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The year in brief

Highlights of the year

Strong growth in comparable

pre-tax profits
Strong operating cash
performance

Adjusted earnings per share

growth impacted by increased
tax charge

Full year dividend increased

by 23%

Order book at record £7.6bn
Three PPP concessions reach

financial close

US civil engineering returns

to profit

Contents: 02 National Grid
04 BAA
06 Wake County
08 Deutsche Bahn
10 The Highways Agency

Balfour Beatty is a world-class
engineering, construction and services
group, well positioned in infrastructure

markets which offer significant
long-term growth potential. We seek
to operate safely and sustainably.

Financial summary Pro forma Percentage

2005 2004 Increase/decrease 2004
Revenue including joint ventures
and associates £4,938m £4,239m 16% £4,239m
Pre-tax profit from continuing operations
— before exceptional items £134m £10/m 25%  £122m
— after exceptional items £141m £106m 33% £120m
Earnings per share
—adjusted® 241p 221p 9%  225p
— basic 249p 587p  (B8)%  574p
Financing
— net cash before PFI/PPP subsidiaries
(non-recourse) £315m £311m £311m

—net borrowings of PFI/PPP subsidiaries
(non-recourse)

£(244)m

Revenue by
destination

* before exceptional

items and the premium
arising on the buy-back

of preference shares,

and including the results

of discontinued operations.

Central and
South America

1 including the impact £46m

of IAS 32 and IAS 39

on 2004 numbers.
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Helping our customers achieve their aspirations

WITH SOPHISTICATED
CUSTOMERS WHO VALUE
THE HIGHEST LEVELS

OF QUALITY, SAFETY AND
TECHNICAL EXPERTISE.

OUR SKILLS ARE

APPLIED IN APPROPRIATE
COMBINATION TO

MEET INDIVIDUAL
CUSTOMER NEEDS.
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NATION. N
GRID:

National Grid is one of the world's largest utilities, primarily
focused on delivering energy safely, reliably and efficiently.
It owns the high voltage electricity transmission system |n
England and \Wales and operates the system acre
It also owns and operates the high pressure ga |
system and gas distribution networks. Nat ol
investing £2bn a year in its infrastruc \
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BAA:

BAA is the world's leading airport company, owning S
UK airports and having stakes in and management conitrac
for airports in the US, Australia, Italy, Austria. and HuRgary.
It plans to spend over £700m per year on new ai acilities
for the next decade. L
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ﬁi’s_Europe’s largest railway cﬁm-paﬁy, runhing
nger trains and 5,500 cargo trains every day.
ed to invest £3.5bn in network maintenance and
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Balfour Beatty is a strategic partner to Deutsche Bahn
in developing and upgrading its fixed infrastructure.

We deliver system studies and design, product
supply, project management, system installation and
commissioning for catenary systems, power supply
systems, network controls, signalling and auxiliary
power systems.

Recent projects include the high speed line between
Nuremberg and Ingolstadt, the Berlin North —
South connection and multi-disciplinary project
management for the Rostock to Berlin line



Balfour Beatty is a partner to the Highways Agency
in a number of its key programmes. It is responsible
for motorway and trunk road management and
maintenance across the South of England from

the Kent Coast to the West Country. It is a leading
road builder, with a successful track record in major
project works, including public private partnerships
in Devon, Dorset, Derbyshire and Yorkshire. It is
also the UK's leading specialist road widener.

With six awarded projects, Balfour Beatty is the
leader in helping the Agency to pioneer the concept
of Early Contractor Involvement, through which

the benefits of innovation, better risk management
and effective forward planning of work programmes
and resources are maximised.




THE
HIGHWAYS
AGENCY:

The Highways Agency is responsible for operating, maintaining
and improving the strategic road network in England. Its current
business plan indicates expenditure of more than £5bn on capital
investment and maintenance over the next thregyears.




Chairman’s statement
Sir David John
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The Company in 2005

| am pleased to say that the Company continued
to make very satisfactory progress during 2005.
Profits and earnings moved ahead. Operating cash
flows were strong and fully backed our profits.
Our balance sheet is strong. Our order books
continued to expand.

The proportion of our business deriving
from long-term partnerships and alliances with
major customers who rely on us for an increasing
range and depth of expertise continued to grow.
As a result, our revenues and profits are becoming
more sustainable and have better long-term
forward visibility.

Our performance in non-financial terms also
showed significant improvements. Our accident
frequency rate fell to a new low. Qur measures
to reduce our contribution to global warming,
our generation of waste and our energy consumption
all showed the positive signs of the close management
attention which they receive. Our fifth Safety,
Environment and Social Report will be published
in May.

Although the beginning of the year marked
a change in Chief Executive, there has been no
deviation from our core principles. We remain
careful in our selection of what to bid and how to
bid it; proud of our first-class project management,
the quality of our engineering judgements and our
general attention to detail. \We continue to focus
very closely on the management of cash.

We are, as a group, very much aware of the
full range of responsibilities which we have in running
and growing our business. In 2005, we restated
and recommunicated our core principles and the
commitments we make to all our stakeholders.
We also made clear what is expected of both
individual employees and our operating companies
in terms of their responsibilities and behaviour.

Balfour Beatty plc
Annual report and accounts 2005

13

\We continued to make progress in the quality of
our risk management. Our everyday currency is in
identifying, mitigating, pricing and managing risks
of all shapes and sizes. We continue to improve in
this respect.

It was gratifying to be voted the most admired
contruction company in the 2005 Management Today
survey and to be the 20th most admired quoted
company overall in the UK.

Strategy

We service markets which are largely conditioned
by GDP growth rates. In order to grow our business
at rates acceptable to our shareholders, we need
both a clear picture of our own strengths and key
differentiators and the financial flexibility to take
opportunities to change and develop the business
mix so as to lead in superior growth markets.

In conjunction with the new Chief Executive,
and senior Group management, the Board's principal
focus this year has been a major strategic review.
This has not been an exercise in blue-sky thinking,
but a thorough, detailed analysis of what makes
us successful and in which business areas we should
be concentrating our financial and management
capital. lan Tyler describes the principal outcomes
of this exercise in his Chief Executive's Review.

| believe the review has given us a clear way
forward and will help ensure we continue to deliver
shareholder value growth.

The Board
In December, Group Managing Director, Alistair
Wivell, CBE, retired from the Board and the Company
after 42 years' service to the Group. He made an
enormous contribution to Balfour Beatty and we
thank him sincerely for his efforts and offer him
every good wish for his retirement.

During the year, both Richard Delbridge and
Sir David Wright also announced their retirement
as non-executive Directors. Both made a substantial
contribution to the affairs of the Group and leave
with both our thanks and our good wishes.

Steven Marshall joined the Board as a non-executive
Director on 1 November 2005. Steven has held board
positions in three major PLCs and has extensive senior
management experience at three others. He brings
comprehensive experience both as an executive and
non-executive director and is thoroughly familiar with
construction and support services.

The particular areas of expertise of each of
the Directors is shown on pages 38 and 39 and in
the Directors’ Report.

People

Our continued leadership in infrastructure markets
depends on our ability to recruit, retain and motivate
the best people. This year, we have thoroughly
updated our succession plan and are improving our
recruitment and rentention methods to ensure we can
continue to meet the challenge of growth. We have a
strong cadre of talented, highly motivated employees
upon whose efforts the success of the business rests.
| am sure that, once again, shareholders will wish to
join me in thanking all of our people for their efforts
and achievements in 2005.

The future

We remain committed to the continuous improvement
of all aspects of our performance as a business.

We believe that shareholder value will continue

to grow in 2006.

b I;L:,,
.--'-'-'-'---'-'-|I

Si-r David John keme Chairman



Chief Executive's review
lan Tyler
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Financial results

In 2005, pre-tax profits from continuing operations
before exceptional items rose by 25% to £134m
(2004: £107m™*). Revenue, including the Group's share
of joint ventures and associates, was up by 16% at
£4,938m (2004: £4,239m).

Adjusted earnings per share before exceptional
items rose by 9% to 24.1p (2004: 22.1p*), reflecting
an increased tax charge following Advance
Corporation Tax credits in 2004. Basic earnings per
share stood at 24.9p.

There were a number of exceptional items,
resulting in a net exceptional profit of £4m.

Profit for the year (after tax and exceptional
items) amounted to £106m. In 2004, the comparable
figure of £246m* included a £160m profit from the
sale of Andover Controls.

Operating cash flow was, once again, strong
and in line with profits. Year-end net cash stood at
£315m (2004: £311m), before taking account of
the consolidation of £14m non-recourse net debt
(2004: £244m) held in PPP/PFI subsidiaries.

The year-end order book increased by 12% to
£7.6bn (2004 £6.8bn), with well in excess of £1bn
of further work at preferred bidder stage.

The Board recommends a final dividend
increased by 23% to 4.6p (2004: 3.75p) per ordinary
share, making a total dividend for the year of 8.1p
(2004 6.6p).

*including the impact of IAS 32 and IAS 39 on 2004 numbers
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Sector performance

Building, Building Management and Services

Profit from operations, before exceptional items,

in this sector improved by 3% to £35m (2004: £34m).
There was another good performance from Mansell
and satisfactory progress in other operating
companies, including Balfour Beatty Construction,
whose profits recovered strongly in the second half
of the year following some contract losses in the first
half largely as a result of exceptional raw material

cost inflation between contract and project execution.

We continued to add to our order book with
good-quality work, including major PPP schools
projects in Scotland and Nottinghamshire, social
housing and office accommodation contracts and
major mechanical and electrical works in the public
and private sectors.

The first phases of University College London
Hospital and Blackburn Hospital were handed over
on time and progress was good on all major schemes.

Civil and Specialist Engineering and Services
Profit from operations, before exceptional items,

in this sector more than tripled to £49m (2004: £16m).

This excellent performance reflected the return to
profit of our US civil engineering business as well
as good progress elsewhere, particularly in RCS,
the road manager and maintainer, and Balfour Beatty
Power Networks.

Order books grew substantially, with a number
of major contract wins in the gas and water sectors
for Balfour Beatty Utilities. These included the
contract to renew all the gas mains in Greater
Manchester for National Grid and major new
contracts and contract renewals for Anglian Water,
United Utilities, Severn Trent Water, Yorkshire Water
and South West Water.

There were other major wins for road maintenance
in Scotland and Essex, the A421 road scheme in
Bedfordshire and infrastructure work for Gammon
in Hong Kong, including a major portion of the new
Kowloon Southern Rail Link and the Venetian Hotel
and Casino complex in Macau.

Rail Engineering and Services

Profit from operations, before exceptional items,
in this sector fell by 27% to £32m (2004: £44m).
Performance was affected by the loss of rail
maintenance profits arising from Network Rail's
decision to take this discipline in-house in 2004.
The fine incurred by Balfour Beatty Rail Infrastructure
Services in respect of the Hatfield rail accident of
2000, following its plea of guilty to charges under
the Health and Safety at Work Act, was provided
for in previous years.

In the UK, otherwise, performance was steady,
helped by settlement income on old renewals
contracts and good progress on the West Coast Main
Line, London Underground track renewals and work
at Heathrow Terminal 5. Performance improved in
Germany, where the major electrification project
from Ingolstadt to Nuremberg and the Berlin Tunnel
contract were completed, and continued to be good in
[taly. There were, however, continued difficulties on a
major signalling contract in the US and further losses
have been sustained.

The order book was augmented by new contract
wins on the West Coast Main Line electrification
programme in the UK and for a major rail link in
Australia. Activity levels under major track renewal
contracts for Network Rail and under the London
Underground PPP were satisfactory.



Chief Executive's review continued

Investments and Developments

Profit from operations, before exceptional items,

in this sector improved by 18% to £20m (2004: £17m).
After taking into account PFI/PPP net finance income
and subordinated debt interest income, profits stood
at £42m (2004: £42m).

Operating concession performance was
satisfactory. During 2005, new concessions came on
stream for the M77/GS0 in Scotland, major schools
schemes in North Lanarkshire and Bassetlaw,
Nottinghamshire, and the South Tyneside street
lighting scheme. We anticipate that our £521m
hospital scheme in Birmingham will reach financial
close in the near future. Preferred bidder status was
achieved for the Pinderfields and Pontefract and
Northern Batched hospitals schemes.

The operational performance of Metronet was
broadly satisfactory. Detailed plans are in hand to
address the delays which have occurred on some
aspects of the capital expenditure programme,
most particularly in stations upgrade. \We are at
a preliminary stage of this very complex, long-term
project. There will, inevitably, be many challenges
for Metronet to address in conjunction with London
Underground as the scope of the major system
upgrades becomes clearer.

Barking Power performed strongly with excellent
availability and strong open market electricity prices.

In two separate transactions, the Group’s
shareholding in Consort's Edinburgh Royal Infirmary
PFI concession was increased from 42.5% to 73.9%
and a 15% interest in three of Connect Roads" projects,
previously 100% owned, was sold.

