is underpinned by our commitments to developing
strong and valued relationships with our customers, regulators,
suppliers and the communities in which we operate and to
acting responsibly, including specific commitments to reducing
our environmental impact and to corporate governance and
business ethics.

Relationships  We aim to improve our relationships with
customers, regulators, suppliers and the
communities in which we operate by focusing on
the areas that are important to them, such as the
quality of service we provide to customers, the
quality of information we provide to regulators, by
investing in local communities and by the way we
address the concerns of, and interact with, all our
stakeholders.

Responsibility ~ We believe operating responsibly is essential to the
way we conduct our operations, invest, develop our
people and manage our relationships and so
responsibility underpins everything we do.

We are committed to taking positive action to
reduce our contribution to climate change and our
other impacts on the environment. We want to
operate to the highest standards of corporate
governance and we believe in strong business
ethics, based around our core values of respect,
integrity and ownership.

Risk

Our principal risks relate to the achievement of our objectives
and strategy, as we believe that by delivering on these
objectives we will achieve our principal objective of delivering
growth to drive shareholder value. We set out how we intend to
achieve our objectives below and we describe our performance
during the year against those objectives on pages 14 to 20.
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In considering the opportunities we have to grow and develop

our business, we have identified a number of risks and

uncertainties in achieving our objectives. The most significant

risk factors we have identified relate to:

= changes in laws or regulations;

= breaches in environmental or health and safety law or
regulations;

= network failure or inability to carry out critical non-network
operations;

= achievement of business performance objectives, including
regulatory targets and delivering anticipated cost and
efficiency savings;

= regulatory treatment of commodity costs passed through to
consumers;

= reputation damage from disruptions to supply, even if
outside our control;

= fluctuations in exchange rates and interest rates and their
impact on borrowings and derivatives;

= increases in interest rates;

= restrictions in borrowings and changes in credit ratings or in
tax rates;

= future funding requirements of pension schemes; and

= changes in accounting standards.

These are described in more detail on pages 9 to 11.

Shareholder value

By achieving our objectives around performance, growth, talent,
relationships and responsibility we aim to deliver sustainable
growth to create value for National Grid's shareholders.

The following pages set out some of the specific objectives we
have set ourselves in these areas in order to support our overall
goals. Our objectives are set in the context of our strategy of
increasing our focus, seeking to benefit from improved
integration and being disciplined in our approach.

Performance

Our aim is for operational excellence, performing to the highest
standards of safety, reliability and efficiency and continuing to
improve our financial performance:

Safety Safety is paramount.

Our most important goals are: to ensure that
members of the public are not injured as a direct
result of our operations; to deliver a working
environment where there are zero work-related
injuries or ilinesses; to reduce gas leaks on our
distribution networks; and to improve the health of
our employees so they are fit for work every day.

Measures we use to monitor our performance
against our safety objectives include: members of
the public injured as a direct result of our
operations; employee lost time injury frequency
rate; standards of service for responding to gas
escapes; kilometres of gas distribution mains
replaced; and employee sickness absence rate.

Reliability Our principal operations are critical to the
functioning of the UK economy. The reliability of our
gas infrastructure networks and the delivery of gas
to our customers, are, therefore, our next highest

priorities after safety.

Our approach to maintaining and improving
reliability involves: investing in infrastructure and
systems to provide the operational tools and
techniques necessary to manage our assets and
operations to high standards and investing in the
renewal of assets; investing in the skills and
capabilities of our people to give them the ability to
operate our networks to a high degree of service
excellence; and maintaining a constant focus on
reliability as one of our principal objectives,
ensuring we are proactive about planning to ensure
reliability and that we react quickly to factors that
could compromise reliability.

We use business-specific reliability performance
indicators to measure our reliability performance.

Efficiency By improving efficiency, we can constrain the cost
of our operations borne by customers and improve
returns to shareholders. We review our operations
continually to identify opportunities to improve the
operational productivity of our assets and our
people, and to identify areas in which we can
reduce costs or restrict cost increases. Planning
ahead is essential in our approach to maintaining
and improving efficiency.

Our primary method of measuring improvements in
efficiency is through our financial performance as
described below.

Financial
performance

If we achieve our objectives, we should be able to
deliver continued improvements in financial
performance. This will contribute to National Grid
delivering on its commitment to growing its dividend
by 7% per annum until 31 March 2008.

The principal measures we use to monitor financial
performance are adjusted operating profit* and
operating cash flows.

* Adjusted operating profit is operating profit before exceptional items and
remeasurements.



Growth

Investment and financial discipline are critical to our plans to
grow our businesses.

Investment We invest in our existing businesses in order to
grow those businesses.

Measures we use to monitor investment include
capital expenditure.

Generate value
from our
investment

We aim to generate value from our investment by
improving the operating performance of our
networks and by selecting investments that will
provide the best return.

Measures we use to monitor the value we generate
from our investments include our return on
investment.

Financial
discipline

In order to deliver sustainable growth we must be
disciplined in the way we manage our balance
sheet.

This means that cash will be returned to National
Grid’'s shareholders to the extent that it is not
required for our investment objective.

Talent

National Grid Gas Holdings depends on the talents, skills and
motivation of our employees. We aim to maximise the
contribution made by our employees by developing their skills
and talents, by motivating and driving continued improvement
and by promoting a culture that recognises and respects
inclusion and diversity and where all our employees share our
core values of respect, integrity and ownership. In addition to
obtaining the views of employees on an ongoing basis, we
periodically carry out employee surveys to identify areas where
we can improve the way we develop and interact with them.

Motivation We plan to improve our operational performance
and and the service we provide to our customers by
performance

motivating our employees to strive for continued
improvement.

Our aim is for a world-class performance
management system, involving integrated common
performance processes, a single set of
performance criteria, pay linked to leadership
qualities as well as operational and financial
performance and greater differentiation between
levels of performance.

Development
of talent and
skills

Critical to our success is identifying, recruiting and
developing talented people and helping our
management and employees to operate to the best
of their abilities.
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Inclusion and
diversity

In order to develop, recruit and retain talented
people we aim to achieve a more inclusive and
diverse culture. A number of priority action areas
have been identified to help achieve our vision of
developing and operating our business in a way
that results in a more inclusive and diverse culture,
reflecting the composition of the communities in
which we operate, and to be seen as an employer
of choice across diverse communities.

Performance measures we use to monitor our
objective of promoting inclusion and diversity
include the percentage of female employees and
the percentage of black and minority ethnic
employees.

Values Our aim is for all our people to be proud to work for
National Grid Gas Holdings, to share our core

values of respect, integrity and ownership.

Relationships

We have a diverse range of external stakeholders including
employees, customers, regulators, government and local
communities. We strive to be open and constructive in our
dealings with external audiences.

Our relationships with stakeholders are critical to our future
success. Our strategy involves improving these relationships by
focusing on the areas that are important to them, such as the
quality of service we provide to customers, the quality of
information we provide to regulators and the way we address
the concerns of, and interact with, all our stakeholders.

Customer
service

Our objective is to impress our customers with the
quality of the services we provide, with our
responsiveness when things go wrong and with our
dedication to continued improvement.

We plan to improve the way we interact with our
customers by enhancing or replacing the systems
we use, through providing our employees with the
training, empowerment and support they need to
deliver and by improving the quality of our
communications with customers and internally.

We use business-specific service quality
performance indicators to measure our
performance in this area.

Regulatory
relationships

Our regulators’ primary responsibilities are to gas
consumers. Hence, the foundation of our
relationship with regulators is based on the safety,
reliability and efficiency of our operations and the
quality of our customer service. Our strategic focus
on operational excellence and on customer
relationships plays a critical part in improving
relationships with our regulators.

The other critical element in our regulatory
relationships is in building trust. This involves being
responsive to the need of our regulators for high
quality information, complying with rules and
regulations, operating in an ethical way and, most
importantly, delivering on our promises.
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Suppliers We aim to work in partnership with our suppliers,
developing constructive relationships and working
together effectively. Our objective is to develop
contractual arrangements with our suppliers that
align their interests with our own, as far as possible,

and share financial risks appropriately.

We expect our suppliers to be as equally committed
as ourselves to safety, reliability and efficiency and
to acting responsibly. In turn, we aim to respect the
capabilities and views of our suppliers and to treat
them fairly in all our dealings with them.

Community
involvement

National Grid Gas Holdings' role as a good
corporate citizen supports our strategic ambitions,
and is delivered through a sustained and consistent
approach.

In all our community investment we aim to develop
our business, support our employees, support
communities and enhance our reputation. Our
approach is based on two principles: ‘Investment in
our Communities, Investment in our People’, and
continues to be centred on three key themes:
energy and environment; education and skills; and
community development.

Sharing of best practice across our business and
working collaboratively with key partners and
stakeholders enables us to maximise how
communities benefit from our activities.

Responsibility

We are committed to operating in a responsible way and this
underpins our commitments to performance, growth, talent and
relationships as discussed above.

As an asset intensive business, our operations have an impact
on the environment. The most significant of these are climate
change and historically contaminated land. We also take
actions to minimise other environmental impacts of our
operations, we are committed to strong governance and ethical
standards and we are committed to protecting human rights.

Climate
change

Climate change is possibly one of the greatest
challenges facing society in the 21st Century.
National Grid’s public position statement on energy
delivery and climate change sets out our approach
to delivering energy while playing our role in
minimising any impact our operations may have on
the climate.

National Grid's target is to reduce its carbon
emissions by 60% compared with a verified
baseline, ahead of the Government’s target of
2050.

Our biggest greenhouse gas emission is methane
leakage from our gas networks. A major ongoing
programme of replacing old cast iron pipes with
modern polyethylene pipe is reducing leakage from
our distribution system year on year. A programme
to install new compressors at key sites will also
reduce emissions from our gas transmission
system.

