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B \Who we are

At BAE Systems, our advanced
defence technology protects people
and national security, and keeps critical
information and infrastructure secure.

We search for new ways to provide
our customers with a competitive
edge across the air, maritime,

land and cyber domains. ]

We employ a skilled workforce

of 85,800 people' in more than

40 countries, and work closely with

local partners to support economic
development by tronsferring knowledge,
skills ond technology. ez

Further informaticn can be
found online by visiting | :
baesystems.com | |
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Cautionary statement: All statements other than statements of historical fact included in this document, including, without
limitation, those regarding the financial condition, results, operations and businesses of BAE Systems and its strategy, plans and
abjectives and the markets and economies in which it operates, are forward-looking statements. Such forward-looking statements,
which reflect managerment's assumptions made on the basis of information available to it at this time, involve known and unknown
risks, uncertanties and other important factors which could cause the actual results, performance or achievements of BAE Systems
or the markets and economies in which BAE Systems operates 1o be materially different from future results, performance or
achievements expressed ar implied by such forward-looking statements. BAE Systems plc and its directors accept no liability to third
parties in respect of this report save as would arise under English law. Accordingly, any hability to a person who has demonstrated
reliance on any untrue or misleading statement or omission shall be determined in accerdance with Schedule 10A of the Financial
Services and Markets Act 2000. It should be noted that Schedule 104 and Section 463 of the Companies Act 2006 contain limits
on the liability of the directors of BAE Systems ple so that their liability is solely to BAE Systemns plc.
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Our business
ata glance

BAE Systems has strong, established
positions in the air, Maritime, land
and cyber security domains.

e e e

S52%

Sales’ by

domain

Arr
- Manufacture, development,

upgrade and in-service support
of Typhoon rombat aircraft

Workshare partner for the

design and manufacture of major
sub-assemblies and systems, and
provision of support for F-35
Lightning Il combat aircraft

Design, manufacture and
support of electrorics eguipment
for military aircraft

In-service support of Tornade
combat aircraft

Manutfacture, upgrade and
in-service support of Hawk
trainer aircraft

Development of next-generation
unmanned air systems and
detence information systems

1

Design, manufacture and
support of avionics egquipment
for commercial arcraft

Design and manufacture
of missiies and missile
systerns through a 37.5%
Interestin MBDA

BAE Systems
Annual Report 2018

C
F-35 Lightning Il 12%
L Defence electronics 25%
D Tornade 13%
E Commercal avion cs 9%
F_Weaponsystems 8%
G Hawk 5%
H Other 7%

Employees by location
85,800

Employees?

Maritime

- Design and manufacture
of submarines

- Besign and manufacture
of complex warships

— Provision of naval ship repair
and modernisation services
in the US

— Provision of in-service support
to surface ships and facilives
management in the UK

— Design and manufacture of
naval gun systemns, torpedoes,
radars, and naval command
and combat systems

26%

Soles’ by
domain

30,500
us

Er\‘\
D‘ J

b ol

C

A Submannes 29%
B Complex warships 17%
C US nava! ship repair 18%
D DK naval support 10%
E Other 26%

a] ¢
ur
24 people

Map rermoend

34,100
UK

6,300

10,800
Other

1 Revenue plus the Group's share of revenue of equity accounted investments
2 Including share of eguity accounted investments
3 Includes £0.7bn12%) of sales generated under the Typhoan werkshare agreemert with Eurofighter fagdflugze.g GmbH
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2018 sales’

£1840/m

2018 revenue

£16,82Im

17%

Sales' by

[Lagi s ERE- g REsls ]

Our key products
and services

.
o

Group financal
review

S

Sales' by

domain

Land >

— Design, manufacture, upgrade
and support of tracked and
amphibious combat vehicles

- Manufacture of ammunition
and precision munitions for

Mgt

a Cyber

- Supply of cyber, intelligence
and security capabilites to
US government agencies

- Supply of cyber, intelligence
and security capabilities to UK

domain

US, UK and other armed forces A Combat vehicles 38% and other government agencies A US government 42%
- Design and manufacture B Munrions 20% — Supply of defence-grade B UKand othter 35%
of electric and hybrid electric € _Commercial 9% cyber salutions far the governmenls .
drive systems D Weapon systems/other 33% commercial market € Commerca 23%

- Design and manufacture of
artillery systems and missile
launchers for US, UK and
other armed forces

Sales’ by destination

BAE Systems has leading pasitions in
its principal markets — the US, UK, the
Kingdom of Saudi Arabia and Australia
- as well as established positions in a
number of other international markets.

v 4y +
19 Qur

markets
C

Q'

Sales' by activity

BAE Systems has a diverse portfolio,
broadly balanced between an
enduring services and support business,
long-term platform and product
programmes, electronic systems, and
activities in cyber and intelligence.

Segrmental
review

@

Sales’ by reporting segment

BAE Systems reports its performance
through five principal reporting
segments,

Segmental
review

}

A LS 42% | A Platforms 30% | A Electronic Systems 22%
B UK 21% | B Military and techrical services and support 43% | B Cyber & Intelligence 9%
€ Saud Arabia 14% | C Electronic systems 22% | C Platforms & Services (US) 16%
D Australia 3% | D Cyber 5% | D Ar 37%
E Otherinmernational markets® 20% E Martime 16%

BAE Systems.
Arnuc Repork 2018
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BAE Systems has strong, established positions
suppluing defence equipment, electronics
and services, as well as cyber, intelligence and
security solutions for governments.

Our key products
ond services

04
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Typhoon and Howk
manufacture and
capability development

Manufacture of major Typhoon assemblies
for European partner nations and ather
export customers. Aircraft assembly for the
Reyal Air Force and Royal Saudi Air Force.
Supply of Typhoon and Hawk aircraft with
suppoart and training package to Qatar.
Expansion of the capabilities of the aircraft,

mage emoved

F-35 Lightning Il design
ond manufacture

Design and manufacture of sub-assemblies
in the UK, including the aft fuselage and
empennage. Provision of equipment in the
US, including the electronic warfare suite.
BAE Systems has a significant workshare
on the world's largest defence programme.

Unmanned and future
air system copabilities

Development of future air system capabilities,
including joint investment with the UK
government and industry in next-generation
combat air systems. The Tempest programme
has been launched n support of the LIK
Combat Air Strategy, announced in July.

Irrage rergead

Complex warships

Design and manufacture of two 65,000-1onne
aircraft carriers, five Offshaore Patrol Vessels,
and Type 26 frigates for the Royal Navy.

The first Type 26 is expected to enter service
in the mid-2020s. Contract signed with the
Australian government that provides the
framework for the design and manufacture
of Hunter Class frigates,

BAE Systerns
Annual Report 2018

Defence electronics

Design, manufacture and support of avionics
equipment across a range of US and other
allied nations’ military aircraft programmes,
including a leadership positicn in the
electronic warfare market.

Commerciol avionics
equipment

Design, manufacture and support cf avionics
equiprent acrass multiple commercial aircraft
platforms, including engine and flight controls,
and cabin and cockpit systers, together with
aftermarket support services, BAE Systems is a
leading supplier of engine controls for GE, and
15 & major supplier of flight control electronics
far Boeing and other aircraft platforms.



We also have a growing position in
adjacent commercial markets, including
avionics and cyber security

Submarines Combat vehicles

Design and manufacture of seven Astute
Class nuclear-powered attack submarines
for the Royal Navy. The first three Astute
Class submarines are in operational service
with the Royal Navy, with the remaining
four boats in build. The final boat is expected
ta enter service in the middle of the next
decade. Design and manufacture of four
Dreadnought Class nuclear-powered
submarines to carry the UK's Trident
ballistic missiles. Manufacture of the first
Dreadnought Class boat, Dreadnought,
commenced in 2016.

Upgrade of tracked vehicles, ncluding Bradley
Fighting Vehicles; design and manufacture of
the M109 self-propelled howitzer and
Armared Multi-Purpose Vehicle; and
development of light combat vehicles under
the Mobile Protecied Firepower programme
for the US Army. Manufacture of amphibious
vehicles for the US Marine Corps and
international customers. Design, manufacture
and support of the CV90 and BvS10 combat
vehicles for international customers. Vehicle
upgrade and support ta the British Army.

R by (Sl |

IR g e e

Air support and training

Provision of support to operational capability,
including maintenance, support and training
for Typhoon aircraft in service with the UK,
Saudi Arabian and Omani air forces. Under the
Saud British Defence Co-operation Programme,
delivery of contracts for manpower, logistics
and training, training aircraft (including Hawk)
and upgrades to Tornado aircraft in Saudi
Arabia. Provision of support for Hawk aircraft
in service in 14 countries and a range of
sustainment services for the F-35 Lightning i
aircraft in the Europe and Pacific regions.

Ireoge rer, =g

/

Weapon systems
and munitions

Design and manufacture of naval gun
systerns, munitions, torpedoes, radars,

naval command and combat systems,
artillery systems, missile launchers and,
through a 37.5% interest in MBDA, missiles
and missile systems. BAE Systems alsc
manages and operates complex ammunition
plant operations for the US Army to produce
insensitive munitions and propellant grains.

Naval ship repair
and support

Provision of naval ship repair and modernisation
services in the US and UK, together with
support to the navies of the US, UK and
Australia. In the US, BAE Systems has facilities
located on the Atlantic and Pacific coasts,

as well as in Hawal, to include expanded

dry dock facilities in the San Diego shipyard
to support the US Navy's increased focus

on Asia-Pacific operations.

Cyber security

Delivery of a broad range of services to
enable the US military and government
to recognise, manage and defeat threats.
Support to UK and other government
agencies in their intelligence missions.
Provision of defence-grade solutions

for commercial cyber apglications.

BAE Systerns
Annuol Report 2018
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Group financiol

highlights

We rmoniter the underlying financial
performance of the Group using alternative

perfarmance measures. These measures
are not defined in IFRS! and, therefore, are
considered to be non-GAAP? measures.
Accordingly, the relevant IFRST measures
are also presented where apprepriote.

— Sales® decreased by £0.1bn but grew 1%
excluding the impact of currency translation.

— Underlying EBITA decreased by £46m, a 1%
decline on a constant currency basis®*.

— Underlying earnings per share® increased

by 2% to 42.9p.

— Operating business cash flow decreased

by £759m tc £993m.

Financial performance mecsures as defined by the Group

— Net debt increased by £152m compared
with 31 December 2017.

— Order intake® of £28.3bn.
— Order backlog®® of £48.4bn was up 25%.

06

Sales? m

£1840/m

{2017 £18,487m)

Defintion Revenue plus the
Group’s share of revenue of
equity accounted mvestments.
Purpose Allows management to
monitor the sales performance
of subsidiaries and equity
accounted investrments.

Underlying EBITA? P |

£1928m

(2017 £1,974m;)

Underlying earnings per share?

4c9p

(2017 42.p)

Definition Operating profit
excluding amartisation and
impairment of intangible assets,
finance costs and taxation expense
ol equily accounted investrments
(EBITA}, and non-recurnng items®,

Purpose Provides a measure of
operating profitability that is
comparabie over time,

Definition Basic earnings per
share excluding amortisation and
imparment of intangible assets,
non-cash finance movernents on
pensions and financial derivatives,
and non-recurnng items®,
Purpose Provides a measure

ot underlying performance that

s comparable over time.

Operating business cash flow kP |

£993m

(2017 £1,752m)

BAE Systems
Annuol Report 2018

Definmion Met cash flow from
aperating activities excluding taxation
and wncluding net capital expenditure,
finandial investment and dividends
from equity accounted investments.
Purpose Allows management to
monitor the operational cash
generation of the Group.

Net debt

fﬂ904)

(2017 £(752)m

Orderir\tokes

E28280ﬂﬂ

(2017 £20,257m)

Order backlog®®

£484bn

(2017 £38 7bn)

ki

Defintion Cash and cash
equivalents, |ess loans and
overdrafts (including debt-related
derivative financial nstruments).
Purpose Allows management

to monitor the indebtedness of
the Group.

jsonus| [

Definition Funded orders

received from customers including
the Group’s share of order intake
of equny accounted investments.
Purpose Allows management

o monitor the orgder intake of
subsidiaries and equity accounted
Investments,

Definition Funded and unfunded
unexeciited customer orders
including the Group’s share of
order backlog of equity accounted
investments Unfunded orders
include the elements of US
multi-year contracts for which
funding has not been authorised
by the customer.

Furpose Supports future years’
sales performance of subsidiaries
and equity accounted investments

References to Key Performance indicators
(KPIst throughaut the Anrual Report

£0% of the UK executive directors’
bonuses are based on the achieverment
ot financial KPIs (see page 107}



Reconciliations from the financial performance

measures as defined by the Group to the

financial performance measures definea

in IFRS! are provided in the Group financial

review on pages 35 to 4l —

— Revenue?® decreased by £0.4bn, a 1% dedine — Group's share of the pre-tax accounting net 1.3
on a constant currency basis. pension deficit® reduced by £0.1bn to £3.9bn =
— Operating profit? increased to £1,605m. compared to 31 December 2017,
The prior year included a £384m non-cash — Final dividend of 13.2p making a total of
goodwill impairment in Applied Intelligence. 22.2p per share for the year, an increase

- Basic earnings per share? increased by 20% to 31.3p. of 2% over 2017,

- Net cash flow from operating activities reduced

by £697m to £1,200m. o
z
Financial performance measures defined in [FRS! Other financial highlights §
[
2
Revenue? Group's share of the net pension deficit3
Definition Income derved from Definition Net International
| l | the provision of goods and services n Accounting Standard 19 Employee
by the Company and 1ts subsidiary Benetits, deficit excluding amounts
(2017 £17,224m) undertakings. (2017 £(4.00bn) allocated to equity accounted
Investments. -
>
o
=
=5
Operating profit® Dividend per share 2
2
2

Definition Profit for the year before Definition Interim dividend
| | ' finance costs and taxation expense. p paid and final dividend

E This measure includes finance costs proposed per share.

{2017 £1,419m) and taxation expense of equity
accounted investments. (2017 21 8p)

Basic earnings per share?

Definition Baswic earnings per shdre
in accordance with International
Accounting Standard 33 Earnings

{2017 26.0p per Share

Net cash flow from eperating activities

International Financial Reporting $tandards
Generally Accepted Accounting Principles

Definition Net cash flow from Pricr year comparatives have been restated upon the Group's adoption of IFRS 15
| I | operating activities In accordance Revenue from Contracts with Customers and to correct a prior year error in respect
of the accounting vatuation of a longevity swap held by one of the Group's defined

with International Accounting Ny M 0 3 the & s for detal .
enefit pension schemes. See note 37 to the Group accounts for details regardin
(2017 £1,897m) Standard 7 Statement of hodlait el " garcing
Cash Flows. Current year compared with prior year translated at current year exchange rates
Including share of equrty accounted investments.
Items that are not relevant to an understanding of the Group's underlying performance
(see page 35}

wora

@
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Operotiongl ond In 2018, we made good progress

SRTRININT across the Group in achieving our
Stl’Ot@QIC h'thightS strategic objectives.

Tige rermzecd

T During the year, BAE Systerns’ Type 26 frigate wos selected for the
Commonwealth of Australia’s Hunter Class nine-ship Future Frigate
programme with the contract which provides the framework for the
design and build of the ships being signed in December. The Type 26
was also selected as the design far Canada's Surface Combatant
programme, reinforcing its position as one of the world's mast
advanced anti-submarine warships.