For the first time, we have produced a Directors’
valuation of the Group’s PFl portfolio, based largely
on a discounted cash flow methodology. At a blended
average discount rate of 8.2%, the valuation at
31 December 2005 was £289m (2004: £243m).

Balfour Beatty plc
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Exceptional items

There was a net exceptional profit of £4m.

Balfour Beatty's share of the distributions made by the
administrators of TXU in respect of Barking Power Ltd
and a gain on the sale of a 15% interest in three of
Connect Roads' PFl concessions were partially offset
by the costs of settlement of a legacy legal issue in
the US; an adjustment to the carrying value of our
interest in Romec; a goodwill impairment charge in
respect of Balfour Beatty Rail Inc; exceptional finance
costs in respect of retirement of fixed rate debt and
the purchase of preference shares; and tax on
exceptional items.

Strategic priorities
The Board and management of Balfour Beatty
are committed to continue to deliver the reliable,
responsible growth which our shareholders have
enjoyed over recent years. During 2005, we have
undertaken an in-depth analysis of our current
business and established a clear strategic context
for the future development of the Group.

We are confident that, in the short term,
appropriate growth will be delivered from the

momentum inherent in our existing mix of businesses.

However, double digit compound growth is not

an inherent characteristic of most of our markets,
which grow in line with GDP at 2 —4%. To secure
medium and longer-term growth at our target levels,
we will develop further in areas adjacent to our
existing areas of core capability.

Our analysis clearly demonstrates that market
leadership is critical to sustained success. \We have
positions of leadership in many of our markets,
excellent people, a strong portfolio of long-term
customer relationships, well-developed supply chains
and a very substantial order book — a powerful basis
on which to build. We also have the cash resources
to invest in growth and to ensure that we continue
to have a dynamic organisation.

UK infrastructure
The majority of the businesses in which we make
our best and most reliable margins are in UK
infrastructure markets. Many of those markets have
positive growth momentum. The building market
is set to grow substantially on the back of PPP/PFI
and a buoyant social housing market. In the gas,
water and electricity markets, expenditure is strong
and growing. The regional civil engineering market,
in which we have strong but not comprehensive
coverage, is also buoyant.

We will expand further our presence in UK
infrastructure markets.

Growing in professional and technical services

There is a clear trend amongst our key customers to
demand a broader and more proactive role from us
than that represented by our established construction
and maintenance services. We will develop a more
substantial upstream capability in project and
programme management and technical consulting
services. The creation of Balfour Beatty Management
in 2002 has been an excellent start in developing
this process.

Extending our reach in private finance

Our UK PPP/PFI business has substantial skills

and in-built growth momentum, much of it already
contained in our existing portfolio. The potentially
rapid development of PPP markets outside the UK,
particularly in the US and Germany, and the
emergence of new UK investment opportunities
outside PPP offers further scope for growth. We will
take our PPP skills beyond their current boundaries.

These three areas of growth, successfully
addressed, offer us ample scope to continue the
growth momentum of recent years in the
medium term.



Growing in overseas markets
The development of our engineering and construction
businesses outside the UK is an important part of our
strategy, but not an urgent priority. This affords us
the opportunity to move carefully and sure-footedly
in developing our presence in the markets outside the
UK which offer us the best long-term growth potential.
In growing in overseas markets, we will apply
four key criteria. The markets must be large enough
to make a substantial difference; offer an acceptable
business environment and one which does not punish
foreign ownership; and have substantial numbers of
sophisticated customers who will pay for superior
levels of quality, safety and innovation. The markets
must also offer us the opportunity to achieve market
leadership without undue risk.

Our key target markets will be the United States,

Western Europe and South-East Asia, the latter based
on our strong presence in Hong Kong.

Acquisitions, investments and disposals

In February 2005, we acquired JCM Group, a project
management company in Southern California, for
approximately $10m, which has further strengthened
Heery International Inc’s already strong US market
position.

In order to strengthen our UK infrastructure
operations, in August, we acquired Pennine Group,
the UK ground engineering specialist for £8m.

We are already a leader in the piling sector,
through Stent, and the acquisition of Pennine gives
us a strong complementary presence in ground
engineering and provides a comprehensive range
of foundations solutions for UK and overseas
markets. Growth prospects in the UK and export
opportunities are attractive and the integration
process has been successful.

Balfour Beatty plc
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Also in August, we acquired SBB, the German rail
signalling specialist. Renamed Balfour Beatty Rail
Signal, the company strengthens our offer to Deutsche
Bahn and broadens our signalling capability following
the acquisition in 2004 of Bombardier's solid-state
interlocking signalling business in the UK.

On 12 December, we announced that we
were considering making an offer for Mowlem plc.
On 18 January 2006, we announced our decision
not to proceed with an offer. We also announced
that we had reached a binding agreement, subject
to due diligence, with Carillion plc that, following
their acquisition of Mowlem, we would acquire
two of Mowlem's businesses. These are Charter,

a construction management, design and build and
construction services company based in Texas, and
Edgar Allen, a UK rail track systems and components
manufacturer. The combined consideration for these
businesses will be approximately £20m.

In December, Balfour Beatty Capital Projects
increased its shareholding in Consort's Edinburgh
Royal Infirmary PFI concession from 42.5% to 73.9%
for a consideration of £31m. This transaction reflects
Balfour Beatty's confidence that the project will
continue to deliver attractive returns and will further
consolidate our position as the market-leading
developer and investor in healthcare PFls. At the same
time, in a separate transaction, we sold 15% of three
of the concessions in Connect Roads for £13.5m.

During the year, financial close was achieved
on PPP/PFI projects for schools in North Lanarkshire
and Bassetlaw, and for South Tyneside street lighting.
These projects represent a total equity investment by
Balfour Beatty of £18m. The four PPP projects we have
at preferred bidder stage involve equity investments
totalling £54m.

Safety

[t is gratifying to be able to report a further 23%
reduction in the Group’s accident frequency rate
following the 17% and 14% reductions achieved

in 2003 and 2004 respectively. However, we treat
further improvements as a high priority and our
Group-wide system for reporting and tracking health,
safety and environmental incidents of all types is now
fully bedded in and enabling far better performance
benchmarking, trend identification and action plan
development. A wide range of other initiatives is
being progressed.

Outlook
We have record order books and a number of
preferred bidder positions. Our major markets are
healthy and continue to offer substantial opportunity.
\We are clear about our priorities for the continued
development of the business in both the medium
and long term and have the proven management
capability to deliver.

| am confident that we can continue to make
progress in 2006.
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lan Tyler Chief Executive



Our business

Balfour Beatty is a leading provider of civil and other specialist engineering,
design and management services, principally in transport, energy and water.

Balfour Beatty is an international specialist in the design, construction,
equipping, maintaining and management of buildings and selected aspects
of their internal environment.

Balfour Beatty Construction
Balfour Kilpatrick

Haden Building Management
Haden Young

Heery International

Mansell

Balfour Beatty is an international leader in the design, construction, equipping,

Design
Construction

Construction and Programme Management

Electrical Engineering

Mechanical Engineering

Building and Facilities Management
Refurbishment and Fit-out

Social Housing

maintenance, management and renewal of rail assets and systems.

Balfour Beatty Civil Engineering
Balfour Beatty Construction Inc
Balfour Beatty Management
Balfour Beatty Power Networks
Balfour Beatty Utilities

RCS

Stent Foundations

Devonport Management Ltd (24.5%)
Balfour Beatty Sakti (49%)
Dutco Balfour Beatty (49%)
Gammon (50%)

Balfour Beatty promotes and invests in privately funded infrastructure projects
and developments in selected sectors.

Design

Construction

Project Management

Foundations, Strengthening, Testing
Civil Engineering

Transmission Lines

Road Management and Maintenance
Utility Upgrade and Maintenance
Professional and Technical Services

Balfour Beatty Rail

— Infrastructure Services
— Projects

— Power Systems

— Track Systems

—Plant

— Technologies

Balfour Beatty Rail Inc

Design

Construction

Project Management

Maintenance

Track Renewals

Specialist Plant, Products and Systems
Electrification and Power Supplies
Signalling

Balfour Beatty Capital Projects

— Aberdeen Environmental Services
— Connect

— Consort Healthcare

— Health Management (UCLH)

— Metronet

— Powerlink (electricity)

— Transform Schools

Balfour Beatty Property

Barking Power Ltd

Roads
Rail

Accommodation — Healthcare, Education

Water

Integrated Transport
Power Systems
Property
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BALFOUR BE/

PROVIDES ENGINEERING,
CONSTRUCTION AND
SERVICE SKILLS TO
CUSTOMERS FOR WHOM
INFRASTRUCTURE QUALITY,

EFFICIENCY AND RELIABILITY
ARE CRITICAL.
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Some Balfour Beatty customers

3
s

Top: London Underground Top: BBC Top: Tesco
Middle: GlaxoSmithKline Middle: Marks & Spencer Middle: United Utilities
Bottom: Metro do Porto Bottom: NHS Hospital Trusts Bottom: Land Securities
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Catalyst

Housing Group

Top: Royal Mail Top: North Lanarkshire Council Top: British Telecom
Middle: Kowloon and Canton Railway Corporation Middle: Network Rail Middle: IKEA
Bottom: Catalyst Housing Group Bottom: Camelot Bottom: Texas Department of Transportation
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Annual report and accounts 2005



Operating review

Building, Building
Management and Services

Two major PFl building schemes reach financial close

Further increase in social housing order book
Good progress on work at Heathrow Terminal 5

Excellent year of progress for Mansell, Heery and
Balfour Kilpatrick

Revenue' (2004: £1,586m)

tIncluding £113m share of joint ventures and associates

Profit from operations™ (2004: £34m)

*Before £8m exceptional charges

Top: Refurbishment of the London Grosvenor House Hotel —
Balfour Beatty Construction.

Above: Programme management for the Georgia Aquarium —
Heery International.
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2005 performance

Profit from operations, before exceptional

items in the Building, Building Management

and Services sector rose by 3% to £35m.

This reflected good performances in all operating
businesses, including a strong recovery in
Balfour Beatty Construction following the losses
incurred on a small number of contracts in the
first half year.

Review of operations
In Balfour Beatty Construction, profits for the
year were down overall, although performance
recovered strongly in the second half of the year
following contract losses in the first half on a small
number of projects, largely as a result of raw material
cost inflation between contract and project execution.

Operating performance was good. The first
phases of two major acute hospitals, University
College Hospital in London and Blackburn Hospital,
were delivered on time and to budget. The major
works for the design, construction management and
construction of the rail station and associated facilities
at Heathrow Terminal 5 progressed to programme.
Good progress was also made on the construction
programmes under the schools PFl schemes in
Stoke and Rotherham and successful starts were
made on major new schemes in North Lanarkshire
and Bassetlaw.

The refurbishment of the landmark Grosvenor
House Hotel in London was completed on time.
The stations upgrade for Metronet on the London
Underground is now rapidly accelerating following
the resolution of design and approvals issues.

After the successful office development project
at Waverley Gate in Edinburgh for Castlemore,
the company was awarded a second major scheme
at Holborn in London.

Other project awards included major education
projects for York College and Glasgow City Council.
In the healthcare sector, four substantial
schemes, in Glasgow, Manchester, Birmingham and
South Yorkshire, should be converted from preferred

bidder to contract in 2006.

During the year, the company was reorganised
into two separate units in order to address better
both current and further anticipated growth.

Balfour Kilpatrick had another good year with
sales, profits and order book all well ahead of 2004.

A major factor was significant activity levels
under the PFl schools contracts at Stoke and
Rotherham; and early work under the new schemes
at North Lanarkshire and Bassetlaw. Satisfactory
progress was achieved on the power engineering
works being undertaken for BAA at Heathrow
Terminal 5. These comprise mechanical and electrical
engineering in the rail tunnels, the station and the
track transit system. Major new projects were
secured for Manchester Royal Infirmary and
Gateshead Schools. Cruickshanks and Lounsdale,
Balfour Kilpatrick's power systems businesses,
both had good years.

Work on the Edinburgh Ring project for
Scottish Power was successfully completed, as was
a substantial portion of the work for the upgrading
of London Underground'’s power system. A major
tender for the next tranche of this work will be
adjudicated shortly.

In the multi-services business, good progress
was made on long-term works for the Ministry of
Defence, AWE and BT.

In Haden Building Management, revenues
were flat, but profits recovered well following some
adverse issues in 2004. Major new orders were
received for the maintenance portion of the Bassetlaw
and North Lanarkshire Schools PFl projects and
substantial extra work was won under the Monteray
management and maintenance contract for BT.

Operational performance in Romec, the joint
venture with the Royal Mail to manage and maintain
the latter's entire building stock, improved as a result
of increased efficiencies and better service levels,
particularly in cleaning.

The company performed well on other major
contracts, most notably for the Department for Work
and Pensions and for the English regions of the BBC,
for whom the London and Scotland contracts are now
bidding. Other major long-term customers include
Tesco and Land Securities.