We plan to reduce emissions relating to our own

energy use, saving at least 5% in energy
consumption, and use the resultant cost savings to
enable us to procure all of the electricity we use
from renewable sources by the end of 2010.

The key performance indicator we use to monitor
our performance in this area is the percentage
reduction in our greenhouse gas emissions.

Historically
contaminated
land

National Grid Gas Holdings has an inherited
portfolio of historically contaminated land including
former manufactured gas plants and former gas
holder stations. Sites can have a complex mix of
contamination dating back over 100 years.

The main focus of our remediation programme is on
managing the environmental risk and returning land
to beneficial use. Our goal is to return these sites to
productive public or private use.

Protecting the
environment

We are committed to continuous improvement in
our environmental performance.

Our objective is to help protect the environment for
future generations. In addition to aiming to actively
reduce our contribution to climate change, we are
committed to:

= being efficient in our use of natural resources;

= keeping our waste to a minimum and increasing
the economic value of any waste we produce;

= acting to prevent environmental incidents; and

= improving, where we can, the environmental
status of the land on which we operate.

We have implemented environmental management
systems certified to the international standard ISO
14001 in all our businesses to help us deliver
improvements in these areas.

Key performance indicators that we monitor in this
area comprise the number of significant direct
environmental incidents and the total value of fines
from prosecutions.

Corporate We believe strong corporate governance is

governance essential to operating responsibly and achieving our
goals. National Grid’'s approach to corporate
governance is described on pages 77 to 85 of its
Annual Report and Accounts 2006/07.

Business Not only are we committed to ensuring that all our

ethics

behaviours are lawful and that we comply with our
policies and licences, we also expect all of our
employees to live up to our core values of respect,
integrity and ownership.

Human rights

National Grid’s public position statement sets out
our commitment to protect human rights within our
sphere of influence and ensure our own operations
are a force for good, wherever we operate.




Principal risks and
uncertainties

Risk management

Understanding and managing risks is integral to the way we run
our business. We have a well established enterprise-wide risk
management process that ensures risks are consistently
assessed, recorded and reported in a visible, structured and
continuous manner, the outputs of which are primarily used as
a management tool. A secondary and natural output from this
process is information that provides assurance to management
at all levels and thus helps safeguard our assets and reputation.
It is designed to manage rather than eliminate material risks to
the achievement of our strategic and business objectives while
also recognising that any such process can provide only
reasonable, and not absolute, assurance against material
misstatement or loss. This process complies with the Turnbull
working party guidance (revised October 2005) and, in addition,
contributes toward our compliance with our obligations under
the Sarbanes-Oxley Act as well as other internal assurance
activities.

Risk management in National Grid Gas Holdings has become
further embedded over time and our experience of this has
enabled us to identify a number of key success criteria linked to
both the risk management framework and process that, if in
place, will help ensure the process continues to remain
embedded.

The risk management process continues to be based on both
bottom-up and top-down assessments of operational, financial
and other business or project risks. From the bottom-up, our
business units prepare and maintain risk registers that capture
their key risks and the actions being taken to manage them.
These risk registers are regularly reviewed and discussed by
the executive committees for those business units. The key
element in the top-down assessments of the enterprise-wide
risk profile is the involvement of Directors and other senior
management at critical stages in the review process. Their
review and debate of bottom-up assessments produces the
overall evaluations of the risks that are faced by National Grid
Gas Holdings. In addition, the Executive, the Risk &
Responsibility and the Audit Committees of National Grid plc
review National Grid’s overall risk profile twice a year. The Audit
Committee of National Grid plc also reviews the risk
management process at least once during each year and
reports on this to the Board of National Grid plc.

During the year we have continued to derive benefits from this
process through ongoing interaction with National Grid plc's
Internal Audit function and Sarbanes-Oxley teams. The external
benchmarking exercise of National Grid as a whole has
continued with other FTSE 100 companies and public sector
organisations to measure the effectiveness of our own
approach and exchange ideas on best practice. With the move
to a line of business operating model, the opportunity is being
taken to restructure risk and compliance management services
to ensure approaches are consistent across businesses and
continue to provide value to business operations, including
major projects.
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Risk factors

Our risk management process has identified the following risk
factors which could have a material adverse effect on our
business, financial condition, results of operations and
reputation, as well as the value and liquidity of our securities.
Not all of these factors are within our control. In addition, other
factors besides those listed below may have an adverse effect
on National Grid Gas Holdings. Any investment decision
regarding our securities and any forward-looking statements
made by us should be considered in the light of these risk
factors.

Changes in law or regulation could have an adverse effect
on our results of operations.

Our principal businesses are utilities or networks that are
subject to regulation by the Government and other authorities.
Consequently, changes in law or regulation could adversely
affect us. Regulatory decisions concerning, for example,
whether licences or approvals to operate are granted or are
renewed, whether market developments have been
satisfactorily implemented and whether there has been any
breach of the terms of a licence or approval, the level of
permitted revenues for our businesses and proposed business
development activities could have an adverse impact on our
results of operations, cash flows, the financial condition of our
businesses and the ability to develop those businesses in the
future. For further information, see the ‘External market
environment’ and ‘Regulation’ sections of this Operating and
Financial Review.

Breaches of, or changes in, environmental or health and
safety laws or regulations could expose us to claims for
financial compensation and adverse regulatory
consequences, as well as damaging our reputation.
Aspects of our activities are potentially dangerous, such as the
transmission and distribution of natural gas. Gas utilities also
typically use and generate in their operations hazardous and
potentially hazardous products and by-products. In addition,
there may be other aspects of our operations which are not
currently regarded or proved to have adverse effects but could
become so. We are subject to laws and regulations relating to
pollution, the protection of the environment, and how we use
and dispose of hazardous substances and waste materials. We
are also subject to laws and regulations governing health and
safety matters protecting the public and our employees. Any
breach of these obligations, or even incidents that do not
amount to a breach, could adversely affect our results of
operations and our reputation. For further information about
environmental and health and safety matters relating to our
businesses, see the ‘Our Responsibility’ section of National
Grid's website at www.nationalgrid.com.
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Network failure or the inability to carry out critical non-
network operations may have significant adverse impacts
on both our financial position and our reputation.

We may suffer a major network failure or may not be able to
carry out critical non-network operations. Operational
performance could be adversely affected by a failure to
maintain the health of the system or network, inadequate
forecasting of demand or inadequate record keeping. This could
cause us to fail to meet agreed standards of service or be in
breach of a licence or approval, and even incidents that do not
amount to a breach could result in adverse regulatory and
financial consequences, as well as harming our reputation. In
addition to these risks, we may be affected by other potential
events that are largely outside of our control such as the impact
of weather or unlawful acts of third parties. Weather conditions
can affect financial performance and severe weather that
causes outages or damages infrastructure will adversely affect
operational and potentially business performance. Terrorist
attack, sabotage or other intentional acts may also physically
damage our businesses or otherwise significantly affect
corporate activities and as a consequence adversely impact the
results of operations.

Our results of operations depend on a number of factors
relating to business performance including performance
against regulatory targets and the delivery of anticipated
cost and efficiency savings.

Earnings maintenance and growth from our regulated gas
businesses will be affected by our ability to meet or better
efficiency targets set by or agreed with Ofgem and other
regulators. Earnings from our regulated businesses will be
affected by our ability to recover incurred expenditure. Levels of
earnings also depend on meeting service quality standards set
by regulators. In addition, from time to time, we also publish
cost and efficiency savings targets for our businesses. We are
also reorganising our operations along lines of business. To
meet these targets and standards, we must continue to improve
operational performance, service reliability and customer
service. If we do not meet these targets and standards, we are
not able to recover incurred expenditure, or we do not
implement this reorganisation as envisaged, we may not
achieve the expected benefits, our business may be adversely
affected and our performance, results of operations and our
reputation may be harmed.

Changes to the regulatory treatment of commodity costs
may have an adverse effect on the results of operations.
Changes in commodity prices could potentially impact our gas
transmission and distribution businesses. Current regulatory
arrangements in the UK provide the ability to pass-through
virtually all of the increased costs related to commaodity prices to
consumers. However, if Ofgem were to restrict this ability, it
could have an adverse effect on our operating results.

Our reputation may be harmed if consumers of energy
suffer a disruption to their supply even if this disruption is
outside our control.

Our gas transmission and distribution businesses are
responsible for transporting available gas. We consult with and
provide information to regulators, governments and industry
participants about future demand and the availability of supply.
However, where there is insufficient supply, our role is to
manage the relevant network safely, which in extreme
circumstances may require us to disconnect consumers.

Fluctuations in exchange rates and interest rates could
have a significant impact on our results of operations
because of the significant proportion of our borrowings,
and derivative financial instruments that may potentially be
affected by such fluctuations.

Our results of operations may be impacted because a
significant proportion of our borrowings and derivative financial
instruments are affected by changes in exchange rates and
interest rates. For further information about this and how we
mitigate this risk, see the ‘Financial position and financial
management’ section of this Operating and Financial Review.

The nature and extent of our borrowings means that an
increase in interest rates could have an adverse impact on
our financial position and business results.

A significant proportion of our borrowings are subject to variable
interest rates which may fluctuate with changes to prevailing
interest rates. Increases in these interest rates could therefore
increase our costs and diminish our profits. For further
information about this, see the ‘Financial position and financial
management’ section of this Operating and Financial Review.

Our financial position may be adversely affected by a
number of factors including restrictions in borrowing and
debt arrangements, changes to credit ratings and effective
tax rates.

We are subject to certain covenants and restrictions in relation
to our listed debt securities and our bank lending facilities. We
are also subject to restrictions on financing which have been
imposed by regulators. These restrictions may hinder us in
servicing the financial requirements of our businesses. Our debt
is rated by credit rating agencies and changes to these ratings
may affect both our borrowing capacity and the cost of those
borrowings. The effective rate of tax we pay may be influenced
by a number of factors including changes in law and accounting
standards and our overall approach to tax planning, the results
of which could increase that rate.



