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31 December 2018

Strategic Report

Review of business
Principal activities

The principal activities of BAE Systems Marine Limited (the "Company") are the design, development and
construction of submarines.

Overview

Submarine activity is increasing with the Astute and Dreadnought Class submarines now both in production and
major redevelopment of the Barrow, UK site to deliver the Dreadnought programme is under way.

The detailed arrangements for the Dreadnought Alliance, including the organisational, governance and
commercial arrangements between the three parties: the Ministry of Defence, BAE Systems and Rolls-Royce,
continue to be developed.

Key performance indicators

Key financial performance indicators are shown below:

As restated

2018 2017
£'000 £'000
Order intake 2,416,848 814,693
Revenue 1,332,928 1,108,766
Profit before tax 123,218 127,458

Order intake represents the value of funded orders received from customers in the year. It is a measure of in-
year performance and supports future years’ sales performance.

Revenue represents the amounts derived from the provision of goods and services.

Profit before tax is used for internal performance analysis as a measure of operating profitability that is
comparable over time.

* Prior year comparatives have been restated upon the Company’s adoption of International Financial Reporting
Standard ("IFRS") 15, Revenue from Contracts with Customers. See note 20 for details regarding the
restatement.
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Strategic Report (continued)

Principal risks and uncertainties
The Company's principal risks are identified below:
UK public sector spending

The 2015 UK Strategic Defence and Security Review provided additional clarity regarding future Naval
programmes and we believe that our advanced planning work with the UK Ministry of Defence will generate
revenues that remain in line with the overall business plan.

Delivery risk

Undertaking work within our core competencies and skills built on many years’ experience in this market reduces
the overall execution risks. However, although most risks are negligible, the high technical requirements within
our development contracts need careful management to minimise the inherent risks in that aspect of our work.

The Company is dependent on defence spending

The Company's core business is selling products and services directly to the UK Government. Defence spending
by governments can fluctuate depending on political considerations, budgetary constraints and specific threats.

There have been constraints on Government expenditure in the UK.
The Company’s largest customer is the UK Government

The Company has long-standing relationships and security arrangements with the Government of the UK and
their agencies. It is important that these relationships and arrangements are maintained.

In the defence and security industries, governments can typically modify contracts or terminate them at short
notice.

The Company'’s performance on its contracts is subject to financial audits and other reviews which can result in
adjustments to prices and costs.

The Company is subject to risk from a failure to comply with laws and regulations

The Company operates in a highly-regulated environment and is subject, without limitation, to regulations relating
to import-export controls, money laundering, false accounting, anti-bribery and anti-boycott provisions. It is
important that the Company maintains a culture in which it focuses on embedding responsible business
behaviours and that all employees act in accordance with the requirement of the Company’s policies, including
the Code of Conduct, at all times.

Export restrictions could become more stringent and political factors or changing international circumstances
could resuit in the Company being unable to obtain necessary export licences.

The Company has many contracts, including a small number of large contracts and fixed-price contracts
A significant portion of the Company’s revenue is derived from contracts on which it takes a degree of risk.
Actual costs may exceed the projected costs on which the prices are agreed and, since these contracts can

extend over many years, it can be difficult to predict the ultimate outturn costs.

It is important that the Company maintains a culture in which it delivers on its projects within tight tolerances of
quality, time and cost performance in a reliable, predictable and repeatable manner.
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Strategic Report (continued)

Principal risks and uncertainties (continued)

The defined benefit pension schemes in which the Company participates have aggregate funding
deficits

In aggregate, there is an actuarial deficit between the value of the projected liabilities of BAE Systems’ defined
benefit pension schemes and the assets they hold.

The deficits may be adversely affected by changes in a number of factors, including investment returns, long-
term interest rate and price inflation expectations, and anticipated members’ longevity.

The Company could be negatively impacted by information technology security threats
The security threats faced by the Company include threats to its information technology infrastructure, unlawful
attempts to gain access to its proprietary or classified information and the potential for business disruptions

associated with information technology failures.

The Company'’s strategy is dependent on its ability to recruit and retain people with appropriate talent
and skills. All employees are required to act in accordance with the Company’s policies

Delivery of the Company’s strategy and business plan is dependent on its ability to compete to recruit and retain
people with appropriate talent and skills, including those with innovative technological capabilities.

Approved by the Board and signed on its behalf by:

J M Collard )
Director é
Date:

I7 /6/14
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Directors’ Report

Company registration

BAE Systems Marine Limited (the “Company”) is a private company, limited by shares and registered in England
and Wales with the registered number 00229770.

Results and Dividends

The Company’s profit for the financial year is £123,942k (2017 £119,223k profit restated). The directors do not
propose a dividend for 2018 (2017: £nil). ‘

Looking Forward

The Company expects to continue with its current contracts for the foreseeable future. Production under the
Dreadnought programme continues to increase. '

The terms of the UK'’s exit from the EU are currently uncertain, rendering it difficult for the Company to prepare
for potential changes in the regulatory environment. In particular, a no-deal Brexit could have an impact on
programmes which depend on the movement of goods between the UK and the EU but near-term impacts for
the Company are likely to be limited.

Going Concern

The financial statements have been prepared on the going concern basis, notwithstanding net liabilities of
£33,079k, which the directors believe to be appropriate for the following reasons. The Company is dependent for
its working capital on funds provided to it by BAE Systems plc, the Company'’s ultimate parent. BAE Systems plc
has indicated that for at least 12 months from the date of approval of these financial statements, it will continue
to make available such funds as are needed by the Company. The directors consider that this should enable the
Company to continue in operational existence for the foreseeable future by meeting its liabilities as they fall due
for payment. As with any company placing reliance on other group entities for financial support, the directors
acknowledge that there can be no certainty that this support will continue although, at the date of approval of
these financial statements, they have no reason to believe that it will not do so.

Employees

The Company is committed to giving full and fair consideration to applications for employment from disabled
people who meet the requirements for roles, and making available training opportunities and appropriate
accommodation to disabled people employed by the Company.

Employee engagement enables our employees to contribute to improving business performance and helps us to
gauge our performance in creating an environment in which everyone can fulfil their potential.

We keep employees informed about what is happening across the business, including Company results, major
business decisions and other matters which affect them, using a variety of media, including our intranet and e-
mail, through podcasts, newsletters and leadership blogs, and also through team briefs and team meetings
where we seek to listen to employees’ views and opinions. Employees have the opportunity to provide feedback
through our engagement surveys.

The Company welcomes employees becoming shareholders in BAE Systems plc and offers employee share
plans to support this.
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Directors' Report (continued)

Research and development

The Company is focused on technology innovation and engineering excellence and invests in next-generation
research and technology programmes to improve the manufacturing and service of products, generating
substantial intellectual property. Total research and development expenditure in the year was £258.4m (2017
£229.6m), of which £3.6m (2017 £3.3m) was funded by the Company.

Financial instruments

In order to protect itself against currency fluctuations, the Company's policy is to hedge all material firm
transactional exposures.

Directors and their interests

The directors who served throughout the year and up to the date of this report, unless otherwise stated were as
follows:

W J Blamey (resigned 8 January 2018)

G J Baverstock (resigned 26 January 2018)

C M Robson (appointed 8 January 2018)

G J Edwards (appointed 29 January 2018 and resigned 20 November 2018)
J M Collard (appointed 20 November 2018)

The Board is not aware of any contract of significance in relation to the Company in which any director has, or
has had, a material interest.

Disclosure of information to auditor

The directors who held office at the date of approval of this Directors’ Report confirm that, so far as they are
each aware, there is no relevant audit information of which the Company’s auditor is unaware; and each director
has taken all the steps that they ought to have taken to make themselves aware of any relevant audit information
and to establish that the Company's auditor is aware of that information. This confirmation is given and should be
interpreted in accordance with the provisions of S418 of the Companies Act 2006.
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Directors’ Report (continued)

Auditor

Following a Group audit retender by the Company's ultimate parent company, BAE Systems plc, Deloitte LLP
was appointed as auditor to the Company on 10 September 2018.

Deloitte LLP have indicated their willingness to be re-appointed as the Company’s auditor and a resolution
proposing their re-appointment will be put to the member(s).

Approved by the Board and signed on its behalf by:

J M Collard
Director
/?1 bl

Registered office:

BAE Systems Marine Limited
Warwick House

PO Box 87

Farnborough Aerospace Centre
Farnborough

Hampshire

GU14 6YU

United Kingdom
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Directors' Responsibilities Statement

The directors are responsible for preparing the strategic report, the Directors’ Report and the financial
statements in accordance with applicable law and regulations.

Company law requires the directors to prepare financial statements for each financial year. Under that law the
directors have elected to prepare the financial statements in accordance with United Kingdom Generally
Accepted Accounting Practice (United Kingdom Accounting Standards and applicable law), including Financial
Reporting Standard 101 ("FRS 101"), Reduced Disclosure Framework. Under company law the directors must
not approve the financial statements unless they are satisfied that they give a true and fair view of the state of
affairs of the Company and of the profit or loss of the Company for that period.

In preparing these financial statements, the directors are required to:

. select suitable accounting policies and then apply them consistently;
. make judgements and accounting estimates that are reasonable and prudent;
. state whether applicable UK accounting standards have been followed, subject to any material departures

disclosed and explained in the financial statements; and

) assess the Company's ability to continue as a going concern, disclosing, as applicable, matters related to
going concern. :

The directors are responsible for keeping adequate accounting records that are sufficient to show and explain
the Company's transactions and disclose with reasonable accuracy at any time the financial position of the
Company and enable them to ensure that the financial statements comply with the Companies Act 2006. They
are also responsible for safeguarding the assets of the Company and hence for taking reasonable steps for the
prevention and detection of fraud and other irregularities.
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Independent Auditor's Report to the Members of BAE Systems Marine Limited

Report on the audit of the financial statements.
Opinion

In our opinion the financial statements of BAE Systems Marine Limited (the "Company”):

. give a true and fair view of the state of the Company's affairs as at 31 December 2018 and of its profit for
the year then ended,;

. have been properly prepared in accordance with United Kingdom Generally Accepted Accounting
Practice, including Financial Reporting Standard 101, Reduced Disclosure Framework; and

. have been prepared in accordance with the requirements of the Companies Act 2006.

We have audited the financial statements which comprise:

. the Income Statement;

. the Statement of Comprehensive Income;
. the Balance Sheet;

. the Statement of Changes in Equity; and
. the related notes 1 to 23.

The financial reporting framework that has been applied in their preparation is applicable law and United
Kingdom Accounting Standards, including Financial Reporting Standard 101, Reduced Disclosure Framework
(United Kingdom Generally Accepted Accounting Practice).