There is a high level of current bidding activity
in conjunction with the Group’s healthcare and
education PFl projects and a major tender to supply
sorting frames, through Romec, to La Poste in France
is currently under adjudication.



Top: North Lanarkshire School, electrical services refurbishment —
Balfour Kilpatrick.

Above: Crossway Point social housing development —
Mansell.
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Haden Young had another very satisfactory

year with sales and profits in line with 2004.
Healthcare schemes, in which the company is

a clear market leader, continued to be a major
revenue generator. [ts major role in both the
University College London and Blackburn hospital
schemes reached successful milestones during the
year and £30m of new work was secured for the
Churchill Hospital in Oxford. The company has also
continued to be successful in winning and executing
work under the Procure 21 programme.

Work on major hospital schemes at
Addenbrookes, Romford and Stoke Mandeville,
amongst others progressed well. 2006 should see
financial close on the Birmingham and Pinderfields
hospital projects.

Work on the major central London, Cardinal Place
mixed-use development for Land Securities was
completed and new orders included the Liverpool
Arena and Conference Centre.

Heery, the US architectural, engineering and
programme management business, had an excellent
year with profits well ahead of 2004 and two recent
acquisitions successfully integrated.

Heery's business is largely with public sector
clients, most notably in education, healthcare, justice
facilities and federal government. Progress was good,
across the board, in 2005, with successful, on-time
completions on a range of projects including the
new Georgia Aquarium in Atlanta, the world's
largest aquarium.

Early in the year, Heery acquired JCM Group,
one of Southern California’s premier project
management companies. This followed the 2004
acquisition of HLM, a recognised leader in the
planning and design of healthcare projects. Both
performed well. JCM Group won the US Construction
Management Project Achievement Award from the
Construction Management Association of America for
its work on a medical centre in Burbank, California.

In 2006, Heery will be further augmented by the
acquisition of Charter, a Texas-based construction
management company with annual sales of
approaching £100m, which we have agreed to
buy, subject to due diligence.

Mansell had another very good year with
sales, profits and its year-end order book increasing
significantly. There was particularly strong growth in
the social housing market. Among a number of major
new projects secured was work for the Metropolitan
Housing Trust, Your Homes, Newcastle and Crossway
Point. The £35m Hackney Decent Homes programme
was successfully progressed. 2005 revenues in social
housing were in excess of £180m.

Mansell has also taken advantage of a strong
education market with new projects secured for
school building in Argyll and Bute, for Unite in London,
for the University of London, the College of North
West London and a framewaork contract for Norfolk
County Council.

Other successes included a framework contract
for BT's 21st Century Network Programme, a three-
year job centre programme for the Department for
Work and Pensions and the first phase of the five-year,
£127m masterplan programme for United States
Air Force accommodation at Lakenheath in Suffolk.
Mansell has framework agreements with a potential
value of over £1bn.

Outlook

With substantial further growth in last year's record
order books and over £1bn more work at preferred
bidder stage, we anticipate good progress in the
building sector in 2006.



Operating review continued

Civil and Specialist
Engineering and Services

Almost £1bn of new work secured by Balfour Beatty

Utilities
US civil engineering returns to profit

Two new long-term road maintenance
contracts secured

Substantial increase in order book for Gammon in
Hong Kong

Revenue' (2004: £1,443m)

tncluding £554m share of joint ventures and associates

Profit from operations (2004: £16m)

Top: Ground improvement work in Valencia —
Pennine Group.

Above: The new bridge in Montrose —
Balfour Beatty Civil Engineering
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2005 performance

Profit from operations, before exceptional items,
in Civil and Specialist Engineering and Services
more than tripled to £49m in 2005. This excellent
result reflected good progress in all the UK
businesses, together with a substantially
improved performance in civil engineering

in the US.

' Review of operations

Balfour Beatty Civil Engineering in the UK
performed well, in a relatively flat market environment.

In the roads sector, on-time, on-budget completions
were achieved on the £130m M77/Glasgow Southern
Orbital PFl scheme and the £148m M25 widening
scheme adjacent to Heathrow Airport, both very
challenging projects. We were awarded the £241m
project to widen the M1 motorway between Junction
6A and Junction 10 and the £171m scheme for the
A421 in Bedfordshire.

Balfour Beatty now has six major Early Contractor
Involvement schemes for the Highways Agency.

Tunnelling works on the Steg Raron rail projects
in Switzerland were successfully completed as was
the new Manchester Business Park. The award of
the civil engineering works for the new ticket hall at
King's Cross Station is anticipated in the near future.

The regional civil engineering businesses
performed well, with good contributions from the
long-term framework agreements for the Highways
Agency and Cambridgeshire and Durham County
Councils. Airport maintenance work for BAA in
Scotland also progressed well. The contract for
the maintenance of the Forth Railway Bridge was
extended for a further three-year period.

New civils contracts for Network Rail were
begun in the year and a major project at the Isle of
Grain was secured.

Balfour Beatty Management, the Group’s
professional services business continued to develop
its presence in the markets for project and programme
management. It will play a major part in the Greater
Manchester Gas Alliance project for National Grid
and is also working on projects for BAA and
London Underground.

Progress on the programme and project
management contract for the major rail development
works at King's Cross, was satisfactory.

Top: Yorkshire Water asset upgrading — Balfour Beatty Utilities.

Above: Shenzhen Western Corridor, Hong Kong —
Gammon Construction.



Balfour Beatty Power Networks, which designs

and constructs power transmission and distribution
networks, had a very good year with sales and profits
well ahead of 2004. Activity levels were boosted by
the 100 kilometre line between the East Midlands and
East Anglia. The Central Network contract was also
expanded to cover the West Midlands. Volumes of
work under a number of other contracts for National
Grid continued to be high and the cabling contract for
the Western Power Distribution system was renewed.

There was also good progress on the Sunderland
Street Lighting PFI project. In December, financial close
was reached on the South Tyneside Street Lighting PF
project, under which the company will replace 80% of
the existing lighting infrastructure over the first five years.

The company also won contracts for Australia’s
power transmission expansion programme.

In the gas and water sectors, Balfour Beatty
Utilities sales grew substantially as a result of
a series of major contract wins following 2004
regulatory review. Profits were in line with those
of 2004 despite the substantial mobilisation
costs incurred in preparing to service its major
new commitments.

[n 2005, the company won new long-term contracts
for gas mains replacement in Greater Manchester;
clean water upgrade and maintenance work for
Yorkshire Water, Severn Trent Water, Anglian Water
and South West Water; and clean water and sewerage
works for United Utilities. These contracts are worth
approaching £1bn over their full terms and constitute
a step-change in the size and scope of the business.

Performance on the existing contracts and on
the early stages of the new ones was satisfactory.

In road management and maintenance, RCS had
another very successful year with both sales and profits
well ahead of 2004 and its order book further extended.

The company performed well on its three long-
term Highways Agency contracts for Areas 2, 3 and 4.

Contracts for maintaining local authority roads
in Hampshire, North Yorkshire, Westminster and
Wokingham and PFl concession roads in Devon,
Dorset, Derbyshire, Yorkshire and the West of
Scotland also progressed satisfactorily.

Towards the end of the year, RCS won
road management and maintenance contracts for
north-west Scotland and Mid and East Essex to
a total potential value of approximately £200m.
Decisions on extending our relationships in Hampshire,
Yorkshire and Highways Area 3 are imminent.
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Bidding opportunities in 2006 include several county
council contracts and the contract for the M25,
which is to be let as a single PFI.

Stent, the Group’s specialist foundations and piling
business, achieved organic sales and profit growth
and acquired Pennine Group. Pennine specialises in
the treatment and preparation of poor ground using
self-manufactured specialist machinery and has been
successfully integrated into the business.

During the year, work was completed on the M25
widening project and the new Arsenal football stadium.
Progress was good on the multi-use development site
at White City in West London. Work on the M1 widening
project will begin in the near future.

The performance of BSR Metro, an internal
Balfour Beatty joint venture which provides a range
of services to Metronet's London Underground PPP
concessions was good. Work in support of our
construction operation in Dubai increased.

Devonport Management Ltd, in which the
Group has a 24.5% interest, continued to perform well
and to increase its revenues. The nuclear submarine
refuelling programme progressed well with Vianguard
completed and Victorious now in dock. The ship repair
programme was steady as was performance in the
maintenance of the naval base.

DML will, undoubtedly, have an active part to
play in the Government's plans for developing and
managing the UK's maritime industrial base.

The performance of Balfour Beatty
Construction Inc in the US showed radical
improvement after the heavy losses of 2003 and 2004.
The marine engineering business in which the majority
of the losses were incurred has been closed and its
final project is now nearing completion. 2005 saw
some claim settlements on its completed projects.

The highways business in Texas continued to perform well
with good progress made on the $1.3bn SH 130 toll road
project, the $84m SH 121 and other contracts. The Westem
Division in California performed steadily on a range of
projects including road widening schemes in Los Angeles
and San Diego, the extension of the Downtown Seattle
Bus Terminal and the Roseville Water Treatment Plant.

The Central Division also continued to perform
steadily and progress a range of road projects largely
in Pennsylvania and Ohio.

During the year, the long-awaited SAFETEA
federal transport funding programme, increased federal
spending on transportation projects by 38% in the
period to 2009.

Tunnelling work for a major water project in
Providence Rhode Island and the civil works for
the Greenbush commuter rail line refurbishment
project in Boston progressed well.

The emergence of a US PFl market offers new
opportunities for the business.

In Dubai, Dutco Balfour Beatty, in which the
Group has a 49% interest, performed steadily in a
fast-growing market. Its sales and order book have
grown rapidly over recent months. The £400m
contract to build the Burj Mall, the world's largest
retail complex is making sound progress. The civil
engineering and mechanical engineering businesses
have also both progressed well.

During the year, a shopping mall for IKEA was
completed and the mechanical and electrical work for a
new terminal at Dubai Airport made substantial progress.

Balfour Beatty Sakti in Indonesia, in which
the Group has a 49% interest, had low activity rates.

In Hong Kong, the performance of Gammon,
in which Balfour Beatty has a 50% interest, was in
line with that of last year. The order book increased
sharply during the year. In 2005, Gammon has been
undergoing an adaptation of its processes and systems
to the Balfour Beatty model.

During the year, the major rail terminus and
immigration hall project at Lok Ma Chau progressed
well and the Shenzhen Western Corridor and Deep
Bay Link projects were substantially completed.

The refurbishment of the Mandarin Hotel also made
good progress.

The year saw some very substantial project
wins including the £175m Venetian Tower Hotel and
Casino project in Macau and, later, a £29m extension
contract. Macau offers an increasingly strong market
opportunity. Gammon also won the £140m civil
engineering and tunnelling contract for part of
the Kowloon Southern Link. A contract to manage
and maintain high-speed roads was also secured.

Prospects for market and performance
improvement in Gammon are good.

Outlook

With strong order books and a number of large new
contracts in their early stages, we anticipate further
growth momentum in 2006 in the engineering sector.



Operating review continued

Rail Engineering
and Services

Metro do Porto project completed
Terminal 5 work progressing well

Strong renewals volumes for Network Rail and
London Underground

On-time delivery of Berlin tunnel project

Revenue' (2004: £803m)

tIncluding £3m share of joint ventures and associates

Profit from operations™ (2004: £44m)

*Before £12m exceptional charges

Above: Ballast tamping —
Balfour Beatty Rail Infrastructure Services.
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2005 performance

Profit from operations, before exceptional items,
in Rail Engineering and Services fell by 27% to
£32m in 2005. This reflected a sound performance
in the core UK and European businesses,

but also a first full year without UK maintenance,
a generally tighter UK market and some further
losses in the rail engineering business in the US.

Review of operations

Balfour Beatty Rail Infrastructure Services,

is now concentrated on track renewals following
the completion of the transfer of the maintenance
activities to Network Rail in 2004. 2005 saw only
some residual income as a result of finalising
outstanding liabilities from this source. In renewals,
2005 saw a first full year of work under the new
Network Rail track contracts which came into force
in April 2004 and as a result of which Balfour Beatty
has become Network Rail's largest supplier.

Under these contracts, Balfour Beatty is
responsible for plain line renewals in the Anglia and
Southern regions and switches and crossings renewals
in London North-East, Southern and Anglia regions.

Volumes ran broadly at anticipated levels.

2005 profits were augmented by final settlements of
the previous generation of track renewal contracts.

In Balfour Beatty Rail Projects, profits
increased, with significant progress on the West
Coast Main Line electrification project, the design
and installation work for the Heathrow Express and
Piccadilly Line extensions at Heathrow Terminal 5 and
an acceleration of the trackwork renewal programme
for Metronet under the London Underground PPP.
During the year, a further contract on the West Coast
Main Line modernisation programme was secured.
This involves the delivery of 13 feeder stations and

* 620 miles of high voltage feeder and is worth £110m.