]
roge rermosed
. *
The contract with the Government of the State of Qatar for
the supply of 24 Typhoon aircraft and nine Hawk Advanced
Jet Trainer aircraft, along with a bespoke support and training We were awarded o $376m (£295m) contract
pockage, becarne effective in September upon receipt of the by the US Army for the development phase
first contractual payment. Deliveries of the first Hawk aircraft of the Mobile Protected Firepower programme,
are expected to commence in 2022 and the first Typhoon to deliver o rapidly deployable and highly agile
aircraft in 2023. armour-pratected light cormbat vehicle.

—

Imimge rernoved

: /

The first four UK F-35 Lightning If aircroft arrived ot
RAF Marham in June and initial operational services

The US-based Intelligence and Security business secured were stood up. Additionally, the integration of the
seven new task orders valued at approximately $320m F-35 onto the new HMS Queen Elizabeth aircraft
{£25Im) to provide motion-imagery analysis, training and carrier commenced. and the first F-35 deck londing
research support services to the US intelligence community. was successfully completed in September,

08 BAE Systems
Annuc| Report 2018
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In June, BAE Systems and industry teammuate Iveco
Defence Vehicles were competitively selected for
the US Marine Corps' Amphibious Combat Vehicle 1.
programme phase. We have commenced work

on the production contract for on initial 30 vehicles
worth $198m (£155m), with options for a total

of 204 vehicles worth up to $1.2bn (£0.9bn).

During the year agreement was reached
with the Soudi Arabian government to continue
to provide support services for Typhaon aircraft
in service with the Royal Saudi Air Force.

g e

\

The UK Combat Air Strategy announced in July is a significant milestone
for aur Air sector and sends a strong signol of intent about the UK's
commitment to retaining o leading positien in Combat Air. The strategy
will enable long-term planning in o key strategic part of the business as
UK government and industry jointly invest in cutting-edge, next-generation
combat air systems. The Tempest programme has been launched in
support of the strategy.

I e g

*™\

/

During the year we secured the full £1.6bn contract
for delivery of the seventh Astute Class submarine,
and o further £1.3bn of funding on the Dreadnought
programme from the UK Ministry of Defence.

Our Advanced Precision Kill Weopon System {(APKWS®)

is experiencing grawing dermond in both the US and
internationatly, with awards totalling nearly $400m (£314m)
in the year, and we continue to ramp-up preduction capacity
towards an cnnual production level of 25,000 units.

BAE Systems
Annuol Report 2018
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B Choirman’s letter

Sir Roger Carr
Chairman

Image reraoced

__/

2018 was another successful
year for the Company
under the leadership of
Charles Woodburn in his first
full year os Chief Executive,
strengthening the cutlook

with significont contract wins!

EO BAE Systems
Annucl Report 20MB

Qur record order book

We added to the strong order book we
had built in the previcus 12 menths to create
a record defence order book. Gur successes
included the completion of financing for
the Typhoon and Hawk aircraft for Qatar,
continued strong demand for our electronic
systems products and the award of a
contract for the Hunter Class nine-frigate
programme by the Australian government
Lo be built in Adelaide based an the design
of the Type 26. This contract, won in the
face of fierce competiion, demonstrated
the cutting-edge anti-submarine warfare
capabilities of the Type 26 frigate already
ardered by the Royal Navy and the valug

of the deep partnership we have built in
Australia over the last half century,

| visitedt Australia in Novernber to thank the
Australian government for placing this order
with the Company and toured the shipyard

in which the Hunter Class frigates will be built.

The existing site was impressive and the new
shipyard under construction will prove ta be
a world-class facility when it 15 completed in
the early 2020s.

The competitive strength of the Type 26
was further underpinned when the
Canadian government selected the design
in February 2019.

From the challenge of building a strang
order book, | was pleased that management
focus in the second half of the year movea
to the task of manufacturing ana delivering
additional velumes of products and services.

Our US Combat Vehicles business further
increased both the deap order book and
graguction volumes on a number of
prograntimes, Whilst the sudden increase
in pace and inchine of the producuon ramg
caused teething prablems in the early
months, management continues to make
steady progress toward establishing
production stability in support of
expanding reguiraments.

Increased productinn volume associated

with the F-35 Lightning !! aircraft was
successfully managed by the Samlesbury

tearn who also celebrated the arrival of the
first nine aircraft to the UK squadron and

the successful completion of intial F-35

flight trials on the deck of the Queen Elizabeth
carrier off the East Coast of the US.

The drumbeat of our submarine production

in Barrow contnued to increase with the build
of the first Dreagnought Class submarine
alongside the existing Astute boats

Recognising the increasing demands on

the business, our focus was to ensure the
executive team has the skillset, experience
and career time horizon te drive change and
manage performance as the deep order
backlog is converted mito finished product
and customer service, Our processes and
pracedures remain vital to the discipline and
control of the business, but people make
the difference.




gns et 5.

\

Our people and culture

During the course of the year, succession
planning and talent management became top
priorities for the Executive Committee and the
Board. In that context, Charles made a series
of changes in his leadership team by
promotions from within, supplemented by a
number of external recruitments, o ensure
fresh thinking is balanced with seasoned
industry experience,

These changes are now evident in the
leadership of Human Resources, Australia,
Maritime sector management, submarine
preduction and the consaolidation of our
UK Air business with our pperations in
the Kingdom of Saudi Arabia.

| am pleased to say the benefits of these
changes are being seen in improved
performance, greater co-ordination,
increased sharing of knowledge ang
stronger focus on technalogy in line with
Charles’s business priorities.

| continue to believe that in keeping with our
culture and tradition of buifding home-grown
capability, we develop the skills we need in
the busimess by an unwavering commitment
to apprenticeships, graduate training and
life-long learning.

Dividend (pence)

During 2019, we plan to recruit nearly 700
apprentices and 300 graduates across our

UK business, a 30% increase on the previous
year and a demonstration of the wark we do
1o nurture talent and develop high-end skills
for the future. It is vital we train the next
generation of engineers and business leaders
tc develop the necessary skills needed to drive
innovation and solve complex challenges.

Looking farward, our emphasis will remain on

ensuring we have a talent pipeline that reflects
ambition, enthusiasm, ability and diversity and

is committed to the values of the organisation

as to how we make money rather than simply

how much money we make.

We continue to believe that being performance
driven, but values led, should be at the core of
our culture.

Our strategy

Qur strategy is regularly reviewed, but has
rernained constant. We are a business that
is focused on the provision of technology
products and services through government-
approved contracts as a world leader in the
defence industry.

As with many UK companies, we have been
carefully considering and planning for any
potential impact that Brexit could have on

2.0
+2%

2008l [
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the Company, and the Board has been kept
informed of this analysis. Whilst we have
recognised some potential Brexit impact in
our Principal Risks analysis (see page 69), we
are fortunate that, given the geographic spread
of our operations, the near-term impacts
across the business are likely to be limited.

The Middle East remains unstable. In the
Gulf region we work primarily with Oman,
Qatar, Kuwait and the Kingdom of Saudi
Arabia, respecting the impartance of the
defence and security relaticnships, and the
strength and depth of cur econcmic ties.

To that end, agreement was reached

at the end of the year with the Kingdom
for us to extend the provision of Typhoon
support services.

It should be recognised, however, that the
Company is reliant on the approval of export
licences by a number of governments in order
to continue supplies to Saudi Arabia. In this
context, the current position on export
licensing adopted by the German government
may affect our ability to provide the required
capability to the Kingdom. We are therefore
working closely with the UK government

to minimise the risk of any such occurrence
and the impact it would have on financial
performance, the supply chain and relationships.

BAE Systemns ' t
Annal Repart 2018
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Chairman's letter

Recognising the fluctuation in demand
patterns, we seek to diversify our markets
over a wide geographic area with particuiar
emphasis on the US, the UK, the Kingdom
of Saudi Arabia and Australia.

In 2018, the majar programme award we
received from the Australian government

for the advanced anti-subrnarine warships
will serve, over time, to add further attractive
bafance to our geographic mix

We continue to operate in all domains of
air, maritime, fand and cyber. The weighting
of marftime activities within our lang-term
business mix has increased with the
considerable orders for Dreadnought Class
submarines and Type 26 frigates we have
received over the last two years

QOur continued commitment to the ait domain
is underpinined by recent orders for Typhoon
and Hawk and our decision to work in close
partnership with the UK gavernment on the
Ternpest programme to develop the next
generation of military fighter jet.

Our US Combat Vehicles business
continues to grow following the award
of the Amphitious Combat Vehicle and
Mabile Protected Firepower programmes.
In the UK the proposed joint venture with
Rheinmetall is expected to secure the
production and upgrade ol vehicles for
the British Army for years to come,

In Cyber we have focused investment at the
top end of the market, where sophisticated
systems for military grade nteligence provide
barriers to entry for competitors.

In arder to smooth the mevitable fluctuations
in demand for our products, our business
mode! has a strong service content, which
offers a reliable revenue stream and
strengthens the partnership with our

major customers.

BAE Systemns
Annul Report 2018

There are few businesses with such strong
order books and with programme visibility
extending for severai decades, few defence
companies that enjoy such a wide geographic
spread and even fewer technology and
engineering businesses that have the depth

of expertise that is embedded in BAE Systermns.

Itis against this background that | believe
our strategy is sound and our emphasis an
operational excellence appropriate to ensure
the delivery of long-term shareholder value.

Our Board

The Board continues to benefit from a
high-quality team that is diverse in gender,
skill, experience, country of origin and time
served. With Revathi Advaithi joining us at
the beginning of 2018, currently 28% have
been Board members for up to three years,
36% for between three and six years, and
36% for over six years, with an average
tenure of five and a half years.

Board chemistry is excellent with candour,
mutual respect and collective commitment
providing a healthy dynamic for debate,
challenge and decision making.

Board succession planning is key to preserving
this position, and to that end we have been
fortunate to appaint two new non-executive
directors recently, Nicole Piasecki and Stephen
Pearce, both of whom will join the Brard on

1 June 2019, Nicole is a former senior executive
with Boeing who has a strong track record in
strategic planning and international operations
and relations Stephen is Finance Director of
Anglo American pic at present, and as such
has the skills and experience necassary to
succeed Nick Rose as Chairman of our Audit
Committee from the beginning of next year.

| am pleased that Nick has agreed to stay

on until then, which will aliow us to continue
to draw on his experience and his oversight

of the new auditor, dunng what 1s a period

of change and geopolitical turbulence.

This will also allow Stephen to develop his
knowledge of BAE Systems before taking

on the chairmanship of an important

Board committee.

Summary

in summary, we are pleased to have

delivered ancther year of strong performance
with sales of £18.4bn and underlying earnings
per share of 42 9p, underpinped by an crder
backlog of £48 4bn

Whilst the fundamentals of the business are

sound, the order backlog substantial and the
management team strong, the geopolitics in
which we operate have become increasingly
chalienging and unstable.

As we ook forward to 2019 and beyond

aur focus will be on renforcing our custamer
relationships, providing exceptional products
and services, preserving our culiure, investing
in technology and developing our people.

By remaining steadfast in our approach,

we will seek to continue ta deliver far all

our stakeholders.

The Board therefore has recommended

a tinal dividend of 13.2p for a total of

22.2p for the full year, Subject to shareholder
approval at the May 2019 Anrual General
Meeting, the dividend will be paid on 3 June
2015 1o holders of ardinary shares registered
on 23 Apnl 2019,

Gigrotosrentaaed

-

Sir Roger Carr Chairrmon
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"The Greup made good
progress in strengthening
the outlook end geographic
base of the business, with
a number of significant
contract wins, leading
to a record high defence
order backlog”

Introduction

2018 was both a year of geopolitical
turbulence and a transition year in terms

of earnings for the Group. Production

on a number of programmes began
ramping-up especially in cur Electronic
Systems, US Combat Vehicles and
Submarines businesses whilst Typhoon

and Hawk production stepped down, and
the Aircraft Carner build programme moved
towards completion. The order backlog
grew by 25% to a record high. Key business
wins were secured globally: for example

on the Amphibious Combat Vehicie for

the US Marnine Corps, in Australia for the
design and build of nine ships for the Future
Frigate programme; in Qatar for the provision
of 24 Typhoon and nine Hawk aircraft;

and in Canada where the Type 26 design
was selected for the Canadian Surface
Combatant programme. These wins further
strengthened the outlook and the geographic
base of the Group.

Governments in our key markets continue
to prioritise defence and security, and there
is a growing demand for our capabilities,
products and services. BAE Systems is a
diverse and resilient company, pursuing the
right strategy for long-term performance.
We have a strong order backlog giving
multi-year visibility, a broad portfolio with
long-term positions on key programmes
with strong customer relationships, and

a track record of successful partnerships

in international markets to develop local
industry, employment and skifls.

Within the core strategy, execution on the key
strategic objectives of operationat excellence,
cormpetitiveness and technelogical innovation
is vital for the successful delivery of the order
backlog to deliver future growth and in
evolving our business to become a stronger,
smarter and sharper organisation.

Operational excellence

Raising the bar operaticnally tc improve
delivery of the record defence order book
remnains the pricrity for the Group, in order
to drive growth, strengthen customer
relationships and win new and repeat work
in the future, Whilst areas of the business

are performing strongly and the restructuring
actions taken to retumn the Applied Intelligence
business to profitability are gaining traction,
there were some disappointments on certain
long-standing programmes in our Maritime
and Platforms & Services (US) businesses.
Steps have been taken to address these
operational issues. In Maritime, Andrew
Wolstenholme was appeinted to lead that
business with a clear focus on programme
schedule and cost performance. In Platforms
& Services {US}, the new leadership team

is maintaining a keen focus on programme
exacution as investments are made :n
operational processes and automation

to meet the ramp-to-rate challenges in

US Combat Vehicles and position the business
for successful programme delivery during

its upcoming growth phase.

BAE Systems
Annuol Report 2018
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Competitiveness

The Group continues to take the necessary
steps to be competitive. Our customers
demand value for money and it is important
that we can demonstrate exactly that. The
new organisational structure announced

in 2017 became effective in 2018. Within
procurement, global and national category
managers are now in place and efficiencies
are being delivered through supply chain
rationalisation and enhanced data analytics.
Increasing collaboration across the Group,
industry partners and academia is becoming
more important in delivering competitive
offerings The Group structure and functional
councils are in place to ensure this remains

a key focus area and we will be relentless in
our pursuit of competitiveness and etficiency.

Technological innovation

we have a long heritage of developing and
integrating cutting-edge technologies to create
complex systems that give our customers a
capability advantage. The accelerating pace
of technological change is a disruptive force
and a key driver of competitive advantage
and, increasingly, a determinant for our
customers in awarding new business.
Coordinated through the Chief Technology
Officer, the Group is aiming to increase
self-funded research and development
spend over time, as well as working with
our customers in developing technologies
for use today and into the future. In 2018,
technology plans were established that
supported the sector strategies. The
increase in spend will be achieved through
a blend of self- and jointly-funded customer
programmes, and through a pipeline of
investrment oppartunities and targeted
bo't-on acquisitions.

BAE Systems
Annuol Report 2018

2018 performance

us

On 28 September, the fiscal year 2019
Defense Appropriations bill was enacted
This is the first time since 2008 that the
Department of Defense had funding in place
by the 1 October start of the fiscal year, and
provided near-term clarity for the industry
and demonstrated strong bi-partisan support
for defence funding under the two-year
agreement passed in early 2018.