Future funding requirements of pension schemes could
adversely affect our results of operations.

Substantially all of our employees our members of a defined
benefit scheme where the scheme assets are held
independently of our own financial resources. Estimates of the
amount and timing of future funding for the scheme is based on
various actuarial assumptions and other factors including,
among other things, the actual and projected market
performance of the scheme assets, future long-term bond
yields, average life expectancies and relevant legal
requirements. The impact of these assumptions and other
factors may result in a requirement for additional contributions
to the pension scheme. Our legal obligations to the scheme are
limited to paying the employers’ contribution rate set by the
trustees of the scheme. However, circumstances may require
that we make additional contributions. To the extent that any
increases in contributions are not recoverable under our price
controls, our results of operations could be adversely affected.

New or revised accounting standards, rules and
interpretations by the UK, or international accounting
standard setting boards and other relevant bodies could
have an adverse effect on our reported financial results.
The accounting treatment under International Financial
Reporting Standards (IFRS), as adopted by the European
Union, of replacement expenditure, pension and post retirement
benefits, derivative financial instruments and commaodity
contracts significantly affect the way we report our financial
position and results of operations. As a body of practice
develops for IFRS, the application and interpretation of
accounting principles to our circumstances, and to those areas
in particular, could result in changes in the financial results and
financial position that we report. In addition, new standards,
rules or interpretations may be issued which could also have
significant effects.
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Key performance indicators

We measure the achievement of our objectives through the use of qualitative assessments and through the monitoring of quantitative
indicators, termed key performance indicators (KPIs).

In line with our operating objectives, we use both financial and non-financial KPIs. Where relevant, KPIs are used as our primary
measures of whether we are achieving our objectives. However, the scale and size of our operations mean we use many other
detailed performance measures in addition to KPIs. We also use KPIs to measure performance against our primary objective of
growing our businesses to create value for National Grid's shareholders. We use qualitative assessments to judge progress against
our objectives in areas where numerical measures are less relevant.

The majority of our KPIs are unchanged from last year; however, we have increased the number of KPIs presented in the table below
by including business-specific reliability KPIs.

Value KPI Description Target Results
Performance — Injuries to the public Members of the public injured as a Zero 2006/07: 20
safety direct result of our operations® 2005/06: 11
Employee lost time Injuries resulting in employees Zero 2006/07: 0.18
injury frequency rate taking time off work 2005/06: 0.20
(per 100,000 hours worked)
Gas safety-related Proportion of uncontrolled 97% 2006/07: 98.51%
service standards gas escapes attended within 2005/06: 97.97%
one hour
UK Gas Distribution Kilometres of gas main 2006/07: 1,824 km 2006/07: 1,850 km
mains replacement decommissioned 2005/06: 1,724 km 2005/06: 1,724 km
Sickness absence rate Proportion of available work Zero work-related sickness”  2006/07: 2.20%
days which are lost due to 2005/06: 2.20%
sickness
Performance — UK Gas Transmission Gas delivered by the gas 100% 2006/07: 100%
reliability system reliability transmission system as a 2005/06: 100%
proportion of gas demanded
UK Gas Distribution The proportion of total customer  99.999% 2006/07: 99.999%
network reliability days without unplanned customer 2005/06: 99.999%
interruptions
Performance -~ Adjusted operating Operating profit from continuing  To increase sufficiently to 2006/07: £792 million
efficiency and  profit* operations excluding exceptional  support 7% growth in National 2005/06: £862 million
financial items and remeasurements Grid’s dividend through to
performance - .
Operating cash flows Cash generated from March 2008 2006/07: £1,407 million
continuing operations 2005/06: £1,055 million
Growth — Capital expenditure Additions to plant and There is no numerical target  2006/07: £1,200 million
investment equipment and to intangible for capital expenditure, as 2005/06: £914 million
assets each investment is different
and is considered on its
merits.
Growth —value Return on investment Adjusted regulatory profit® for UK To achieve a minimum return 2006/07: 5.5%
from our Gas Transmission and UK Gas  of 5.05% from 1 April 2007  2005/06: 6.3%
investments Distribution as a percentage of ~ consistent with the return
regulatory asset value projected by Ofgem for the 5-

year price control period
commencing 1 April 2007.

Talent — Percentage of female Proportion of employees who are  We do not have specific 2006/07: 20.0
inclusionand  employees female targets — our aim is to ensure 2005/06: 19.4
diversity that we recruit the best
Percentage of black and  Proportion of employees candidates regardless of sex, 2006/07: 4.5
minority ethnic employees who are black and minority ethnic face, disability, sexual 2005/06: 4.5
orientation, age, religion or
belief
Responsibility — Reduction in greenhouse  CO, equivalent emissions Year on year reduction 2006/07: 9%
climate change gas emissions® estimated to be caused by

our operations
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Value KPI Description Target Results

Responsibility — Significant direct Own fault and contractor related  Zero 2006/07: 3, 13

protect the environmental incidents  environmental incidents 2005/06: 1, 0

environment Total value of fines from  Financial amount Zero 2006/07: Zero
environmental of fines imposed 2005/06: Zero
prosecutions

1 Injuries comprise fatalities, injuries that require the person to receive hospital treatment and other injuries reported under the Reporting of Injuries, Diseases and Dangerous Occurrences
Regulations (RIDDOR).

2 The sickness absence rate includes absences resulting from both work-related and non-work related illnesses. Our target relates to work-related illnesses, however, we do not have a
measure that excludes non work-related illnesses sufficiently accurately.

3 The KPI for a 30% reduction in controllable costs by 31 March 2007 in our Gas Distribution business is no longer included as it was achieved by 31 March 2006.

4 Operating profit from continuing operations including exceptional items and remeasurements fell from £ 835 million in 2005/06 to £778 million in 2006/07.

5 The calculation of adjusted regulatory profit is explained on page 15.

6 The KPI we use for measuring reduction in greenhouse gas emissions has been changed from last year's measure of greenhouse gas emissions per £m revenue to a measure that aligns
with National Grid's target of a 60% reduction in emissions.
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Performance during the
year

Our performance against our objectives in the areas of
performance, investment, talent, relationship and responsibility
is described below and on the following pages. Our financial
results are described on pages 17 to 20 and more information
on the performance and financial results of each business are
included in the business sections on pages 21 to 27.

Performance

Safety

Aspects of our safety performance deteriorated in 2006/07
compared with 2005/06, which is disappointing after the
significant improvement we recorded last year. Our aim in
2007/08 is to improve our safety performance in line with our
goal of zero injuries.

In September 2006, managers from National Grid Gas Holdings
participated in National Grid’s first combined UK and US safety,
health and environment conference involving participants from
across National Grid. The conference provided the opportunity
to review our Safety and Occupational Health Policy, and our
Vision for Safety and develop strategies to meet the challenges
facing the business over the next few years.

Public safety
20 members of the public were injured as a result of our
operations compared with 11 during 2005/06.

Employee safety

During 2006/07, 29 of our employees received injuries that
resulted in them taking time off work, compared with 33 in
2005/06, excluding the regional gas distribution networks sold
in June 2005. As a consequence, employee lost time injuries
per 100,000 hours worked fell to 0.18 in 2006/07 compared with
0.20 in the previous year.

In National Grid’s 2006 employee opinion survey, 89% of
respondents considered that National Grid has a clear
commitment to operating safely and 89% considered that
employees take safety seriously and do their best to prevent
injuries and accidents compared with 86% on both these
questions in the 2004 survey. 79% of respondents in 2006 felt
confident safety concerns or issues raised would be addressed,
up from 75% in the 2004 survey.

Contractor safety
There was an increase in contractor lost time injuries from 41 in
2005/06 to 46 in 2006/07.

Employee health

We continue to focus on our employees’ health and well being.
Resulting from an action coming out of the September 2006
safety, health and environment conference, later in 2007/08 we
will launch a new ‘Vision for Wellness’, setting out how we aim
to help and support our employees in the maintenance of good
physical and mental health through proper diet, exercise and
habits. We also participate in the UK'’s Business in the
Community Business Action on Health programme, at both a

leadership team and practitioner level. The objectives of this
programme are to raise the profile of health issues in
companies and to quantify and track best practice workplace
health activities.

Around 2.20% of available work days were lost due to sickness
absence in 2006/07, the same as the previous year. This
equates to 5.8 days of sickness per employee per year. The UK
Confederation of British Industry’s 2007 sickness absence
survey reported that average annual sickness for UK company
employees was 7.0 days.

Reliability

Our gas transmission and distribution operations performed
reliably during the year. Further detail on the reliability of our
operations is discussed in the business sections on pages 21 to
27.

Efficiency

We continued to institute measures during the year to improve
efficiency, with the implementation of a shared services function
to support our Gas Transmission and Gas Distribution
businesses, our business process review in Gas Transmission
and other business process projects.

Financial performance

Operating profit from continuing operations, before exceptional
items and remeasurements fell from £862 million in 2005/06 to
£792 million in 2006/07. Operating profit from continuing
operations fell from £835 million in 2005/06 to £778 million in
2006/07.

Earnings from continuing operations before exceptional items
and remeasurements fell from £420 million in 2005/06 to £349
million in 2006/07. Earnings from continuing operations fell from
£369 million in 2005/06 to £312 million in 2006/07.

Cash flows generated by continuing operations increased from
£1,055 million in 2005/06 to £1,407 million in 2006/07.

More information on our financial performance is contained
under financial results on pages 17 to 20 and in the business
sections on pages 21 to 27.

Growth

Capital investment

Our capital investment continues to increase as changing
sources of gas and the renewal of our networks require
increased investment in infrastructure and we invested £1,200
million in the form of capital investment during 2006/07,
compared with £914 million in 2005/06.