Outside the UK, work was substantially
completed on the project to install trackwork and
electrification on the extension of the Santiago Metro.

New projects were secured for the upgrade of
the existing rail link between Sydney and Brishane
for the Australian Track Corporation and for the design
and construction of trackwaork for the latest extension
of the mass rapid transit system in Singapore.

The company also had some success in the signalling
market following the acquisition of Bombardier's solid
state signalling resources in the UK last year.

New UK major project work will be slow to
materialise in the short term, although the company
is prequalifying for the upgrade of the East London
Line and Crossrail, Thameslink and the Olympic
Games offer good long-term prospects.

Performance in Balfour Beatty Rail Track
Systems was slightly down on 2004. A reduction
in Network Rail's demand for switches and crossings
was offset by increased Metronet demand under
the London Underground PPP. Early 2006 demand
from Network Rail is significantly improved.

Export sales to Israel, Taiwan and the US continued.

Investment in the manufacturing facilities
continued, with new forging machines installed in
February 2006. It was announced in January 2006
that Balfour Beatty had agreed, subject to due
diligence, to acquire Edgar Allen, a strong player
in the track systems and components market.

In Balfour Beatty Rail Plant, profits were
down. The UK major rail project market declined,
affecting the performance of the road and rail fleet.
Despite some early operating setbacks we remain
confident that new high output track machines
will prove excellent investments in the longer term.

In November, the company secured a three-year
contract for the provision of road rail plant for Network
Rail and the year ended on a high note when the
company was awarded two further new contracts,
likely to be worth approximately £65m, for tamping
and ballast regulating services in the South East and
East Midlands. These contracts, which are for the
provision of 28 machines, begin on 1 April 2006.

Balfour Beatty Rail Technologies continued
its work on a number of safety-related technical
developments, most notably XiTRACK, a polymer-
based stabilisation technology for track and other
infrastructure.

Above: Track renewals on the London Underground —
Balfour Beatty Rail Projects.



Top: Switches and crossings supplied to Network Rail —
Balfour Beatty Rail Track Systems.

Above: High-speed rail electrification between Milan and Turin —
Balfour Beatty Rail Power Systems.
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A wide range of non-destructive testing programmes
for Network Rail was also progressed. A decision

is expected soon in respect of a remote condition
monitoring system for the West Coast Main Line.

A new remote inspection system has been awarded
at London Bridge to reduce safety hazard exposure
for manual track inspections.

Work is in hand on various life extension and
asset condition projects for Metronet.

Balfour Beatty Rail Power Systems,
the international electrification and power supply
business, had a very good year, with increased profits.

In Germany, despite a difficult domestic market
performance was significantly better than last
year following cost reductions and reorganisation.
Order intake in Germany improved, reflecting the first
signs of a recovery in Deutsche Bahn's investment
spending patterns. The company secured the largest
order let in 2005 by DB Energy for Mannheim
substation and increased its overall market share.
IV, its consultancy business, had a solid year.

The contract in central Berlin to project manage,
supply and design overhead line, conductor rail, power
supply units and electro-technical equipment for the
rail system was completed on schedule, as was the
high-speed electrification project between Ingolstadt and
Nuremberg. Work to electrify and extend Dublin’s metro
network was also completed on time. Good progress
was made in providing the power supply for the new
Betuweroute freight line between Rotterdam and the
German border. During the year, the company secured
a first catenary project in Romania. Wholly Owned
Foreign Enterprise Status has now been achieved
in China.

In August, the company acquired SBB, a specialist
German signalling contractor, for €14m, subsequently
renamed Balfour Beatty Rail Signal. It operates,
predominantly, in the former East Germany and
renews and installs signalling systems under existing
framework contracts. Following this acquisition,
the company won its first electronic signalling contract
in Dortmund, with Bombardier.

In Italy, performance was good. The newly-
electrified line between Rome and Naples is now
running high-speed trains successfully and good
progress was made on the first stage of the line
between Milan and Turin and other high-speed
electrification projects. It is likely that the contracts
for both Milan to Verona and Genoa to Milan will be
secured in 2006.

The major Metro do Porto project, for which the Italian
business was responsible, was successfully completed
with bonuses paid for on-time and on-budget delivery.

In Spain, the market was strong, good progress
was made on a number of projects and new projects
were secured. A major export contract was won in
early 2006 in China on the Tianjin-Shenyang line.

The Swedish business has grown significantly
in 2004 and 2005 and progress on the two major
contracts for trackwork and associated system works
in the north and electrification on the east coast
was satisfactory.

In Austria, performance was steady. Prospects,
including a major upgrade to the Vienna train system,
are good.

In Malaysia, the installation programme for
the Rawang-Ipoh line is accelerating following the
appointment of a new civil engineering contractor.
Completion of this project is scheduled for 2007.

Balfour Beatty Rail Inc in the United States
had another difficult year, largely as a result of
continuing problems on a major signalling project in
Philadelphia. Discussions with the customer with a view
to finding a solution to the project’s difficulties are in
hand. Elsewhere in the mass transit sector, the major
project at Greenbush in Boston made satisfactory
progress, as did the Goldline project in Los Angeles.

The rail services business, a branch network of
local businesses providing maintenance and project
services to a range of industrial customers, performed
well. Activities include rail and tie replacement,
maintenance, vegetation control and upgrading and
operating line sections. Customers include the mineral
extraction industry in WWyoming and a range of goods
and shunting yards on the US heavy freight network.
This business has made rapid progress in recent
years and now has 16 branch offices.

A strategy review is now under way in Balfour
Beatty Rail Inc. under a new management team.
There remains substantial potential for this business
as transit and Class 1 volumes continue to grow in
an expanding US economy.

Outlook
2006 should see a resumption of progress, based on
increased efficiencies and improving volumes on
projects on the London Underground and in Germany
and Italy.

The potential to strengthen the Group’s presence
in this sector continues to be explored.



Operating review continued

Investments and
developments

Bassetlaw and North Lanarkshire schools and South

Tyneside street lighting projects reach financial close

Shareholding in Consort’s Edinburgh Royal Infirmary
concession increased to 73.9%

Preferred bidder status achieved for Northern
Batched Hospitals project

Another strong performance for Barking Power Ltd

Revenue' (2004: £407m)

tncluding £431m share of joint ventures and associates

Profit from operations® (2004: £17m)

*Before £36m exceptional profits
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Balfour Beatty Capital
Projects is a leader in the
UK PPP/PH market with
18 concessions and four
further projects at preferred
bidder stage. A further ten
bids have been submitted
or are In preparation.
Barking Power is a
leading independent
power producer with a
1,000MW gas-fired station
at Barking Reach, London.




The Market

The PFI market remains buoyant. In healthcare,
despite signs of a decline in very large single building
PFl acute schemes, Balfour Beatty is tracking the
progress of 15 major schemes with a value of

£4.4bn and is currently bidding one such scheme.

In education, the “Building Schools for the Future”
initiative provides new longer term opportunities
alongside traditional PFH education projects.

The programme extends to 2020 and is forecast to
generate £40bn. Balfour Beatty is currently bidding
two BSF and two traditional PFl education projects.
The acquisition of Mansell has enhanced the Group’s
expertise in the social housing market and a joint PFl
social housing scheme is being bid in Ashford, Kent.
We anticipate a proliferation of opportunities in

this sector.

In the roads sector, PPP is the chosen procurement
method for the £1.5bn M25 widening project, where
bidding will commence in 2006, and there are potential
opportunities of a similar scale for the M1, M6 and M4.

Strategy
Balfour Beatty will continue to pursue opportunities
in those existing markets where it has clear

competitive advantages and market leading positions.

Projects will continue to be targeted whose size and
complexity offer advantages arising from the Group’s
unique range of skills and experience.

Above: M77/Glasgow Southern Orbital Road — Connect.

Balfour Beatty plc
Annual report and accounts 2005

29

These projects will, typically, not only provide
attractive investment opportunities — but also trade
on the proven strengths of, and provide design,
construction and service contracts for other parts
of the Balfour Beatty Group.

Balfour Beatty will continue to monitor the
development of other national markets and is actively
pursuing opportunities in both the US and Germany.

2005 performance

Profit from operations, before exceptional items,
in Investments and Developments rose by 18%
to £20m in 2005. This represents the post-tax
concession profits from those PFl and other
concessions which are in joint venture with other
owners. During the year, three concessions were
converted to contract from preferred bidder status
and preferred bidder status was achieved for the
Northern Batched Hospitals scheme, making four
projects at preferred bidder stage at the year

end in all.

Outlook

We anticipate that the operating performance of
our concessions will continue to meet expectations,
that further major projects will reach financial close
during the year and that we will make further
satisfactory progress in 2006.

—

Above: University College London Hospital —
Health Management Group.

Top: Rotherham County Council — Transform Schools.

Above: London Underground — Metronet.



Operating review continued

Investments and developments continued

Healthcare
Consort, the established Balfour Beatty business
brand in the healthcare market, performed
well in 2005, contributing profits and cash
at anticipated levels.
Consort Healthcare's portfolio comprises interests
in seven major hospital schemes and represents a
committed equity investment of £112m, £50m of
which is in three projects at preferred bidder stage.
In December 2005, Balfour Beatty increased its
shareholding in the Edinburgh Royal Infirmary concession
from 42.5% to 73.9% for a consideration of £31m.
This underlines the confidence which the Group feels
in the value and earning capacity of its concessions.
North Durham Hospital and Edinburgh Royal
Infirmary were already fully operational at the beginning
of 2005. In May 2005, Phase | of the University College
Hospital in London opened on time and on budget.
Phase | of Blackburn Hospital was opened, on time and
on budget, in October 2005. The £521m Birmingham
scheme and the £250m Pinderfields scheme are
scheduled to reach financial close during 2006.
In November 2005, Consort was appointed preferred
bidder for the £190m Northern Batched Hospitals
scheme, which will create new and upgraded facilities
in Salford and Tameside in Manchester. A bid is in
preparation for the Fife Hospital Scheme with an
anticipated capital value of approximately £100m.
Consort Healthcare has strengthened its
leadership position in the PPP hospitals market and
further developed its proven track record and high
levels of client satisfaction.

Education

Transform Schools, the established Balfour Beatty
brand in the education market, performed well in
2005. Its portfolio comprises interests in five schools
schemes, representing £30m of committed equity,

of which the Birmingham Schools project is at
preferred bidder stage. The Stoke concession is the
largest grouped schools scheme in England, covering
98 schools, and has been operational since 2000 to
high levels of client satisfaction.

The concession for Rotherham Schools became
operational in June 2003 and is also highly successful.
In 2005, it was awarded “Best Community Use Project”
in the PPP/PFl Journal Awards.

In June 2005, Transform reached financial close on
the £140m scheme to build and maintain 21 new schools
for North Lanarkshire Council. In July, financial close
was also achieved for the £127m scheme in Bassetlaw,
North Nottinghamshire, including six new schools, two
post-16 learning centres and two new leisure centres.
The £56m Birmingham concession is due to reach
financial close during 2006. Under this scheme,
Transform will provide 12 new and refurbished schools.

Active bids are in hand for new PFl schemes
in Newcastle, Aberdeen and Knowsley, with an
aggregate total value of £375m. Transform has also
prequalified for two schemes under the Building
Schools for the Future programme.

Transform Schools, with four operational schemes
with an aggregate capital value of over £400m, is now
a clear leader in the education market.

Roads

The profit and cash performance of Connect Roads,
Balfour Beatty's brand in the highways market,
was in line with that of 2004.

In December 2005, 15% of Balfour Beatty's
interest in the A30/A35 in Devon and Dorset, the A50
in Derbyshire and the M77/GS0 in Scotland was sold
to I for a consideration of £13.5m. These concessions
had previously been 100% owned. The A30/A35 and
A50 projects have been fully operational since 2000 and
1998 respectively. The M77/GS0 was completed and
opened to traffic in April 2005. As these concessions
are now under joint control their finances have been
deconsolidated from the Balfour Beatty balance sheet.
Balfour Beatty has a 50% interest in the M1/A1 Link
near Leeds, which has been operational since 1999.

Connect has 100% owned street lighting projects,
in Sunderland, which has been operational since 2003,
and South Tyneside, which reached financial close in
December 2005.

In all, Balfour Beatty currently has committed
equity investment of £61m in UK roads and
streetlighting schemes.

Bids are in preparation for a further five schemes.
These are the £250m Northern Ireland roads package,
the £175m Tyne Tunnel, street lighting schemes in Derby
and Surrey with a combined capital value of £105m
and the £35m Carlisle Northern Development Route.