Basis for opinion

We conducted our audit in accordance with International Standards on Auditing (UK) (ISAs (UK)) and applicable
law. Our responsibilities under those standards are further described in the auditor's responsibilities for the audit
of the financial statements section of our Report.

We are independent of the Company in accordance with the ethical requirements that are relevant to our audit of
the financial statements in the UK, including the Financial Reporting Council’s (the “FRC’s") Ethical Standard,
and we have fulfilled our other ethical responsibilities in accordance with these requirements. We believe that the
audit evidence we have obtained is sufficient and appropriate to provide a basis for our opinion.

Conclusions relating to going concern

We are required by ISAs (UK) to report in respect of the following matters where:

. the directors’ use of the going concern basis of accounting in preparation of the financial statements is not
appropriate; or
. the directors have not disclosed in the financial statements any identified material uncertainties that may

cast significant doubt about the Company’s ability to continue to adopt the going concern basis of
accounting for a period of at least twelve months from the date when the financial statements are
authorised for issue.

We have nothing to report in respect of these matters.
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Independent Auditor's Report to the Members of BAE Systems Marine Limited (continued)

Other information

The directors are responsible for the other information. The other information comprises the information included
in the annual report, other than the financial statements and our Auditor's Report thereon. Our opinion on the
financial statements does not cover the other information and, except to the extent otherwise explicitly stated in
our Report, we do not express any form of assurance conclusion thereon.

In connection with our audit of the financial statements, our responsibility is to read the other information and, in
doing so, consider whether the other information is materially inconsistent with the financial statements or our
knowledge obtained in the audit or otherwise appears to be materially misstated. If we identify such material
inconsistencies or apparent material misstatements, we are required to determine whether there is a material
misstatement in the financial statements or a material misstatement of the other information. If, based on the
work we have performed, we conclude that there is a material misstatement of this other information, we are
required to report that fact.

We have nothing to report in respect of these matters.

Responsibilities of directors

As explained more fully in the Directors’ Responsibilities Statement, the directors are responsible for the
preparation of the financial statements and for being satisfied that they give a true and fair view, and for such
internal control as the directors determine is necessary to enable the preparation of financial statements that are
free from material misstatement, whether due to fraud or error.

In preparing the financial statements, the directors are responsible for assessing the Company's ability to
continue as a going concern, disclosing, as applicable, matters related to going concern and using the going
concern basis of accounting unless the directors either intend to liquidate the Company or to cease operations,
or have no realistic alternative but to do so.

Auditor’s responsibilities for the audit of the financial statements

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free
from material misstatement, whether due to fraud or error, and to issue an auditor's report that includes our
opinion. Reasonable assurance is a high level of assurance, but is not a guarantee that an audit conducted in
accordance with ISAs (UK) will always detect a material misstatement when it exists. Misstatements can arise
from fraud or error and are considered material if, individually or in the aggregate, they could reasonably be
expected to influence the economic decisions of users taken on the basis of these financial statements.

A further description of our responsibilities for the audit of the financial statements is located on the FRC'’s
website at: www.frc.org.uk/auditorsresponsibilities. This description forms part of our Auditor's Report.

bpinions on other matters prescribed by the Companies Act 2006

In our opinion, based on the work undertaken in the course of the audit:

. the information given in the Strategic Report and the Directors' Report for the financial year for which the
financial statements are prepared is consistent with the financial statements; and
. the Strategic Report and the Directors’ Report have been prepared in accordance with applicable legal

requirements.

In the light of the knowledge and understanding of the Company and its environment obtained in the course of
the audit, we have not identified any material misstatements in the Strategic Report or the Directors' Report.
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Independent Auditor's Report to the Members of BAE Systems Marine Limited (continued)

Matters on which we are required to report by exception

Under the Companies Act 2006 we are required to report in respect of the following matters if, in our opinion:

adequate accounting records have not been kept, or returns adequate for our audit have not been
received from branches not visited by us; or

the financial statements are not in agreement with the accounting records and returns; or

certain disclosures of directors’ remuneration specified by law are not made; or

we have not received all the information and explanations we require for our audit; or

the directors were not entitled to take advantage of the small companies’ exemption in preparing the
director’s report and from the requirement to prepare a strategic report

We have nothing to report in respect of these matters.

Use of our report

This report is made solely to the Company’s members, as a body, in accordance with Chapter 3 of Part 16 of the
Companies Act 2006. Our audit work has been undertaken so that we might state to the Company’s

members those matters we are required to state to them in an auditor’s report and for no other purpose. To the
fullest extent permitted by law, we do not accept or assume responsibility to anyone other than the Company and
the Company’'s members as a body, for our audit work, for this report, or for the opinions we have formed.

C A

Christopher Robertson (Senior Statutory Auditor)
for and on behalf of Deloitte LLP

2 Hardman Street
Manchester
M3 3HF

Date: qu\»& /LQ \Q\
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Income Statement

for the year ended 31 December 2018

Revenue
Operating costs
Other operating income

Operating profit

Financial expense

Profit before tax

Tax

Profit for the financial year

Note

The notes on pages 16 to 58 form part of these financial statements.

(restated)*
2018 2017
£'000 £'000
1,332,928 1,108,766
(1,201,593) (972,223)
8,551 11,531
139,886 148,074
(16,668) (20,616)
123,218 127,458
724 (8,235)
123,942 119,223

* Prior year comparatives have been restated upon the Company’s adoption of International Financial Reporting

Standard ("IFRS") 15, Revenue from Contracts with Customers. See note 20 for details regarding the

restatement.
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Statement of Comprehensive Income
for the year ended 31 December 2018

Profit for the year

Items that will not be reclassified to profit or loss:

Remeasurements on retirement benefit schemes**
Tax on items that will not be reclassified to the Income Statement

Items that may be reclassified to the Income Statement:

Amounts credited to hedging reserve .
Tax on items that will not be reclassified to the Income Statement

Other comprehensive income net of tax

Total comprehensive income for the year

The notes on p'ag,es 16 to 58 form part of the financial statements.

The results for 2018 and 2017 arise from continuing activities.

(restated)*
2018 2017
£'000 £'000
123,942 119,223
41,100 151,900
(6,987) (25,823)
276 169
(47) (29)
34,342 126,217
158,284 245,440

* Prior year comparatives have been restated upon the Company’s adoption of IFRS 15, Revenue from
Contracts with Customers. See note 20 for details regarding the restatement.

**2018 includes a charge of £5.1m to correct a prior year error in respect of the accounting valuation of a
longevity swap held by one of the Company’s defined benefit pension schemes. This error has not been
corrected retrospectively because it is not material to the Company's financial statements.
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Annual Report and Financial Statements
: 31 December 2018

Balance Sheet
as at 31 December 2018

Non-current assets

Intangible fixed assets
Property, plant and equipment
Retirement benefit surpluses
Financial assets

Deferred tax assets

Current assets

Inventories

Trade, other and contract receivables
Current financial assets

Cash and cash equivalents

Total assets

Non-current liabilities

Other payables

Retirement benefit obligations
Other financial liabilities
Provisions

Current liabilities

Trade and other payables
Other financial liabilities
Provisions

Current tax

Total liabilities

Net liabilities

(restated)*
2018 2017
Note £'000 £000
8 56,809 49,795
9 632,896 532,913
15 3,800 2,800
15 172 -
11 98,188 98,216
791,865 683,724
12 5,628 4,849
13 743,708 568,149
15 323 315
57 -
749,716 573,313
1,541,581 1,257,037
14 {438,950) (343,939)
15 (582,100) (609,300)
15 (4) (50)
17 (21,244) (21,339)
(1,042,298) (974,628)
14 {521,456) (452,857)
15 (46) (96)
17 (4,575) (16,569)
(6,285) (11,165)
(532,362) (480,687)
(1,574,660) (1,455,315)

(33,079)

(198,278)
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Balance Sheet (continued)
as at 31 December 2018

Capital and reserves |

Issued share capital
Other reserves
Retained deficit

Total equity

(restated)*

2018 2017

Note £'000 £'000
18 136,764 136,764
18 369 140
(170,212) (335,182)

(33,079)

(198,278)

* Prior year comparatives have been restated upon the Company’s adoption of IFRS 15, Revenue from
Contracts with Customers. See note 20 for details regarding the restatement. -

Approved by the Board on / 7 é /4 and signed on its behalf by:

J M Coll .
Director

Registered number: 00229770
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Statement of Changes in Equity
for the year ended 31 December 2018

At 1 January 2017

Profit for the year restated (note 19)

Tax in respect of items of other comprehensive
income

Other comprehensive income
Share-based payments

At 31 December 2017

Profit for the year

Tax in respect of items of other comprehensive
income

Other comprehensive income
Share-based payments

At 31 December 2018

Issued share Other Retained

capital reserves deficit Total equity
£'000 £'000 £'000 £'000
136,764 - (587,068) (450,304)
- - 119,223 119,223
- (29) (25,823) (25,852)

- 169 151,900 152,069

- - 6,586 6,586
136,764 140 (335,182) (198,278)
- - 123,942 123,942

- (47) (6,987) (7,034)

- 276 41,100 41,376

- - 6,915 6,915
136,764 369 (170,212) (33,079)

* Prior year comparatives have been restated upon the Company’s adoption of IFRS 15, Revenue from
Contracts with Customers. See note 20 for details regarding the restatement.

Page 15



BAE Systems Marine Limited
Annual Report and Financial Statements
31 December 2018

Notes to the Financial Statements

1. Accounting policies

BAE Systems Marine Limited (the “Company”) is a private company, limited by shares, and registered in
England and Wales and incorporated in the United Kingdom. Its ultimate controlling party is BAE Systems
plc. The address of the Company's registered office is shown on page 6. The principal activity of the
Company is set out in the Strategic Report on page 1.

1.1 Basis of preparation

These financial statements were prepared in accordance with FRS 101, Reduced Disclosure Framework
issued in September 2015. The amendments to FRS 101 (2015/16 cycle) issued in July 2016 and FRS
101 (2016/17 cycle) issued in July 2017 have no impact on the Company.