The enacted Defense Appropriations bilt
maintains support for cur medium-term
planning assumptions and pasitive
mormentum for military readiness and
modernisation programmes. Qur US-based
portfolio remains well aligned with customer
priorities and growth areas with support

for many key BAE Systems programmes,
including combat vehicles, F-35 Lightning (i,
electronic warfare programmes, and current
and future precision-weapons systerns.

Our US electronics business delivered

a stand-out operational performance in
2018 especially in our core franchise positions
in the high-technology areas of electronic
warfare, precision-guided munitions,
intelligence, surveillance and reconnaissance,
and electro-optics. The business closed with
a record order backlog with the portfolio
well aligned with the US National Defense
Strategy. We continue 1o leverage these
defence electronics capabilities for
international programmes.

Platforms and Services (US) worked to
address a number of operational challenges
in the year, preparing for significant
production rate increases in the US Combat
Vehicles business To help position the
business to deliver during its upcoming
growth phase, management changes have
been made and process and automation
improvements are being implemented.

US Marihe Corps image by LCpl Morris

Grawth in the US-based Combat Vehicles
business is underpinned by the ramp-up of
production on the Armored Multi-Purpose
vehicle, M109A7 self-propelled howitzer
and Bradley upgrade programmes, and the
growth outlook was advanced in 2018 with
our competitive win on the Amphibious
Combat Vehicle 1.1 programme and our
selection as one of two companies to proceed
to the engineering and manufacturing
developimenl phase fur the Mobile
Protected Firepower programme.

Across our US shipyards, Platforms and
Services {US) continues to be a leading
supplier of ship repair and modernisation
services 1o the US Navy. The ship repair
and our naval gun franchises are well
supported by the growth outlook in

US Navy budget funding.

In our US-based Intelligence & Security
business, whilst market conditions remain
highly competitive, the business is mantaining
a high level of bid activity, and secured a
number of successful wins on recompeted
contracts and new busingss awards n
mission-critical areas. The business is delivering
on contracts with good programme and
financial performance in the period.

We are saddened to report that an accident
on 11 June in a ritrocellulose drying faciity

in Radford resulted in one fatality and injuries
to two emptoyees. The health and safety of
our employees has always been and continues
to be our highest priority.

N



Our strategy in action
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BAE Systems
team wins

Amphibious
Combat Vehicle
competition

In June, the US Marine Corps
selected our vehicle for its
Amphibious Combat Vehicle
{ACY) .| programme. The $198m
(£155m) contract for 30 ACVs has
options which, if exercised, could
resutt in o total of 204 vehicles
worth $1.2bn (£0.9bn).

Along with tearnmate lveco Defence
Vehicles we will provide the Marine Corps
with its next generation of vehicles
designed to go from ship-ta-shore

to engage in land combat operations.

The new ACV 1.1 is an advanced 8x8
open ocean-capable vehicle. It provides
exceptional mobility in all terrains,

and blast mitigation protection for all
three crew and 13 embarked Marines,
along with other improvements over
currently-fielded systems.

The selection of cur vehicle further
solidifies our 70-year legacy of supplying
amphihious capabilities. As a leading
provider of combat vehicles, we have
produced more than 100,000 systermns
for customers worldwide,

+
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Defence and security remain a priarity for
the UK government. This was reaffirmed in
the Modernising Defence Programme and
budget updates in the year. In July, the UK
government launched its Combat Air Strategy,
a significant milestane for our Air sector
which sends a strong signaf of intent about
the UK's commitment to retaining a leading
position in Combat Air. The strategy will
enable long-term planning in a key strategic
part of the business as UK government and
industry jointly invest in cutting-edge,
next-generation combat air systems.

During 2018 we remained focused on the
execution of our long-term contracted
positions In Air and Maritime.

In Air, the production ramp-up of rear
fuselage assemblies for the F-35 Lightning Il
aircraft is progressing, and we are on track
to achieve full rate production in 2020.
The first nine UK F-35 Lightning Il aircraft
arrived at RAF Marham during the year
and initial operational services were stood
up. As the UK and global fleets grow,
securing a long-term support position

on F-35 Lightning ! remains a key focus
for the Air business.

Following delivery of the final four Typhoon
alrcraft to the Royal Air Force of Oman,
Typhoon production is now focused on

the remaining partner nations’ deliveries,
sub-assembly build on the Kuwait pregramme
and the commencement of the Qatar
programme, which sustains production
into the next decade. Whilst a degree of
gecpolitical turbulence exists, the potential
pipeline for Typhoon remains positive,

with opportunities both with partner
nations and through exports, Securing

any additional orders would further extend
production. Typhoon support continues

to be a high-performing line of business
for the Group and the Royal Air Force has

declared Typhoon meets the Centurion
standard, enabling the transition of capabilities
from Tornade to Typhoon as the UK Tornado
fleet comes out of service in 2019,

In Maritime, there remains pressure on the
Royal Navy's near-term budgets. The Offshore
Patrol Vessels programme was impacted in the
year by guality issues which led to a provision
being taken. Lessons learned are being applied
to the other ships in build. The pregramme

is due to complete in 2020. The Type 26
programme is on track for the first of class
contractual date in the mid-2020s. Initial flight
trials on HMS Queen Elizabeth off the coast
of the US were completed successfully and
HMS Prince of Wales is due to commence

sea trials in the next year.

The strengthened management team in
Barrow is delivering improved performance on
both the Astute and Dreadnought submarine
programmes. The major site development
work at Barrow continues, and in November
the new Submarines Academy for Skills and
Knowledge was opened.

In January 2019, we entered into an agreement
with Rheinmetall to create a joint UK-based
military land vehicle design, manufactunng
and support business subject to regulatory
approvals. Joining forces with Rheinmetall

will bring the strength of both businesses
together to be more competitive in the UK
and international markets whilst maintaining
many jobs in the UK. Rheinmetall will purchase
a 55% stake in the existing BAE Systems
UK-based combat vehicles business for
£28.6m, with BAE Systems retaining 45%.

The final agreement cf the terms of the
UK's exit from the EU after March 2019
will be important to enable companies

to prepare for potential changes in the
regulatery environment, There is relatively
limited UK-£U trading and movement of
EU nationals into and out of BAE Systems'’

BAEL Systems | 5
Annuaol Report 2018
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Chief Executive's review

Our strotegy in action

The UK's Combat

Irroge rergyed

Air Strategy and
Team Tempest

The UK government launched

its Combat Air Strategy at the
2018 Farnborough International
Airshow. It outlined an ambitious
vision for the future and initioted
the programme which will deliver
the next generation of combat air
capability by 2035.

The strategy describes a new and
evaolutionary approach to developing
future combat air systems. The world-
leading capabilities and technologies of
Typhaon will continue 1o be developed
and deployed and will ultimately
transition to a future system, with the
aim of providing a seamless integration
of the very latest technologies.

As part of Team Tempest, we are
working with the UK government

and our iIndustry partners Rolls-Royce,
Leonardo and MBDA, to develon and
invest in technologies which will deliver
world-leading capabilities for the future,
ensuring that the UK can continue to
maintain its operational advantage and
freedom of action, while supporting
prosperity and international influence.

+
I8 Group strategic * | More online
framework

baesystems.com
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UK businesses, and the resulting Brexit
near-term impacts across the business are
likely to be limited. BAE Systems will support
the UK government in achieving its aim of
ensuring that the UK maintains its key role

in European security and defence post-Brexit,
and to strengthen bilateral relationships with
key partners in Europe.

International

In an uncertain global environment with
complex threats, our defence and security
capabilities remain highly refevant. 2018 was
a strong year in widening our international
reach and there are good prospects in
existing and new internaticnal markets for
our products and services in air, maritime,
land and cyber.

The contract between BAE Systems and the
Government of the State of Qatar for the
supply of 24 Typhoon and nine Hawk aircraft
to the Qatar Emiri Air Force, along with a
bespoke support and training package,
became effective in September, and
production has commenced.

In Oman, following delivery of the final
Typhoons we are delivering on a five-year
availability service for their Typhoon and
a support package for Hawk aircraft.

In Australia, the Group submitted bids on
two significant production cantracts, Whilst
unsuccessful in the bid for the Land 400
Phase 2 combat vehicle programme, in June,
the Commoenwealth of Australia selected us
as the preferred tenderer for the Hunter
Class Frigate programme to deliver nine
Future Frigates for the Royal Austrahan Navy.

The contract providing the framework for the
design and build of the ships was signed in
Decernber. The build scope is to be negotiated
in due course and productien of the first ship
is expected to commence in South Australia

in the early 2020s. This Hunter Class
programme is expected, over time, to double
the size of the Australian business which is
currently underpinned by long-term support
and upgrade programmes.

Building on this success, in February 2019,
the Canadian government together with
Irving Shipbuilding selected Lockheed Martin
Canada, using BAE Systems’ Type 26 design,
as subcentractor for the Canadian Surface
Combatant programme.

In Saudi Arabia, BAE Systems continues

to address current and potential new
requirements as part of long-standing
agreements between the UK government
and the Kingdom. The Memorandum of
Intent signed between the Kingdom of Saudi
Arabia and the UK government in March
2018 continues to progress towards reaching
an Agreement for a further 48 Typhoon
aircraft, support and transfer of technology
and capability. This will enable BAE Systems
to continue with the Industrialisation of
Defence capabilities in the Kingdom of

Saudi Arabia, in support of the Saudi Arabian
government's National Transformation Plan
and Vision 2030.

The final assembly of the Typhoon would
foliow on from the Hawk programme where
the first In-Kingdom final-assembled Hawk
aircraft is expected to be delivered to the
Royal Saudi Air Force in 2019. Agreement
has been reached with the Saudi Arabian
government for BAE Systems to continue

to provide Typhoon support services 1o the
Royal Saudi Air Force.
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It should be recognised that the Group is
reliant on the continued approval of export
licences by a number of governments in

order to continue supples to the Kingdom

of Saudi Arabia, Significant changes in the
policies of such governments may affect our
own provision of capability to the country and
we are laising closely with the UK government
in working to reduce the impact of any

such occurrence.

The MBDA joint venture has continued to win
arders in both domestic and export markets
with the order backlog once again increasing,
giving clear visibility of growth in the coming
years. The business also continues to invest

in new products and 1s well placed to

henefit from defence spend increases in

a number of European countries and from
export opportunities.

Cyber security

The UK-managed Applied Intelligence
business delivered a much-improved
performance following restructuring actions
taken in 2017 and achieved a break-even
position for the year. Focused recruitment
in the second half of the year positions

the business for a return to growth and
profitability as the market develops.

The commercial market remains highly
competitive; however, cyber security is an
increasingly important part of government
security and a core element of stewardship
for commercial enterprises in @ sophisticated
and persistent threat environment.

Balance sheet and capital allocation

The Group's balance sheet is managed
conservatively, in line with its policy, to retain
its investment grade credit rating and to
ensure cperating flexibihity.

Cansistent with this approach, the Group
expects to continue to meet its pension
obligations, invest in research and technology
and other crganic investment opportunites,
and plans to pay dividends in line with its
policy of long-term sustainable cover of
arcund two times underlying earnings and
to make accelerated returns of capital to
shareholders when the balance sheet allows.
Investment in value-enhancing acquisitions
will be considered where market conditions
are right and where they would deliver on
the Group’s strategy.

Pension schemes

The Group's share of the pre-tax accounting
net pensicn deficit reduced to £3.9bn
{2017 £4.0bn).

Executive Committee changes

Reflecting the new organisational structure
from the start of 2018 there were a number of
changes 10 the Executive Committee. Members
appointed as a result of the new structure
were Chris Boardman as head of Air, Andrew
Wolstenholme as head of Maritime and Julian
Cracknell as head of Applied Intelligence.
Other new appointments were Karin Hoeing
as Group Human Rescurces Director and at
the start of 2019 David Armstrong as Group
Business Development Director following
Alan Garwood's retirement.

Responsible business

We continue to build a culture where our
people are empowered to make the right
decisions and know where to go to seek
help or guidance.

Recruiting and retaining talented people

s a key priority. We want every employee

to reach their full potential within a diverse
and inclusive work environment. We have
programmes in place across the business to
support strategic workforce planning, career
development and retention, as well as to
improve diversity and inciusion.

Summary

Qur business benafits from a large order
backlog, with established positions on
fong-term programmes in the US, UK,

Saudi Arabia and Australia along with a
growing presence in other international
markets. Our strategy is working, it is clear
and well defined. With governments in our
major markets continuing to prioritise defence
and security there is a strong demand for our
capabilities. Through improved programme
execution and maintaining the strategy and
capital allocation policy, BAE Systems is well
placed to maximise opportunities, manage
the challenges and continue to generate
good shareholder returns.

Sgral.terer Seed

Charles Woodburn
Chief Executive

BAE Systerns.
Annuol Repert 2018
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Gl’OUp Stereng Our strateqy is comprised of five

key long-term areas of focus that
framework will help us achieve our vision and
mission. Itis centred on maintaining
and growing core franchises and
securing growth opportunities.
We have shared values: Qur three strateqic priorities which
Trusted, Innovative, Bold are embedded throughout the Group
— these give us the rignt provide the link between our longer-
ermphasis for our culture, .
oehaviours, relationships term strategy and near-term business
and reputetion. objectives for all our employees.

Our vision Our mission

Our strategy

@ Maintoin and grow our defence businesses

Continue to grow our business in adjacent markets
Develop and expand our international business

Inspire and develop o diverse workforce to drive success

Enhance financiol perarmaonce and deliver sustoirable growth in sharenaider value

Our strategic priorities

Drive operational Cantinuously improve Advance and further
excellence cornpelitiveness and efficiency leverage our technology

Our volues

Trusted, Innovaive, Bold

| 8 BAE Systems
Annual Report 2018



Qur morkets

+
||8 | Group strategic
framework

Supporting our customers

Our strategy is focused on providing a

vital advantage to our customers across

the US, UK and international markets.

In particular, we have built strong positions
aligned with our core defence platforms to
support our custormners in our four principal
markets. These principal markets - the

US, UK, the Kingdom of Saudi Arabia and
Australia - have been identified as having

a significant and sustained commitment

to defence and security. BAE Systems has
established strong and enduring relationships
in these rarkets and is recognised as playing
a key role in the industrial capability of each
of these countnes.

Qur unique position and capabilities

Qur strong position in the US through the
Special Security Agreement, together with

our standing as the leading defence contractor
in the UK, provides us with unique capabilities
that can be leveraged across the Group to
support our customers In addition, our diverse
portfolic of capabilities in the air, maritime,
land and cyber damains, provides us with

a comprehensive offering for our customers
around the world making us one of the
broadest and most geographically diverse
major defence companies.

Responding to changes in defence

and security requirements

Qur business continues to respond to
geopolitical and technology trends that will
influence and shape our custorners’ defence
and security reguirements now and intc the
future. Our excellence in complex engineering,
developing cutting-edge technology and
seeking innavative solutions enables us to
respond to our customers’ requirements for
greater agility, global reach, and advanced
technology products and services.

Growth aspirations

A number of key markets for the Group

have either grown or stabilised spending
In response to an increasingly uncertan

security environment.

We have a significant international

presence supported by long-standing
customer relationships and the ability to
leverage our range of capabilities around
the Group. Following a number of significant
wins in the last two years we continue

to see further opportunities in a number

of internationa! markets.

BAE Systerns has leading positions in its
principal markets —in the US, UK, the
Kingdom of Saudi Arabio and Australia —
as well as established positions in a nurmber
of other international markets. We are one
of the largest global defence componies.