Edinburgh Royal Infirmary: 739% | Stoke: 50% | MI-AT: 50%

University Hospital of North Durham: 50% | Rotherham: 50% | AB0 Stoke/Derby link: 85%

University College London Hospital (UCLH): 33% | North Lanarkshire: 50% | A30/A35: 85%

Blackburn: 50% | Bassetlaw: 50% | M77/Glasgow Southern Orbital: 85%
Sunderland Street Lighting: 100%

Birmingham: 50%t | Birmingham: 50%T | South Tyneside Street Lighting 100%

Pinderfields: 50%t

Northern Batched: 50%t | fPreferred bidder

1 Preferred bidder

Consort
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The London Underground

Since April 2003, Metronet has operated and
maintained the infrastructure for the Bakerloo,
Central, Victoria and the Sub-Surface Lines for London
Underground under 30-year concession contracts.
Profits from the Group's 20% share in Metronet's
concessions were satisfactory. The underlying
operational performance of the infrastructure for
which Metronet is responsible continued to be on a
satisfactorily improving trend and in line with previous
expectations. Costs increased as the major investment
programmes began to accelerate.

As reported last year, the major station
refurbishment programme and some other elements
of Metronet's capital works programme were slow
in getting under way as design, approvals and
mobilisation processes have been further developed
and refined. Within the next 4% years 150 stations
will have been refurbished as will have countless
other civil assets. The pace of activity continues to
accelerate, now under a new management team and
a new organisational structure.

The Group has committed £70m of equity
investment in Metronet.

Other infrastructure concessions

The Group has two other infrastructure concessions.
These are Powerlink, in which the Group has a 10%
interest and which is responsible for the upgrade and
maintenance of London Underground’s high voltage
power system. Discussions are currently in hand with
London Underground to restructure this concession.
Aberdeen Environmental Services, which is
responsible for waste water treatment in Aberdeen
performed satisfactorily in line with the previous year.
The total equity committed to these concessions

is £10m.

Metronet BCV: 20% | Powerlink/PADCO: 10%/25%
Metronet SSL: 20% | Aberdeen Environmental Services: 45%
Barking Power Ltd: 255%

METRONET
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Infrastructure

Barking Power
Barking Power again performed very strongly in 2005.
Availability was excellent, with planned maintenance
completed on schedule and very few unplanned
outages. Electricity prices for the 27% of the station's
output that is sold on the open market also continued
to be strong.
During the year, Barking Power agreed a
claim for damages for breach of contract for £179m
following TXU Europe’s entry into administration
in November 2002. TXU Europe had bath an equity
investment and a power purchase agreement with
Barking Power Limited prior to its insolvency.
Dividends of £164m were received by Barking
Power from the settlement for damages during 2005
and, consequently, Balfour Beatty has recognised a
net exceptional profit of £30m, after tax of £12m.



Directors’ valuation of PFI/PPP concessions

Introduction

Balfour Beatty's PPP concession portfolio has grown
in recent years to become a very significant part of the
Group’s business and a major driver of shareholder
value. At 31 December 2005, Balfour Beatty had
total committed equity and subordinated debt of
£283 million across 22 projects, four of which were
at preferred bidder stage. At that date, £149 million
had already been invested and £134 million is due
over the next six years.

Valuations of PPP equity often rely on the use
of multiples to produce a proxy cash flow valuation.
This produces somewhat crude benchmarks as such an
approach takes no account of the time value of money,
expected rate of return of the asset, the performance
of the asset or the potential for capital restructuring.

In order to provide a more reliable indicator
of value, Balfour Beatty has decided to publish its
own valuation benchmark for the Group’s PPP
investments, based largely on discounting expected
future cash flows but without taking into account
potential refinancing gains. This will, henceforth,
be a regular feature of Balfour Beatty's Annual
Report and Accounts.

2005 valuation
At 31 December 2005, the Directors’ valuation
of Balfour Beatty’s portfolio stood at £289 million,
at a weighted average, post-tax nominal discount
rate of 8.2%; compared with £243 million at the end
of 2004. The movement in value arises both through
shareholder cash inflows and outflows and through
underlying growth in the portfolio arising from the
unwinding of the discount rate from year to year.
A 1% change in the discount rate impacts value
by approximately £30 million.

An analysis of the movement in value between
years is shown at the foot of this page.
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The valuation method DCF has been used on 19 of the 22 investments. Assurance

The valuation does not set out to estimate the market  For projects which have reached financial close, The calculations underpinning the valuation
value of the investments in the portfolio, but rather, ~ forecast future cash flows are extracted from detailed have been independently checked to ensure that
through the application of a consistent methodology,  financial models, updated in line with operational the valuation has been accurately carried out
illustrates movements in underlying values between  experience and lenders’ requirements. For projects in accordance with the specified methodology.
periods and highlights the impact of intervening at preferred bidder stage, the current financial model ~ However, the detailed financial models have not
transactions. The valuation covers 18 concessions has been used. been audited.

that have reached financial close and four at
preferred bidder stage. One of two methods has been
used to establish the value of individual concessions.

Book value

For the other three concessions, the current carrying
value in the accounts (book value) has been used.
DCF Metronet is at too early a stage in its 30-year

The principal method used to value the portfolio is concessions to forecast cash flows with the same
discounted cash flow (DCF). This is applied to the degree of certainty as the majority of the Group's
future forecast cash flows to which Balfour Beatty concessions. In the case of Powerlink, discussions
as a shareholder and a holder of subordinated debt are currently in hand with London Underground over
is entitled in order to create a net present value (NPV).  restructuring the concession framework.

Preferred bidder Construction Operations
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Financial review
Anthony Rabin

The Group has again
benefited from a strong cash
flow from operations and
Improvements in working
capital management.
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International financial reporting standards

This annual report is the Group’s first to be presented
under International Financial Reporting Standards
(IFRS). Reconciliations of the Group'’s profit for the
year 2004 and balance sheet at 31 December 2004,
showing the effects of changes in presentation and
accounting policies arising from the adoption of

IFRS on the figures reported under UK GAAP in
March 2005, are included in Note 37.

While the new standards have had little impact
on the results in our contracting sectors (Building,
Engineering and Rail), two of the new standards,

IAS 32 and IAS 39, relating to financial instruments,
fundamentally affect the way we account for

our interests in PFI/PPP concessions and for our
preference shares. The results presented in the formal
accounts (pages 52 to 107) reflect the application of
these standards to 2005 results but not to those for
2004, with a consequent impact on comparability.

In order to provide appropriate period-to-period
comparisons, in addition to the formal accounts we
have provided unaudited “pro forma” 2004 results,
including the impact of IAS 32 and IAS 39, which are
set out on pages 108 to 110. In the commentary below,
the use of these “pro forma” 2004 comparatives has
been indicated with an asterisk ().

We continue to monitor the development
of those financial reporting standards yet to be
finalised, particularly in the area of accounting for
PFI/PPP concessions.

Results

Revenue in 2005, including the Group's share of the
revenue of joint ventures and associates, increased
by 16%, of which 3% was attributable to the
acquisition of Gammon in August 2004.
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Profit from operations before exceptional items
increased from £94m to £115m (22%). In the building
and building services sector, there was another good
performance from Mansell and satisfactory progress
in other operating companies, including Balfour Beatty
Construction whose profits have recovered strongly in
the second half year following some contract losses
reported in the first half year. Progress has been very
satisfactory in the civil and specialist engineering
sector, with the return to profit of US civil engineering
as well as good progress elsewhere, particularly
in RCS, the Group’s road manager and maintainer,
and Balfour Beatty Power Networks. Performance
in our rail sector was steady in the UK and in the
international rail electrification business, but reflected
the loss of rail maintenance profits and the continued
impact of contract difficulties in the US. Performance
has continued to be satisfactory in our investments
sector. During 2005, new concessions came on stream
for the M77/GS0 roads in Scotland, major school
schemes in North Lanarkshire and Bassetlaw, and
street lighting in South Tyneside.

A more detailed analysis of performance
in our operating businesses is contained in the
Operating Review.

Acquisitions and goodwill

During December 2005, the Group acquired an
additional 31.4% interest in the Consort Edinburgh
Royal Infirmary PFl concession for £31m. The Group
also made three smaller acquisitions for consideration
totalling £25m. Goodwill arising on these acquisitions
amounted to £14m.

An exceptional charge of £4m has been made
in 2005 for impairments to goodwill in respect of
Balfour Beatty Rail Inc (2004: £18m) following the
annual review, resulting in £284m goodwill on
the Group’s balance sheet at 31 December 2005
(2004: £279m).

Disposals

The Group sold a 15% interest in the Connect
Roads A30/A35, A50 and M77/GS0O PFI concessions
to I*in December 2005 for £13.5m. The associated
£224m non-recourse net debt was then
deconsolidated from the Group's balance sheet

as, following this transaction, Balfour Beatty and
exercise joint control over these road concessions.

Exceptional items

The Group has recorded a net exceptional gain of
£4m. A gain of £30m, after tax of £12m, arose in
respect of the Group’s share of initial distributions
received by Barking Power from the administrators
of TXU Europe and a £6m gain was realised on the
sale of a 15% interest in three Connect Roads PFI
concessions. These gains were partly offset by £8m
costs arising from a settlement payment to resolve
investigations by the US Government into a joint
venture contract completed in 2000 and from the
Group’s admission of breaches of the Health and
Safety at Work Act following the Hatfield derailment
in October 2000 for which the associated fine had
already been provided; an impairment charge of
£8m in respect of the Group’s investment in Romec
Ltd; £4m goodwill impairment charges; £3m premium
on the purchase of preference shares; and £6m
cost of repaying the Company’s US$120m term
loan. These items, along with other prior year

tax adjustments relating to exceptional items,

have given rise to a £3m net tax charge.



Financial review continued

Taxation
The Group’s effective tax rate in 2005 was 35%

(2004: 32%*) of profit before taxation and exceptional

items, excluding the Group’s share of the results of
joint ventures and associates. The increase in the
effective rate follows from the recognition in 2004
of £17m previously written off Advance Corporation
Tax (ACT). The Group has continued to benefit from
the use of brought forward tax losses in Germany.

Pre-tax profits and earnings

Profits from continuing operations before taxation
and exceptional items amounted to £134m

(2004: £107m*), an increase of 25%, and adjusted
earnings per share were 24.1p (2004: 22.1p*),

an increase of 9%.

Cash

The Group has again benefited from a strong cash
flow from operations and improvements in working
capital management.

2005 2004
£m £m
Group operating profit 58 56
Trading profit from
discontinued operations - 8
Depreciation 4 4
I[mpairment charge 12 18
Other items (5) 2
Working capital decrease 61 23
Cash generated
from operations 167 148

Cash flow from operations provided further capacity
to grow the Group's core activities through three
acquisitions (£25m outflow) and two transactions in
PFI/PPP concessions (net £17m outflow). The level

of the Group's net cash at 31 December 2005
increased to £315m (2004: £311m), before taking into
account the consolidation of £14m (2004: £244m) of
non-recourse net debt held in wholly-owned PFI/PPP
project companies.
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Pensions

Valuation
The last formal actuarial valuation of the Balfour
Beatty Pension Fund was carried out at 31 March
2004 and showed a funding position of 102%.
A formal actuarial valuation of the Railways Pension
Scheme was carried out at 31 December 2004 and
showed a funding position of 92%. Formal actuarial
valuations of the Mansell schemes were carried
out at 31 March 2005 and 31 July 2005 for the
Hall & Tawse Retirement Benefit Plan and the
Mansell plc Pension Scheme and showed funding
positions of 79% and 78% respectively.

The position of each of the funds has been
updated by the actuaries at 31 December 2005
to review ongoing funding levels and details are
included in Note 25.2. The Group contributed
£29m to the Balfour Beatty Pension Fund for the
year ended 31 December 2005 (2004: £30m).

Charges

Pension charges of £49m (2004: £48m, before £8m
exceptional settlement gain) have been made to the
income statement in accordance with IAS 19,
including £37m (2004: £38m) for the Balfour Beatty
Pension Fund.

Balance sheet impact

The Group’s balance sheet includes the deficits

of £280m (2004: £254m) for the Group’s funds as
required by IAS 19 on the assumptions set out in
Note 25.1. The Group recorded net actuarial losses
for 2005 on those funds totalling £21m (2004: £10m)

as the effect of the lower discount rates applied to the

funds’ liabilities exceeded the effect of better than
expected returns on the assets held by the funds.

Public Private Partnerships (PPP)

and the Private Finance Initiative (PFl)

During 2005, the Group invested £61min a
combination of equity in and shareholder loans

to its PFI/PPP project companies, including the
acquisition of an additional 31.4% interest in

the Consort Healthcare Edinburgh Royal Infirmary
concession. At 31 December 2005, the Group

had invested a total of £149m in equity in and
subordinated loans to its 18 project companies and
had committed to provide a further £80m over the
period 2006 to 2010. The Group has also been
appointed preferred bidder for a further four projects
to which it is expected at financial close to commit
to provide approximately £54m funding.

At 31 December 2005, the Group’s share of
non-recourse net debt within project companies
amounted to £928m (2004: £688m), comprising
£914m (2004: £444m) in relation to joint ventures
and associates as disclosed in Note 15.2 and £14m
(2004: £244m) on the Group balance sheet in relation
to wholly-owned project companies as disclosed
in Note 23.