In preparing these financial statements, the Company applies the recognition, measurement and
disclosure requirements of International Financial Reporting Standards ("IFRS") as adopted by the EU
("EU-adopted IFRS"), but makes amendments where necessary in order to comply with the Companies
Act 2006 and has set out below where advantage of the FRS 101 disclosure exemptions has been taken:

the requirements of IFRS 7 Financial Instruments: Disclosures;
. the requirements of paragraphs 91 to 99 of IFRS 13 Fair Value Measurement;

. the requirements of the second sentence of paragraph 110 and paragraphs 113(a), 114, 115, 118,
119(a) to (c), 120 to 127 and 129 of IFRS 15 Revenue from Contracts with Customers; '

. the requirement in paragraph 38 of International Accounting Standard ("IAS") 1 Presentation of
Financial Statements, to present comparative information in respect of: paragraph 79(a)(iv) of IAS
1; paragraph 73(e) of IAS 16 Property, Plant and Equipment; paragraph 118(e) of IAS 38 Intangible
Assets; and paragraphs 76 and 79(d) of IAS 40 Investment Property;,

. the requirements of paragraphs 10(d), 10(f), 16, 38A, 38B, 38C, 38D, 40A, 40B, 40C, 40D, 111 and
134 to 136 of IAS 1 Presentation of Financial Statements;

. the requirements of IAS 7 Statement of Cash Flows;

. the requirements of paragraphs 30 and 31 of [AS 8 Accounting Policies, Changes in Accounting
Estimates and Errors;

. the requirements of paragraphs 17 and 18A of IAS 24 Related Party Disclosures;

. the requirements in IAS 24 Related Party Disclosures, to disclose related party transactions entered
into between two or more members of a group, provided that any subsidiary which is a party to the
transaction is wholly owned by such a member; and

. the requirements of paragraphs 130(f)(iii), 134(d) and 135(c) to 135(e) of IAS 36 Impairment of
Assets. ‘

The Company intends to continue to prepare its financial statements in accordance with FRS 101.
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Notes to the Financial Statements

1. Accounting policies (continued)
1.1 Basis of preparation (continued)

The Company is exempt under section 400 of the Companies Act 2006 from the requirement to prepare
consolidated financial statements as it and its subsidiary undertakings are included by full consolidation in
the consolidated financial statements of its ultimate parent, BAE Systems plc, a Company registered in
England and Wales. Accordingly, these financial statements present information about the Company as
an individual undertaking and not as a group.

The financial statements have been prepared under the historical cost convention, as modified by the
revaluation of relevant financial assets and financial liabilities (including derivative instruments). These
financial statements have been prepared using the going concern basis of accounting.

Critical accounting policies

Certain of the Company’s significant accounting policies are considered by the directors to be critical
because of the level of complexity, judgement or estimation involved in their application and their impact
on the financial statements. The critical accounting policies are listed below:

Critical accounting policy Description

Revenue and profit recognition The Company accounts for revenue in accordance
with IFRS 15 Revenue from Contracts with
Customers. For most of the Company’s contracts,
revenue and associated margin are recognised
progressively over time as costs are incurred, and
as risks have been mitigated or retired.
The ultimate profitability of contracts is based on
estimates of revenue and costs, including
allowances for technical and other risks, which are
reliant on the knowledge and experience of the
Company’s project managers, engineers, and
finance and commercial professionals. Material
changes in these estimates could affect the
profitability of individual contracts. Revenue and
cost estimates are reviewed and updated at least
quarterly, and more frequently as determined by
events or circumstances. See note 1.2.

Valuation of retirement benefit obligations Defined benefit pension scheme accounting

: valuations are prepared by independent actuaries.
The liabilities of the pension schemes are valued
based on a number of actuarial assumptions.
For each of the actuarial assumptions used there is
a range of possible values and management
estimates the point within that range that most
appropriately reflects the Company’s
circumstances. Small changes in these
assumptions can have a significant impact on the
size of the deficit. See note 16.
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Notes to the Financial Statements

1.

Accounting policies (continued)

1.1 Basis of preparation (continued)

Chester street provision The company holds a provision for asbestos
related iliness claims, valuations are prepared by
independent actuaries. The liabilities valued based
on a number of actuarial assumptions. For each of
the actuarial assumptions used there is a range of
possible values and management estimates the
point within that range that most appropriately
reflects the Company’s circumstances. Small
changes in these assumptions can have a
significant impact on the size of the provision. See
note 17.

Judgements made in applying accounting policies

In the course of preparing the financial statements, no judgements have been made in the process of
applying the Company’s accounting policies, other than those involving estimates, that have had a
significant effect on the amounts recognised in the financial statements.

Sources of estimation uncertainty

The application of the Company's accounting policies requires the use of estimates. In the event that
these estimates prove to be incorrect, there may be an adjustment to the carrying amounts of assets and
liabilities within the next financial year. The significant estimates in relation to the Company’s critical
accounting policies are set out above.

Changes in accounting policies
IFRS 9 Financial instruments and IFRS 15 Revenue from Contracts with Customers became effective on
1 January 2018. The impact of adoption is set out in note 20.

Several other standards, interpretations and amendments to existing standards became effective on
1 January 2018, none of which had a material impact on the Company.

IFRS 16 Leases is effective from 1 January 2019. The standard replaces IAS 17 Leases. Whilst lessor
accounting under IFRS 16 is similar to IAS 17, lessee accounting is significantly different. Under IFRS 16,
the Company will recognise within the Balance Sheet a right-of-use asset and a lease liability for future
lease payments in respect of all leases, unless the underlying assets are of low value or the lease term is
12 months or less. Within the Income Statement, rental expense on the impacted leases will be replaced
with depreciation on the right-of-use asset and interest on the lease liability. )

Significant accounting policies

The significant accounting policies applied in the preparation of these financial statements are set out
below. These policies have been applied consistently to all the years presented, unless otherwise stated.
The directors believe that the financial statements reflect appropriate judgements and estimates, and
provide a true and fair view of the Company'’s financial performance and position.
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Notes to the Financial Statements

1. Accounting policies (continued)
1.2 Revenue and profit recognition

Revenue represents income derived from contracts for the provision of goods and services, over time or
at a point in time, by the Company to customers in exchange for consideration in the ordinary course of
the Company’s activities.

Performance obligations

Upon approval by the parties to a contract, the contract is assessed to identify each promise to transfer
either a distinct good or service or a series of distinct goods or services that are substantially the same
and have the same pattern of transfer to the customer. Goods and services are distinct and accounted for
as separate performance obligations in the contract if the customer can benefit from them either on their
own or together with other resources that are readily available to the customer and they are separately
identifiable in the contract. The Company provides warranties to its customers to give them assurance that
its products and services will function in line with agreed-upon specifications. Warranties are not provided
separately and, therefore, do not represent separate performance obligations.

Transaction price

At the start of the contract, the total transaction price is estimated as the amount of consideration to which
the Company expects to be entitled in exchange for transferring the promised goods and services to the
customer, excluding sales taxes. Variable consideration, such as price escalation, is included based on
the expected value or most likely amount only to the extent that it is highly probable that there will not be a
reversal in the amount of cumulative revenue recognised. The transaction price does not include
estimates of consideration resulting from contract modifications, such as change orders, until they have
been approved by the parties to the contract. The total transaction price is allocated to the performance
obligations identified in the contract in proportion to their relative stand-alone selling prices. Given the
bespoke nature of many of the Company’s products and services, which are designed and/or
manufactured under contract to the customer’s individual specifications, there are typically no observable
stand-alone selling prices. Instead, stand-alone selling prices are typically estimated based on expected
costs plus contract margin consistent with the Company’s pricing principles. Whilst payment terms vary
from contract to contract, on many of the Company’'s contracts, an element of the transaction price is
received in advance of delivery. The Company therefore has significant contract liabilities. The Company's
contracts are not considered to include significant financing components on the basis that there is no
difference between the consideration and the cash selling price as a result of UK Ministry of Defence
contracting rules which prohibit the inclusion of financing in the sales price.

Revenue and profit recognition

Revenue is recognised as performance obligations are satisfied as control of the goods and services is
transferred to the customer. For each performance obligation within a contract, the Company determines
whether it is satisfied over time or at a point in time. Performance obligations are satisfied over time if one
of the following criteria is satisfied:

. the customer simultaneously receives and consumes the benefits provided by the Company's
performance as it performs; .

. the Company’s performance creates or enhances an asset that the customer controls as the asset
is created or enhanced; or

. the Company's performance does not create an asset with an alternative use to the Company and it

has an enforceable right to payment for performance completed to date.

The Company has determined that most of its contracts satisfy the over-time criteria, either because the
customer simultaneously receives and consumes the benefits provided by the Company's performance as
it performs (typically services or support contracts) or the Company’'s performance does not create an
asset with an alternative use to the Company and it has an enforceable right to payment for performance
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1. Accounting policies (continued)
1.2 Revenue and profit recognition (continued)
completed to date (typically development or production contracts).

For each performance obligation to be recognised over time, the Company recognises revenue using an
input method, based on costs incurred in the period. Revenue and attributable margin are calculated by
reference to reliable estimates of transaction price and total expected costs, after making suitable
allowances for technical and other risks. Revenue and associated margin are therefore recognised
progressively as costs are incurred, and as risks have been mitigated or retired. The Company has
determined that this method faithfully depicts the Company's performance in transferring control of the
goods and services to the customer.

If the over-time criteria for revenue recognition are not met, revenue is recognised at the point in time that -
control is transferred to the customer, which is usually when legal title passes to the customer and the
business has the right to payment, for example, on delivery.

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

Contract modifications

The Company’s contracts are often amended for changes in customers’ requirements and specifications.
A contract modification exists when the parties to the contract approve a modification that either changes
existing or creates new enforceable rights and obligations. The effect of a contract modification on the
transaction price and the Company's measure of progress towards the satisfaction of the performance
obligation to which it relates is recognised in one of the following ways:

1. prospectively, as an additional, separate contract; or
2. prospectively, as a termination of the existing contract and creation of a new contract; or
3. as part of the original contract using a cumulative catch-up.

The majority of the Company's contract modifications are treated under either 1 (for example, the
requirement for additional distinct goods or services) or 3 (for example, a change in the specification of the
distinct goods or services for a partially completed contract), although the facts and circumstances of any
contract modification are considered individually as the types of modifications will vary contract-by-contract
and may result in different accounting outcomes.

Costs to obtain a contract

The Company expenses pre-contract bidding costs which are incurred regardless of whether a contract is
awarded. The Company does not typically incur costs to obtain contracts that it would not have incurred
had the contracts not been awarded, such as sales commission.

Costs to fulfil a contract
Contract fulfillment costs in respect of over-time contracts are expensed as incurred. Contract fulfillment
costs in respect of paint in time contracts are accounted for under |AS 2 Inventories.
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1. Accounting policies (continued)
1.3 Leases

Lease income under operating leases is recognised in the Income Statement on a straight-line basis over
the lease term.

Lease payments made under operating leases, including incentives granted, are recognised in the Income
Statement on a straight-line basis over the lease term.
1.4 Research and development

The Company undertakes research and development activities either on its own behalf or on behalf of
customers. :

Company-funded expenditure on research, and on development activities not meeting the conditions for
capitalisation, is written off as incurred and charged to the Income Statement.

Where the research and development activity is performed on behalf of customers, the revenue arising is
recognised in the Income Statement in accordance with the Company’s revenue recognition policy.