Accessible global defence markets'

Top ten global defence markets accessible
for business by the Group ($bn}

I A G0
2. tngia | Nl
IS . 57
4 France ] _IN%]
[5_Saudi Arabia ] __JR¥d
(6. Japar | Al
7 Germany | __J4
[8.South Korea | B

9. Australia | el

10, 6rozil | P

W Principal markets

Source: 2017 US budget as shown in the Department of Defense Fiscal Year 2019 Budget
Request and, outside the US, IHS Jane's De‘ence Bodgets (hased on 2017 total defence
budgets and constant 2018 US dollars)

BAE Systermns’ global defence market position

Top ten global defence
contractors’ revenue {($bn}

[ LockheedMarin ]
CRagytheen | A
GoBaEsysems | g

[3-North o5 Grumman ] === Tl

B IR |

[6 General Dynamis | ey

Fanes | I

[5 Almaz Aniey |

(5 Thales —— 1~ I8

[10 teorardo | [

Source Defense News Top 100 for 2018 tbased on 2017 numbers} Exchange rate applied
to BAE Systerns s §1 289/f1.

1 Markets naccessible for busimess by BAS Systems are excluded

BAE Systerns
Annual Report 2018
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Our morkets
continued

Sales’ by destination

us

42%

UK
Saud Arabia
Australia

21%
14%
3%

migQN| e e

Gther international markets®

1 Revenue plus the Group’s share of revenue

of equity accounted Investrrenss,

20%

2 Includes £0 7bn (4%; of sales generated

under the Typroon warkshare agreement

w th Eurofighter |agdflugzeug GmbH.

BAE Systerns
Annual Repart 2018

The US continues to represent
the single lorgest defence
market in the world and

BAE Systems remains ¢ top ten
defence supplier in the US.

On 28 September, the fiscal year 2019
Defense Appropriations bill was enacted.
This is the first time since 2008 that the
Dapartment of Defense had funding in

place by the 1 October start of the fiscal
year, which provided near-term clarity for the
industry and demonstrated strong bi-partisan
support for defence funding as part of the
two-year agreement passed in early 2018.

The enacted Defense Appropriations bill
maintains support for our medium-term
planning assumptions and positive momentum
for military readiness and modernisation
programmes. The portiolic of the US-pased
business is well aligned with customer
pricrities and growth areas, which include
combat vehicles, precision-guided rmunitions,
naval ship repair and modernisation services,
electronic warfare, and space security.

BAE Systems has strong positions on a number
of premier defence programmes, including
F-35 Lightning Il, Paladin self-prepelfed
howitzer, Armored Multi-Purpose Vehicle

and Amphibious Combat Vehicle, and we

are a leader in advanced electronic systems,
real-time intelligence and analysis, naval gun
systemns and artiliery systems.

In addition to our position on US defence
programmes, the US-based portfolic is also
focused on Foreign Military Sales and direct
international sales to allied nations.

We continue to deliver on existing commercial
programmes, including engine and flight
controls, and electric drive propulsion systems

BAE Systems remains the
largest defence company
in the UK, with strong and
long-standing relationships
with the Ministry of Defence.

The UK is Europe’s largest defence market
and, after a period of budgetary decline,
detence spending has stabilised. The Autumn
Budget reinforced the UK governmenit’s
commitment to defence and security spending,
as well as the continued pledge to maintain
spending at 2% of GBP. Additionally, the

UK Combat Air Strategy anncunced in July is
a significant milestone, sending a strong signal
of intent for the UK's commitment to retaining
a leading position in Combat Air. The strategy
will enable long-term planning and joint
government and industry investment in
next-generation combat air systems.

In light of the UK’s referendum decision to
leave the EU, the gavernment has signalled
1ts intent to continue to play @ major role in
defence and security co-operation in Europe.
The final agreement of the terms of the

UK's exit from the EU after March 2019

will be important to enable companies

to prepare for potential changes in the
regulatory environment. There is relatively
limited UK-EU Urading and mavement of

EU nationals into and out of BAE Systems’
UK businesses, and the resulting Brext
near-term impacts across the husiness are
likely to be limited. BAE Systems will support
the UK government in achieving its aim of
ensuring that the UK maintains its key role
in European security and defence post-Brexit,
and to strengthien bilateral relationships with
key partners in Europe.

The UK governrent provides vital support
in the pursuit of international export
opportunities, recognising the value that
BAE Systems and the defence industry
contributes to the UK economy.

BAE Systems plays an important role in
providing capabilities to support the UK
government and armed forces across the
air, maritime, land and cyber domains.
OQurinvolvement across the major UK
defence programmes, including Typhoon
aircraft, Queen Elizabeth Class aircraft
carriers, Type 26 frigates, and Astute and
Dreadnought Class submarines, maintains
our diverse skillsets, allowing us to pravide
a vital advantage to our customers.

Qur UK-managed cyber business has a
focused investment strategy to ensure that
wa support cur commercial and government
customers as Cyber security becomes an
increasingly important part of a sophisticated
and persistent threat environment.



The Kingdom of Saudi
Arabia continues to be

a significont military power
and one of the largest
defence morkets globally,

Saudi Arabia has a strong commitrment
to defence and security spending driven
by regional secunty instability.

Saudi Arabia’s Vision 2030 strategy

to promote In-Kingdom industrialisation

and diversification away from reliance

on il continues to shape our activities in
support of Saudi Arabia’s national ohjectives
of technology development, local skills,

and the developrment of an indigencus
defence industry and capability. Through

the restructunng of the Group’s portfolio

of interests in a number of Kingdorn of

Saud Arabia industrial companies along with
sustaining current industrialised capability and
building on our strong histary in Saudi Arabia,
we are working in partnership to continue to
deliver these priorities with the Saudi Arabian
Military Industries (SAMI) organisation to
explore how we can collaborate to deliver
further In-Kingdom Industrial Participation.

We remain well placed as a leading
in-country contractor in suppaort of air
defence platforms and training systems
for the Royal Saudi Air Force, as well as
suppor? for mine countermeasure vessels
for the Royal Saudi Naval Forces.

BAE Systerms is one of the
largest defence companies
i~ Australia, with strong
activities ocross all dormains.

Regional instability and the pace of military
modernisation in the Asia-Pacific regian
continue to drive the government’s
commitment to defence spending, with
major recapitalisation programmes under
way in the air, maritime and land domains.

The government has indicated its intent

to grow defence spending by committing
to spend 2% of GDP by 2020/21. As part
of this commitment, the government has
made clear its objective to build a stronger
and more sustainable domestic defence
ndustry, ensuring that over time the nation
has in place a sovereign industrial base that
has the skills, knowledge and capability to
manage and support the platforms and
systems it has invested in.

We are well positioned to support this
through an established business and a
warkforce based at more than 25 sites
across the country, in addrtion to our ability
to feverage our international positions within
the Group to support domestic Austral:an
products in export markets.

We currently provide support to the
Australian Defence Force through engineering,
programme management and sustainment
solutions, including the Jindalee Operational
Radar Network upgrade, Hawk Lead-In
Fighter support, F-35 Lightning Il sustainment,
and Anzac frigate support and upgrade.

The award to BAE Systems Australia in 2018
of the nine-ship Hunter Class Frigate
programme, to be built at the ASC shipyard
facility in Adelaide, will in time give the
business a balanced portfolio of buiid and
suppert work.

BAE Systems has meny strong
cnd enduring relationsnips in
other international markets.

Regional security tensicns, the growing
empbhasis on indigenous capabilities and
varying economic conditions continue to
influence defence spending internaticnally.
In Asia-Pacific and the Middle East,

BAE Systems has developed and seeks

to further relationships with partners

and customers in a number of countries,

In Qatar, the contract to provide Typhoon
and Hawk aircraft along with a bespcke
support and training package became
effective in September.

In Oman, where we completed the delivery
of the final Typhoons in 2018, we provide
support to Typhocn and Hawk aircraft and
naval vessels.

We have a strang presence in Sweden
through our BAE Systerns Hagglunds business
supplying and supporting tracked vehicles
for international customers.

In Turkey we are collaborating on the first
development phase of an indigenous
fifth-generation fighter jet, TF-X, for the
Turkish Air Force and we maintain our pasition
in armoured combat vehicles through the
FNSS joint venture.

In India, we have long-established
relationships with local industry partners
Hindustan Aeronautics Limited on Hawk
aircraft and with Mahindra Defence Systems
on M777 ultra-lightweight howitzers.

In Malaysia, we are a supplier to the armed
forces, both directly and through joint
ventures. We have set up a Global Engineering
Centre in Kuala Lumpur focusing on local
delivery and global support of our cyber

and financial crime detection services.

Our US businesses export combat vehicles
and precision weapon systems to a number
of international customers and leverage further
international markets through our partnerships
in defence and commercial electronics.

Through our shareholding in MBDA, cur
position in the missiles and missile systems
market continues to grow in European and
other international markets.
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How our Z\/e? provide advanced tgchnolgzqg
: efence, aerospace and security

business works solutions that aim to give our

customers a competitive edge.

; .
We aim to deliver... We create value through...
...prOdUCtS and services Established positions on long-term programmes
that provide a vital Strong and collaborative relationships with
odvontoge to help our governments and commercial customers
customers protect what Our position as a trusted supplier allows us
reouq matters: to identify emerging trends and opportunities

for growth
Qur largest customers are

governments, but we also sell 1o large
prime contractors and commergial
businesses. We take on and solve

same of our customers’ most identlfgmq
complex and challenging engineering cuU Stom ern eed S

and technology projects to give them
a competitive edge, helping them

protect what matters most.

+
104I Qur key products
and services

...services, sustainment
and upgrade

Understanding our customers to provide
competitive services that add value

Technical expertise acquired through praduct
design and development

Flexibility and responsiveness to maximise
availability of our customers’ products

Our business model is underpinned by...

..our values ..our people

Our values of Trusted, Inhovative We have a diverse range of
and Bold are at the heart of talented people. We invest in
everything we do and provide the education and training for our
right focus and framewark for our existing workforce, including
employees to aspire 1o and live by, apprenticeship and graduate
now and into the future. programmes, and work with

education sectors to help shape
the workforce of the future.

+ . +
18 Group strategic 24 Our
framework people

22 BAE Systems
Annual Report 4018



Non-financial information statement
This section of the Strategic report, entitled
"How our business works', constitutes

the Non-Financial Statement as required
by the Compan es Act 2006 as amended.

Strategic focus on technological capabilities
which drive innovation

Partnerships with small and medium-sized
entergnses and academia to develop new solutions

Early-stage research which is self-funded and
then developed further with custormer funding

.research and
development

..advanced manufacturing,
commissioning ond integration

Investrnent in advanced manufacturing
facilities and techniques

Focus on operational excellence with
safety as a key pricrity

Management of complex projects and
collaboration across global supply chains

O

.bidding and

.designing and

Critical skills in identifying risk, whilst
focusing on value for customers

Record of delivery on complex projects

Partnerships with lacal companies
supporting econamic development

controctinq

developing

Engineering expertise in developing
cutting-edge preducts and services
Product safety embedded in our designs

to maximise safety in the construction
and use of our products

Products designed to be easily maintained
and upgraded as technology evolves

...our technology

We focus on technology
innovaticn and engineering
excellence, prioritising and
investing in next-generation
research and development
programmes to deliver
competitive solutions to
meet our current and future
customers’ needs.

2] ¢
ur
26 technology

..our partners and
key relationships

We have close relationships
with suppliers, universities
and governments which help
us to create best-in-class,
cost-effective equipment,

goods, services and solutions,

+
|3| | Qur partners and
key relationships

..responsible sourcing

and impact

We take pride in managing
our operations responsibly
and we require our employees
to conduct business in an
ethical way under our Code
of Conduct to enable usto
earn and maintain the trust

of our stakeholders.

+
|33 Responsible sourcing
and impact

..OUr governance
framework

Qur robust governance
framework sets out the way we
do business. It details our policies
and processes which, together
with our culture, enable us to
deliver operational excellence

in a clear, accountable and
consistent way.

* | Board
Qar
76 gavernance
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B Ourpeople

How our business works

continued

I g2 erove T

/

Creating an inclusive culture
where everyone can fulfil their
potential is ¢ key priority for
BAE Systemns.

Gender diversity
Male Female
Board 7 4
54%
Senior managers'? 276 58
83%
Total employees®* 52,000 16,000
79%
Age diversitip*
60 years égj'ﬁg:(a"d
and older 6000
10,000 .
. 25-34
years
’ 16,000

50-59

years

22000 45 4
years
24,000

Serwor managers are defined as employees (excludng
execyive directors) who have responsibility for planming,
directing or controling the actwibes of the Group or 2
strategically sigruficant part of the Group and/or who
are directors of subsidiary companies.

Excludes executve diectors

Excluding share of equity accounted investrments and
rgunded ta the nearest thousand employees

See surmary of Deloitte LLP assurance on page 34

L b

o~
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We value our employees and the contribution
they make, and we are committed to creating
an inclusive culture where everyone can give
their best. This is essential if we are 1o attract
and retain talent and drive innovation to solve
our customers’ complex chalfenges.

Our approach

BAE Systems’ business strategy is dependent
on its ability to recruit and retain pecple with
appropriate talent and skills, and we have
identified this as a principal sk (see page 71).
QOur Human Resources Strategy prioritises
identifying, attracting and developing talent
through robust succession planning, as well
as engaging and rewarding employees.

Our Group Human Resources Director
reports directly to the Chief Executive and
chairs the Global HR Council ensuring our
Human Resources Strategy supports the
Integrated Business Plan and People Policy.

Diversity and inclusion

BAE Systems is committed ta being an
inclusive organisation with a diverse workforce
that reflects the cammunities in which we
work. Diversity and inclusion is not just the
right thing 1o do, it will ditferentiate and
strengthen us for the future.

We recognise that employees from varied
backgrounds, beliefs and life experiences
bring innovation in all that we do. Wa know
people perform at their best when they truly
can be themselves.

We are determined to increase the number

of womer in semiar executive pasitions

our industry by working on the attraction

and retention of more women within the
Company. QOur businesses own and drive
strategies to support these priorities and

we have measures in place 1o track progress.
YWe have signed up to the Women in Aviation
Charter and are launching a Jeader-led genger
equity network in the US to provide mentoring
and coaching for junior to mid-level women,

dentifying and recruiting talent

We rwst recruit a diverse range of
professionals to deliver excellence to our
customers, including engineers, designers,
software developers and project managers.

We have focused our recruitment on the next
generation to mitigate Science, Technology,
Engineering and Mathematics (STEM) skills
shortages, and to accelerate diversity within
our leadership.

We regularly provide high-quality training

for thousands of apprentices and graduates
across our business. We have partnered with
Cranfield University in the UK and multiple
colleges, universities and trade schools
throughout the US to create innovative
apprenticeship and technical-development
programimes to attract and retain great talent
and boost high-end skills,

in the Kingdom of Saudi Arabia our

technical training programmes are revered
for their contribution to the economy through
the development of indigenous capability.
We are responsible far gualifying more

than 1,200 peopie annually in teaching

and enginegring professions.

Training and development

We want ail of our employees to reach their
full potential, evolving their skills to meet our
customers’ current and future reguirements.
We support this through comprehensive
career frameworks, development programmes
and gaining experience from the breadth of
our global operations. from deploying mare
than 1,500 expatriates and investing m our
local Saudi workforce through a range of
gverseas assignments, to equipping our
proguction-floor superwisors in the US

with the skilis to lead growing teams in

an advanced technological environment,
cantinual improvement of competence

and skills transfer helps us to develop
world-leading technologies, giving our
customers a critical advantage.