The Directors have carried out a valuation of
the Group’s PFI/PPP concessions and this is set out
on pages 32 to 33.

Treasury

The Group’s policy remains to carry no significant
net debt, other than the non-recourse borrowings
of project companies.

The Group’s financial instruments, other than
derivatives, comprise cash and liquid investments,
and borrowings. The Group enters into derivatives
transactions (principally forward foreign currency
contracts and interest rate swaps) to manage
the currency and interest rate risks arising from
the Group’s operations and its sources of finance.



It is, and has been throughout the period under
review, the Group’s policy that no speculative
trading in financial instruments shall be undertaken.
Compliance with policy is monitored through regular
reporting and internal audits. The Board reviews
and agrees policies for managing each of these
risks and they are summarised below.

Finance and liquidity risk

Balfour Beatty's cash and liquid investments comprise
cash, term deposits and the use of liquidity funds.
Counterparty risk is monitored regularly and mitigated
by limiting deposits in value and duration to reflect
the credit rating of the counterparty. During 2005,

the Group repaid US$120m of fixed rate loan notes
maturing in 2008 and entered into a new series of
bilateral facilities, the majority of which mature

in 2010. Since 31 December 2005, these bilateral
facilities have been reduced to £379m. The purpose
of these facilities is to provide liquidity from a group
of core relationship banks to support Balfour Beatty
in its current and future activities.

Currency risk

The Group’s businesses hedge their known foreign
currency transactional exposures by taking out
forward foreign exchange contracts. The Group
decided in 2005 not to adopt hedge accounting for its
foreign currency transactional exposures. As a result,
there was a charge to profit of less than £1m which
would otherwise have been charged to equity.

Balfour Beatty also faces currency exposures
on the translation into sterling of the profits and
net assets of overseas subsidiaries and associates,
primarily in the US and Europe, and on its overseas
trading transactions.

Balfour Beatty does not hedge these profit
translation exposures as these are an accounting
rather than cash exposure. However, the effect of
volatile short-term currency movements on profits
is reduced because the Group accounts for currency.
profits using average exchange rates.
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Balfour Beatty's balance sheet translation exposure

is managed by matching approximately 90% of
significant net assets denominated in currencies
other than sterling by way of currency borrowings
and forward foreign exchange contracts. Details of
the position and fair values at the year end are shown
in Note 20.

Interest rate risk

The Group has no fixed rate borrowings (excluding
PFI/PPP non-recourse term loans), following repayment
of the Company's US$ fixed rate loan notes and
termination of the associated swaps in June 2005.

Going concern
The Directors, having made appropriate enquiries,
consider it reasonable to assume that the Group and
the Company have adequate resources to continue
for the foreseeable future and, for this reason,
have continued to adopt the going concern basis
in preparing the accounts.
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Anthony Rabin Finance Director



Board of Directors

Sir David John kcma Chairman gig[l;t: "

Non-executive Director N‘Ir_djlv‘ ‘”“I B
I e row, leit to rightt

Age 67 lan Tyler; Anthony Rabin

Appointed a Director in 2000 and became Chairman  gottom row, left to right:
in 2003. He is chairman of Premier Oil Group and Jim Cohen; Peter Zinkin
The BSI Group, and immediate past chairman of

The BOC Group. Formerly a director of Inchcape plc,

he is a member of CBI International Advisory Board,

and a governor of the School of Oriental and

African Studies.

lan Tyler Chief Executive

Age 45

A chartered accountant. A Director since 1999, he
became Chief Executive on 1 January 2005, having
been Chief Operating Officer since 2002 and prior
to that, Finance Director. He joined Balfour Beatty in
1996 from the Hanson Group where he was finance
director of ARC Ltd, one of its principal subsidiaries.

Anthony Rabin Finance Director

Age 50

A chartered accountant and a barrister. A Director
since 2002, he is also responsible for the Group's
Investments and Developments interests, having
previously been managing director of Balfour Beatty
Capital Projects. Prior to joining Balfour Beatty,

Mr Rabin was a partner at Coopers and Lybrand
and before that, a senior assistant director at
Morgan Grenfell.

Jim Cohen Managing Director, Rail Engineering

and Services

Age 64

An economist. A Director since 2000 having joined
the Group in 1993. Prior to joining Balfour Beatty,

he held senior management positions with GTE and
GEC and prior to those, he was a senior civil servant
at the Department of Energy. He is senior independent
non-executive director of office2office plc, the office
solutions and supplies group.

Peter Zinkin Planning and Development Director
Age 52

Joined the Group in 1981 and became Planning and
Development Director in 1991 after a series of senior
positions in the finance function. Previously, he
worked at the London Business School and UMIST.
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Chalmers Carr Non-executive Director

Age 68

Appointed a Director in 2003. He is a solicitor

who is a legal adviser to Standard Chartered plc,
having previously been general manager and group
legal adviser to HSBC Holdings plc for eight years.
His career experience also includes senior legal
and other management positions with Coutts & Co,
the Central Electricity Generating Board, Bridon plc
and GKN plc.

Steven Marshall Non-executive Director

Age 49

Appointed a Director in November 2005. A Fellow of
the Chartered Institute of Management Accountants.
He was executive chairman of Queens’ Moat
Houses plc until November 2004, having been

chief executive of Railtrack Group plc, and prior to
that group finance director, between 1999 and 2002.
Previously, he was group chief executive of Thorn plc,
having joined as finance director in 1995. He is
currently non-executive chairman of Delta plc and
also a non-executive director of Southern Water.

Gordon Sage Non-executive Director

Age 59

Appointed a Director in 2003. A chemical engineer,
he is deputy chairman of ERM Holdings Ltd,

the environmental services consultancy, and a
non-executive director of Merrill Lynch World

Mining Trust plc. Between 1970 and 2001 he held a
series of increasingly senior positions in Rio Tinto plc,
finally as executive director responsible for its
industrial minerals and diamonds businesses.

Hans Christoph von Rehr Non-executive Director
Age 67

Appointed a Director in 2003. He is a partner of

the international law firm TaylorWessing and a

board member of several corporations. He is also
chairman of the German Institute for Market Economy
and Competition. Previously, he was chairman of

the Industrial Investment Council and also chief
executive officer of the German manufacturing

group, Kldckner-Werke AG.

Robert Walvis Non-executive Director

Age 59

Appointed a Director in 2001. Previously with the
Shell Group, latterly as chairman of the Corporate
Centre of the Royal Dutch Shell Group of Companies.
He is a non-executive director of Johnson Matthey
plc. He is the senior independent Director.

Right:

Chalmers Carr

Middle row, left to right:
Steven Marshall; Gordon Sage

Bottom row, left to right:
Hans Christoph von Rohr; Robert Walvis

Remuneration Committee
Robert Walvis (Chair);
Chalmers Carr;

Richard Delbridget;
Christoph von Rohr;

Steven Marshall*

* From 1 November 2005
1 Retired 31 December 2005
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Audit Committee

Steven Marshall* (Chairt);
Chalmers Carr;

Christoph von Rohr;

Gordon Sage; Sir David Wrightt;
Richard Delbridget

Nomination Committee
Sir David John (Chair);
Gordon Sage; lan Tyler;

Robert Walvis; Sir David Wright;

Steven Marshall*

Business Practices Committee
Sir David John (Chair);

Chalmers Carr;

Christoph von Rohr;

Gordon Sage; Robert Walvis;

Sir David Wrightt



Directors’ report

Activities

The Chairman’s statement and Chief Executive’s review on pages 12 to 17, the
Operating review on pages 22 to 31 and the Financial review on pages 34 to 37,
report on the principal activities of the Group, its operations during 2005 and future
developments in its businesses.

Dividends

The Directors recommend a final dividend on ordinary shares of 4.6p (net)

per share, making, with the interim dividend of 3.5p, a total dividend for 2005 of
8.1p (net). Preference dividends totalling 10.75p (gross) per preference share have
been paid for 2005.

Directors’ interests
No Director had any material interest in any contract of significance with the Group
during the period under review. The interests of Directors in the share capital of the
Company and its subsidiary undertakings and their interests under the long-term
incentive scheme (the Performance Share Plan 2001), and in respect of options, are
set out in the tables in the Remuneration report beginning on page 44.

The Company has agreed to indemnify the Directors in the terms set out in
Article 155 of the Company’s Articles.

Share capital and major shareholders

Details of the share capital of the Company as at 31 December 2005 are set out in
Note 27 on pages 85 and 86. During the year to 31 December 2005 no ordinary
shares were repurchased for cancellation and 6,837,500 preference shares
(representing 5% of the preference share capital) were repurchased for
cancellation for a total consideration of £10,722,218 at an average price of 156.8p.
1,814,611 ordinary shares were issued following the exercise of options held under
the Company’s Savings-Related Share Option Scheme and 1,442,708 ordinary
shares were issued following the exercise of options held under the Company’s
Executive Share Option Schemes. No other shares were issued during the year.

At 31 December 2005, the Directors had authority, under the shareholders’
resolutions of 12 May 2005, to purchase through the market 42,397,267 ordinary
shares and 19,004,566 preference shares at prices set out in those resolutions.
This autharity expires at the conclusion of the 2006 Annual General Meeting.

As at 7 March 2008, the Company had been notified in accordance with Sections
198 to 208 of the Companies Act 1985 of the following interests in its ordinary
share capital:

Standard Life Investments Ltd 5.01%
HBOS plc 4.01%
Prudential plc (includes the interest of

The Prudential Assurance Company Limited) 349%
The Prudential Assurance Company Limited (included in

the interest of Prudential plc above) 3.47%
Legal and General Group plc 3.02%

Corporate Social Responsibility

Safety, Environment and Social Report

For the fifth year we are publishing a separate Safety, Environment and Social
Report. A copy will be available to shareholders attending the Annual General
Meeting and to preference shareholders attending the separate class meeting.

Group policies

Our published policies on Health & Safety, the Environment, Ethics and Human
Rights remain in place and are subject to regular reviews. Qur progress in the areas
of Health & Safety and the Environment is described in the Safety, Environment
and Social Report.

Employment

As the Group operates across a number of business sectors in different
environments it has a decentralised management structure, with employment
policies designed to suit the needs of individual businesses. However, each
employing company is expected to comply with certain key principles in its design
and practice of employment policy.

These are:
* to provide an open, challenging and participative environment;

e 10 enable all employees to utilise their talents and skills to the full, through
appropriate encouragement, training and development;

40

Balfour Beatty plc
Annual report and accounts 2005

e to communicate a full understanding of the objectives and performance of the
Group and the opportunities and challenges facing it;

e to provide pay and other benefits which reflect good local practices and reward
individual and collective performance; and

e t0 ensure that all applicants and employees receive equal treatment regardless
of origin, gender, disability, sexual orientation, marital status, religion or belief.

Individual businesses use a variety of methods to communicate key business goals
and issues to employees and also consult and involve their employees through
local publications, briefing groups, consultative meetings, training programmes and
working groups to assist the process of continuous improvement in the way they
operate and do business. Regular publications inform employees of major business
and technical achievements. Most of our UK based businesses have either attained
or have committed to attain the UK Investors in People standard.

Regular communication is maintained with the in-service and pensioner
members of the Balfour Beatty Pension Fund.

Donations

During 2005 the Group has both facilitated the raising of funds for charity and
provided donations in cash and kind to charitable organisations, to a total
aggregate sum of approximately £265,000. This sum had three main components.

First, the Group's regular efforts have been directed at three main charities:
Groundwork, which carries out urban regeneration projects, Marie Curie, the cancer
charity, and the Construction Industry Trust for Youth (now renamed Construction
Youth Trust), which is active in seeking to support young people in acquiring basic
skills through the medium of the construction industry. A total of £20,000 was
contributed to Groundwork for two specific regeneration projects, one in
Manchester and one in Sheffield. For Marie Curie, employees raised £65,000
through a variety of fund raising activities to which the Company added a further
£15,000, making a total of £80,000. £5,000 was contributed to Construction
Youth Trust.

Secondly, the Group has provided material assistance in kind, to an estimated
value of £50,000, for the charitable organisation Engineers Against Poverty, which
carries out small engineering projects in developing countries.

Finally, and as mentioned in the 2004 Annual Report, the Group provided
considerable assistance both in practical terms and approximately £110,000 in cash
for the relief of those affected by the earthquake and tidal wave on 26 December
2004. This help has been channelled through the Group’s long established joint
venture company in Indonesia and subsidiary company in Sri Lanka.

The Group continues to enable UK employees to donate through the
Give-as-you-Earn scheme to various charities of their choice.

Taxation status
The Company is not a close company for taxation purposes.

Post balance sheet events
Details of post balance sheet events are set out in Note 34 on page 92.

Research and development
The Group continues to be committed to investment in research and development
in all its areas of activity. This covers new products and processes and innovation
in areas such as information technology and asset management systems.

\We continue to undertake a range of development initiatives throughout our
businesses which are supported by links with selected universities.