In the UK, there is increasing dependency on gas imports. The
transmission price controls for the next five years include an
allowance of £0.9 billion for investment in our gas transmission
network. This investment is to respond to changing sources of
gas and to replace ageing assets.
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Acquisitions and disposals
There were no significant acquisitions or disposals completed
during the year ended 31 March 2007.

During the year ended 31 March 2006, we sold four of our
regional gas distribution networks, comprising approximately
half of the gas distribution network in Britain, for net cash
proceeds of £5.8 billion.

Generating value from our investments

This year we are reporting for the first time a return on
investment measure, the purpose of which is to allow us to
monitor how we are performing in generating value from our
businesses and from the investments we make. Return on
investment has been calculated using the measure developed
by Ofgem when setting our transmission price controls for the
5 year period commencing 1 April 2007. If we perform in
accordance with Ofgem’s projections for the 5 year price control
period, then we would earn an average annual return of 5.05%
using Ofgem’s measure. For 2006/07, our return on investment
using this measure is 5.5%, compared with 6.3% in 2005/06.
These returns are higher than Ofgem’s projected return of
5.05%, due to operating costs savings achieved compared to
Ofgem'’s original projections for those two years. Return on
investment has declined between 2005/06 and 2006/07 due to
the reduction in the Gas Distribution business adjusted
operating profit which is discussed on page 25.

The following table shows how return on investment has been
calculated:

Years ended 31 March

2007 2006
£m £m
UK Gas Transmission adjusted operating profit* 312 287
UK Gas Distribution adjusted operating profit* 409 483
Less operating profit of LNG storage business (35) (35)
Adjustment of operating costs onto a price control
basis® (21) (12
Investment adjustment® (117)  (104)
Excess of regulatory value depreciation over
accounting depreciation and amortisation (83) (65)
Regulatory operating profit 465 554
Notional current taxation on a price control basis* 3 (40)
Regulatory return 468 514
Estimated average regulatory value® 8,591 8,152

Return on investment — regulatory return as a

55% 6.3%
percentage of regulatory value

1 Adjusted operating profit is operating profit before exceptional items and
remeasurements.

2 Adjustments to operating costs primarily comprise an allocation of corporate centre costs
which are reported in these financial statements within other activities and expenditure
against the environmental provision which is treated as an operating cost for price control
purposes.

3 The investment adjustment is in respect of the 50% of replacement expenditure which is
treated as an operating cost for price control purposes, but as capital investment for
accounting purposes.

4 Notional current taxation is an allocation of the actual current tax for the year, excluding
prior year items and adjusted for the effect of actual interest payments being less than
would result from the gearing assumed by Ofgem when setting the price control.

5 Regulatory values have been restated from previous estimates to reflect the outcome of
the extension price control review for the year to 31 March 2008 and are average values
for each year.

Talent

Motivation and performance

In July 2006, National Grid conducted a company-wide
employee opinion survey. 58% of employees took part in the
process — a 9% increase on the response rate compared with
the 2004 survey. For over 90% of the questions asked, a more
favourable response rate was received than in 2004. The
survey demonstrated that the workforce better understand our
strategy and the need for change. Our employees believe that
the business is heading in the right direction and are willing to
do their jobs differently to help National Grid improve. Respect
and integrity, two of our three core values, are also becoming
embedded in the culture of the organisation and safety
continues to be recognised as one of National Grid’s key
strengths.

Areas which the survey results highlighted as needing
improvement included general management behaviours around
communication with employees and performance management.
Action plans have been developed by each of the businesses to
address their key priorities for improvement.

Greater use is being made of electronic communication
channels with the new Chief Executive of National Grid outlining
the new strategy for all employees via video and issuing a New
Year video message to all employees.

Development of talent

Development and recruitment of employees is undertaken on
an integrated basis for all National Grid's UK businesses, with
approximately 64% of National Grid’s UK employees working in
National Grid Gas Holdings'’s businesses.

Our focus on developing the talent of our current and future
business leaders has intensified, with participants in our
leadership and management development programmes more
than doubled over last year. Specific areas of focus include
leadership, communication, end user computing, project
management and problem solving.

We continue to invest in the recruitment and development of
skilled employees for the future and, in the past year, National
Grid recruited 160 trainees onto the apprentice, foundation
engineer, graduate and student programmes in which we
participate. National Grid’s UK Foundation Engineering
Programme, launched in early 2006, is designed to facilitate the
entrance, training and progression of talented people into key
engineering roles. In conjunction with Aston University and
Energy Utility Skills, our industry sector skills council in the UK,
National Grid has also designed an industry specific foundation
degree.

Through its ‘e-futures’ strategy, National Grid actively organises
and sponsors a number of educational initiatives in the UK.
These initiatives are designed to increase the number and
diversity of young people interested in engineering careers and,
ultimately, to create and sustain a greater pool of skilled talent
from which we can recruit. Over the last four years, well over
15,000 young people have participated in these initiatives. Key
to this success has been the dedicated involvement of our
employees.
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In the UK, National Grid was externally recognised as Graduate
Employer of the Year at the Target National Graduate
Recruitment awards and was highly commended by the
National Council for Work Experience. The quality of National
Grid’s apprentice programmes has also been recognised by the
Adult Learning Inspectorate, placing us in the top 10% of
training providers in the UK.

Inclusion and diversity

Several employee interest networks have been established
focusing on gender, ethnicity and faith and disability. The
networks provide a mutually beneficial relationship for our
employees by providing opportunities for employees to network
with each other and senior management, to attain career
building skills and to provide a better understanding of National
Grid.

Working groups have been established with senior executive
sponsors focusing on recruitment and employee development,
employee engagement, communications and measuring the
impact of our inclusion and diversity policies. We have also
initiated a field force pilot programme in the UK to explore the
development of inclusion and diversity best practices examples
that can be replicated across our operational sites.

At 31 March 2007, 20.0% of employees were female and 4.5%
were from black and ethnic minority groups compared with
19.4% and 4.5% respectively at 31 March 2006.

Our progress has already received external recognition.
National Grid achieved The Times Top 50 UK ‘where women
want to work’ status.

In the 2006 employee opinion survey, 83% (2004: 81%) of
respondents considered they are treated fairly by National Grid
without regard for race, age, ethnic background, gender,
religion, disabilities or sexual orientation, while 66% (2004: not
measured) considered that National Grid does a good job of
treating them with fairness and respect.

Relationships

Customer service

We continue to aim for improvements in the service we provide
to our customers and customer service is high on the agenda
for the management teams in each of our businesses. In
addition, we are supporting our businesses through the
establishment of a shared services function in the UK.

Regulatory relationships

We continue to work very closely with Ofgem on the renewal of
our gas transmission and gas distribution networks and in
expanding those networks to meet new and changing demand.
In addition, we seek to maintain a professional approach with
Ofgem in areas where we disagree, in particular with respect to
their investigation into metering services in the UK as discussed
on page 4.

Suppliers

We continue to make progress in improving the quality of our
relationships with suppliers. A particular focus has been on the
investment programmes in our gas transmission and distribution
operations, where we have worked with a number of suppliers

to create alliances where we work in combined teams to deliver
construction projects, and where we and suppliers share in the
financial risk associated with these projects.

Community investment

Our policy on community investment provides a framework for
ensuring that investment delivers benefits for our business and
the communities we serve. During the year we reviewed our
social policy to ensure our approach to community investment
remains relevant to, and supports, society's wider social and
environmental priorities. This review has included analysis of
existing activities and best practice, both across National Grid
Gas Holdings and externally. We continue to use the model
developed by the London Benchmarking Group to provide a
framework for measuring and reporting our community
investment contributions, by capturing, in accordance with the
model, spend against our key themes. On this basis we
invested some £0.7 million in support of community initiatives
and relationships across our operations in 2006/07.

In the 2006 employee opinion survey, 68% (2004: 63%) of
respondents considered National Grid makes a positive
contribution to the communities in which we operate.

Responsibility

We continue to enjoy external endorsement of our responsible
business approach. National Grid is ‘sector leader ‘of the multi-
utilities sector of the Dow Jones Sustainability World Index and
one of only two companies listed. National Grid also continues
to feature in the FTSE4Good Index and is one of 29 companies
regarded as a ‘Platinum’ company in the Business in the
Community 2006 Corporate Responsibility Index, confirming
that our approach to responsible business is indeed world
class.

Climate change

National Grid as a whole has committed to reducing its
greenhouse gas emissions by 60% against a verified baseline,
in advance of the target date of 2050 set by the UK
Government.

The vast majority of our emissions fall within Scope 1 of the
World Resources Institute’ greenhouse gas protocol initiative.
This comprises direct emissions such as methane leaking from
our gas distribution networks and gas used to fuel compressors
on our gas transmission network. Scope 2 emissions comprise
indirect emissions, such as those resulting from purchased
electricity.

During 2006/07, our Scope 1 and Scope 2 emissions amounted
to some 3.4 million tonnes CO; equivalent, a 9% reduction
compared with emissions of 3.7 million tonnes in 2005/06.

Total Scope 1 and 2 emissions per £million of revenue
amounted to some 1,524 tonnes CO2 equivalent compared with
1,529 tonnes in 2005/06. Our largest direct emission is
methane leakage from our gas networks, accounting for some
69% of our Scope 1 emissions. During the year, we replaced
approximately 1,850 kilometres of old cast iron pipes, the
largest source of these emissions.



Historically contaminated land

National Grid Property manages land contamination issues on
our behalf, in respect of our currently owned sites previously
used for gas production.

Protecting the environment
All of our employees work to certified ISO 14001 environmental
management systems.

The number of significant environmental incidents in 2006/07
arising directly from our operations was 16. This includes 13
contractor—related incidents. In 2005/06, there was 1 incident.
There were no prosecutions by enforcing bodies resulting from
these incidents.