Cur strategy in action

Responsibility for development is led by
each employee, in partnership with their
manager and with support from the
Company. We encourage each employee
10 have conversations with their manager
to create a meaningful plan to ensure their
professional development.

Reward

We provide our employees with compaetitive
reward packages which reflect their individual
responsibilities and contribution to business
performance, and we recognise individual
and team successes.

We have published our second annual gender
pay gap report in line with UK regulations.
For 2018, the average gender pay gap for our
UK workforce was 9.0% (2017 11.2%), which
is lower than the current UK national average
of 17.9%. We have a gender pay gap because
we emnploy around four times more men than
women and a greater proportion of aur senior
leadership population is male. We rely on
employing large numbers of employees

with STEM qualifications and we, like other
companies, face challenges recruiting females
with these gualifications because there are
significantly fewer women who study and
work in these fields.

Employee engagement

Employee engagement is a primary focus

for our leaders and managers — connecting
employees to our strategy and purpose,
empowering them to contribute to impraving
business performance and creating an
environment in which everyone can fulfil
their potential.

We keep employees informed about what

is happening across the businass through

our intranet and emall, podcasts, newsletters,
and leadership blogs and briefings.

In 2018, we conducted a Group-wide

survey to measure employees’ views on key
engagement factors and our current ways

of working. The results of this survey will help
us to build on our strengths and focus on
areas where we can further evolve our ways
of working to support future success.

Our global Chairman’s Awards programme
recagnises individuals and teams for their
outstanding contribution to the success of
the Group.

We encourage employees to become
shareholders in BAE Systems and, in some
markets, offer share schemes to support this.

We seek to maintain constructive relationships
with trade unions in Australia and the UK,
and labour unions in the U3, 55% of our

UK employees are members of a trade union
with 9% covered by a collective bargaining
agreement. In the UK, we retain excellent
relationships with the main crganisations
involved and organise regular meetings
through our Corperate Consultation
Committee. We have structures in place

to work with trade union representatives

in our Iocal markets, where 1t s appropriate
and legally acceptable.

Employee Engagement groups exist
across the businesses, in order to provide
engagement forums for those not covered
by collective bargaining.

Employee
Resource Groups

BAE Systems’ Employee Resource
Groups (ERGs) are voluntary,
employee-led groups that serve

as a resource for members and
organisations by fostering a diverse,
inclusive workplace aligned with our
orgonisation mission, values, goals,
business practices and cbjectives.

They play an important roke in BAE Systems’
commitment to diversity and inclusicn, Gur
ERGs provide programmes to enhance personal
growth and professicnal development,

help support business priorities, and allow
employees to expand their internal and
external netwaorks, In ahgnment with our
diversity and inclusion strategy, the ERGs
are grassroots efforts that work to positively
impact our workforce, workplace and the
community. Each network has a formal
structure, periodic meetings, objectives,

and in most cases an executive sponsar.

Our ERGs include: Cutlink in the UK and US
for our Lesbian, Gay, Bisexual, Transgender
and Questioning community which strives
to promote equality through education;
ENabled Disability Network in the UK

tcalled ABLE in Saud) Arabia and the US)
which draws upon the experience of its
mernbers to provide relevant guidance and
suppaert regarding disability issues; Women's
Network in Australia, Saudi Arabia, the UK
and the US which aims to foster an inclusive
community focused on the needs and
interests of women in the workplace and

the community; and our Veteran's Support
Network in the US whose mission it is to
help connect former service members, active
duty members, reservists and those who are
supportive of our armed forces

BAE Systems
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B Ourtechnology

How our business works

continued

iren )0 e oved

Our technolegy provides
custorners with a competitive
edge ocross air. maritime, tond
and cyber to help them to
protect what matters most.

In the complex and fast-changing environment
in which we work_ harnessing technology
and innovation is key to developing the

most effective and efficient solutions for

our customers. We are addressing this pace
of change by ensuring that our products are
designed, built and supported in a way that
provides for future flexibility with the ability
to upgrade in an agile manner.

Technology and innovation are central

to our business. They underpin our strategy
and the development of our products and
services, helping to make cur products maore
cost-effective, including the operational
and through-life costs of current and
future systems,

Cur planning process starts with the business
strategy infarming a product strategy which in
turn defines the capabilities and technologies
that are required

This structured approach ensures we have a
clear focus for our research and develapment
(R&D) spend and that of our customers,

to maximise future product and service
capabilities and the way we work.

A collaborative approach
The Technology team, part of the Chief
Technology Officar organisation, works with
the BAE Systems businesses to develap the
technology plans. Our people are encouraged
to innovate and embrace disruptive
technologies focused on those that will ansure
our custarners are equipped to face present
and future threats. We employ highly skilled
engineers, technologists and scientists who
endble uy L deliver the most cutting-edge
tachnology.

We are focused on improving collaboration
across the business, increasing connections
and identifying opportunities and projects
where we can leverage the power of the
Group including across areas such as autonomy,
maritime battlespace, future combat air, cyber
and advanced manufacturing. In advanced
manufacturing, we continue to invest in our
additive manufacturing capabilities acrass the
business and developing partnerships with
universities and supply chain companies with
a particular focus on a reduction of the
design-to-manufacture time.

As well as taking a collaborative approach
within our own business we wark with a
range of partners including our customers,
defence and security industry partners, other
industry partners, small and medium-sized
enterprises and academia. Often we work
with others to develop embryonic technology
before selecting and maturing it for use in our
own products and services.

Product
strateqy

Business
strategy

Capability
gaps

Technology
plan

1 The v ews, opirions a-d findings expressed are thase of BAE Systemns and should not be interpreted
as representing the official views ar polic es of the Department of Defense or the LS gavernment.
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Our strotegy in oction

Insights into
causes of conflict for
military planning

We are developing technology for
the US Defense Advanced Research
Projects Agency (DARPA} and

US Air Farce Research Loboratory
that will nid military planners in
understanding and addressing

the complex dynamics that drive
conflicts around the world.

Through the Causal Exploration of Complex
Operational Environments programme, we
are developing software that models different
political, territorial and economic tensions
that often Jead to conflicts, helping planners
to avoid unexpected cutcornes.

This original software, called Causal Modeling
for Knowledge Transfer, Exploration and
Temporal Simulation, is intended ta create
an interactive mode] of an operational
environment, allowing planners to explore
the causes of a conflict and assess

potental approaches.

This solution aims to replace today's time-
consuming and labour-intensive approaches,
to give planners a quicker and deeper
understanding of conflicts to help avord
unexpected and counter-intuitive outcomes’

This and other programmes are managed by
our Electronic Systems FAST Labs™ business
area. The team collaborates acrass the
Company’s giohal enterprise to create and
develop advanced technology capabilities

in advanced efectronics, autanamy, cyber,
electranic warfare, and sensors and pracessing.
Our scientists and engineers solve some

of the toughest challenges in the defence,
aerospace, power and propulsion, and
secirity domains. The team is also partriering
with universities and commercial technology
companies to leverage innevation for
powerful new capabilities for our customers.
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Our strategy in action

In the US, UK and Australia we forge strong
relationships and partnerships with universities
to enable us to identify and learn about new
technologies that can help cur customers.

We also assess the utility of cur existing

technology to determine if we can create
value through licences and sales of rights
to the technology to other organisations.

Horizon scanning

Part of the role of our Technology team

is to scan the developments in science and
engineering happening across the world
and o bring to our attenticn the latest
advances that may have utility in the
defence, aercspace and security markets.

We work hard to identify key trends that

will shape our future business, taking into
account the increasing pace of technological
change and the huge growth in R&D spend
in the commercial and consumer-focused
sectors that has applicability for our business.
Work in this area includes the virtual training
environment where we are developing virtual
platforms and their support environments by
leveraging commercial gaming technologies.

The use of technglogy, innovations and
advanced manufacturing technigues across
our business is essential in driving greater
efficiency and increased productivity. A gocd
example of this is the work we are doing to
develop an inteligent, self-optimising and
adaptable digital factory for future platforms
that will integrate intelligent robotic
technologies to support manufacturing and
assembly. Aligned to this is our investment

in intelligent robotic technologies, such as
collaborative robots (or Cobots), which are
powerful enablers for reduced manufacturing
costs, impraved productivity and the safety
of manufacturing environments,

We are alsc investing in digital twin
technology to evaluate the potential of

a product digital twin that can facilitate
wirtual testing to be undertaken in a digital
environment, significantly reducing the
reguirement and cost of physical testing.

Our investment

We continue to invest in a wide range of

R&D actwvities that are targeted in customer
priarity areas and in programmes that will

give us a competitive advantage. In 2018,

we spent £1.5bn (2017 £1.6bn) on R&D, of
which £222m (2017 £238m) was funded by
BAE Systems. In addition, the Group's share
of the R&D expenditure of 1ts equity accounted
investments in 2018 was £0.2bn {2017 £0.1bn).

We protect our investments in technologies
and have a portfolio of patents and patent
applications covering approximately 2,500
inventions worldwide.

In order to accelerate our R&D programmes we
make value-adding investments or acquisitions
in key and emergent new technologies. In 2018
we announced a collaboration with Prismatic
to invest in the development and flight testing
of the PHASA-35" system, a new solar electric
unmanned aerial vehicle which has the potential
to fly for up to a year, and a further investment
in Reaction Engines.

Research and developrment expenditure’

E | .7bn (2017 £1.7bm)

1 Including share of equity accounted investments

Mixed reality
cockpit

BAE Systerns’ specialist team of
Hurnan Factors engineers cotlaborate
with pilots to better understand and
anticipate their needs. These insights
shape the intuitive technologies
that the team is developing for

the cockpit of the future.

One area of focus is on technologies that
enable pilots to control the cockpit In new
ways. An examiple is the ‘wearable cockpit’
which removes many of the physical elements
of current cockpit design, and replaces it with
avirtual display, projected through the pilot's
helmet. This provides the pilot with a
software-only cockpit that 1s upgradeable,
adaptable and reconfigurable.

We have integrated our virtual reality cockpit
with the Striker® Il helmet and are now
working to evaluate its effectiveness ina
range of simulated scenarios.

As rnilitary domains become more contested
and technologies become more complex, we
are focusing on the controls that are critical

to the pilot and how these can become easier
te manage. Eye-tracking technology will allow
the pilot to physically look and highlight an
object, and then make a gesture to ‘press’ a
button, rather than having a series of physical
buttons on the aircraft.

BAE Systems
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B Our values ond responsible behaviour
How our business works

continued

~igge ceroved

Our strotegy in action

We are a business thot
operates responsibly cnd
with integrity, supporting
sustainable long-term
performance by managing
non-financial risks that

con impack reputation

and shoreholder value

The Board delegates the detailed oversight

of responsible behavicur matters to the
Corporate Responsibility Committee, which is
chaired by a non-executive director (see page
87). The Corporate Responsibility Committee
meets as part of the Board's annual schedule
of meetings (see page 80), and agrees the
Group’s responsible business priorities relating
o our employees, trust and integrity, health
and safety, and resource efficiency.

The Chietf Executive is respansible for
ensuring that we meet our own standards.
He is supported by the Managing Director
Operational Governance with guidance
and oversight from the Board via the
Corporate Responsibility Committee

The performance review process is used
to flow down corparate responsibility
objectives through the Group.

For information about how our business
model is underpinned by our commitment
to corperate responsibility, see page 23.

Our Operational Framework {(see page 76)
sets out the way we do business. We set
Group-wide policies, which are enacted at &

local level by cur businesses, and help business

leadership to make informed decisions.

BAE Systems
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Qur Operational Framework is underpinned

by our Qperational Assurance Statement (OAS)
which is & six-monthly process used to monitor
compliance with the Cperational Framework
and policies. The OAS alsc requires a report
shawing the key financiai and non-finanaal
risks for each business and Group function
completed by the line and functional leaders.

The Internal Audit Director owns the

0AS Policy, and is responsible for the
consolidation and reporting of the OAS
submissions from the businesses to the
Group Audit Review Beard, the Aud't
Cammittee and the Corporate Responsibility
Committee. The Internal Audit Director
reparts functionally to the Audit Comnuttee
and, for day-to-day operations, to the Chief
Executive. The Corporate Responsibility and
Audit Committees hold a joint meeting
each year to review the OAS and assurance
matters as both committees are cencerned
with both financial and non-financial risk.

The Board has overall responsibility for
determining the nature and extent of the

risk that the Group is willing to take and

for ensuring that nsks are managed effectively
across the Group. The Board reviews risk as

a regular agendaitem and as part of ts annual
strategy review process.

Our corporate responsibility programmes
focus on:
~ continuously improving employee welloeing
and standards of safety for employees
and those we work with, 10 ensure that
everyone goes home safely (see page 30);
- developing an inclusive, diverse
waorkplace to drive Innovation and enhance
the performance of our employees
{see page 24,
- engaging with our communities by
supporting projects and employee
volunteering (see page 31);

Training our
Ethics Officers

Each year, BAE Systems holds
two twa-day farums (one in the
US, and a global one in the UK)
to provide training and updates
for our Ethics Officers.

In 2018, these induded \ntroductions from
lerry DeMuro, President and Chief Executive
Officer of BAL Systems inc. and Charles
Woodburn, Chief Executive of BAE Systems
stressing the importance of the role our
Ethics Officers play.

The global ethics conference focused on
providing our Ethics Officers with additional
training on supporting people who raise
concerns, aiming ta further normalise the
Speak Up process. The US conference
provided our Ethics Officers with training
an the importance of cullure and the skills
related to investigations.

-]
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How we Qur principal
I6_gl manage risk IEBjI risks

- supporting our empioyees in making the
right decisions and doing the right thing
(see page 29);

- managing the environmental impacts of our
facilities and products to improve efficiencies
and cost savings (see page 33); and

- working with suppliers to deliver excellence
and innovation to support our businesses in
delivering on their objectives {see page 31).

Trust and integrity

We aim to be a recognised leader in business
conduct which helps us to earn and maintain
stakeholder trust and sustain business success.

We consider it fundamental to maintain a
culture focused on embedding responsible
business behaviours. All employees are
expected to act in accordance with the
reguirements of the Group’s policies,
including the Code of Conduct, at il times.
As well as being the right thing to do, this
reduces the risk of compliance failure and
supports us in attracting and retaining
high-calibre employees.

We work to build a culture where our people
are empowered to make the right decisions
and know where to go to seek help or
guidance. Our Code of Conduct sets out
clear expectations on ethical conduct and
we offer training and support to help people
understand the right thing to do

During 2018, we rolled out face-to-face
ethics training that covered realistc, issue-
based scenarios. This training, delivered by
line managers to their teams across the Group,
was designed to stimulate conversations
around difficult issues faced by employees in
their workplace. Certain employees received
additional training accerding to their rcle,
such as anti-bribery and anti-carruption,

and expart control traming.

Employees can speak up via our network

of over 160 Ethics Officers or by contacting
our 24-hour Ethics Helpline by phone, emall
or an external website to ask far support or
report a concern, ancnymously if preferred.

We collect data on ethics enquiries and
dismissals for reasons relating to unethical
behaviour (see opposite). In 2018, there
were 1,286" ethics enquiries, an increase

of 0.5% on 2017, This pesitive trend reflects
our efforts to encourage our peaple to speak
up and we will continue o communicate to
our employees the methods for making
contact. Qur 2018 anonymity rate of 28%
compares favourably with internationa!
benchmarks.

in 2018, 48% of the ethics enguiries
received were requests for guidance and
advice, which we believe reflects our
employzes coming to us before a situation
nas worsened and requires investigation.