Details of the Group's 2005 research and development expenditure are given
in Note 4.1 on page 63.

Political donations

Under the current law, shareholder authority is required for political donations to
be made or political expenditure to be incurred by the Company or its subsidiaries
in the EU. In common with previous years, no such donations or expenditure

were made or incurred in 2005, and there is no intention to do so in the future.
Because, however, the current law is so widely drafted, it remains unclear whether,
for example, granting paid time off for local government or trade union activity
could be regarded as political expenditure. It is for this reason, given the penalties
for breaching the law, that the Company has sought, and will continue to seek,
limited authority from shareholders to incur “political expenditure” in the EU.

In 2005, the Company's Georgia (US)-based Heery subsidiary made
contributions in the US in accordance with state law amounting in aggregate to
$10,500 to state political party committees and to campaign committees of various
state candidates affiliated with the major parties. The amount and destination of



the contributions were decided by US nationals in Heery and the funds in question
have not been and will not be reimbursed by any non-US entity or person.

Payment of creditors

In the UK, the Company’s policy is to settle the terms of payment with suppliers
when agreeing the terms for each transaction or series of transactions; to seek to
ensure that suppliers are aware of the terms of payment; and to abide by these
terms of payment as and when satisfied that the supplier has provided the goods
or services in accordance with the agreed terms. At 31 December 2005 the year
end creditors’ days of the Company were 21 (2004: 19).

Financial instruments

The Group’s financial risk management objectives and policies are described in the
Financial Review on pages 36 and 37, and its exposures to price risk, credit risk,
liquidity risk and cash flow risk are included in Note 20 on page 74.

Statement of Directors’ responsibilities

The following statement, which should be read in conjunction with the
Independent Auditors’ report on page 51, is made with a view to distinguishing for
shareholders the respective responsibilities of the Directors and of the auditors in
relation to the financial statements.

The Directors are required to prepare financial statements for the Group
in accordance with International Financial Reporting Standards (IFRS) and have
also elected to prepare financial statements for the Company in accordance with
IFRS. Company law requires the Directors to prepare such financial statements in
accordance with IFRS, the Companies Act 1985 and Article 4 of the International
Accounting Standard (IAS) regulation.

IAS 1 requires that financial statements present the Company’s and the
Group's financial position, financial performance and cash flows fairly (ie. give a
true and fair view for each financial year). This requires the faithful representation
of the effects of transactions, other events and conditions in accordance with the
definitions and recognition criteria for assets, liabilities, income and expenses set
out in the IAS Board's “Framework for the preparation and presentation of Financial
Statements”. In nearly all circumstances, a fair presentation will be achieved by
compliance with all applicable IFRS. Directors are also required to:

e properly select and apply accounting policies;

e present information, including accounting policies, in a manner which provides
relevant, reliable, comparable and comprehensible information: and

e provide additional disclosures when compliance with the specific requirements
in IFRS is insufficient to enable users to understand the impact of particular
transactions, other events and conditions on the Company's and the Group’s
financial position and financial performance.

The Directors consider that they have met these requirements in preparing these
financial statements. The Directors are responsible for keeping proper accounting
records which disclose with reasonable accuracy at any time the financial position
of the Company and the Group, and are reasonably directed at safeguarding the
assets and detecting and preventing fraud and other irregularities. Directors are
also responsible for the preparation of a Directors report and a Remuneration
report which comply with the requirements of the Companies Act 1985.

Auditors

Deloitte & Touche LLP have indicated their willingness to continue as auditors to
the Company and a resolution for their reappointment will be proposed at the
Annual General Meeting.

Annual General Meeting

Sir David John, who chairs the Nomination and Business Practices Committees,
Steven Marshall, who chairs the Audit Committee, and Robert Walvis, who chairs
the Remuneration Committee, will be available at the Annual General Meeting to
answer any questions arising from the work of these Committees. The Board
regards the Annual General Meeting as an important occasion on which to
communicate with shareholders, and research into subjects of likely interest to
shareholders is undertaken so that questions can be answered during the meeting
for the benefit of all shareholders present. Shareholders may also put questions in
advance of the Annual General Meeting by writing to the Company Secretary.

The business to be put to the Annual General Meeting is set out in the separate
circular to shareholders.
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Corporate governance and the Comhined Code

Overview

The Board continues to endorse and apply the principles of good corporate
governance reflected in the Combined Code (the “Code”), as appended to the
Listing Rules of the UK Listing Authority.

The governance of the Company in the light of the principles and supporting
principles and provisions of the Code is described in the following paragraphs.
Throughout the year ended 31 December 2005 and save as otherwise explained
in the paragraph headed “Compliance with Code” on page 43, we believe that the
Company was in compliance with the provisions of the Code.

Honorary President
Viscount Weir is Honorary President of the Company, having been appointed to this
position in May 2003, following his retirement as Chairman.

The Board

The Board currently comprises 10 Directors, of whom six, including the Chairman,
are non-executive. During most of 2005, the Board comprised 12 Directors,

with five executive Directors and seven non-executive Directors. Steven Marshall
was appointed a non-executive Director on 1 November 2005. At the end of 2005,
Richard Delbridge and Sir David Wright retired as non-executive Directors and
Alistair Wivell retired as an executive Director. The Directors believe that the Board
continues to include an appropriate balance of skills and, with them, the ability to
provide effective leadership for the Group.

The Chairman of the Board is Sir David John, and the Chief Executive is
lan Tyler. Robert Walvis, who was appointed a non-executive Director in 2001
continues as senior independent Director. The chairman of the Audit Committee
is Steven Marshall, who succeeded Richard Delbridge in that role on 1 January
2006. Sir David John continues as chairman of the Nomination Committee and
Robert Walvis as chairman of the Remuneration Committee. Sir David John also
chairs the Business Practices Committee.

The Board operates both formally, through Board and Board Committee
meetings, and informally through regular contact between Directors as required.
Decisions on a list of specific matters, including the approval of financial
statements, major tenders and capital expenditure, and most acquisitions and
disposals, are reserved to the Board or Board Committees. Matters falling outside
the list are delegated to management.

Meetings of the Board are normally held in London, but meetings are on
occasions held in other parts of the UK and overseas to enable Directors to visit
the Group’s businesses at the same time. In 2005, the July meeting was held at
Terminal 5 Heathrow, where BAA kindly acted as host and Directors were able
to see the project, in which a number of Group companies are involved, at first
hand. The November meeting was held in Dallas, Texas, where the Directors
were able to view with US management certain construction projects being carried
out by the Group’s US business.

Papers for Board meetings are generally sent out at least three days in
advance of the meeting. These include a written report from each of the Chief
Executive, the Finance Director, the director of Health, Safety and the Environment,
and the group managing directors. At Board meetings, oral reports are made on
issues arising from the written reports, and both those and other matters of
immediate interest or concern are discussed by the Board. Apart from the Board
meetings that approve the interim and final results respectively, and the Board
meeting prior to the Annual General Meeting ("AGM"), a separate presentation
on a topic of interest or concern, such as the operations of a particular business,
is normally made to the Board. Each meeting lasts about four hours, but can
be longer.

The Board met on 10 occasions in the course of 2005. A table showing
attendance at these meetings and at meetings of the Audit Committee, the
Nomination Committee, the Remuneration Committee and the Business Practices
Committee, is on page 43. In addition, the non-executive Directors held two
separate meetings during the year, one being attended by the Chairman and one
taking place without the Chairman.

Chairman

Sir David John became Chairman in May 2003, having joined the Board in August
2000. Normally, Sir David spends two days per week on the business of the
Company. He has other significant commitments as non-executive chairman of The
BSI Group and of Premier Qil plc. The Board considers that his other commitments
are not of such a nature as to hinder his activities as chairman of the Company

or those as chairman of the Nomination and Business Practices Committees.



Directors’ report continued

Directors

Brief biographical details of the Directors, including the Chairman, are given on
pages 38 and 39. All the Directors shown served throughout the year save for
Steven Marshall who was appointed on 1 November. In addition, Richard
Delbridge, Alistair Wivell and Sir David Wright, who are not pictured, served as
Directors throughout the year. Alistair Wivell retired on 31 December having joined
the Company as a young engineer in 1966. Richard Delbridge joined the Board in
2002 and Sir David Wright at the beginning of 2003 and both also retired on

31 December. The Board considers that all the non-executive Directors continue to
be independent.

From September 2003, non-executive Directors have been appointed for
specific three year terms, and it is part of the terms of reference of the Nomination
Committee to review all appointments of non-executive Directors at three year
intervals and make recommendations to the Board accordingly. Mr Walvis's
appointment was reviewed during 2005 and his appointment for a further
three years was confirmed, subject to re-election as required by the
Articles of Association.

Rotation of Directors, election and re-election

The Articles of Association of the Company provide that each Director shall retire
from office in the third year following his last election, and shall be eligible for
re-election. This year, the Directors who retire are lan Tyler and Peter Zinkin.
Each is seeking re-election, being eligible. In addition, Steven Marshall, who
was appointed on 1 November 2005, seeks election.

Board Committees
The main Board Committees, the membership of which is either wholly or
substantially comprised of non-executive Directors, continue to be the Audit
Committee, the Nomination Committee, the Remuneration Committee and the
Business Practices Committee.

Reports on the workings of these Committees are set out below. The report of
the Remuneration Committee can be found in the Remuneration Report beginning
on page 44.

— The Audit Committee

The membership of this Committee currently comprises Steven Marshall (the
Committee chairman), Chalmers Carr, Christoph von Rohr and Gordon Sage.
Christopher Pearson, the Company Secretary, remains secretary of the Committee.
The Committee was chaired throughout 2005 by Richard Delbridge, who retired
at the end of the year. Sir David Wright, who retired at the same time as
Richard Delbridge, also served on the Committee throughout the year.

Steven Marshall joined the Committee on 1 November 2005, and took over as
chairman on 1 January 2006. All of the members have extensive experience of
management in large international organisations. The Committee chairman,
Steven Marshall, is an accountant and a former group finance director of Thorn plc
and Railtrack plc.

The terms of reference for the Committee, based on the Smith report and the
requirements of the Code, were approved by the Board in October 2003 and remain
unchanged. They are available on the Company’s website. The main responsibilities
of the Audit Committee are as stated in last year's report: to monitor the integrity of
the financial statements of the Group and any formal announcements relating to
the Group's financial performance; to review the Group’s internal financial controls
established to identify, assess, manage and monitor financial risks, and receive
reports from management on the effectiveness of the systems they have
established and the conclusions of any testing carried out by the internal and
external auditors; to monitor and review the effectiveness of the internal audit
function; to make recommendations to the Board in relation to the appointment of
the external auditor and to approve the remuneration and terms of engagement of
the external auditor; to assess the independence, objectivity and effectiveness of
the external auditor and to develop and implement policy on the engagement of the
external auditor to supply non-audit services; and to review arrangements by which
staff may, in confidence, raise concerns about possible improprieties in matters of
financial reporting.

Appointments to the Committee are made by the Board for a period of up to
three years, extendable by no more than two additional three year periods, so long
as members continue to be independent. Any additional remuneration of members
of the Committee is set by the executive Directors and the Chairman. At the Board
meeting following each meeting of the Committee, the Committee chairman
provides an oral report on the work of the Committee and any significant issues
that may have arisen. The minutes of Committee meetings are circulated to all
members of the Board.

In May 2003 it was decided to increase the number of regular meetings each
year from three to four, and four principal meetings were held in 2005. A fifth
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meeting was also held during the year to review and recommend to the Board the
announcement (which was made on 23 June) concerning the impact on Group
financial statements of the transition from UK GAAP to IFRS. At the invitation of
the Committee, partners from the external auditor, the Head of Internal Audit, the
Finance Director and the Chairman regularly attend each meeting. In addition, any
independent non-executive Director who is not a member has an open invitation
to attend meetings.

In 2005, as in previous years, the Committee met prior to the Board meetings
at which the interim financial statements and the annual report and accounts were
approved. The Committee reviewed significant accounting policies, financial
reporting issues and judgements and, in conducting these reviews, considered
reports from the external auditor, finance management and internal audit.

Throughout 2005 the Committee continued to review the Group’s risk
management processes, and to consider findings from the internal audit reviews of
internal controls and reports on the status of the correction of any weaknesses in
internal controls identified by the internal or external auditors. During the year the
Committee reviewed the external auditor's Group management letters on
accounting procedures and the systems of internal financial control.

It considered the effectiveness of the external audit process, the audit
strategy and plan and the qualifications, expertise and resources of the external
auditor, Deloitte & Touche LLP (“Deloitte”). It reviewed and approved the proposed
audit fee and terms of engagement for the 2005 audit and recommended to the
Board that it propose to shareholders that Deloitte continues as the Company’s
external auditor.