1.5 Intangible assets
Intangible assets are carried at cost or valuation, less accumulated amortisation and impairment losses.

Software
Software includes:

) Computer software licences acquired for use within the Company which are capitalised as an
intangible asset on the basis of the costs incurred to acquire and bring to use the specific software;
and

. Software development costs that are directly associated with the production of identifiable and

unique software products controlled by the Company, and that will probably generate economic
benefits exceeding costs beyond one year, which are recognised as intangible assets. Company-
funded expenditure associated with enhancing or maintaining computer software programs for sale
is recognised as an expense as incurred.

Amortisation
Amortisation of intangible assets, is charged to the Income Statement on a straight-line basis over their
estimated useful lives.

The estimated useful lives are as follows:

Software -2to 5 years
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1. Accounting policies (continued)
1.6 Property, plant and equipment

Cost

ltems of property, plant and equipment are stated at cost less accumulated depreciation and impairment
losses. The cost of self-constructed assets includes the cost of materials, direct labour and an appropriate
proportion of production overheads. The cost of demonstration assets is written off as incurred.

Assets held for leasing out under operating leases are included in property, plant and equipment at cost
less accumulated depreciation and impairment losses.

Depreciation
Depreciation is provided, normally using the straight-line method, to write off the cost of property, plant
and equipment over their estimated useful lives to any estimated residual value, using the following rates:

Buildings - up to 50 years, or the lease term if shorter
Computing equipment and - 4 to 5 years

motor vehicles

Other equipment - 10 to 20 years, or project life if shorter years

No depreciation is provided on freehold land and assets in the course of construction.

The assets' residual values, useful lives and depreciation methods are reviewed, and adjusted if
appropriate, at each Balance Sheet date.

Impairment
The carrying amounts of the Company's property, plant and equipment are reviewed at each Balance
Sheet date to determine whether there is any indication of impairment.
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1.7 Impairment

The carrying amounts of the Company’s intangible assets are reviewed at each Balance Sheet date to
determine whether there is any indication of impairment as required by IAS 36 Impairment of Assets. If
any such indication exists, the asset's recoverable amount is estimated. For intangible assets that are not
yet available for use, impairment testing is performed annually.

An impairment loss is recognised whenever the carrying amount of an asset or its cash-generating unit
exceeds its recoverable amount.

The recoverable amount is the greater of fair value less costs to sell and value in use. In assessing value
in use, the estimated future cash flows are discounted to their present value using an appropriate pre-tax
discount rate. For an asset that does not generate largely independent cash flows, the recoverable
amount is determined for the cash-generating unit to which the asset belongs.

Impairment losses are recognised in the Income Statement.

An impairment loss in respect of intangible assets or property, plant and equipment is reversed if the
subsequent increase in recoverable amount can be related objectively to an event occurring after the
impairment loss was recognised or if there has been a change in the estimate used to determine the
recoverable amount.

An impairment loss is reversed only to the extent that the asset’'s carrying amount does not exceed the
carrying amount that would have been determined, net of depreciation or amortisation, if no impairment
loss had been recognised.

1.8 Inventories

Inventories are stated at the lower of cost, including all relevant overhead expenditure, and net realisable
value.

1.9 Trade, other and contract receivables

Trade and other receivables are stated at amortised cost including a provision for expected credit losses.
The Company measures the provision at an amount equal to lifetime expected credit losses, estimated by
reference to past experience and relevant forward-looking factors.

Contract receivables represent amounts for which the Company has an unconditional right to
consideration in respect of unbilled revenue recognised at the Balance Sheet date and comprise costs
incurred plus attributable margin.
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1. Accounting policies (continued)
1.10 Trade and other payables
Trade and other payables are stated at their amortised cost.
1.11 Provisions for liabilities

A provision is recognised in the Balance Sheet when the Company has a present legal or constructive
obligation as a result of a past event, it is probable that an outflow of economic benefits will be required to
settle the obligation and the amount has been reliably estimated. If the effect is material, provisions are
determined by discounting the expected future cash flows at an appropriate pre-tax discount rate.

Legal, contractual and environmental

The Company holds provisions for expected legal, contractual and environmental costs that it expects to
incur over an extended period. Management exercises judgement to determine the amount of these
provisions. Provision is made for known issues based on past experience of similar items and other
known factors. Each provision is considered separately and the amount provided reflects the best
estimate of the most likely amount, being the single most likely amount in a range of possible outcomes.

Other
The provision relates to amounts provided in respect of uninsured liabilities to former employees arising
from asbestos exposure. The liabilities are expected to unwind over a period of approximately 50 years.
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1. Accounting policies (continued)
1.12 Retirement benefit obligations

Defined contribution pension schemes

A defined contribution pension scheme is a post-employment benefit plan under which the Company pays
fixed contributions into a separate entity and will have no legal or constructive obligation to pay further
amounts.

Obligations for contributions are recognised as an expense in the Income Statement as incurred.

Defined benefit pension schemes

The cost of providing benefits is determined periodically by independent actuaries and charged to the
Income Statement in the period in which those benefits are earned by the employees. Remeasurements,
including actuarial gains and losses, are recognised in the Statement of Comprehensive Income in the
period in which they occur. Past service costs resulting from a plan amendment or curtailment are
recognised immediately in the Income Statement.

The retirement benefit surpluses and obligations recognised in the Company’s Balance Sheet represents
the fair value of scheme assets, less the present value of the defined benefit obligations calculated using
a number of actuarial assumptions as set out on page 44. The bid values of scheme assets are not
intended to be realised in the short term and may be subject to significant change before they are realised.
The present values of scheme liabilities are derived from cash flow projections over long periods and are,
therefore, inherently uncertain. :

IAS 19 Employee Benefits, limits the measurement of a defined benefit surplus to the lower of the surplus
in the defined benefit scheme and the asset ceiling. The asset ceiling is the present value of any economic
benefits available in the form of refunds from the scheme or reductions in future contributions to the
scheme. International Financial Reporting Interpretations Committee ("IFRIC") 14, IAS 19 The Limit on a
Defined Benefit Asset, Minimum Funding Requirements and their Interaction, issued in 2007, provides an
interpretation of the requirements of IAS 19 clarifying that a refund is available if the entity has an
unconditional right to a refund in certain circumstances. The Company has applied IFRIC 14 and has
determined that there is no limit on the recognition of the surpluses in its defined benefit pension schemes
as at 31 December 2018.

The Company participates in a number of group and multi-employer schemes administered by its ultimate
parent Company, BAE Systems plc. A share of the IAS 19 Employee Benefits, pension deficit has been
allocated to all participating employers. This allocation is based on the relative payroll contributions of
active members which is consistent with prior years.

Whilst this methodology is intended to reflect a reasonable estimate of the share of the deficit, it may not
accurately reflect the obligations of the participating employers. Gains and losses resulting from changes
to the relative payroll contributions of active members year on year are included within actual return on
assets and actuarial gains and losses for the disclosures in respect of changes in the fair value of scheme
assets and changes in the present value of defined benefit obligations, respectively.

In the event that an employer who participates in BAE Systems plc’s pension schemes fails or cannot be
compelled to fulfil its obligations as a participating employer, the remaining participating employers are
obliged to collectively take on its obligations. The Company considers the likelihood of this event arising as
remote.
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1. Accounting policies (continued)
1.13 Share-based payments

BAE Systems plc, the Company's ultimate parent company, issues equity-settled share options to
employees of the Company. In accordance with the requirements of IFRS 2 Share-based Payment, the
Company has recognised a charge for the equity-settied share options issued to its employees.

Equity-settled share options and long-term incentive plan arrangements are measured at fair value at the
date of grant using an option pricing model.

The fair value is expensed on a straight-line basis over the vesting period, based on the Company's
estimate of the number of shares that will actually vest.

1.14 Tax

Tax expense comprises current and deferred tax. Current and deferred tax is recognised in profit or loss
except to the extent that it relates to a business combination or items recognised directly in equity or other
comprehensive income.

Current tax
Current tax is the expected tax payable or receivable on the taxable profit or loss for the year, using tax
rates enacted at the reporting date, and any adjustment to tax payable in respect of previous years.

Deferred tax

Deferred tax is recognised in respect of temporary differences between the carrying amounts of assets
and liabilities for financial reporting purposes and the amounts used for taxation purposes. Deferred tax is
not recognised for temporary differences:

. on the initial recognition of assets or liabilities in a transaction that is not a business combination
and that affects neither accounting nor taxable profit or loss;

. related to investments in subsidiaries and equity accounted investments to the extent that it is
probable that they will not reverse in the foreseeable future; and

. arising on the initial recognition of goodwill.

Deferred tax is measured at the tax rates that are expected to be abplied to temporary differences when
they reverse, based on the laws that have been enacted or substantively enacted by the reporting date.

A deferred tax asset is recognised for unused tax losses, tax credits and deductible temporary differences
to the extent that it is probable that future taxable profits will be available against which they can be
utilised. Deferred tax assets are reviewed at each reporting date and reduced to the extent that it is no
longer probable that the related tax benefit will be realised.

The most significant recognised deferred tax assets relate to the deficits on the Company's
pension/retirement benefit schemes. This is because retirement benefit costs are deducted in
determining accounting profit as service is provided by employees, but deducted in determining taxable
profit either when the contributions are paid to the pension/retirement benefit schemes or when retirement
benefits are paid. In reviewing the probability that taxable profits will be available in the future against
which such contributions/payments can be deducted, account has been taken of the deficit recovery plans
agreed with the trustees of the relevant schemes under which the deficits are expected to be cleared
between 2021 and 2026.
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1. Accounting policies (continued)

1.14 Tax (continued)

Deferred tax assets and liabilities are offset if there is a legally enforceable right to offset current tax
liabilities and assets, and they relate to corporate income taxes levied by the same tax authority and they
intend to settle current tax liabilities and assets on a net basis or their tax assets and liabilities will be
realised simultaneously.

2, Segmental analysis
2018 2017
£'000 £000
Revenue by customer location
United Kingdom 1,332,191 1,108,766
United Kingdom - intra group 737 -

1,332,928 1,108,766

3. Other operating income
2018 2017
£'000 £'000
Other operating income 881 109
Other income on Dreadnought programme enabling works 7,670 11,422
8,551 11,531

4. Financial expense

2018 2017
£'000 £000
Unwinding of discount 1,168 , 1,616
Net interest expense on retirement benefit obligations (note 16) 15,500 19,000
Financial expense 16,668 20,616
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5.

Operating costs

Operating costs are stated after charging:

(restated)*

2018 2017

£'000 £'000

Raw materials, subcontracts and other bought in items 506,075 348,314
Depreciation and amortisation 45,178 27,457
Staff costs 452,898 401,819
Sublease costs 1,628 907
Other operating charges 195,814 193,726
1,201,593 972,223

* Prior year comparatives have been restated upon the Company’s adoption of IFRS 15, Revenue from
Contracts with Customers. See note 20 for details regarding the restatement.