Ve encourage employees 1o contact us as
early as possible when a potential incident
can still be prevented by timely advice.

All enquines repcrted to Ethics Officers
and via the Ethics Helpline were reviewed
and reported either to the Ethics Review
Committee or, In BAE Systems, Inc., 1
the Ethics Review Oversight Committee.

Anti-bribery and anti-corruption

We have well-established anti-bribery and
anti-corruption pelicies aimed at ensuring
adherence to the associated legal and
regulatory requirements in light of the bribery
and corruption risk faced by the Company.
Qur commitment to comply with all applicable
laws and regulations, including those
addressing anti-bribery and anti-corrupticn,
and our commitment never to offer, give or
receive bribes or nducements is alsc clearly
set out 1n our Code of Conduct.

The policies referred ta above include

the following:

— Advisers Policy — which governs the
appointment, management and payment
of third parties who are engaged t¢ assist
with our sales and marketing activities or
the strategic development of the Group;

- Gifts and Hospitality Policy — which
governs the offering, giving or receipt
of gifts or haspitality;

- Conflict of interest Policy - designed
to ensure that personal conflicts of
interest do not impair employees’
judgement and damage the Group's
integrity and interests; and

- Facilitation Payments Policy — designed
to ensure that Faciltation Payments are
not paid and that the Group and its
employees seek to eliminate the practice
of facination payments.

Other policies, including our Finance Policy,
Fraud Prevention Policy, Export Control
Policy, Lobbying, Political Donations and
Other Political Activity Policy, Offset Policy
and Procurement Policy include measures
to address bribery and corruption risks.

Risk-Dased due diligence procedures

have been implemented to address

bribery, carruption and other financial and
non-finanaal risk, and our Policies include
processes for risk-based internal and external
approvals, ongoing monitoring and repeat
due dilgence.

For the princigal risks relating to compliance
with anti-bribery and anti-corruption
regulations and how the risk is mitigated,
see the laws and regulations risk description
on page 70.

Total ethics enguiries’

EEET S 26
o7l JEsly

Anonymity rate
28
0 (2017 24%,)

2018 ethics enquiries by type’

(I R (5
I . -7

ENEN . |7

a ] JF

s | JEN

Quidance and advice

Employee relations and conduct

Managerent practices

Accounting <harges practices
Other

(- I A )

Dismissals for reasons relating
ta unethical behavigur?

ECEE] I (S
ECiF] I -

1 See summary of Deioitte LLP assurance on page 34
2 venfiea by BAE Systems Internal audit.

erage e v d

—

For further informaticn,

see our Corporate
responsioility summery
baesystems.com/crsummary
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Our values and responsible behaviour

How our business works
continued

Human rights

We are committed to respecting human
rights. This applies equally to our employees,
our suppliers and business partners, all of
whom are expected {0 adopt the same or
similarly high standards of ethical behaviour.
We are committed to conducting business
responsibly and to maintaining and improving
systerns and processes to reduce the risk of
slavery and human trafficking in cur business
or supply chain.

Our Code of Conduct and other global
policies and processes mandated under the
Operational Framework, together with our
supporting principles and guidance on
responsible trading and suppliers, support

our commitment to human rights. This results,
for example, in due diligence being carried out
during the supplier evaluation stage against
nen-financial risks, including human rnghts,
working hours, harassment and unlawful
discrimination, anti-whistleblowing, slavery,
human trafficking and child labour.

Suppliers are regularly reviewed throughout
their contractual relaticnships against such
non-financial risks. In 2018, we published
our response to the UK Modern Slavery
Act and a statement in response 1o the
California Transparency in Supply Chain

Act on our website,

Health and safety

Our collective focus on employee wellbeing
and the health and safety of employees and
thaose whae work on, ar visit, our sites is a
contributory factor to the success of our
organisation. Our safety culture and cur
employees demand high standards for all
aspects of health and safety. This is supported
both by our mandated Health and Safety
Policy and the principles contained within
our Code of Conduct for employees.

Employee wellbeing

We promote wellbeing through a wide varisty
of pragrammes, ranging from exercise and
fitness promotion to occupational health
checks. We know that good mental and
physical health contributes to better decision-
making, greater productivity and higher levels
of employee satistaction. We run campaigns
to encourage employees to take responsibility
for their health. Our Employee Assistance
Programme is a confidential service available
to employees and includes support and advice
on personal matters.

BAE Systems
Annuot Report 2018

Safety

Our business is highiy complex and our
employees are exposed to many risks. These
range from siips, trips and falls in an office
environment, confined space working and
machinery hazards within manufacturing to
fire and explosion nsks associated with the
manufacture and storage of munitions Many
of aur employees aperate heavy equipment,
work at height or do physically demanding
waork in high-risk environments.

In order to ensure consistency, all businesses
are required 1o comply with our Heaith and
Safety Policy, which outlines and prescribes
the responsibilities and arrangements in place
for ensuring safety. It is the responsibility of
individual business leaders to ensure that their
organisations comply with the policy. We aim
to mitigate or manage safety nisks by finding
new ways to enhance safety standards,
increase awareness and continually drive

a strong safety culiure.

Due {o the varned risk profiles and work
environments within the Group, we operate
safety management systems within each
business, many of which are externally
accredited to the OHSAS! 18001 or

102 45007 standard. These systems identify
and control risk, and are used to assure that
the processes and procedures are protecting
our people and others wha may be affected
by our operaticns. Teams of safety specialists
assist management in ensuring safety
management systems are effective and the
operational control of risk is maintained.
Health and safety spedialists provide expert
advice and tools to put our safety policies
intc practice.

Some employees may be exposed to
long-term health risks from hazardous
substances and other physical hazards.

We aim to reduce exposure levels to
hazardous substances and to seek alternatives,
where possible. We prowde our employees
with health surveillance to understand and
reduce the impact of workplace health risks.

We yse the Recordable Accident Rate as

a key performance indicator to measure
workplace injuries. This metric, along with
the number of major injuries, is used to
determine an element of executive bonus
{see page 107). In 2018, there was a 16%
decrease in the Recordable Accident Rate.
The overall number ¢f major injuries recorded
increased to 37 compared with 28in 2017,
and sadly, an acadent on 11 June in a facility
n Radford resylted in one fatality and injuries
to two employees. The health and safety of
our employees has always been and continues
to be our highest priority.

We continue 1o focus on reducing risk
and embedding a strong safety culture
to drive improvements.

+ +
Our principal d Operational
I_Gﬂ risks 76 framework
2019 priorities

We will continue to drive towards a
world-class level of safety performance;
focus on the management and reduction
of safety risk; and drive a strong safety
culture through communication, awareness
and visible feadership. We will target a 10%
reduction in the Recordable Accident Rate.
we will roll out our annual Business
Conduct scenario-based training to

all employees. This forms part of our
continuing efforts to buid a culture

of responsible behaviour and ethical
decision-making.

Recordable Accident Rate

{per 100,000 emnployees)?

EDIF] N /|
EXTEN N 56

KP1

Major injuries recorded*

S
T R 7 {BONUS,
FT N 5

BONUS

5% of the UK executive directors’ bonuses a'e nased or the
achievement of satety KPIs tsee page 1073

1 Occupational Health and Safety Assessment Senes

2 International Qrgantsation for Standardization.

3 See summary o Delovtte LLP assurance on page 34,

4 The definiton of 3 mayor injury was updated in 2017
to mare closely shgn with the Reporting of In unes,
Diseases and Dangerous Occurrences Regulations 2014
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Our strotegy in action

UK:

We engage regularly with
our partners and listen ond
inform in egual Mmeasure
through formal mecncnisms
and ongoing dialogue.

Suppliers

We create best-in-class products and services
through extensive collaboration with more
than 20,000 suppliers worldwide.

We work with suppliers and their supply
chains to provide fully comphant, cost-effective
equipment, gaods, services and solutions.
Our supglier relationships are often long term
due to the length of our product lifecycles, so
we aim to work with suppliers who share our
values and who embrace standards of ethical
behaviour consistent with our own.

Our policy is to identify and select suppliers
who meet our standards, and to support them
by managing risks throughout the lifecycle

of any commercial arrangement, We manage
risk with our suppliers in accordance with our
Procurement Policy, our Lifecycle Management
Framework and our Suppher Principlas —
Guidance for Responsible Business Qur
business leaders and the Global Procurement
Council oversee compliance with the policies
and principles, and our Procurement teams
assess suppliers against the Principles,
including anti-corruption criteria.

After selection, we continue to engage with
our suppliers for ongoing assurance at all stages
of a project. Our key supplier and procurement
policies are compliant with national and
international laws. In 2018, we reconfirmed our
commitrnent to the enhanced UK Government
Prompt Payment Code and were one of the
inaugural signatories to the Australian Small
Business Supglier Payment Code.

Partners

We continue to work with peers across

the defence industry to improve ethical
standards. During 2018 we continued to
participate in the Internaticnal Forum on
Business Ethical Conduct’s Coundil and
worked with the Institute of Business Ethics
to set up a UK Defence Practitioners Group.
This group met several times in 20718 ta share
experiences and best practice on ethical
issues of particular concern to the industry
and to receve expert briefings.

The BAE Systems, Inc. business continued
strong support of the Defense Industry
Initiative by participating in the Working
Group, webinars and the annual Best Practices
Forum. In addition, BAE Systemns, Inc. is on
the governing board for the Capital Area
Business Ethics Network (CABEN). CABEN
pravides members who are professionals
in ethics, compliance and corgorate

social responsibility frelds, in the greater
Washington, D.C. area, with a forum for
sharing best practices and networking
opportunities to exchange information.

BAE Systerns, Inc. also contributed to
a Best Practices Paper with Ethics and
Compliance Initiative on Using Your
Organization's Performance Evaluation
System to Drive Ethical Conduct.

Community investment

Giving hack to the communities in which
we operate, and 1o charities that have
meaning 1o our business is vitally important
to cur Company and our employees,
allowing us to make a positive difference
and have an impact where it counts.

During 2018 the Group contributed
more than £11m? to local, national and
international charities and not-for-profit
organisations through our community
investment programme. This includes
charitable sponsorships, donations,
employee fundraising and volunteering.

Movement
to Work

BAE Systems is a founder
supporter of the Movement

to Work {(MtW) initiative in the
UK. an employer-led initiative
to tackle youth unemployment.

MW 1s designed to help provide a pathway
into work for young people by providing them
with qualty work experience and employability
skifls training, and our funding and support
provides 98 new placements per year.

So far, we have provided 431 placements

and 259 young people have gone on to full
employment or further education as a direct
result of this programme. Of these, 113 have
succeeded in gaining an apprenticeship with
BAE Systems.

Our approach

Pursuant to our Community Investment Policy,
our Global Community fnvestment Strategy
aims to build and nurture mutually beneficial
relationships between our business, our
people and local stakeholders. We partner
with organisations that align to our strategy
which allows us to support initiatives that
have meaning and impact to cur husiness
and employees.

Our strategy outlines primary focus
areas, where measurable impact can be
dermonstrated and these are defined as:

- Armed forces - supporting active service
personnel, veterans and their families;

- Education and skills — inspiring young
people to consider Science, Technology,
Engineering and Maths (STEM) subjects
and careers; and

- Local community — working to support
the communities in which we operate.

BAL Systems 3 I
Annual Report 2018

z
>
2
Iy
N
™
-
Iy
©
2

QIUDLBAOL

SIUSLLBI0IS |O1UDUH



Our partners and key relationships

How our business works
continued

32

Iringe remmgeed

Qur strotegy in action

Australia:
Soldier On

In 2018, we announced an enhanced
partnership to support the health,
employment and rehabilitation of

Cur commitment will support the expansion

employment and secial programmes, and
wilt complement BAE Systems’ employee
fundraising and volunteering activities. These
programmas are vitally important 1o the
veteran community, with one i four veterans
experiencing a mental health issue each year.
Soldier On's pregrammes focus on the
prevention and treatment of these issues

by providing physical and mental health
rehabsilitation, education, employment and
caregr transition support, as well as creating
meaningful connections and a sense of
belonging. Together, BAE Systems Austraha
and Soldier On are creating and suppaorting
a legacy for Australia’s service community
and their families.

Australia’s veterans and their fomilies.

of Scldier On's health and wellbaing, education,

BAE Systems
Annugl Report 2018

Each market develops its own programme
which is in support of the Global Community
Investment Strategy, and is relevant to their
lines of business, charitable needs, culture
and local communities.

Community investment is not paid to third-
party fundratsers or directly to individuals.
As part of our due diligence pracedures,
prior 10 a chartable sponsorship or donation
being committed, the charity is vetted
through a recognised external organisation
to ensure that the funding will be used for
charitable purposes.

To avoid the 1isk of confiicts of interest,

any community investment activity Is tested

against the principle that it does not place, or
does not appear to place, actual or potential
custemers, suppliers or government officials

under any obligations.

The Global Community Investment
Committee reports 1o the Executive
Committee on all community investment
activities, including employee fundraising
activities. All such expenditure and any
associated empiloyee fundraising is reported
through an online system and validated

by an external assurance provider.

COur impact

We collaborate with organisations that can
demonstrate a positive impact locally and
encourage our employees to volunteer in
support of their work. These include not-for-
profit organisations and education providers.

We use the London Benchmarking Group
methodology to define the value of our
support and its impact on our community
partners, in comparison with our peers and
other organisations.

As well as donations, sponsorship and
employee fundraising, we develop and
suppart structured education programmes
and enable our employees to volunteer their

7

skills and time. Our communications team also
supports awareness-raising efforts, promating
projects and community causes through our
website, social media channels, intranet and
media outlets.

We have strong ties with armed forces
charities across a number of our markets,

and an important strand of our strategy is
support for organisations that assist active
service persannel, veterans and their families
In the UK we have Gold Award status in

the Employer Recognition Scheme, managed
by the UK Ministry of Defence. The scheme,
first run in 2014, is the highest accolade

for organisations that have signed the
Armed Forces Covenant and demonstrated
outstanding commitrment to active and
former service perscnnel. As a winner, we
demonstrated a proactive commitment to
advocate and support our armed forces, a
positive attitude towards service personnel
during recruitment and full suppert of
employee reservists. In the US, we partner
with The Mission Continues, which empowvers
veterans to continue their service in
transtormative ways within their commurnities
and supports their transition to new careers
that draw upon their military service.

Velunteering remains an impertant part of
our employees’ career journey and can be
pursued as a personal development goal

In the Kingdom of Saudi Arabia and the UK,
our education ambassadors have offered
their time to encourage school age children
to pursue STEM subjects and careers.

Based on local practices, we apply

matched funding and offer volunteering
opportunities during company time for

a number of our employee groups,
encouraging them to suppert our charitable
partners and communities in alignment with
our Community Investment strategy and
focus areas.
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Our strategy in action

We cre committed

to minimising the
environmental impact of
our operations and products.

As a major manufacturer, we recagnise

that our operations have an impact on the
environment — from the energy and resources
we use, to the products we manufacture

and the waste that we generate. As an
crganisation, we are committed to reducing
the environmental impact of our operations
and products, minimising our environmental
footprint and, in turn, decreasing our
cperational costs

Governance

As owner of the Ervironmental Policy, the
Chief Executive has been assigned overall
responsibility for envircnment, inclusive

of issues relating to ¢l mate change. He is
supported by the Corporate Responsibility
Committee in ensuring that appropriate
rolicies, systems, reporting structures and
metrics are in place to achieve the Group’s
environmental performance objectives as
well as ethical and sccal objectives.