It reviewed the independence procedures of Deloitte and received a letter
from Deloitte confirming that, in their opinion, they remained independent of the
Company. Non-audit work remains covered by the policy on non-audit work which
was approved by the Board in June 2003. The policy was briefly described in our
last Annual Report on page 42, and remains unchanged from last year. An analysis
of non-audit fees incurred in 2005 is set out in Note 4.2 on page 63.

Finally, the Committee continued to receive regular reports on the work of the
internal audit function and reviewed the effectiveness of the department during the
year. The Head of Internal Audit has direct access to the Audit Committee chairman
and at each of the four main Committee meetings during the year, the Committee
held a separate meeting with each of the Head of Internal Audit, the Finance
Director and Deloitte.

— The Nomination Committee
The Committee was established by the Board in November 2003. Its terms of
reference are available on the Company’s website.

The Committee continues to be chaired by Sir David John. Its other members
currently are Gordon Sage, Robert Walvis, lan Tyler and Steven Marshall. The
secretary of the Committee is Paul Raby, director of human resources. Sir David Wright
served on the Committee throughout the year until his retirement from the Board.

The Committee met on two occasions in 2005, firstly to consider the terms of
reference for the identification of a new non-executive Director, secondly to
consider candidates for the position of non-executive Director, and then to
recommend to the Board, the appointment of Steven Marshall as a non-executive
Director of the Company. The candidates, including Mr Marshall, were interviewed
initially and put forward by an external recruitment firm experienced in seeking
candidates for non-executive positions.

— The Remuneration Committee
Information about the working and membership of this Committee is contained in
the Remuneration report beginning on page 44.

— The Business Practices Committee

The Business Practices Committee is chaired by Sir David John, and throughout the
year its other members were Chalmers Carr, Christoph von Rohr, Gordon Sage,
Robert Walvis and Sir David Wright. Christopher Pearson, the Company Secretary,
is secretary to the Committee. Its terms of reference cover matters of business
conduct, ethics, reputation, health, safety and the environment and matters of
corporate social responsibility generally. It is also charged with reviewing the
effectiveness of the whistle-blowing procedures established in the Group.

The Committee met four times in 2005. Among matters considered by the
Committee in 2005 were: the final draft of the Safety, Environmental and Social
report (published in May), health & safety statistics from around the Group, reports
from the charities committee, the introduction of an expanded ethical framework
for the Group and the Group's whistle-blowing policy.

Details of the number of meetings of, and attendances at, the Board and
the Audit, Nomination, Remuneration and Business Practices Committees during
the year are set out in the table following. The relevant total number of meetings
held in 2005 in each case is included in brackets after the name of the Board
or Committee.



Business

Board Audit Nomination Remuneration Practices
Name of Director (10) (5) (2) (7) (4)
C Carr 9 5 7 4
J L Cohen 9
R Delbridge 10 5 7
Sir David John 9 2 1% 4
S Marshall** 2 1 1 1
AL P Rabin 10
Dr H C von Rohr 10 3 6 3
G H Sage 9 4 2 3
| P Tyler 10 2
R J W Walvis 10 1 6 3
A J Wivell 10
Sir David Wright 9 2 2 2
P J L Zinkin 9

*Resigned from Remuneration Committee with effect from 1 February 2005.
**Appointed 1 November 2005.

Board, Committee and individual director evaluation
The Board's responsibilities are listed in a schedule of matters reserved for its
attention. These were reviewed and updated during the year.

As reported in last year's report, the Board as a whole and its main
Committees were the subject of an evaluation exercise carried out in 2004 by an
external consultant. The actions agreed which arose from the report have been
implemented through 2005, and the process continues.

No further evaluation exercise has been carried out in 2005. In particular, and
as reported last year, individual evaluation is seen as the second stage in the
process, and most likely to be of benefit when the Directors have had more time to
work together as a board. Given the four board changes towards the end of 2005,
any individual evaluation is unlikely to be carried out in 2006 but will be considered
for 2007, as part of another full board evaluation exercise.

Dialogue with shareholders

The Company has a long-established programme of regular communication with
institutional investors and brokers and this continues. Presentations are made
to brokers' analysts, the press and institutional investors at the time of the
announcement of final and half-year results and there are regular meetings with
analysts and investors throughout the year, which are organised through the
Company's brokers, so that the investment community can be kept informed of
longer term strategic matters and can communicate their views to the Board.
\We expect to continue this programme, within the constraints of relevant
legislation and practice. The Group’s website is a regular channel of communication
with shareholders and others.

Regular reports are made by executive Directors to the Board on meetings
and other contact with major shareholders or their representatives. The Chairman
on occasion attends meetings with shareholders. The non-executive Directors
believe that, by having direct and ready access to the Chairman at all times,
through the senior independent Director and by reports given at Board meetings,
they are kept fully aware of the views of the larger shareholders and the wider
investment community. It is open to them or any of them to attend or arrange
meetings with investors if they wish to do so.

Compliance with Code
The Company believes it is compliant with the Code save in the following respects:

(a) The effectiveness of the Group’s whistle-blowing procedures is reviewed by the
Business Practices Committee, and not the Audit Committee. This is because,
based on experience, the great majority of “whistle-blowing” type complaints
arise out of non-financial matters, mainly employment-related. The Audit
Committee is copied with all whistle-blowing reports made to the Business
Practices Committee.

(b) An individual director evaluation exercise has not yet been carried out, as
explained above.

Risk management

The Board takes ultimate responsibility for the Group’s systems of risk management
and internal control and reviews their effectiveness. The Board has continued to
assess the effectiveness of the risk management processes and internal controls
during 2005, based on reports made to the Board, the Audit Committee and the
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Business Practices Committee, including:
e results of internal audit's reviews of internal financial controls;

® a Group-wide certification that effective internal controls had been maintained,
or, where any significant non-compliance or breakdown had occurred with or
without loss, the status of corrective action; and

e a paper prepared by management on the nature, extent and mitigation of
significant risks and on the systems of internal controls.

The Group’s systems and controls are designed to ensure that the Group’s exposure
to significant risk is properly managed, but the Board recognises that any system of
internal control is designed to manage rather than eliminate the risk of failure to
achieve business objectives and can only provide reasonable and not absolute
assurance against material misstatement or loss. In addition, not all the material
joint ventures in which the Group is involved are treated, for these purposes, as
part of the Group. Where they are not, systems of internal control are applied as
agreed between the parties to the venture.

Central to the Group's systems of internal control are its processes and
framewaork for risk management. These accord with the Turnbull Guidance on
internal controls and were in place throughout the year and up to the date of
signing this report.

The Group’s systems of internal control operate through a number of different
processes, some of which are interlinked. These include:

e the annual review of the strategy and plans of each operating company and of
the Group as a whole in order to identify, inter alia, the risks to the Group’s
achievement of its overall objectives and, where appropriate, any relevant
mitigating actions;

e monthly financial reporting against budgets and the review of results and
forecasts by executive Directors and line management, including particular areas
of business or project risk. This is used to update both management’s
understanding of the environment in which the Group operates and the methods
used to mitigate and control the risks identified;

e individual tender and project review procedures commencing at operating
company level and progressing to Board Committee level if value or perceived
exposure breaches certain thresholds;

e regular reporting, monitoring and review of health, safety and environmental
matters;

e the review and authorisation of proposed investment, divestment and capital
expenditure through the Board’s Committees and the Board itself;

e the review of specific material areas of Group-wide risk and the formulation and
monitoring of risk mitigating actions;

e the formulation and review of properly documented policies and procedures,
updated through the free and regular flow of information to address the changing
risks of the business;

e specific policies set out in the Group Finance Manual, covering the financial
management of the Group, including arrangements with the Group’s bankers and
bond providers, controls on foreign exchange dealings and management of
currency and interest rate exposures, insurance, capital expenditure procedures,
application of accounting policies and financial controls;

® a Group-wide risk management framework which is applied to all functions in
the Group, whether operational, financial or support. Under it, the key risks
facing each part of the Group are regularly reviewed and assessed, together
with the steps to avoid or mitigate those risks. The results of those reviews
are placed on risk registers and, where necessary, specific action plans
are developed;

e reviews and tests by the internal audit team of critical business financial
processes and controls and spot checks in areas of perceived high business risk;
and

e the Group's whistle-blowing policy.

Directors’ report
Signed by order of the Board

CRO'N Pearson
Secretary
7 March 2006



Remuneration report

Remuneration Committee

The Remuneration Committee of the Board (“RemCo”) is primarily responsible

for determining the remuneration policy and conditions of service for executive
Directors and the Chairman of the Company. It also reviews and monitors the level
and structure of remuneration for senior management immediately below the level
of the Board. The terms of reference of the RemCo can be found on the Company’s
website and are available on request from the Company Secretary.

The RemCo consists entirely of independent non-executive Directors and
has been chaired by Robert Walvis since November 2003. Its other members are
Chalmers Carr, Steven Marshall (from his appointment on 1 November 2005) and
Christoph von Rohr. Sir David John and Richard Delbridge were members of the
RemCo until 1 February 2005 and 31 December 2005 respectively when they
resigned from this Committee. Since resignation, Sir David John has attended by
invitation. No member of the RemCo has any personal financial interest, other than
as a shareholder, in the matters to be decided by the RemCo, nor potential conflicts
of interest arising from cross-directorships, and no member of the RemCo has any
day-to-day involvement in the executive management of the Group.

During 2005 the Chief Executive, lan Tyler, was invited to join meetings of
the RemCo when appropriate. Paul Raby, the human resources director, has acted
as secretary of the RemCo since his appointment on 1 July 2005. Prior to this,
Peter Johnson, the director of personnel, was secretary of the RemCo.

No Director has any involvement in discussions relating to his own remuneration.

The RemCo is responsible for appointing external independent consultants to
advise on executive remuneration matters. This advice and assistance has been
provided to the RemCo throughout the year by the Monks Partnership (“Monks”),
New Bridge Street Consultants LLP (“NBSC"), and the human resources director.
The terms of reference of the independent consultants are available on the
Company's website and on request from the Company Secretary. Monks also
provided data and advice to the Company regarding the remuneration of senior
management below Board level during the year. The RemCo is satisfied that no
conflict of interest arises from the provision of this advice to the Company.

Executive Directors’ remuneration

General policy

It is the policy of the RemCo to provide an overall remuneration package that is
competitive and which facilitates the recruitment and retention of high calibre
management. The annual and long-term incentive plans make up an important part
of each executive Director's remuneration and are structured so as to motivate
senior managers to deliver high standards of performance, without encouraging
excessive risk taking. It is intended that the share-based elements of the package
will not only drive performance over the long-term but will also assist in aligning
the interests of management with those of shareholders.

During the course of 2005, the RemCo, assisted by NBSC, has reviewed
the long-term incentive arrangements in place at the Company, as the existing
Performance Share Plan (“PSP”), approved by shareholders in 2001, expires in
2006. As a result of this review, a replacement long-term incentive arrangement
is being proposed and this is described in the relevant section below. Under the
proposed arrangement, if target performance is achieved, basic salary will
represent around one half of total earnings. If maximum is achieved, which would
involve a superior level of performance substantially in excess of business plan,
basic salary will represent around one third of total earnings.

Executive Directors can join the Balfour Beatty Pension Fund. The RemCo
has considered the policy it will adopt regarding pension provision after April
2006 in the light of the government’s changes to pension taxation, and this is
described below.
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Basic salaries
It is the policy of the RemCo to set basic salaries at levels which it believes are
competitive given the size and complexity of the Company, as well as the broad
business sectars in which it operates. To assist in this, Monks and NBSC provide
data and independent advice on remuneration levels in companies considered to
be comparable in terms of annual sales, market capitalisation and industry sector.
The RemCo looks to set basic salaries at around the median of the identified
market, but also takes into account its own judgement of the performance of
the Group's businesses and the performance of individual Directors. The RemCo
intends to continue to use this approach in the foreseeable future.

The basic salaries of executive Directors are reviewed annually at 1 July and
the basic salaries following the review at 1 July 2005 are shown in the table
below. The average increase was 5.5%.

Salary at
Name of Director 1 July 2005
J L Cohen £315,000
AL P Rabin £325,000
[P Tyler £470,000
A J Wivell £315,000
P J L Zinkin £338,000
Annual incentive plan

Each executive Director participates in an annual incentive plan, under which
predetermined financial targets must be achieved before any payment is earned.
The maximum potential bonus which could have been earned by executive
Directors for 2005 was 80% of basic salary and the performance indicator chosen
was profit before tax and exceptional items. A bonus of 40% of basic salary
would have been earned for the achievement of performance in line with target.
Two-thirds of these bonuses are payable in cash, while the remaining one-third is
deferred in the form of ordinary shares of the Company. These shares will be
released to the Directors after three years, providing they are still employed by the
Company at that time. Bonuses are non-pensionable. The actual profit for the year
ended 31 December 2005 resulted in a bonus of 46.94% of basic salary for each
executive Director. Details are shown in the table on page 47.

The annual incentive plan for 2006 will operate in the same way as for 2005
and the RemCo will continue to revi