The remuneration of the auditor for the year ended 31 December 2018 for auditing of the financial
statements was £0.1m (2017 £0.2m) and nil (2017 nil) in respect of non-audit work. Total research and
development expenditure was £258.4m (2017 £229.6m), of which £3.6m (2017 £3.3m) was funded by
the Company. As noted in the Directors’ Report, Deloitte LLP was appointed as statutory auditor for 2018,
replacing KPMG LLP, who resigned following the 2017 audit. Accordingly, references related to 2018
relate to Deloitte LLP and 2017 to KPMG LLP.

Employees

The weekly average number of Company employees was 8,749 (2017 7,472). The aggregate staff costs
of Company employees were as follows:

2018 2017

£'000 £'000

Wages and salaries 343,707 311,248
Social security costs 34,296 31,468
Cost of defined benefit schemes (note 16) 51,800 39,500
Cost of defined contribution schemes (note 16) 16,180 13,019
Share-based payments (note 19) 6,915 6,584
452,898 401,819

The disclosures below represent an allocation of the emoluments received by the directors to reflect their
qualifying services to the Company.
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6.

Employees (continued)

Directors' remuneration
Company contributions to defined benefit pension schemes
Compensation for loss of office

Retirement benefits are accruing to the foIIowing number of directors under:

Defined benefit schemes

The number of directors who exercised share options

The number of directors in respect of whose qualifying services were
received or receivable under long-term incentive schemes

2018 2017
£'000 £'000
686 567
164 70

268 -
1,118 637
2018 2017
Number of Number of
directors directors
2 3
2018 2017
Number of Number of
directors directors
1 1
2 1
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6.

Employees (continued)

Amounts paid in respect of the highest paid director were as follows:

2018 2017

£'000 £'000

Remuneration and amounts receivable under long-term incentive plans 459 285
Company contributions to defined benefit pension schemes 125 -

584 285

The highest paid director's benefit accrued pension and accrued lump sum at 31 December 2017 was

£156k (2017 £38k) and £nil (2017 £nil).

During the year, the highest paid director received shares under a long-term incentive scheme,

Tax

UK:
Current tax
Adjustment in respect of prior years

Deferred tax
Origination and reversal of temporary differences

Adjustment in respect of prior years

Tax income/(expense)

As restated*

2018 2017
£'000 £'000
- (11,165)
(6,285) -
(6,285) (11,165)
6,874 3,349
135 (419)
7,009 2,930
724 (8,235)

* Prior year comparatives have been restated upon the Company’s adoption of IFRS 15, Revenue from
Contracts with Customers. See note 20 for details regarding the restatement.

The UK corporation tax rate was reduced from 20% to 19% with effect from 1 April 2017, and will be
reduced to 17% with effect from 1 April 2020. In line with these changes the deferred tax assets and
liabilities have been calculated at the tax rates that are expected to apply to temporary differences when
they reverse, based on the laws enacted or substantially enacted by the reporting date.
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7. Tax (continued)

Reconciliation of tax result
The following reconciles the expected tax (expense) using the UK corporate tax rate, to the reported tax

income/(expense):
As restated”
2018 2017
£'000 £'000
Profit before tax 123,218 127,458
UK corporation tax rate 19.00% 19.25%
Expected tax (expense) on profit (23,411) (24,536)
Expenses not tax affected . (1,839) (760)
Income not subject to tax ' . 1,851 471
Research and development tax credits (183) 187
Property, plant and equipment 189 57
Pensions and other provisions : (258) (82)
Share based payments 77 90
Imputed interest (income) (1,066) (800)
Losses received from BAE Systems plc group companies free of charge 31,514 17,588
Adjustment in respect of prior years (6,150) (419)
Other - (31)
Tax income/(expense) . 724 (8,235)

* Prior year comparatives have been restated upon the Company's adoption of IFRS 15, Revenue from
Contracts with Customers. See note 20 for details regarding the restatement.
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7.

Tax (continued)

Tax recognised in other comprehensive income

Items that will not be reclassified to the income
statement:

Remeasurements on retirement benefit schemes

Items that may be reclassified to the income statement:

Amounts credited to hedging reserves

Items that will not be reclassified to the income
statement:

Remeasurements on retirement benefit schemes

Items that may be reclassified to the income statement:

Amounts credited to hedging reserves

2018
2018 Tax benefit/ 2018
Before tax expense Net of tax
£000 £000 £000
41,100 (6,987) 34,113
276 (47) 229
41,376 (7,034) 34,342

As restated*

As restated* 2017 As restated*
2017 Tax benefit/ . 2017

Before tax expense Net of tax
£'000 £'000 £'000
151,900 (25,823) 126,077
169 (29) 140
152,069 (25,852) 126,217
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7. Tax (continued)

Deferred tax
Financial instruments
Retirement benefit schemes -

Tax on other comprehensive income

Deferred tax
Financial instruments
Retirement benefit schemes

Tax on other comprehensive income

2018 2018
Other Retained 2018
reserves earnings Total
£'000 £'000 £'000
(47) - (47)
- (6,987) (6,987)
(47) (6,987) (7,034)

As restated*

As restated*

2017 2017 As restated*
Other Retained 2017
reserves earnings Total
£000 £'000 £'000
(29) - (29)

- (25,823) (25,823)

(29) (25,823) (25,852)

* Prior year comparatives have been restated upon the Company’'s adoption of IFRS 15, Revenue from

Contracts with Customers. See note 20 for details regarding the restatement.
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8. Intangible assets
Assets in
course of
Software construction Total
£'000 £'000 £'000
Cost
At 1 January 2018 94,749 8,074 102,823
Additions 7,021 12,820 19,841
Transfer between categories 5771 (5,771) -
At 31 December 2018 107,541 15,123 122,664
Amortisation
At 1 January 2018 53,028 - 53,028
Charge for the year 12,827 - 12,827
At 31ADecember 2018 ' 65,855 - 65,855
Net book value
At 31 December 2018 41,686 15,123 56,809
At 31 December 2017 41,721 8,074 49,795
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9. Property, plant and equipment

Short-term Fixtures Assets in
Land and leasehold Plant and and course of
buildings property machinery fittings construction Total
£'000 £'000 £'000 £'000 £'000 £'000
Cost or valuation
At 1 January 2018
(restated)* 301,493 409 343,408 2,618 260,129 908,057
Additions 27,922 - 18,788 118 85,960 132,788
Disposals (1,278) - (9,361) (10) - (10,649)
Transfers between
classes 129,745 - 29,458 - (159,203) -
At 31 December
2018 457,882 409 382,293 2,726 186,886 1,030,196
Depreciation
~ At 1 January 2018 145,467 388 226,822 2,467 - 375,144
Depreciation charge
for the year 12,924 6 19,341 80 - 32,351
Disposals (1,066) - (9?1 19) (10) - (10,195)
At 31 December
2018 157,325 394 237,044 2,537 - 397,300
Net book value
At 31 December
2018 300,557 15 145,249 189 186,886 632,896
At 31 December 2017 156,026 21 116,586 151 260,129 532,913
Land and
buildings
£'000
Non-depreciated assets (included in the above):

Land ‘ 661

Includes £20m (2017 £42m) of plant and machinery at Barrow-in-Furness, UK, relating to the
Dreadnought submarine programme funded by the UK government.

*The prior year brought forward balance has been restated to correct incorrect asset classification at year
end.
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10.

1.

Fixed asset investments

£000
Carrying value

At 1 January and 31 December 2018

In accordance with Section 409 of the Companies Act 2006, the Company's significant holding during the
year was in FBV Designs Limited, it previously held 50% of its ordinary share capital. This company was
dissolved on 21 August 2018. No reversals to the impairment occurred before dissolution.

Deferred tax

Deferred tax assets/(liabilities)

Deferred tax assets Deferred tax liabilities Net balance at 31 December
As restated As restated As restated
2018 2017* 2018 2017* 2018 2017*
£'000 £'000 £'000 £'000 £000 £'000
Property, plant and - - (122) (532) (122) (532)
equipment
Provisions and accruals 59 60 - - 59 60
Retirement benefit 98,311 103,108 - - 98,311 103,108
schemes
Share-based payments 16 21 - - 16 21
Financial instruments - - (76) (29) (76) (29)
Other items : - - - (4,412) - (4,412)
98,386 103,189 (198) (4,973) 98,188 98,216
Set off of tax (198) (4,973) 198 4,973 - -
Net deferred tax assets 98,188 98,216 - - 98,188 98,216
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1.

Deferred tax (continued)

Movement in temporary differences during the year

Property, plant and equipment
Share-based payments
Provisions and accruals
Retirement benefit schemes
Financial instruments

Other*

Deferred tax assets

Property, plant and equipment
Share-based payments

Provisions and accruals

Retirement benefit schemes surplus
Financial instruments

Other*

Deferred tax assets

At At 31

1 January Recognised Recognised December

2018 in income in equity 2018

£'000 £'000 £'000 £'000

(532) 410 - (122)

21 2) 3) 16

60 ) - 59

103,108 2,190 (6,987) 98,311

(29) - (47) (76)
(4,412) 4,412 - -

98,216 7,009 (7,037) 98,188

As restated

As restated

At As restated At 31

1 January Recognised Recognised December
2017 in income in equity 2017
£000 £000 £000 £'000
(514) (18) - (532)

20 (1) 2 21

23 37 - 60
128,353 578 (25,823) 103,108
- - (29) (29)
(6,746) 2,334 - (4,412)
121,136 2,930 (25,850) 98,216

*Prior year comparatives have been restated upon the Company's adoption of IFRS 15 Revenue from
Contract with Customers. See note 20 for details regarding the restatement.
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12.

13.

Inventories
(restated)*
2018 2017
£'000 £'000
Raw materials and consumables 4,004 2,801
Work in progress 1,624 2,048
5,628 4,849

* Prior year comparatives have been restated upon the Company’'s adoption of IFRS 15, Revenue from

Contracts with Customers. See note 20 for details regarding the restatement.

Trade, other and contract receivables

(restated)*
2018 2017
£'000 £'000

Current
Contract receivables 90,359 45,391
Trade receivables 1,756 9,851
Amounts owed by BAE Systems plc and its subsidiaries 611,297 439,079
Other debtors 30,779 23,678
Prepayments and accrued income 9,517 50,150
743,708 568,149

* Prior year comparatives have been restated upon the Company's adoption of IFRS 15, Revenue from

Contracts with Customers. See note 20 for details regarding the restatement.
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14. Trade and other payables

Non-current

Deferred income

Current

Contract liabilities

Trade payables

Amounts owed to BAE Systems plc and its subsidiaries
Accruals and deferred income

Other payables

(restated)*
2018 2017*
£000 £000

438,950 343,939

438,950 343,939

107,805 174,694
74,980 43,478
253,951 169,302
63,634 47,491
21,086 17,892

521,456 452,857

* Prior year comparatives have been restated upon the Company's adoption of IFRS 15, Revenue from
Contracts with Customers. See note 20 for details regarding the restatement.