In National Grid’s 2006 employee opinion survey, 73% (2004:
72%) of respondents considered National Grid acts responsibly
in all its business dealings, including environmental
management.

Business ethics

In March 2007, National Grid published its Standards of Ethical
Business Conduct, replacing its UK Code of Business Conduct.
The new Standard provides a common set of practical
guidelines to ensure our behaviours are lawful, we comply with
our policies and licences and we follow the values set out in our
Framework for Responsible Business and our core values of
respect, integrity and ownership.

In the 2006 employee opinion survey, 65% (2004: 56%) of
respondents considered something would be done if they
reported an inappropriate business practice or an ethical issue
while 65% (2004: 61%) believe National Grid is a good
company for customers to do business with.

Human rights

A review in 2004 of potential human rights risks highlighted the
need to better understand our increasingly international supply
chain. To improve control in this area, we have worked with
other UK utilities to develop the UK’s utilities vendor database
supplier pre-qualification programme to include labour rights-
related questions — this was introduced in 2006. To further
strengthen controls, we have also carried out an assessment of
the full range of materials and services purchased by our
operations and identified those most likely to pose human rights
risks to our operations. In 2007/08, we will further develop our
purchasing strategies and processes to manage these potential
risks.

Financial results
We report our financial results and position in accordance with
International Financial Reporting Standards (IFRS) as adopted
in the European Union.

Continuing and discontinued operations

The financial results of our business segments (as described on
page 1) and of other activities are presented within continuing
operations.

The results of the four gas distribution networks sold on 1 June
2005 in the previous financial year are presented as
discontinued operations.
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Measurement of financial performance and use of adjusted
profit measures

In considering the financial performance of our businesses and
segments, we analyse each of our primary financial measures
of operating profit, profit before tax and profit for the year into
two components, comprising firstly ‘business performance’
which excludes exceptional items and remeasurements and
secondly ‘exceptional items and remeasurements’. Exceptional
items and remeasurements are excluded from the measures of
business performance used by management to monitor
financial performance as they are considered to distort the
comparability of our reported financial performance from year to
year.

Measures of business performance are referred to in this
Annual Report as adjusted profit measures in order to clearly
distinguish them from the comparable total profit measures of
which they are a component. Adjusted operating profit, adjusted
profit before tax and adjusted earnings differ from total
operating profit, profit before tax and profit for the year
respectively by the exclusion of exceptional items and
remeasurements.

Exceptional items and remeasurements are items of income
and expenditure that, in the judgment of management, should
be disclosed separately on the basis that they are material,
either by their nature or their size, and are relevant to an
understanding of our financial performance. Items of income or
expense that are considered by management for designation as
exceptional items include such items as significant
restructurings, write-downs or impairments of non-current
assets, material changes in environmental provisions and gains
or losses on disposals of businesses or investments.
Remeasurements comprise gains or losses recorded in the
income statement arising from changes in the fair value of
derivative financial instruments. These fair values increase or
decrease as a consequence of changes in financial indices and
prices over which we have no control.

Adjusted profit measures are limited in their usefulness
compared with the comparable total profit measures, as they
exclude important elements of our underlying financial
performance, namely exceptional items and remeasurements.
We believe that in separately presenting financial performance
in two components it is easier to read and interpret financial
performance between periods, as adjusted profit measures are
more comparable by excluding the distorting effect of
exceptional items and remeasurements, and exceptional items
and remeasurements are more clearly understood if separately
identified and analysed. The presentation of these two
components of financial performance is additional to, and not a
substitute for, the comparable total profit measures presented.

Management uses adjusted profit measures as the basis for
monitoring financial performance and in communicating
financial performance to investors in external presentations and
announcements of financial results. Internal financial reports,
budgets and forecasts are primarily prepared on the basis of
adjusted profit measures, although planned exceptional items,
such as significant restructurings, are also reflected in budgets
and forecasts. Management compensates for the limitations
inherent in the use of adjusted profit measures through the
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separate monitoring and disclosure of exceptional items and
remeasurements as a component of our overall financial
performance.

Operating financial performance
Years ended 31 March

2007 2006
Continuing operations £m £m
Revenue 2,199 2,244

Operating costs excluding

exceptional items and remeasurements (1,407) (1,382)

Adjusted operating profit 792 862
Exceptional items (14) 27)
Total operating profit 778 835

The following tables set out the revenue, adjusted operating
profit and operating profit by business segment.

Revenue by business segment
Years ended 31 March

2007 2006
Continuing operations £m £m
UK Gas Transmission 736 751
UK Gas Distribution 1,189 1,222
UK Gas Metering 346 342
Total segment revenues 2,271 2,315
Less: sales between business segments (72) (71)
Revenue 2,199 2,244

Segmental operating profit before exceptional items and
remeasurements
Years ended 31 March

2007 2006
Continuing operations £m £m
UK Gas Transmission 312 287
UK Gas Distribution 409 483
UK Gas Metering 107 107
Other activities (36) (15)
Adjusted operating profit 792 862

Segmental operating profit after exceptional items and
remeasurements
Years ended 31 March

2007 2006
Continuing operations £m £m
UK Gas Transmission 307 287
UK Gas Distribution 400 456
UK Gas Metering 107 107
Other activities (36) (15)
Operating profit 778 835

Details of the financial performance of business segments,
including information on exceptional items and
remeasurements, are included in the business segment reviews
on pages 21 to 27.

Revenue, operating costs and operating profit
The movements in the year in revenue, operating costs and
operating profit can be summarised as follows:

Operating Operating

Revenue costs profit

Continuing operations £m £m £m

2005/06 results 2,244 (1,409) 835
Add back 2005/06 exceptional

items and remeasurements - 27 27

2005/06 adjusted results 2,244 (1,382) 862

UK Gas Transmission (15) 40 25
UK Gas Distribution (33) (41) (74)
UK Gas Metering 4 (4) -
Other activities - (21) (21)
Sales between businesses Q) 1 -

2006/07 adjusted results

2006/07 exceptional items
and remeasurements - (14) (14)

2006/07 results 2,199 (1,421) 778

2,199 (1,407) 792

Revenue was £45 million lower than in 2005/06, primarily as a
result of lower UK Gas Distribution revenue. Operating costs
excluding exceptional items and remeasurements increased by
£25 million as a result of higher operating costs in the UK Gas
Distribution business and a £21 million increase in the costs of
other activities. As a consequence, adjusted operating profit
was £70 million lower than 2005/06.

Net operating exceptional charges of £14 million in 2006/07
were £13 million lower than 2005/06. They relate to
restructuring costs and in 2006/07 include the establishment of
a UK shared services function and the business process review
undertaken in Gas Transmission.

As a result of the £70 million decrease in adjusted operating
profit, partly offset by the £13 million reduction in operating
exceptional charges and remeasurements, total operating profit
fell by £57 million from 2005/06 to 2006/07.



Earnings from continuing operations
Adjusted earnings
Years ended 31 March
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Adjusted profit measures
The following tables reconcile the adjusted profit measure to the
corresponding total profit measure in accordance with IFRS.

a) Reconciliation of adjusted operating profit to total
operating profit
Years ended 31 March

2007 2006
Continuing operations £m £m
Adjusted operating profit 792 862
Exceptional operating items (14) 27)
Total operating profit 778 835

2007 2006
Continuing operations £m £m
Adjusted operating profit 792 862
Net finance costs excluding
exceptional items and remeasurements (278) (279)
Adjusted profit before taxation 514 583
Taxation excluding taxation on
exceptional items and remeasurements (165) (163)
Adjusted profit from continuing operations 349 420
Earnings
Years ended 31 March
2007 2006
Continuing operations £m £m
Total operating profit 778 835
Net finance costs (310) (326)
Profit before taxation 468 509
Taxation (156) (140)
Profit from continuing operations 312 369

Net finance costs

Net interest excluding exceptional finance costs and
remeasurements reduced by £1 million from 2005/06 to
2006/07. This was primarily explained by an increase in interest
capitalised for assets under construction more than offsetting
the effects of increased average debt balances.

Exceptional finance costs and remeasurements
Exceptional finance costs of £38 million in 2006/07 and £37
million in 2005/06 relate to the early repayment of debt.

Financial remeasurements relate to net gains on derivative
financial instruments of £6 million, compared with net losses of
£10 million in 2005/06.

Taxation

A net charge of £156 million arose in 2006/07, compared with
£140 million in 2005/06. This includes net tax credits in respect
of exceptional items and remeasurements amounting to £9
million and £23 million in 2006/07 and 2005/06 respectively.
The effective tax rate was 33% for 2006/07 and 28% for
2005/06.

Excluding the effect of net tax credits on exceptional items and
remeasurements, the effective tax rate for 2006/07 and 2005/06
was 32% and 28% respectively, compared with a standard UK
corporation tax rate of 30% for both years.

A reconciliation of the main components giving rise to the
difference between the relevant effective tax rate and the UK
standard corporation tax rate is shown in note 9 to the
accounts.

Profit for the year from continuing operations

Profit for the year from continuing operations fell from £369
million in 2005/06 to £312 million in 2006/07 as a consequence
of the above changes.

Adjusted operating profit is presented on the face of the
Consolidated Income Statement, under the heading ‘Operating
profit — before exceptional items and remeasurements’.

b) Reconciliation of adjusted profit before taxation to profit
before taxation
Years ended 31 March

2007 2006
Continuing operations £m £m
Adjusted profit before taxation 514 583
Exceptional operating items (14) 27)
Exceptional finance costs (38) (37)
Financial remeasurements 6 (10)
Total profit before taxation 468 509

Adjusted profit before taxation is presented on the face of the
Consolidated Income Statement, under the heading ‘Profit
before taxation — before exceptional items and
remeasurements’.