Our Environmental Policy cutlines our
commitment to improving standards of
environmental management, and compliance
with the Policy is directed by envirenmental
teams across the Group. Through our
bi-annual Operational Assurance Statement
process, business unit compliance with the
Policy is also monitored.

Strategy

We racognise that environmenta! and climate
risks could directly impact our ability to meet
our strategic pricrities. Matters which are
considered likely to influence cur organisation
and future strategic decisions include:

— constrained supply and volatile prices
of fuel and the associated taxes;

— availability of critical materials,

- increasing stringency of
environmental legislation;

— impact of climate change on the
operability of our products; and

- contribution towards UN Sustainable
Development Geals.

Risk management

The business acknowledges that there are
significant environmental and climate risks
that are likely to influence our operations,
products and facilities. The underlying
principles of the Group's risk management
processes are that risks are manitored
continuously, associated action plans
reviewed, appropriate contingencies
provisioned and that infarmation is reported
through established management control
procedures. The overall responsibility for
climate risk identification, analysis, evaluation
and mitigation rests with the business units
and detalled risk registers and self-assessments
are completed to ensure the effective
management of environmental risks.

Energy savings

Mare than 10,000 solar panels

ot BAE Systems’ sites in the UK
and Sweden aid the reducticn of
our corbon emissions and deliver
savings for our customers.

The solar array installed at BAE Systems
Hagglunds, in Ornskoldsvik, Sweden is

the largest of its kind in any Nordic cauntry.
The array has produced a monthly average
rate of 18 Mvvh and more than 200 MWh
annually The 2,500m’ array has produced
maore than 600 MWh since becoming
operational In 2015 and has saved BAE Systerms
Hagglunds more than SEK&00,00C in energy
costs so far white reducing carben emissions
by around 500 tonnes.

The solar array installed at BAE Systems

in Samlesbury, UK is exceeding its targets.
The array has produced a monthly
average rate of 197 MWh and more

than 2,300 MWh annually.

The array, consisting of more than 17,000m?
of solar panel area, has produced about
9,046 MWh since becoming operational In
2015, It has saved the Company more than
£870,000 in energy <osts so far, and attracted
more than £590,000 of Feed-in-Tariff
payments back into the Company, giving a
lotal saving o date of more than £1 4m which
15 more than 50% of the cost of installation.
The solar array has reduced the site's carbon
emissions by more than 3,357 tonnes, which
is equivalent to the annual electnaity use of
mare than 2,150 UK homes.

BAE Systerns
Annuol Report 2018
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Responsible sourcing and impact

How our business works

continued

Greenhouse gas emissions data from | November 2017
to 3| October 2018 {tonnes CO.e)

Cormbustion of fuel within BAE Systerns

facilities and vehicles (Scape 1)

ECOEEN I 506,748
EERE I 5-5.052

Electricity and stearn purchased
for BAE Systerns use (Scope 2 -
location-based)’

I 4|87
FES I -5 4

Business travel in nan-BAE Systerns
vehicles (Scope 3)

EIED I 1. 280
EXEEd I 147,125
Total greenhouse gas emissions’

ECIE] I | 7| 7|5
ECKF I, | (0,568

Totol greenhouse gas emissions
per employee?

ECRE] I |
ECXF] I, (©

1 See summary of Deloitte LLF assurance below
2 Excluding share of equity accounted investments

Methadology

The greenhouse gas emissions daa 1s reported in ine with the
Greenhouse Gas Praiocol Carporate Accounting and Reparting
Standard 'Operational Coniral’ approach, and em.sson factors
for fuels and electrioty are pubhshed at www gow uk/government/
callecuonsicenversion-factors-for-campany-repoerting

For the 2018 reporiing cycle, the 2018 em ssions factors have
been utiised a3 opposed to the 2017 factors In previous years
the ermissiens factors used for the Group's greenhouse gas
emissions Feporting have been a year behind, mainfy due to the
faciors not being released m tirne for half year assurance tfor
exarnple, 2016 ermissions factors used for 2017 reparing cyclel
Gong forward, the emissions factors used will comade with
the year Ul the tepuarting cycle as these are the lalest Tactons
avallable for the majority of the Group’s reporting pencd

The CO.e associated with carbon dioxide, methane and nirous
axide 15 reported  Greenhouse gas emissions assoaated wiih
hdre® ot arhons, perflaotoca bons and sule har hexafluonde
are esumazed to be mmatenal w0 tolal emissions and are,
sherefore, not reporied

The principal record of the Group’s worldwide faclites 1s its
legal departmeni’s Global Propery Database

Greenhouse gas emissions are primanly calcufated fram
energy consumgition records reported via the Group's global
envirenmental database Where actual usage daia s not
available for faciities and residences witfun the Global Properity
Database, an ssuimaed consumphion 1s used based on the wpe
of building

Greenhouse gas emissions related 1o business travel melude ar
travel data fer the majorty of the global business and rail date
for business units opesaing in the UK and US These daia are
-aken from travel supphers’ procurement records

Emissiors from joint veniures and pension scheme properties

not acouped by the Sraup are not included. Where a bus ness
ar fac Ly s accpred dunng o eporing year it will be sl den
n our eparting m the cext full reparting year atter the change,

The Scopte 7 greenkause gas emissicns assaciated with the
Greenhousc Gas Protucol 'market-based’ method have been
calculaied as 533,031 wonnes CO.e. Supplier-specifiz emissior
fartors have bren sough for owr mwst significant operat ng
regians, but were e ther deomed of nsulfiaent gualty to use
at prezent o were unavanlacle, Therefore, iniine wath the
Greenhouse Gas Pratocal guidance, this figurs has Leen
cakulated using residudl-mix emission facters where avaiable
trraur UK, WS and Swieds reraticns. In our ather sign ficant
aperating regions, residual-max ermission faciors are erner
unavallable ar the resulting absolute emissians at Group level
arewithin the margin of errar and, therstare, country=specenc

Pratocot Guidance.

emissions facters have been used inline with the GHG

Deloitte LLP assurance

Deloitte LLP has provided limited assurance on the following performance indicators

at Group level:

Diversity — total employees spiit by gender and age;

Ethics — employee and third-party enquiries to Ethics Officers and the Ethics Helpling;

Safety — Recordable Accident Rate, the nurber of major injuries recorded and the

number of fatalities;

Environment — greenhouse gas emissions (total, and Scope 1, 2 and 3); and

Community - total value of Community Investment programme donations.

BAE Systems.
Annuol Report 2018

Metrics and targets

Due to the differences in geography and
function, each business unit implements its
own environmental goals and initiatives which
broadly focus on materials resifience, energy
and climate change, and waste, emissions
and discharges. In alf cases, we aim for the
efficient use of resources and a reduction in
waste across the full lifecycle of our products,
from design through to manufacturing, use
and end-of-life.

As a business, we are continually improving

energy efficiency and de-carbonising

our energy supply to reduce greenhouse |
gas (GHG) emissions. In the 12 months

to 31 October 2018, Group-wide

GHG emissions have decreased by 2%.

In 2018 our 1en largest sites accounted

for approximately 68% of total energy
consumption. All of these sites operate an
environmental management system, with
100% certified to 1507 14001, with an aim
to reduce their energy consumption and in
turn direct and indirect GHG emissions. A full
Basis of Reperting on our GHG emissions is
available on our website.

2019 pricrities

We will continue to drive improvements
in the management of materials and
resources across all businesses and will
develop our environmental policy further
alongside progressing our alignment to
the UN Sustainable Development Goals.

*International Grgarisation for Standardization.

%
d More online

To see Deloitte LLP's

unquahfied assurance

staterment visit
baesystems.com/deloitteassurancestatemnant

To see our Basis of
Reporting 2018 visit
baesysterns.com/2018¢rdata
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We rmonitor the undertying Financial performance
financial performaonce of the ‘ o
Group USiﬂg the alternative l Measures os defined by the Group l l Meosures defined in IFRS
performo nce measures Sales® (536 [ KP) | Revenue® (36
defined on page 6. 4 E 6 82| .
. E | 8, O7| [ 1017 £18,487m) . [ 2017 e17226m) 3

ese measures are z
not defined in IFRS! and, Underlying EBITA® (136 B Operoting profit? {136 g
therefore, are considered _El 928 E 605 3
to be non,GAAPZ MEeQsuUres, . I | 2017 £1,974m) N l l I {2017 £1,419m} Z

ACCO}FdIﬂg[LJ, the relevant Underlying earnings per share® 137 Basic earnings per share® 137
[FRS" measures are alse BONUS

presented where oppropricte. 429 p (2017 42.1p) 3 | 3 p (2017 26.0p)

Operoting business cash flow (13a P& Netcoshflowfrom aperating activities Ll

E993m {2017 £1,752m) El,zoom (2017 £1,897m;}

Net debt (" 19 ﬂ
BONUS Accounting change
-E 904 m (2017 £(752)m) With effect from 1 January 2018, the

Group adopted IFRS 15 Revenue from
. a Contracts with Customers, which
Order intake™ i 137 m outlines principles for the measurement

lsoNUs and recognition of revenue‘fror‘n contracts
m 2017 £20.257 with customers. Comparative financial
1 ¢ 257m) information has been restated
accordingly. IFRS 9 Financial Instruments

Order backlog™* 37 was also adopted from 1 January 2018;
however no adjustments were required

+ E48 ébn {0 pricr years.
I_(ﬂ Alternative performance . (2017 £38.7bn)

measure definitions

1 Internavonal Financal Reporting Standards

2 Generally Accepted Accounting Principles BONUS
3 Prior year comparatives have been restated upen she Group's adoption of IFRS 15 Sevenue from

Centracts wath Customers See note 37 ta the Croup accounts far details regarding the restatement 8C% of the UK executive directors’ bonuses are based
4 Including share of equity accounted investrments on the achievenent of financial KPIs {(see page 107),
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Group financiol review
continued

Income statement

Sales' decreased by £0.1bn to £18.4bn
{2017 £18.5bn) as the expected reduction
in Typhoon production activity was largely
offset by growth in aur US businesses.

Underlying EBITA' decreased by f46m

to £1,928m (2017 £1,974m), giving a return
on sales of 10.5% (2017 10.7%). There was an
adverse exchange translation Impact of £34m.

Revenue' decreased by £0.4bn to £16.8bn
(2017 £17.2bn), a 1% decline on a constant
currency basis.”

Operating profit' increased by £186m to
£1,605m (2017 £1,419m). 2017 included a
£384m impairment in respect of the Applied
Intellgence business, which is excluded from
underlying EBITA. There was an adverse
exchange translation impact of £31m.

Non-recurring items in 2018 of £154m
comprises a Guaranteed Minimum Pension
equalisation charge of £114m, and a loss
on disposal of the Mobile, Alabama,
shipyard of £40m. Non-recurring items

in 2017 of £13m represented a loss on the
disposal of the BAE Systems San Francisco
Ship Repair business.

Amortisation of intangible assets is in
line with the prior year at £85m (2017 £86m).

Impairment of intangible assets in 2018

related to Silversky customer-related intangibles

in the Applied Intelligence business In 2017,
the charge represented the impairment of
goodwill in Applied Intelligence reflecting
the future level and timing of expected
returns from the business.

Net finance costs, including equity
accaunted investments, vwere £394m
(2017 £380m). The underlying interest
charge, excluding pension accounting, and
fair value and foreign exchange adyustments
on financial instruments and investments
decreased to £215m (2017 £245m). Net
interest expense on the Group's pension
deficit was £106m {2017 £173m). Thera
was a charge in respect of fair value and
foreign exchange adjustments of £73m
{20717 £38m credit) on exchange translation
of US dollar-denominated bonds.

BAE Systems
Annual Report 2018

income staterment

. 2018 (feslgt(];d?)‘
Financial performance measures os defined by the Group £m £m
Sales !a;! 18,407 18,487
Underlying EBITA . KFl 1,928 1,974
Return on sales 10.5% 107%
Financal performance measare: defirea nIFRS3 £m fm
Revenue 16,821 17,224
Operating profit 1,605 1.419
Return on revenue 9.5% 8.2%
Reconchation of sales to revenue £m £m
Sales 7 A 1sa07 18487
Deduct Share of sales by equity accounted investments {2,812} (2,534
Add Sales to equity accounted investrments 1,226 1,271
Revenue 16,821 17,224
Reconaliobion of underlying EBITA t2 ogeroling profi; £m £m
Underlying EBITA [ et IR 1,974
Non-recurring items - {154) —_(15
Amortsation of intangible assets (85) (86)
impairment of mtangrble assets (33 {384}
Financial expense of equity accounted investments {13) {34)
Taxation expense of equity accounted investments (38) (38)
Dperating profit 1,605 1,419
Net fmance costs (381) (346)
laxation expense (191) 1216}
Profit for the year 1,033 857
Underlying interest expense® (215) (245)
Net interest expense on retirement benefit obligations (106) (173)
Fair value and foreign exchange adjustments on financial instruments and investments (73) 38
Net finance costs (including equity accounted investments) (394) (380)
Exchange rates
Average 2018 2017
£/% 1.335 1.289
£/E 1.130 1341
£/A% 1.786 1681
Sensitivity analysis
Estimated impact on sales of a ten cent movement in the average exchange rate £m
% 600
€ T 80
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Taxation expense’, including equity
accounted investments, of £229m (2017
£254m;j reflects the Group’s underlying
effective tax rate for the year of 18% which
reduced from 21% in 2017, benefiting from
the reductions to federal taxes in the US.

The calculation of the underlying effective
tax rate is shown in note 6 to the Group
accounts on page 158.

The underlying effective tax rate for 2019

is expected to increase from 18% to around
20%, with the final rate dependent on the
geographical mix of profits.

Looking beyond 2014, the effective tax rate
will depend principally on whether there are
any changes in tax legislation in the Group's
most significant countries of operation, the
geographical mix of profits and the resolution
of open tax positions.

Earnings per share
Underiying earnings per share® for the
year increased by 2% to 42.9p (2017 42.1p).

Basic earnings per share' was 31.3p
(2017 26.0p.

Orders

Order intake* increased by £8.0bn to
£28,280m (2017 £20,257m). The most
significant order intakes were for the Qatar
Typhoon and Hawk aircraft and support
package (£5.1bn), Saud) Arabian Typhoon
support continuation (£3.2bn) and a
£1.1bn initial contract for the Australian
Hunter Class frigate programme.

Order backlog™* increased by £9.7bn
to £48.4bn {2017 £38.7bn) following
the year's record order intake.

Earnings per share Orders
F - o 2007 Financial performance measures
inarcial performonce measores as cefired by, the Grouc 2018 (restated) ‘
: as defined by the Group
Underlying earmings £1,370m  £1,338m 017
Underlying earnings per share m 42.9p 42 1p 2018 (restated)
B Order intake® [ c28.280m £20257m
Financial performonce meesures defined in IFRSY Order backlog® £4B.4bn  £38 Ton
Profit for the year attributable to equity sharehclders £1,000m £827m.
Basic earnings per share 31.3p 26.0p
Reconaliotion of underlyng EBITA to underlying eornings £m £m
Underlying EBITA 1,928 1,974
Underlying net interest expense {including equity accounted irwe;tments)-‘ (215) (245)
L 1,713 1,729
Taxation expense (at the underlying effective tax rate) {310) (361)
Non-controlling interests {33) 130)
Underlying earnings 1,370 1,338
Recancil aton of unaerlyng eormings o prafit for the year
attributoble to eguity shareholders £m £m
Underlying earmings - 1,370 1,338
Impact of US tax reform enacted in December 2017 _ - 58
Non-recurring 1tems, post tax (126) {10
Amortisation and impairment af Intangtble assets, post tax (97) (68)
Impairment of goodwill - (384}
Net interest expense on retirement benefit obligations, post tax 87 {137}
Fair value and foreign exchange adjustments on financial instruments -
and investments, post tax (60) 30
Profit for the year attributable to equity shareholders 1,000 827
Mon-contralling interests 33 30
Profit for the year 1,033 857

1 Prior year comparatives have been restated upon the Group’s adoption of IFRS 15 Revenue from Contracts with Customers
See note 37 to the Growp accounts for details regarding the restatement.