Deferred income is arising from funding received in relation to Dreadnought programme enabling works.
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15.

Other financial assets and liabilities

Financial assets
Non-current

Cash flow hedges - foreign exchange contracts
Current

Cash flow hedges - foreign exchange contracts

Financial liabilities
Non-current

Cash flow hedges - foreign exchange contracts

Current

Cash flow hedges - foreign exchange contracts

2018
£000

172

323

4)

(46)

2017
£000

315

(50)

(96)

Page 40



BAE Systems Marine Limited
Annual Report and Financial Statements
31 December 2018

Notes to the Financial Statements

16. Retirement benefit obligations

Background

BAE Systems plc operates pension schemes for qualifying employees in the UK, US and other
countries. The principal schemes in the UK are funded defined benefit schemes and the assets are held
in separate trustee-administered funds.

At 31 December 2018, the weighted average durations of the UK defined benefit pension obligations
were 17 years (2017 18 years).

The Company participates in the following BAE Systems plc schemes: BAE Systems Pension Scheme
(Main Scheme), BAE Systems 2000 Pension Plan (2000 Plan), BAE Systems Executive Pension
Scheme, Royal Ordnance Pension Scheme, Alvis Pension Scheme and Shipbuilding industries Pension
Scheme (SIPS).

The split of the defined benefit pension liability on a funding basis between active, deferred and
pensioner members for the most significant schemes (based on the size of the closing net
deficit/surplus) is set out below:

Acti\ée Deferr%d Pensiongr

(] (4 (]
Main Scheme' . . 35 20 45
BAE Systems (VSEL) Section of SIPS * 38 23 39

1.Source: Main Scheme actuarial valuation report as at 31 March 2017.
2. Source: BAE Systems (VSEL) Section of SIPS actuarial valuation 31 March 2017.

Regulatory framework

The funded UK schemes are registered and subject to the statutory scheme-specific funding
requirements outlined in UK legislation, including the payment of levies to the Pension Protection Fund
as set out in the Pension Act 2004. These schemes were established under trust and the responsibility
for their governance lies jointly with the trustees and BAE Systems plc.

Benefits

The UK defined benefit schemes provide benefits to members in the form of a set level of pension
payable for life based on members’ final salaries. The benefits attract inflation-related increases both in
deferment and payment. All UK defined benefit schemes are closed to new entrants, with benefits for
new employees being provided through a defined contribution scheme. The Normal Retirement Age for
active members of the Main Scheme and 2000 Plan is 65. Specific benefits applicable to members differ
between schemes. Further details on the benefits provided by each scheme are provided on the BAE
Systems Pensions website: www.baesystemspensions.com.

A UK High Court judgment was delivered on 26 October 2018 concerning gender equalisation for the
effect of Guaranteed Minimum Pensions (GMPs) for occupational pension schemes. It is expected that
the total impact of GMP equalisation for all Group subsidiaries will be in the region of £121m based on
an estimate as at 26 October 2018 for the UK schemes that were contracted out of the State Earnings
Related Pension Scheme between 1990 and 1997. This has been treated for IAS 19 purposes as a plan
amendment and resulted in an increase in the pension deficit in the Balance Sheet and a corresponding
past service cost in the Income Statement. The Company has been allocated a share of the past
service cost based on the relative payroll contributions of active members. The Company’s share of the
£121m is £22.9m.
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16. Retirement benefit obligations (continued)

Funding

Introduction

Disclosures in respect of pension funding provided below reflect the pension schemes as a whole.
Disclosures in respect of pension accounting under IAS 19 are provided on pages 45 to 50.

The majority of the UK defined benefit pension schemes are funded by BAE Systems plc's subsidiaries
and equity accounted investments. The individual pension schemes’ funding requirements are based on
actuarial measurement frameworks set out in their funding policies.

For funding valuation purposes, pension scheme assets are included at market value at the valuation
date, whilst the liabilities are measured on an actuarial funding basis using the projected unit credit
method and discounted to their present value based on prudent assumptions set by the trustees
following consultation with scheme actuaries.

The funding valuations are performed by professional qualified independent actuaries and include
assumptions which differ from the actuarial assumptions used for IAS 19 accounting purposes shown on
page 45. The purpose of the funding valuations is to design funding plans which ensure that the
schemes have sufficient funds available to meet future benefit payments.

Valuations .

Funding valuations of the UK defined benefit schemes are performed every three years. The latest
valuations were performed as at 31 March 2017. The next funding valuations will have an effective date
of no later than 31 March 2020.

In November 2017, the triennial funding valuations and, where necessary, deficit recovery plans were
agreed with the trustees and certified by the scheme actuaries after consultation with the UK Pensions
Regulator.

The results of the most recent triennial valuations at 31 March 2017 are shown below:

BAE Systems

Main Section o Other
Scheme SIPS schemes T‘E’Lanl

£bn £bn £bn
Market value of assets 12.8 1.8 7.0 216
Present value of liabilities (14.4) (2.0) (7.3) (23.7)
Funding (deficit)/surplus (1.6) (0.2) (0.3) (2.1)

Percentage of accrued benefits covered by the assets at the

valuation date 89% 90% 96% 91%

The valuations were determined using the following mortality assumptions:

» 2017
Life expectancy of a male currently aged 65 (years) 86 -89
Life expectancy of a female currently aged 65 (years) 88-90
Life expectancy of a male currently aged 45 (years) 88 — 92
Life expectancy of a female currently aged 45 (years) 91 —-93
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16. Retirement benefit obligations (continued)

The discount rate assumptions used in the 2017 valuations were directly based on prudent levels of
expected returns for the assets held by the schemes, reflecting the planned investment strategies and
maturity profiles of each scheme. The discount rates are curves which provide a different rate for each
year into the future.

The inflation assumptions are derived using data from the Bank of England which is based on the
difference between the yields on index-linked and fixed interest long-term government bonds. The
inflation assumption is a curve which provides a different rate for each year into the future.

In aggregate, the total net funding deficit across the UK schemes at 31 March 2017, prior to allocation to
other participating employers, was £2.1bn. The funding valuations resulted in a significantly lower deficit
than under IAS 19, largely due to lower liabilities reflecting the higher discount rate assumption. Under
IAS 19, the discount rate for accounting purposes is based on third-party AA corporate bond yields
whereas, for funding valuation purposes, the discount rate is based on a prudent level of expected
returns from the broader and mixed types of investments reflected in the schemes’ investment
strategies, which are expected to yield higher returns than bonds. .

The agreements reached are underpinned by contingency plans, which include a commitment by BAE
Systems plc to a further £50m of deficit funding into the largest scheme prior to the next triennial
valuation in the event that the scheme funding level was to fall below pre-determined parameters. In
addition, BAE Systems plc would be required to pay £187m across its schemes with deficits at the
valuation date if the funding levels for those schemes were to fall significantly and were to remain at or
below those levels for nine months.

There have been no changes to the contributions or benefits, as set out in the rules of the schemes, for
pension scheme members as a result of the new funding valuations.

The results of future triennial valuations and associated funding requirements will be impacted by a
number of factors, including the future performance of investment markets and anticipated members’
longevity.

Contributions
Under the terms of the trust deeds of the UK schemes, BAE Systems plc is required to have a funding
plan determined at the conclusion of the triennial funding valuations.

The total Company contributions made to the defined benefit schemes in the year ended 31 December
2018 were £54.41m (2017 £44.4m).

Deficit contributions will further increase in line with any percentage growth in dividend payments made
by BAE Systems plc. Under the deficit recovery plans, these annual payments would subsequently fall by
£50m in 2022 as the deficits on certain schemes are expected to be cleared. The annual payments are
expected to end in 2026 when all deficits are projected to be cleared. Under the last agreement made in
2014, all scheme deficits were projected to be cleared in 2026. Deficit recovery payments are allocated
to all participating employers based on the relative payroll contributions of active members.

‘In 2019, the Company expects that contributions to its pension schemes will be broadly in line with 2018.
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Retirement benefit obligations (continued)

Risk management

The defined benefit pension schemes expose the Company to actuarial risks, including market
(investment) risk, interest rate risk, inflation risk and longevity risk.

Risk

Mitigation

Market (investment) risk

Asset returns may not move in line
with the liabilities and may be subject
to volatility.

The investment portfolios are highly diversified, investing in a wide range of assets, in
order to reduce the exposure of the total portfolio to a materially adverse impact from a
single security or type of security. To reduce volatility, certain assets are held in a
matching portfolio, which largely consists of index-linked bonds, gilts and swaps,
designed to mirror movements in corresponding liabilities.

Some 47% (2017 51%) of the UK pension scheme assets are held in equities and
pooled investment vehicles due to the higher expected level of return over the long
term.

Some of the pension schemes use derivative financial instruments as part of their
investment strategy to manage the level of market risk. The Main Scheme and BAE
Systems Executive Pension scheme jointly have an equity option strategy protecting
£1.8bn of assets against a significant fall in equity markets. In February 2019 this
protection was extended to cover £2.6bn of assets.

Interest rate risk

Liabilities are sensitive to movements
in interest rates, with lower interest
rates leading to an increase in the
valuation of liabilities.

In addition to investing in bonds as part of the matching portfolio, some of the UK
schemes invest in interest rate swaps to reduce the exposure to movements in interest
rates. The swaps are held with several banks to reduce counterparty risk.

The discount rate assumptions set as part of the 2017 UK funding valuations more
directly reflect the expected returns on assets held by the schemes and, therefore, the
liabilities are less sensitive to interest rate risk than they were in the 2014 funding
valuation. Accordingly, the 2017 approach provides a more natural hedge against
interest rate risk. The planned investment strategy, which is reflected in the discount
rate and liability calculation, is for the schemes to increase their investments in bonds or
other assets which match the liabilities as the schemes mature. Under the 2017 UK
funding valuation, the Company expects the schemes to be fully hedged against interest
rate movements following a five-year transition period to the planned investment
strategy.

Inflation risk

Liabilities are sensitive to movements
in inflation, with higher inflation
leading to an increase in the valuation
of liabilities.

In addition to investing in index-linked bonds as part of the matching portfolio, the principal
UK schemes invest in long-term inflation swaps to reduce the exposure to movements in
inflation. The swaps are held with several banks to reduce counterparty risk.