¢) Reconciliation of adjusted earnings to earnings (profit
for the year)
Years ended 31 March

2007 2006
Continuing operations £m £m
Adjusted earnings 349 420
Exceptional operating items (14) (27)
Exceptional finance costs (38) (37)
Financial remeasurements 6 (10)
Tax on exceptional items and remeasurements 9 23
Earnings 312 369

Adjusted earnings is presented on the face of the Consolidated
Income Statement, under the heading ‘Profit for the year from
continuing operations — before exceptional items and
remeasurements’.
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Discontinued operations
Years ended 31 March

2007 2006

£m £m
Revenue - 168
Operating costs before exceptional items - (207)
Adjusted operating profit - 61
Exceptional items - (15)
Operating profit - 46
Taxation - (18)
Profit from discontinued operations - 28
Gain on disposal of discontinued operations 13 2,466
Profit for the year 13 2,494

Discontinued operations comprise the four regional gas
distribution networks we sold on 1 June 2005.

The exceptional charge of £15 million in 2005/06 arose from the
payment of a fine in respect of a breach of the Health and
Safety at Work Act 1974 arising from a fatal gas explosion at
Larkhall in Scotland in 1999.

The gain on disposal of discontinued operations in 2005/06 and
2006/07 relates to the sales of the gas distribution networks.

Net profit for the year

Net profit from both continuing and discontinued operations was
£325 million in 2006/07 compared with £2,863 million in
2005/06.

Cash flows

Cash flows from operating activities

Cash generated from continuing operations was £1,407 million
in 2006/07 compared with £1,055 million in 2005/06. This
included cash outflows relating to exceptional items of £27
million and £79 million respectively. After reflecting cash flows
relating to discontinued operations and tax paid, net cash inflow
from operating activities was £1,417 million, compared with
£867 million in 2005/06.

In 2006/07, there was a net corporate tax repayment of £10
million compared with a payment of £166 million in 2005/06.

Cash flows from investing activities

Cash outflows from continuing operations investing activities
increased from £725 million in 2005/06 to £1,501 million in
2006/07. This was primarily due to increased cash outflows to
purchase property, plant and equipment and intangible fixed
assets, which net of disposal proceeds, increased to £1,163
million in 2006/07 from £695 million in 2005/06, as a result of
the increase in capital investment. Cash outflows to acquire
financial investments increased from £30 million in 2005/06 to
£338 million in 2006/07.

Cash flows in 2005/06 relating to discontinued operations
included £5,750 million of proceeds from the sale of our four
gas distribution networks and £115 million of cash outflows from
investing activities.

Cash flows from financing activities

Net cash related to financing activities changed from an outflow
of £5,558 million in 2005/06 to an inflow of £1 million in
2006/07. The position in 2006/07 reflects payments to providers
of finance, in the form of net interest and dividends, of £817
million and inflows from net additional borrowings of £818
million. The cash outflow in 2005/06 arose from repayment of
debt of £2,029, million using part of the £5,750 million cash
proceeds from the sales of the four networks, and payments to
providers of finance of £3,595 million in 2005/06.

Net interest cash outflows, excluding exceptional debt
redemption costs, increased from £308 million in 2005/06 to
£329 million in 2006/07, reflecting higher average net debt.
Exceptional debt redemption costs increased from £37 million in
2005/06 to £38 million in 2006/07 as a consequence of
restructuring our debt portfolio.

Dividends
Dividends in respect of the financial year
2007 2006
£m £m
Interim 450 1,250
Total 450 1,250

The table above shows the ordinary dividends paid or payable
by National Grid Gas Holdings in respect of the last two
financial years. These dividends do not include any associated
UK tax credit in respect of such dividends. No final dividend has
been declared for either year.

In accordance with IFRS, dividends are reported in the financial
statements for the year in which they are approved.



Gas Transmission

About the business

The external and regulatory environments in which our Gas
Transmission business operates are described on pages 1 and
2, our business drivers are described on pages 2 and 3 and our
objectives and strategy are set out on pages 5 to 8. Further
information relevant to an understanding of our Gas
Transmission business is included below.

Our Gas Transmission business comprises the following
principal activities:

Gas We own the gas national transmission system in

transmission  Great Britain.

owner
This comprises approximately 4,326 miles of high
pressure pipe and 26 compressor stations,
connecting to 8 distribution networks and to third
party independent systems for onward
transportation of gas to end consumers.

Gas system We operate the gas national transmission system.

operator

Day-to-day operation includes balancing supply and
demand, maintaining satisfactory system pressures
and ensuring gas quality standards are met.

LNG storage We own and operate four liquefied natural gas

(LNG) storage facilities in the UK.

As gas transmission owner, we own and maintain the physical
assets, develop the network to accommodate new connections
and disconnections, and manage a programme of asset
replacement and investment to ensure the long-term reliability
of the network.

As gas system operator, we undertake a range of activities
necessary for the successful, efficient delivery, in real-time, of
secure and reliable energy. We ensure the system is balanced
with supply and demand at the end of each day. We are also
required to maintain levels of short-term gas reserves to ensure
that domestic and other non-daily metered gas supplies can be
maintained during prolonged cold conditions.

The Company holds a gas transporter licence in respect of the
gas national transmission system. Detailed arrangements for
the gas industry are provided through the Uniform Network
Code, which is approved by Ofgem and defines the obligations,
responsibilities and roles of the industry participants. We have a
duty under the Gas Act 1986 to develop and maintain an
efficient and economical pipeline system for the conveyance of
gas. Under the terms of our licence, we receive income in our
role as gas transmission owner through charges to shippers for
entry and exit capacity and in our role as gas system operator
through commodity charges.

Ofgem sets price controls in respect of the amounts that can be
charged by the owners and operators of gas infrastructure in
the UK. The last price controls for our gas transmission
activities ended on 31 March 2007, having commenced as five
year price controls on 1 April 2002. The new five-year price
control periods for gas transmission activities commenced on 1
April 2007.
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Our LNG storage business is managed as a separate business
from the gas transmission business. However, it is regulated
under our gas transporter licence. A portion of LNG storage
capacity is set aside to support network operating requirements,
with the remaining capacity sold to gas shippers.

Price controls

The charges that we can make for access to our gas
transmission system are determined by a formula linked to the
retail price index (RPI). Up until 31 March 2007, this was set at
RPI -2%. This formula is based upon Ofgem’s estimates of
operating expenditure, capital expenditure and asset
replacement, together with an allowed rate of return. The rate of
return up until 31 March 2007 was set at a real pre-tax rate of
6.25% on our regulatory asset value for our gas network.

Our regulatory asset value as of 31 March 2007 is estimated as
approximately £3.3 billion (£2.8 billion at March 2006).

Where Ofgem determines that our capital investment is
efficiently invested, we obtain a rate of return on that
investment. The new price control allows a return of 4.4% post
tax real rate of return on our regulatory asset value.

Our gas system operation has incentive schemes where, if we
operate our network more efficiently than Ofgem’s forecasts, we
can increase our revenues. We have eight incentive schemes
covering activities such as cost of investment for additional
capacity, managing constraints, market information provision,
the cost of purchasing shrinkage gas (gas used in operating the
system or lost during transport) and other gas system operation
costs.

Current and future developments

In addition to the current and future developments described on
pages 3 and 4, the following developments are relevant to the
Gas Transmission business.

Price controls

The previous price control arrangements for our gas
transmission network in the UK ceased on 31 March 2007 and
the next price control covers the period from 1 April 2007 to 31
March 2012.

We have accepted in principle Ofgem’s final proposals in
respect of our role as owner of gas transmission networks. The
key elements of these proposals are a 4.4% post-tax real rate
of return on our regulatory asset value, a £0.9 billion baseline
five year capital expenditure allowance and a £0.3 billion five
year controllable operating expenditure allowance. Following
our acceptance in principle of the proposals we have worked
closely with Ofgem to agree the necessary licence amendments
to enact the final proposals. This process should complete
during the first half of 2007. We have also accepted Ofgem'’s
final proposals for the system operator scheme to apply for one
year from 1 April 2007.

Other developments

A number of gas pipeline and compressor projects are being
progressed to respond to new import pipelines and gas import
facilities. Around 90 miles of gas pipeline has been constructed
from Ganstead to Asselby in the region of Humberside and from
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Pannal in North Yorkshire to Nether Kellet in Lancashire, to
enable increased imports at Easington. Around 200 miles of
new pipeline is being built in South Wales and Gloucestershire
to cater for the Milford Haven importation facility. Following the
decision of the High Court to set aside the planning consent
granted by Neath Port Talbot Council for Cilfrew pressure
reduction installation on the Milford Haven pipeline, work on the
installation was suspended. On 10 April 2007, we issued a
force majeure notice, under our contract with the shippers, as
this event, which was outside of our control, may result in us not
being able to provide, or be delayed in providing the full amount
of capacity that has been allocated to gas shippers using the
Milford Haven facility. On 15 May 2007, the Neath Port Talbot
Council held a revote on our planning application which was
then approved. We are now assessing the actual delay (if any)
of providing the full amount of capacity that has been allocated
to shippers. On 1 June 2007, we issued injunctive proceedings
at Cardiff Crown Court and a possession order for land at
Penpont on the pipeline route.

Emissions trading

The second year of Phase 1, from 1 January 2005 to 31
December 2007, of the European Union emissions trading
scheme commenced on 1 January 2006. Its purpose is to
reduce the level of carbon dioxide emitted by placing a financial
incentive on participants to reduce their emissions of this
greenhouse gas. Allowances are granted to participants in
accordance with a national allocation plan and any shortfall or
surplus can be traded with other participants.

Our total carbon dioxide emissions between 1 January and 31
December 2006, for installations captured by the scheme, were
below our allocation and so the scheme did not have a material
financial effect on our results in 2006/07. We similarly do not
expect the scheme to have a significant impact on our results in
2007 or 2008. The national allocation plan detailing installation
level allowances for Phase 2 of the European Union emissions
trading scheme, covering the period from 1 January 2008 to 31
December 2012, has now been published by Department of the
Environment and Rural Affairs. Our allocation of allowances for
Phase 2 of the scheme is lower than for Phase 1 of the
scheme, but in line with expectations.

Performance during the year

2006/07 saw a maximum demand for gas of 436 mcm on

8 February 2007. This increase on the previous year’'s peak of
411 mcm was partly due a particularly cold snap at the
beginning of February.

Descriptions of our progress against our overall objectives in
the areas of performance, investment, talent, relationships
(including customer service) and responsibility are set out on
pages 14 to 17. We include below further information specific to
Gas Transmission with respect to our performance, investment
and customer service objectives.

Performance
Our progress against our operating objectives during the year
includes the following:

Objective Performance

Safety During 2006/07 there were 5 lost time injuries
compared with 8 in 2005/06. The lost time injury
frequency rate was 0.29 in 2006/07 compared to
0.57 in 2005/06.

Reliability Gas compressor fleet performance during 2006/07
declined slightly, with the average time between
compressor failures at 6% below our five-year
average, compared with 10% above the five-year
average time between failures in 2005/06.

Efficiency We have been undertaking a number of internal
business process reviews to seek out further
savings without compromising our other objectives.
Efficiency is reflected in our financial performance,
which is discussed below.

Financial Adjusted operating profit of £312 million is 9%

performance  higher than 2005/06.

Growth

Investment

Investment in gas transmission systems is, by its nature,
variable and is largely driven by changing sources of supply
and asset replacement requirements. Our gas transporter
licence also obliges us to provide connections and capacity
upon request.

Parts of the gas transmission network are reaching the end of
their lives. These are mainly compressor stations, control
systems and valves (ie above ground assets and not the high
pressure pipes). This, together with work required to meet
changing supply sources, means that the Gas Transmission
business has embarked on a significant increase in investment
and network renewal.

Capital investment in the replacement, reinforcement and
extension of the UK gas transmission systems in 2006/07 was
£628 million compared with £319 million in 2005/06.

2006/07 has seen a substantial increase in the level of capital
investment in gas pipeline projects, some £244 million higher
than 2005/06.

2007 2006

£m £m
Property, plant and equipment 622 311
Intangible assets 6 8
Capital investment 628 319




Financial results
The results for the UK gas transmission segment for the years
ended 31 March 2007 and 2006 were as follows:

Years ended 31 March

2007 2006
£m £m
Revenue 736 751
Operating costs excluding
exceptional items and remeasurements (424) (464)
Adjusted operating profit 312 287
Exceptional items (5) -
Total operating profit 307 287
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Gas Distribution

The principal movements between 2005/06 and 2006/07 can be
summarised as follows:

Operating Operating

Revenue costs profit

£m £m £m

2005/06 results 751 (464) 287
Add back 2005/06 exceptional items - - -
2005/06 adjusted results 751 (464) 287
LNG storage revenue 13 - 13
Timing of recoveries (28) - (28)
Gas purchases - 26 26
Transmission owner depreciation - 9 9
Other - 5 5
2006/07 adjusted results 736 (424) 312
2006/07 exceptional items - 5) 5)
2006/07 results 736 (429) 307

The £15 million decrease in UK Gas Transmission revenue
comparing 2006/07 with 2005/06 was due to relative timing of
recoveries of allowed revenues, with repayment in 2006/07 of
amounts over-recovered in 2005/06, partly offset by an increase
in revenues from LNG storage auctions.

Operating costs, excluding exceptional items, fell by £40 million
in 2006/07 compared to 2005/06. This was primarily due to a
£26 million fall in gas purchases, mainly due to the warmer
weather resulting in lower volumes, and a £9 million reduction
in transmission owner depreciation, as a result of accelerated
asset write-downs in 2005/06.

The £25 million increase in adjusted operating profit comparing
2006/07 with 2005/06 reflects the movement in revenue and
operating costs, excluding exceptional items, as described
above.

The £5 million exceptional charge in 2006/07 arises from the
establishment of a shared services function and the
implementation of a review of our business processes.

Operating profit was £20 million higher than 2005/06, as a
result of the increase in adjusted operating profit of £25 million
and the £5 million increase in exceptional charges.

About the business

The external and regulatory environments in which our Gas
Distribution business operates are described on pages 1 and 2,
our business drivers are described on page 2 and 3, and our
objectives and strategy are set out on pages 5 to 8. Further
information relevant to an understanding of our Gas Distribution
business is included below.

Our Gas Distribution business comprises almost half of Great
Britain’s gas distribution system, comprising four of the eight
regional gas distribution networks in the UK. Our networks
consist of approximately 82,000 miles of distribution pipelines
and we transport gas on behalf of approximately 34 active gas
shippers, from the gas national transmission system to around
11 million consumers.

We also manage the national emergency number (0800 111
999) for all of the gas distribution networks and for other gas
transporters in the UK. During 2006/07 we handled
approximately 2.3 million calls to the national emergency
number.

Detailed arrangements for transporting gas are provided
through the Uniform Network Code as approved by Ofgem,
which defines the obligations, responsibilities and roles of the
industry participants. We hold a single gas distribution
transporter licence, which authorises us to operate our four gas
distribution networks. However, each of our four networks has
its own separate price control, which establishes the prices we
can charge for the services provided by that network.

The price controls that applied to our gas distribution networks
up until 31 March 2007, took into account Ofgem’s estimates of
operating expenditure, capital expenditure, replacement
expenditure and allowed rate of return (which is currently set at
a real pre-tax rate of 6.25% on our regulatory asset value).

Ofgem has extended the current five-year gas distribution price
control for a further year, through an extension price control to
cover the year ending 31 March 2008. The next full price control
period will now cover the period from 1 April 2008 to 31 March
2013, as described on page 4. As at 31 March 2007, our
regulatory asset value is estimated at approximately £6.0
billion. Each network’s separate regulatory asset value
associated with its distribution assets was originally allocated to
it using an estimate of the Gas Distribution business’s
regulatory asset value as at 1 April 2002. The allocation was
aimed at minimising unnecessary regional differentials in
transportation charges.

Price control formulae specify a maximum allowed revenue for
each network. Each formula retains a 65% fixed, 35% variable
revenue associated with transportation volume changes, a
mains replacement incentive mechanism and the pass-through
of prescribed rates and gas transporter licence fees. In any
year, revenue can be more or less than is allowed under the
price control formula, although it should be set to recover
allowed revenue. Any difference is carried forward and our
charges are adjusted accordingly in future periods.
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Replacement expenditure maintains the safety and the
reliability of the network, by replacing older gas pipes with
modern pipes. Ofgem treats 50% of projected replacement
expenditure as recoverable during the year and 50% as
recoverable over future years. Each network is subject to its
own mains replacement incentive mechanism and retains 33%
of any outperformance against Ofgem’s annual cost targets as
additional return or, alternatively, bears 50% of any overspend if
it underperforms.

Ofgem has established standards of service we are required to
meet that apply to our operations. These include overall
standards of service, for example answering 90% of all calls to
the national gas emergency number within 30 seconds of the
call being connected and attending 97% of reports of a gas
escape or other gas emergency within the required timescale;
connections standards of service that require us to provide
connections to consumers to agreed timescales after an
unplanned interruption; and guaranteed standards of service for
our other transportation services. Compensation is paid to
customers for any failure to meet guaranteed or connections
standards of service.

Current and future developments

In addition to the current and future developments described on
pages 3 and 4, the following developments are relevant to the
Gas Distribution business.

Price controls

Ofgem has extended the current five-year gas distribution price
control for a further year, through an extension price control to
cover the year ending 31 March 2008. The outcome of the
formal review is an increase of 11% in allowed revenues for
2007/08. In addition, the balance between fixed and variable
elements has changed, which will reduce the impact that
volumes changes, including weather, have on our revenue in
2007/08.

The next full price control period will now cover the period from
1 April 2008 to 31 March 2013. Initial proposals will be
published at the end of May 2007 and we will be working
closely with Ofgem up to the final proposals in December 2007.

Performance during the year

Actual gas consumption fell to 303 TWh in 2006/07, compared
with 347 TWh in 2005/06, mainly due to very mild weather in
2006/07. Underlying levels of gas demand, excluding the
effects of weather, also fell from 347 TWh in 2005/06 to 331
TWh in 2006/07, thought to be mainly due to the high levels of
gas supply prices during 2006/07 affecting usage. The
reduction was particularly noticeable for larger users.

Descriptions of our progress against our overall objectives in
the areas of performance, investment, talent, relationships
(including customer service) and responsibility are set out on
pages 14 to 17. We include below further information specific to
Gas Distribution with respect to our performance, investment
and customer service objectives.

Performance

Progress against our operating performance objectives during

the year included the following:

Objective Performance

safety There were no employee related fatalities during
2006/07 compared with one in 2005/06.

Lost time injuries for the retained networks fell 12%
in 2006/07 to 21, compared with 24 in 2005/06.
The lost time injury frequency rate fell from 0.17 to
0.16 over the same period.

We again exceeded our targets on safety-related
standards set by Ofgem with more than 98% of
‘uncontrolled’ gas escapes (where the gas leak
cannot be controlled by turning the gas supply off at
the meter) attended within one hour, and more than
99% of ‘controlled’ gas escapes (where the gas
leak can be controlled at the meter) attended within
two hours.

We have decommissioned approximately 1,850 km
of gas pipes in 2006/07, exceeding the HSE target
this year, compared with 1,724 km in 2005/06.
Over the year we have achieved all our standards
of service set by Ofgem.