The approach to the 2017 UK funding valuation provides a more natural hedge against
inflation movements and, therefore, the liabilities are less sensitive to inflation risk than
they were in the 2014 funding valuation. Under the 2017 UK funding valuation approach,
the Company is already fully hedged against inflation movements and, under the planned
investment strategy, aims to maintain a fully hedged position.

In 2014, the Main Scheme implemented a pension increase exchange to allow retired
members to elect for a higher current pension in exchange for foregoing certain rights to
future pension incri

Longevity risk

Liabilities are sensitive to life
expectancy, with increases in life
expectancies leading to an increase
in the valuation of liabilities.

Longevity adjustment factors are used in the majority of the UK pension schemes in
order to adjust the pension benefits payable so as to share the cost of people living
longer with employees.

In 2013, with the agreement of BAE Systems plc, the trustees of the 2000 Plan, Royal
Ordnance Pension Scheme and Shipbuilding Industries Pension Scheme entered into
arrangements with Legal & General to insure against longevity risk for the current
pensioner population, covering a total of £4.4bn of pension scheme liabilities. These
arrangements reduce the funding volatility relating to increasing life expectancy.
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1AS 19 Accounting
The disclosures below relate to pension schemes in the UK which are accounted for as defined benefit
schemes in accordance with IAS 19.

Principal actuarial assumptions
- The assumptions used are estimates chosen from a range of possible actuarial assumptions which, due
to the long-term nature of the obligation covered, may not necessarily occur in practice.

2018 2017 2016
Financial assumptions .
Discount rate — past service (%) 2.9 26 2.7
Discount rate — future service (%) 3.0 2.7 2.7
Retail Prices Index (RPI) inflation (%) 3.1 3.1 3.2
Rate of increase in salaries (%) 31 3.1 3.2
Rate of increase in deferred pensions (%) 2.1/31 2.1/3.1 2.2/3.2
Rate of increase in pensions in payment (%) 1.6-3.7 16-37 1.7-37
Demographic assumptions
Life expectancy of a male currently aged 65 (years) 86 - 88 86-88 86-89
Life expectancy of a female currently aged 65 (years) 88 - 90 88-90 89-90
Life expectancy of a male currently aged 45 (years) 88 - 90 88-90 88-91
Life expectancy of a female currently aged 45 (years) 90 — 91 90-92 91-92
Discount rate

The discount rate assumptions are derived through discounting the projected benefit payments of the
principal schemes using a third-party AA corporate bond yield curve to produce a single equivalent
discount rate. This inherently captures the maturity profile of the expected benefit payments. The
discount rate used for future service differs from that used for past service as it only uses the cash flows
relating to active members, which have a different duration. Further information on the duration of the
schemes is detailed on page 41.

Retail Prices Index (RPI) inflation

The inflation assumptions are derived by reference to the difference between the yields on mdex—llnked
and fixed-interest long-term government bonds, or advice from the local actuary depending on the
available information.

Rate of increase in salaries
The rate of increase in salaries for the UK schemes is assumed to be RPI inflation of 3.1% (2017 RPI
inflation of 3.1%), plus a promotional scale.

Rate of increase in deferred pensions

The rate of increase in deferred pensions for the UK schemes is based on Consumer Prices Index (CPI)
inflation of 2.1% (2017 CPI inflation of 2.1%), with the exception of the 2000 Plan, which is based on RPI
inflation of 3.1% (2017 RPI inflation of 3.1%). The rate of increase in deferred pensions is subject to
inflation caps.

Rate of increase in pensions in payment

The rate of increase in pensions in payment differs between UK schemes. Different tranches of the
schemes increase at rates based on either RPI or CPI inflation, and some are subject to an inflation cap.
With the exception of two smaller schemes, the rate of increase in pensions in payment is based on RPI
inflation.
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Life expectancy :

The Company has used the Self-Administered Pension Schemes S2 mortality tables based on year of
birth (as published by the Institute of Actuaries) for both pensioner and non-pensioner members in
conjunction with the results of an investigation into the actual mortality experience of scheme members
and information on the demographic profile of the scheme’s membership. In addition, to allow for future
improvements in longevity, the Continuous Mortality Investigation 2017 tables (published by the Institute
of Actuaries) have been used (in 2017, the Continuous Mortality Investigation 2016 tables were used),
with an assumed long-term rate of future annual mortality improvements of 1.25% (2017 1.25%), for
both pensioner and non-pensioner members.

The disclosures below are in respect of the Company’s share of the IAS 19 deficit using the allocation
methodology outlined on page 25.

Summary of movements in retirement benefit obligations

£000
Company's share of IAS 19 deficit at 1 January 2018 (606,500)
Actual return on assets excluding amounts included in interest expense’ (83,100)
Decrease in liabilities due to changes in assumptions and experience 124,200
Contributions in excess of service cost 25,500
Past service cost — plan amendments (22,900)
Net interest expense (15,500)
Company'’s share of IAS 19 deficit at 31 December 2018 (578,300)

1. 2018 includes a charge of £5.1m to correct a prior year error in respect of the accounting valuation
of a longevity swap held by one of the Company’s defined benefit pension schemes. This error has
not been corrected retrospectively because it is not material to the Company’s financial statements.

Amounts recognised in the Balance Sheet

2018 2017

£'000 £'000

Present value of funded obligations (3,162,800) (3,323,100)

Fair value of scheme assets 2,584,500 2,716,600

Company’s share of IAS 19 deficit, net (578,300) (606,500)
Represented by:

Retirement benefit surpluses 3,800 2,800

Retirement benefit obligations (582,100) (609,300)

(578,300) (606,500)
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Retirement benefit obligations (continued)

Changes in the fair value of scheme assets

£'000
Company’s share of the value of scheme assets at 1 January 2017 2,685,800
Interest income 68,900
Actual return on assets excluding amounts included in interest income 26,500
Actual return on assets 95,400
Contributions by employer 44,400
Contributions by employer in respect of employee salary sacrifice
arrangements 10,700
Total contributions by employer 55,100
Members’ contributions 1,000
Benefits paid (120,700)
Company’s share of the value of scheme assets at 31 December 2017 2,716,600
Interest income 70,800
Actual return on assets excluding amounts included in interest income’ (83,100)
Actual return on assets (12,300)
Contributions by employer 54,400
Contributions by employer in respect of employee salary sacrifice
arrangements 10,100
Total contributions by employer 64,500
Members' contributions 900
Administrative expenses (1,700)
Benefits paid (183,500)
Company'’s share of the value of scheme assets at 31 December 2018 2,584,500

1. Includes a charge of £5.1m to correct a prior year error in respect of the accounting valuation of a
longevity swap held by one of the Company’s defined benefit pension schemes. This error has not
been corrected retrospectively because it is not material to the Company's financial statements.
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Retirement benefit obligations (continued)

Assets of defined benefit pension schemes

2018 ’ 2017
Quoted Unquoted Total Quoted Unquoted Tofal
£'000 £'000 £'000 £000 £000 £'000
Equities:
UK 484,100 100 484,200 525,200 - 525,200
Overseas 240,200 1,000 241,200 314,000 20,300 334,300
" Pooled inyestment 701,100 277,000 978,100 853,800 156,000 1,009,800
vehicles'
Fixed interest securities:
UK gilts 71,000 - 71,000 72,500 1,700 74,200
UK corporates 82,600 139,700 222,300 119,300 77,600 196,900
Overseas government 3,400 - 3,400 3,400 - 3,400
Overseas corporates 85,400 2,200 87,600 83,800 600 84,400
Index-linked securities:
UK gilts 120,100 116,900 237,000 221,900 3,900 225,800
UK corporates 43,400 31,300 74,700 54,100 26,800 80,900
Property’ - 244,400 244,400 - 203,400 203,400
Derivatives® - (98,700) (98,700) - (85,600) (85,600)
Cash:
Sterling 25,800 2,100 27,900 34,600 15,900 50,500
Foreign currency 700 100 800 - 200 200
Other 2,100 - 8,500 10,600 7,600 4,400 12,000
Company total 1,859,900 724,600 2,584,500 2,290,200 425200 2,715,400

1. Primarily invested in private markets and exchange traded funds. The amounts classified as
unquoted primarily comprise investments in private markets, with the majority held in infrastructure,
alternatives and direct funds, valued in accordance with International Private Equity and Venture
Capital Valuation Guidelines.

2. Valued on the basis of open market value at the end of the year determined in accordance with the
Royal Institution of Chartered Surveyors’ Appraisal and Valuation Standards and the Practice Note
contained therein.

3. Includes equity protection options, forward foreign exchange contracts, futures, and interest rate,
inflation and longevity swaps. The valuations are based on valuation techniques using underlying
market data and discounted cash flows.
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Retirement benefit obligations (continued)

Changes in the present value of the defined benefit obligations

£'000

Company’s share of the defined benefit obligations at 1 January 2017 (3,440,800)
Current service cost (28,800)
Contributions by employer in respect of employee salary sacrifice arrangements (10,700)
Total current service cost (39,500)
Members’ contributions (1,000)
Actuarial loss due to changes in assumptions and experience 125,400
Interest expense (87,900)
Benefits paid 120,700
Company’s share of the defined benefit obligations at 31 December 2017 (3,323,100)
Current service cost (27,200)
Contributions by employer in respect of employee salary sacrifice arrangements (10,100)
Total current service cost : (37,300)
Members’ contributions (900)
Past service cost — plan amendments (22,900)
Actuarial gain due to changes in assumptions and experience 124,200
Interest expense (86,300)
Benefits paid 183,500
Company’s share of the defined benefit obligations at 31 December 2018 (3,162,800)

Amounts recognised in the Income Statement

2018 2017
£000 £000

Included in operating costs: .
Current service cost
Guaranteed Minimum Pension equalisation charge
Administrative expenses

(27,200)  (39,500)
(22,900) -
(1,700)

(51,800) (39505)

Included in finance costs:
Net interest expense on retirement benefit obligations

(15,500) (19,000)

The Company incurred a charge of £16 m (2017 £13m) in relation to defined contribution schemes for

employees.

Sensitivity analysis

The sensitivity information has been derived using scenario analysis from the actuarial assumptions as

at 31 December 2018 and keeping all other assumptions as set out on page 45.
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Financial assumptions

The estimated impact of changes in the discount rate and inflation assumptions on the defined benefit
pension obligation, together with the estimated impact on scheme assets after allocation to other
participating employers, is shown in the table below. The estimated impact on scheme assets takes into
account the risk management activities in respect of interest rate and inflation risk. The sensitivity
analysis on the defined benefit obligation is measured on an IAS 19 accounting basis and, therefore,
does not reflect the natural hedging in the discount rate used for funding valuation purposes.