We have continued to drive operational efficiency
through the streamlining of processes and best
practice sharing with National Grid's US operations.
Our adjusted operating profit was £409 million in
2006/07 compared with £483 million in 2005/06
Further information on the financial results of UK
Gas Distribution are provided below.

Reliability

Efficiency

Financial
performance

Our performance during 2006/07 under the current distribution
network exit incentive scheme and the mains replacement
incentive scheme was broadly neutral.

A series of strategic development initiatives have been
delivered in support of our aim to be the most efficient gas
distribution network in the UK. Centralisation of many key
processes has enabled us to place increased emphasis on
safety and efficiency while sharing best practice across the
organisation and delivering our office rationalisation
programme. Centralising our asset management, job
scheduling and dispatch processes has exploited our
economies of scale while also maintaining alignment of our
operational workforce across the network to satisfy consumer
requirements.

Having completed our Way Ahead transformation, we are now
concentrating on driving further process alignment across our
business. The use of new technology and materials is being
evaluated to identify opportunities to increase worker
productivity, such as keyhole excavation utilising core boring,
already used by National Grid’s US distribution operations.
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Growth

Capital investment

Gross investment in the reinforcement, extension and
replacement of the gas distribution network was £490 million in
2006/07 compared with £444 million in 2005/06. This excludes
the investment in the four regional gas distribution networks that
were sold on 1 June 2005.

2007 2006
Continuing operations £m £m
Reinforcement and extension 157 149
Replacement expenditure 333 295
Capital investment 490 444

Reinforcement and extension expenditure increased from £149
million in 2005/06 to £157 million in 2006/07 reflecting
continued investment in the reinforcement of high pressure
pipelines, together with higher information technology
expenditure to replace obsolete equipment in system control,
operational and support activities.

Replacement expenditure increased from £295 million in
2005/06 to £333 million in 2006/07 in line with the planned
increase in the long-term iron mains replacement programme
agreed with the HSE. During the second year of our alliance
partnerships for Gas Distribution, we have laid approximately
1,850 km of gas mains, with an increasing proportion of our
workload comprising complex replacement of large diameter
mains.

Performance under the mains replacement incentive scheme
has been held broadly neutral in 2006/07

Customer service

We have achieved all our connections standards of service over
the year, along with all other standards of service set by Ofgem
that relate to our gas transportation services. During the year
ended 31 March 2007, we made around 40,000 new
connections to our network (2005/06: 50,000). The proportion of
service interruptions which were planned (as against
unplanned) was 98.92% in 2006/07 compared with a target of
95%, while the proportion of customer complaints responded to
within five working days was 94.71% in 2006/07 compared with
a target of 90%.

Financial results
The results for the UK Gas Distribution segment for the years
ended 31 March 2007 and 2006 were as follows:

Years ended 31 March

2007 2006
Continuing operations £m £m
Revenue 1,189 1,222
Operating costs excluding

exceptional items and remeasurements (780) (739)
Adjusted operating profit 409 483
Exceptional items 9) (27)
Total operating profit 400 456

The principal movements between 2005/06 and 2006/07 can be
summarised as follows:

Operating Operating

Revenue costs profit
Continuing operations £m £m £m
2005/06 results 1,222 (766) 456
Add back 2005/06 exceptional items - 27 27
2005/06 adjusted results 1,222 (739) 483
Price changes 73 - 73
Weather and volumes (69) - (69)
Timing on recoveries 32) - 32)
Depreciation and amortisation - 9) 9)
Business rates - (23) (23)
Other revenues and costs 5) 9) (14)
2006/07 adjusted results 1,189 (780) 409
2006/07 exceptional items - 9) 9)
2006/07 results 1,189 (789) 400

Revenue for UK Gas Distribution fell by £33 million in 2006/07
compared to 2005/06. Net formula income was up by £4 million,
with the benefit of an average price increase of 8.8%
implemented on 1 October 2006 giving rise to a £73 million
increase in revenue This was largely offset by delivery volumes
being significantly lower than the prior year, reducing revenue
by £69 million.

The weather in 2006/07 was significantly warmer than 2005/06
lowering consumption by 28 TWh, which, combined with the
impact of underlying volumes being lower by 16 TWh (caused
principally by the continuing effect of high wholesale gas
prices), led to an under-recovery of income of £42 million in
2006/07. Together with a £10 million under-recovery in
2005/06, this resulted in a net year-on-year timing impact on the
recovery of income of £32 million.

Operating costs were £41 million higher in 2006/07 compared
to 2005/06. Depreciation and amortisation costs were £9 million
higher reflecting the increased capital investment in the
distribution network. There was a £23 million increase in
business rates following the changes in rateable values
introduced from 1 April 2005. The remaining increase in
operating costs of £9 million was mainly driven by workload,
including significant investment in maintenance and other
safety-related activities.

Adjusted operating profit was £74 million lower in 2006/07 than
2005/06, a reduction of 15%.

The exceptional charge of £9 million in 2006/07 related to the
costs associated with the creation of the new shared services
organisation. The exceptional charge in 2005/06 of £27 million
related to restructuring costs under the Way Ahead programme.

Operating profit was £56 million lower in 2006/07 than 2005/06,
a reduction of 12%. In summary, revenue was £33 million lower,
operating costs were £41 million higher and exceptional
charges were £18 million lower.
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National Grid Metering

About the business

The external and regulatory environments in which the National
Grid Metering business operates are described on pages 1 and
2, our business drivers are described on pages 2 and 3, and
our objectives and strategy are set out on pages 5 to 8. Further
information relevant to an understanding of the National Grid
Metering business is included below.

The National Grid Metering business provides installation,
maintenance and meter reading services to gas suppliers in the
regulated gas market. It provides services to an asset base of
around 19 million domestic, industrial and commercial gas
meters, situated throughout Great Britain.

National Grid Metering is regulated by Ofgem as it has a
dominant market position in the provision of existing meters to
UK gas suppliers.

Although National Grid Metering operates within the parameters
set out within our two gas transporter licences and hence is
subject to price controls with respect to its meters, the pricing
for the majority of meters are specified by long-term contracts.

The majority of National Grid Metering’s domestic meters are
covered by long-term contracts with gas suppliers. These
contracts provide gas suppliers with the flexibility to replace our
meters whilst reducing our risk of asset stranding.

Current and future developments

Metering competition investigation

As described on page 4, in June 2005, Ofgem announced that
certain aspects of the domestic gas metering business were to
be investigated by it under the Competition Act 1998 and
information requested as part of this investigation has been
provided to Ofgem. No findings have been issued with respect
to this investigation. However, a supplemental statement of
objections was issued by Ofgem in April 2007 to which we will
respond in due course.

Performance during the year

Descriptions of our progress against our overall objectives in
the areas of performance, investment, talent, relationships
(including customer service) and responsibility are set out on
pages 14 to 17. We include below further information specific to
the National Grid Metering business with respect to our
performance, investment and customer service objectives.

Performance
Our progress against our principal performance objectives
during the year included the following:

Objective Performance

Safety There was an increase in the total number of
employee lost time injuries from 1 in 2005/06 to 3 in
2006/07.

Financial Our financial performance in the year was

performance  maintained at the same level as the previous year.

Growth

Capital investment

In addition to providing meters for new gas connections and
replacing older meters, National Grid Metering is investing in
technology such as smart metering and automated meter
reading systems in response to customer requirements.

Capital expenditure in 2006/07 amounted to £82 million, an
increase of £18 million compared with £64 million in 2005/06.

Financial results
The results for the UK Gas Metering segment for the years
ended 31 March 2007 and 2006 were as follows:

Years ended 31 March

2007 2006

£m £m

Revenue 346 342
Operating costs excluding

exceptional items and remeasurements (239) (235)

Adjusted operating profit 107 107

Exceptional items - -

Total operating profit 107 107

The principal movements between 2005/06 and 2006/07 can be
summarised as follows:

Operating Operating

Revenue costs profit

£m £m £m

2005/06 results 342 (235) 107
Add back 2005/06 exceptional items - - -
2005/06 adjusted results 342 (235) 107
Meter reading 4 4 -
2006/07 adjusted results 346 (239) 107
2006/07 exceptional items - - -
2006/07 results 346 (239) 107

Revenue for UK Gas Metering has risen by £4 million from
2005/06 to 2006/07 as a result of increased provision of meter
reading services.

Operating costs have increased by £4 million from 2005/06,
also a result of the increased provision of meter reading
services.

Operating profit was maintained at the same level as the
previous year.
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About other activities

Other activities include corporate overheads that are not borne
by individual businesses.

Performance during the year

Financial results

The principal movements between 2005/06 and 2006/07 can be
summarised as follows:

Operating Operating

Revenue costs loss

£m £m £m

2005/06 results - (15) (15)
Add back 2005/06 exceptional items - - -
2005/06 adjusted results - (15) (15)
Transfer of employee liabilities - @a7) a7
Other corporate overheads - 4) 4)
2006/07 adjusted results - (36) (36)
2006/07 exceptional items - - -
2006/07 results - (36) (36)

The operating cost of other activities increased by £21 million
from £15 million in 2005/06 to £36 million in 2006/07. This was
largely as a result of National Grid Gas Holdings accepting
responsibility for £17 million of employee related liabilities,
which were previously underwritten by another subsidiary of
National Grid plc.

Discontinued operations

About discontinued operations

Discontinued operations comprise the results of the four
regional gas distribution networks sold in the previous financial
year, on 1 June 2005.

Performance during the year

Financial results
Years ended 31 March

2007 2006

£m £m

Revenue - 168
Operating costs excluding

exceptional items and remeasurements - (107)

Adjusted operating profit - 61

Exceptional items - (15)

Total operating profit - 46

Exceptional charges in 2005/06 of £15 million relate to a fine
incurred in respect of a breach of the Health and Safety at Work
Act arising from a gas explosion at 