(Increase)/  Increase/
decrease in (decrease)
pension in scheme

obli%:a,tion assets
000 £'000
Discount rate:
0.1 percentage point increase 54,000 (22,000)
0.1 percentage point decrease (55,000) 23,000
Inflation:
0.1 percentage point increase (55,000) 22,000
0.1 percentage point decrease 54,000 (21,000)

The sensitivity of the valuation of the liabilities to changes in the inflation assumption presented above
assumes that a 0.1 percentage point change to expectations of future inflation results in a 0.1
percentage point change to all inflation-related assumptions (rate of increase in salaries, rate of increase
in deferred pensions and rate of increase in pensions in payment) used to value the liabilities. [However,
upper and lower limits exist on the majority of inflation-related benefits such that a change in
expectations of future inflation may not have the same impact on the inflation-related benefits, and
hence will result in a smaller change to the valuation of the liabilities. Accordingly, extrapolation of the
above results beyond the specific sensitivity figures shown may not be appropriate. To illustrate this, the
(increase)/decrease in the defined benefit pension obligation resulting from larger changes in the
inflation assumption would be as follows:

(Increase)/

decrease in
pension
obll%atlon
'000

Inflation:
0.5 percentage point increase (146,000)
0.5 percentage point decrease 152,000
1.0 percentage point increase (314,000)
1.0 percentage point decrease 282,000

Demographic assumptions
Changes in the life expectancy assumption, including the benefit of longevity swap arrangements, would
have the following effect on the net IAS 19 deficit:

(Increase)/

decrease in
net deficit
£'000
Life expectancy:
One-year increase (113,000)
One-year decrease 111,000
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17. Provisions

Contract

loss** Other Total

£'000 £'000 £000
Non-current ' 482 20,857 21,339
Current* 11,752 4,817 16,569
At 1 January 2018 _ 12,234 25,674 37,908
Utilised - (1,063) (1,063)
Released (12,194) - (12,194)
Adjustment to net present values - 1,168 1,168
At 31 December 2018 40 - 25,779 25,819
Represented by:
Non-current ‘ - 21,244 21,244
Current 40 4,535 4,575

40 25,779 25,819

Contract loss
The Company holds provisions for expected contractual costs that it expects to incur over an extended
period.

Other
The provision relates to amounts provided in respect of uninsured liabilities to former employees arising
from asbestos exposure. The liabilities are expected to unwind over a period of approximately 50 years.

* An adjustment has been made to split the 2017 provisions into current and non-current as these were
incorrectly reported as wholly non-current.

**Prior year comparatives relating to contract loss provisions have been restated upon the Company's
adoption of IFRS 15, Revenue from Contracts with Customers. See note 20 for details regarding the -
restatement.
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18. Share capital

Authorised, issued and fully paid
At 1 January and 31 December 2018

Other reserves

At 1 January 2017
Amounts charged to hedging reserve
Tax on other comprehensive income

At 31 December 2017
Amounts charged to hedging reserve
Tax on other comprehensive income

At 31 December 2018

Hedging reserve

£1 Ordinary Nominal
shares value
'000 £'000

136,764 136,764

Hedging
reserve
£'000

169
(29)

140
276
(47)

369

The hedging reserve comprises the effective portion of the cumulative net change in fair value of cash
flow hedging instruments related to hedged transactions that have not yet occurred. .
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19. Share-based payments

Share-based payment awards in respect of shares in the ultimate parent company, BAE Systems plc,
have been granted to employees of the Company under various plans. Details of the terms and
conditions of each share-based payment plan are given in the Annual Remuneration Report of the BAE
Systems plc Annual Report.

For options outstanding at the end of the year:

2018 2017

2018 Range Weighted 2017 Range Weighted
of exercise average of exercise average
price of remaining price of remaining

outstanding contracted outstanding contracted
options (£) life (years) options (£) life (years)
Executive Share Option Plan 4.99-6.49 ‘ 8 4.12-6.49

Performance Share Plan - 5 - 6

The average share price of BAE Systems plc in the year was £5.89 (2017 £6.11).
20. Change in accounting policies

This note explains the impact of the adoption of IFRS 9 Financial Instruments, and IFRS 15 Revenue
from Contracts with Customers, on the Company’s financial statements.

Impact on financial statements

As a result of changes in the Company’s accounting policies, prior year comparative information has
been restated for the adoption of IFRS 15 Revenue from Contracts with Customers. As explained below,
IFRS 9 was adopted without restating comparative information. The following tables show the
adjustments recognised for each individual line item. Line items that are not affected by the changes
have not been included. As a result, the sub-totals and totals disclosed cannot be recalculated from the
numbers provided.
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20.

Change in accounting policies (continued)

Balance Sheet (extract)

Non-current assets

Deferred tax assets

Current assets

Inventories

Trade, other and contract receivables

Non-current liabilities
Provisions

Current liabilities
Provisions*

Capital and reserves
Retained deficit

2017

2017 Restated on

As previously Impact of Correction to adoption of
reported IFRS 15 provisions IFRS 15
£'000 £'000 £'000 £'000
102,628 (4,412) - 98,216
2,801 2,048 - 4,849
535,228 32,918 - 568,149
538,029 34,966 - 572,998
(26,156) - 4,817 (21,339)
- (11,752) (4.817) (16,569)
(353,987) 18,805 - (335,182)
(353,987) 18,805 - (335,182)

*The IFRS 15 adjustment to provisions relates to contract loss provisions.
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20.

Change in accounting policies (continued)

Trade and other payables note (extract)

Accruals and deferred income
Amounts due to long term contract customers

Incc;me Statement (extract)

Revenue |
Operating costs
Tax

2017

2017 Restated on

As previously Impact of  adoption of
reported IFRS 15 IFRS 15
£'000 £'000 £000

53,971 (6,480) 47,491
168,214 6,480 174,694
222,185 - 222,185
2017

2017 Restated on

As previously Impact of  adoption of
reported IFRS 15 IFRS 15
£'000 £'000 £'000
1,430,707 (321,941) 1,108,766
(1,281,878) 309,655 (972,223)
(10,569) 2,334 (8,235)
138,260 (9,952) 128,308
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20. Change in accounting policies (continued)

Statement of Comprehensive Income (extract)

2017

2017 Restated on

As previously Impact of  adoption of

reported IFRS 15 IFRS 15

£'000 £'000 £'000

Profit for the year 129,175 (9,952) 119,223
Total comprehensive income for the year 255,394 (9,952) 245,442

IFRS 9 Financial instruments — impact of adoption

IFRS 9 replaces the provisions of IAS 39 that relate to recognition, classification and measurement of
financial assets and financial liabilities, de-recognition of financial instruments, impairment of financial
assets and hedge accounting. The adoption of IFRS 9 Financial Instruments from 1 January 2018
resulted in changes in accounting policies; however, no adjustments were required to the amounts
recognised in the financial statements in previous periods. The accounting policies applied from 1
January 2018 are set out in note 1. .

Classification and measurement
On 1 January 2018, the Company has classified its financial instruments in the appropriate IFRS 9
categories.

The derivative financial instruments designated as cash flow hedges under IAS 39 at 31 December 2017
continue to qualify for hedge accounting under IFRS 9 at 1 January 2018 and are therefore treated as
continuing hedges.

Financial assets previously classified in the “loans and receivables” category and measured at amortised
cost under IAS 39 (being trade receivables, amounts owed by BAE Systems plc equity accounted
investments and amounts owed by BAE Systems plc and its subsidiaries) continue to be classified in the
“amortised cost” category under IFRS 9 as they are held within a business model to collect contractual
cash flows and these cash flows consist solely of payments of principal and interest.

Impairment of financial assets
The Company has four types of financial assets that are subject to IFRS 9's new expected credit loss
model:

trade receivables;

contract receivables;

amounts owed by BAE Systems plc and its subsidiaries; and
cash and cash equivalents.

Trade receivables and contract receivables do not contain a significant financing element and therefore
expected credit losses are measured using the simplified approach permitted by IFRS 9, which requires
expected lifetime losses to be recognised from the initial recognition of the receivables.
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The Company has assessed credit risk in relation to defence-related sales to government customers or
sub-contractors to governments and believes it to be extremely low as the possibility of default is
insignificant; therefore the provision for expected credit losses is immaterial in respect of receivables
from these customers.

While amounts owed by BAE Systems plc and its subsidiaries, and cash and cash equivalents are also
subject to the impairment requirements of IFRS 9 the identified impairment loss was immaterial.

There was no IFRS 9 impact on retained earnings at 1 January 2018.

IFRS 15 Revenue from Contracts with Customers — impact of adoption

The Company has adopted IFRS 15 fully retrospectively in accordance with paragraph C3(a).
Comparatives for the year ended 31 December 2017 have been restated. The following expedients have
been used in accordance with paragraph C5:

. revenue in respect of completed contracts that begin and end in the same accounting period has
not been restated;

o revenue in respect of completed contracts with variable consideration reflects the transaction
price at the date the contracts were completed; and

o the transaction price allocated to unsatisfied and patrtially unsatisfied performance obligations as

at 31 December 2017 is not disclosed.
The accounting policy in respect of revenue applied from 1 January 2018 is set out in note 1.

The impact of adoption on the Company’s comparative Income Statement, Balance Sheet and
Statement of Comprehensive Income is shown above.

The impact of adoption on the Company'’s retained earnings at 31 December 2017 and December 2016
was as follows:

Retained deficit - extract

2017 2016
£'000 £000
' Retained deficit - as previously reported {353,987) (615,825)
Recognition of revenue for over-time contracts based on costs incurred
and including attributable margin (12,286) -
Tax on recognition of revenue for over-time contracts based on costs
incurred and including attributable margin 2,334 -
Adjustment to retained earnings on adoption of IFRS 15 35,503 35,503
Tax on adjustment to retained earnings on adoption of IFRS 15 (6,746) (6,746)

(335,182) (587,068)
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21. Capital commitments

At 31 December 2018 the Company had capital commitments as follows:

2018 2017
£'000 £'000
Contracted for but not provided in these financial statements 119,889 196,255

22. Commitments under operating leases

At 31 December 2018 the Company had future minimum lease payments under non-cancellable
operating leases as follows:

2018 2017

£000 £000
Not later than 1 year : 3,664 1,401
Later than 1 year and not later than 5 years 2,085 2,663
Later than 5 years 2,040 893

7,789 4,957

23. Controlling parties

The immediate parent company is BAE Systems Marine (Holdings) Limited and the ultimate controlling
party is BAE Systems plc, which is both the smallest and largest parent company preparing group
financial statements. Both companies are incorporated in the United Kingdom and registered in England
and Wales.

The consolidated financial statements of BAE Systems plc are available to the public and may be
obtained from its registered address:

6 Carlton Gardens
London
SW1Y 5AD

Website: www.baesystems.com
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