International Financial Reporting Standards
Including share of equity accounted investments

Wy I SRV N

Current year compared with prior year translated at current year exchange rates

Underlying et interest expense 1s aefined as finance costs for the Grouop and its share of equity accountad investments,

excluding net interest expense on retrement benefit obligations and fair value and foreign exchange adiustrrents an

financial instyuments and investments,
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Group financial review
continued

Cash flow

Operating business cash flow was
£993m (2017 £1,752m), which includes
cash contributions in respect of pension
deficit funding, over and above service
casts, for the UK and US schemes totalling
£330m on a funding basis.

On the Qatar contract there was a net inflow
of approximately £400m to be utilised in 2019,
Timing benefits of £400m seen in 2017 on the
Saudi suppart contract and UK VAT payment
reversed in 2018. In the Platforms & Services
{UUS) business there has been working capital
growth on utilisation of advance payments on
international programmes, some late customer
receipts, delivery delays 1o be recovered in

the near ternt and new husiness ramp-up

Taxation payments decreased to £200m
{2017 £227m) primarily reflecting lower
payments in the US due to the reduction
in the US federal tax rate.

Met capital expenditure and financial
investment was f464m (2017 £444m),
Planned capital investment was made

1o suppart production ramp-up in
Electronic Systems.

Dividends received from equity
accounted investments of £57m (2017
£72m) was primarily receipts from MBDA,
FNSS and Advanced Electiunics Company.

Interest received was £25m (2017 £23m).

The cash inflow in respect of acquisitions
and disposals in 2018 of f41m reflects

the reduction in the Groug's sharehalding

in Overhaul Maintenance Company (£17m),
cash acquired as part of the ASC Shipbuilding
acquisition (£14m}) and cash received on the
sale of the Mobile, Alabama, shipyard (£12my),
offset by purchases of equity accounted
investments. The cash outflow in 2017 of
£11m reflected costs incurred in respect of

the disposal of BAE Systerns San Francisco Ship
Repair and the acquisition of 1AP Research, Inc.

Interest paid was £203m {2017 £204m).

Equity dividends paid in 2018 represents
the 2017 final {£415m) and 2018 interim
{£288m) dividends.

Dividends paid to non-controlling
interests increased to £28m (2017 £8m},
reflecting a higher paymsnt by Saudi
Maintenance & Supply Chain Management
Company, in which the Group has a

51% shareholding.

There was a cash inflow from matured
derivative financial instruments of £6m
(2017 £83m outfiow). The pricr year outflow
arose from rolling hedges relating to balances
within the Group’s subsidiaries and equity
accounted investments.

Foreign exchange transiation primarily
arises in respect of the Group's US dollar-
denominated borrowing.

BAE Systerns
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Cash flow
. . o | 2018 2017
Finandal performaonce measures os defined vy the Group £m £m
Operating business cash flow 993 1,752
Financal perforrmance mgosures defines n IFRS! £m £m
Net cash How from operating actvilies 1,200 1897
Rezonclliation from operating business cosh flow
to net cash flow from operating activives £m fm
Operating business cash flow m 993 1,752
Add hack Net capital expenditure and financial investment 464 444
Deduct Dividends received from equity accounted investments (57) (72}
Deduct Taxation (200} (227}
Net cash flow from operating activities 1,260 1,857
Net caprtal exganditure and financial imeestrment {264} {444)
Dividends receved from equity accounted investments - 57 72
Interest received o 25 23
Acquisitions and disposals 41 110}
Net cash flow from investing activities (341) (360}
Interest paid o {203) (204)
Net salef{purchasal of own sharL 1 4]
Equity dividends paid o (703}  (684)
Dividends paid to non-controlling interests . (28) (8)
Cash flow from matured derwative finanaal mstruments

(excluding cash flow hedges) 6 83
Mavement in cash collateral - 2 E]
Net cash flow from loans (7) -
Net cash flow from financing activities (232) H95)
Net (decrease)/increase in cash and cash equivalents (73) 547
Add back Net cash flow from icans 7 _
Add back Cash classified as held for sale ‘ - 2
Foreign exchange transiation o o {188} 301
Gther non-cash movaments 102 {55}
{increase)/decrease in net debt ‘ {152) 790
Opening net debt {752} {1,542}
Net debt | r1 IES (752)
Operating business cash flow 993 1,752
Interest paid, net of interest received {178) (18‘)
Taxation (200) (227
Free cash flow (as defined by the Group)’ 615 1,344

11192 ond 193 Notes 25 and 27 to the Group accounts

1 International Financial Reparting Standards
2 Free cash flow s defined as operating business cash tlow loss intercst paid ineti and Taxation.



Balance sheet Balance sheet

The £3.3bn increase in intangible assets 3017
to £10.7bn (2017 £10.4bn) mainly reflects 5, dbal et 2018  irestated)
exchange translation. UrRITArsed DOIANCE Snes £m £m
B v plant and . d intangible assets 10,658 10,378 w
roperty, plant and equipment, an b . . 2
. R ty, plant and & ment, and investment property? 2,017 1,977 S
investment property is £2.0bn (2017 £2.0bn). o - PNt NG 2QUIPT i property k
Equity accounted investments ana other investments 442 328 =
Equity accounted investments and Working capital’ (3.288) (3.595) E
other investments' increased to £442m - =3
. . ’ (] at { . : =
(2017 £328m) mainly reflecting the Group's Group's share of the net 1AS 19 pension deficit (see below) (3,932) 14,022}
share of profit for the year {(£140m) and Net tax assets and habilities L 449 113
reduced pension allocation from the lower Met other financial assets and Labifities 70 18
deficit (£8m), less dvidends receved (£57m).  Net debt [«p1] (904) (752)
The Group’s share of the net IAS 19 Net assets held for sale 106 10
pension deficit reduced to £3.9bn Net assets 5,618 4,755
(20]7 £_4_'Obn?) malnly_ FE‘ﬂECtIHg d dec_rease 1 Prior year comparatives have been restated upan the Group's adootion of IFRS 15 Revenue fram Contracts with Custorners
in liabitities due to an increase in the discount and to correct a prior year error In respect of the accountng valuation of a longewity swap held by one of the Group's -
rate in the UK and US, partly offset by defined be~efit persio~ scheres See note 37 to the Group accounts for detalls regarding the restatement 2
I t h Th . 2 Funding received from the UK government for property, plant and equipment at 8arrowe-in-Furness, UK, relating to the [#
OWeEr re um_s on scneme aSSEtS' ‘E. majer Dreadnought submarine programme included in working capital in the Consotdated halance sheet s presented here .n 2
movements in the net pension deficit are property, plant and egu pment, and mnvestment property 3
shown in the bridge chart below. =
Details of th ) , o Components of net debt £m £m
etalls o ,t € Group's pension schemes are Cash and cash equivalents 3,232 3,271
provided in note 22 to the Group accounts -
on page 178. Debt-related derivative financial instrument assets 163 60
Loans — non-current (3.514) 4,069)
Loans and overdrafts - current (785) (14)
Net debt [ kPi ] {904) (752) B
3
Exchange rates 5
Year end 2018 2017 =
£ 1.274 1353 =
£r€ 1114 1126 E
£/AS 1.809 1730 =
Accounting net pension deficit — bridge (£bn)? Maturity of the Group's borrowings (Ebn)
(4.0 G I (4 3)
Add back 2017 allocation* 1 (03) 2019 T (35)
[Change in mortality assumptions B 072 2620 _ _ _ _ _ __ '(3.)
lActualreturn on assets _____ (07 7 R =) |
linterest on liabiities I (08) 2022 I 1~ |
Realdiscountrate "7 7 IR |6 107 R | = )|
other 7127777 (0.2 1052 R | (V)
Deduct 2018 allocation® 103 2
(3.9) 20361

178 Note 22 10 the Group accounts

0

176 Note 20 to the Group accounts

3 The prior year defiat has besr restated to correct a prior year ernarin respect of the
accounting val.ation of a langevity swap held by one of the Group's de’ ned cenefit
pension schemes

4 Amounts allocated to equity accounted Investments

S. Repayable in 2041 (£0 3bn) and 2044 (£0 4bn}

BAE Systems
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Group financiol review
continued

A net deferred tax asset of £0.7bn 2017
£0.7bn) relating to the Group’'s pensicn
deficit is included within net tax assets
and fliabilities.

in aggregate, there was a £0.3bn increase

in working capital largely reflecting the
reversal of 2017 timing benefits, costs incurred
against provisions, advance payment utilisation,
delivery timings and new business ramp-up,
partly offset by the Qatar net infiow.

The Group's net debt at 31 December 2018
is £904m, a net in¢rease of £152m from the
position at the start of the year, of which
£86m relates to exchange translation. In June
2019, a $1.0bn (£0.8bn) bond will become
due for repayment. The raturity of the
Group's borrowings is shown in the chart

on the pravious page.

Cash and cash equivalents of £3,232m
(2017 £3,271my are held pnmarily for the
repayment of debt securites, pension deficit
funding, payment of the 2018 final dividend
and management of working capital.

Net assets held for sale represent the
UK-based rombat vehicles business, where
the Group has entered into an agreement
with Rheinmetall to form a jeint military land
vehicle design, manufacturing and support
business, in which BAE Systems will retain

a 45% stake, and also the Group’s 75.6%
shareholding in Aircraft Accessories and
Companents Company, the disposat of
which completed in January 2019

Accounting policies

Critical accounting poficies

Certain of the Group'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
consolidated financial staterments:

Revenue and profit recognition

Revenue £16.8bn (year ended 31 December 2018)
See note 1 1o the Group accounts

Carrying value of goodwill

Goodwill £1G,2bn (at 31 December 2018)

See note B o the Group accounts

Deferred tax asset on retirement benefit
obligations

Deferred 1ax asset on pension/tetirement scheme
deficits £3.70n {at 31 Decemiber 2018}

See note 14 1o the Group accounis

Tax provisions

Tax provisions £361rm {at 31 December 2018)
See note 16 1o the Group accounts

Retirement benefit obligations

Group's share of the net 1AS 19 pension deficit
£3.9bn {at 31 December 2018)

See note 22 to the Group accounts

(142 For more information

HAE Systems
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Changes in accounting policies

Effective 1 January 2019, BAE Systems
adopted IFRS 16 Leases. The Group's results
announcement for the half year ending

30 June 2019 will be the fust to be prepared
under 'FRS 16. The Group will transition in
accordance with the modified retraspective
approach, and prior year information will
not be restated.

IFRS 16 requires a iessee 10 recognise assets
and liabilities for almost all leases. in the
income statement, operating lease charges
will be replaced by depreciation and interest
expenses. The estimated impact on the Group
in 2619 is expected to be an increase in EBITA
of £50m, offset by an increase in finance costs
of £50m, with an immaterial impact on profit
after tax and underlying earnings. On transition,
right-of-use assets will be recognised on the
balance sheet of £1,300m with a lease liability
of £1,486m and a transition adjustment of
£92m will be recognised as a debit ta retained
sarnings. The Group will alse recognise

a finance lease receivable balance of £70m,

a reduction in our investment in equity
accounted investments of £11m and a
deferred tax asset of £2m. Details of the
impact of IFRS 16 are provided in note 38

to the Group accounts an page 210,

Capital

Objectives

Maintain the Group's investment grade credit

rating and ensure operating flexibility, whilst:

- mesting its pension obligations;

— pursuing erganic investrent opportunities;

- paying dividends in line with the Group's
policy of fong-term sustainable cover of
around two times underlying earnings;

~ making accelerated returns of capitai to
sharehalders when the balance sheet allows
and when the return from doing so is in
excess of the Group’s Weighted Average
Cost of Capital; and

- investing in value-enhanding acquisitions,
where market conditions are right and
where they deliver on the Group’s strategy.

Policies

The Group funds its operatians through
a mixture of equity funding and deft
financing, including bank and capital
market borrowings.

The capital struciure of the Group reflects the
judgement of the directors of an appropriate
balance of funding required. Three credit rating
agencies publish credit ratings for the Group:

Rating Qutlook Category
Moody's investors Service

Baa2 Stable Investment grade
Standard & Poor’s Ratings Services

8BB Stable Investment grade
Fitch Ratings

BBEB Stable Irvestment grade

(1190 Note 24 to the Group accounts

Dividends

As part of the Group's capital allecation policy,
the Group plans to pay dividends in line with
its policy of long-term sustzinable cover of
around two times underlying earnings

The Baard has racommended a final dividend
of 13 2p per share making a total of 22.2p

per share for the year, an increase of 2%

aver 2017. At this level, the annual dividend

is covered 1.9 times. Subject to shareholder
approval at the 2019 Annual General Meeting,
the dividend will be paid on 3 June 2019

to holders of ordinary shares reqistered

on 23 April 2019, The ex-dividend date

is 18 Apnl 2019,

At 31 December 2018, the Company had
retained earmings of £2.8bn (2017 £2.6bn), the
non-distributable portion of which is £701Tm
(2017 £649m; (see page 212). Total external
dividends relating to 2018 are £710m (2017
£695m), induding the interim dividend paid
during the year of £288m (2017 £280m) and
the final dividend proposed of approxirmately
£422m (2017 £415m). On an annual basis,
the Company receives dividends from its
subsidiaries to increase further its distributable
reserves and, accordingly, the Company expects
to have sufficient distributable reserves to
support its dividend policy.

The Group's dividend policy is underpinned
by its wiability and going concern statements
(see pages 81 and 82).



Treasury

The Group's treasury activities are overseen by
the Treasury Review Management Committee
(TRMC). Two executive directors are members
of the TRMC, indluding the Group Finance
Director who chairs the Committee. The TRMC
also has representatives with legal and tax
expertise The Group operates a centralised
treasury department that is accountable to
the TRV C for managing treasury activities

in accordance with the treasury policies
approved by the Board.

Objectives/policies

Net debt

Maintain a balance between the continyity,
flexibility and cost of debt funding through
the use of borrowings from a range of
markets with a range of maturities,
currencies and interest rates, reflecting
the Group's nsk profile.

— Material borrowings are arranged by the
central treasury department and funds
raised are lent onward 1o operating
subsidiaries as required.

Interest rates

Manage the exposure to interest rate
fluctuations on berrowings through varying
the proportion of fixed rate debt relative to
floating rate debt with derivative instruments,
including interest rate and cross-currency
swaps.

- A minimum of 50% and a maximum of
90% of gross debt s maintained at fixed
interest rates.

Liquidity

Maintain adeguate undrawn committed

borrowing facilities.

- An undrawn committed Revolving
Credit Facility of £2bn contracted to
April 2023 is available to meet general
corporate funding requirements.

Monitor and contra! counterparty credit risk

and credit imit utilisation.

— The Group adopts a conservative approach
to the investment of its surplus cash. It is
deposited with financial institutions with
strong credit ratings for short periods,

Currency

Reduce the Group’s exposure to transacticnal
volatility in earnings and cash f ows from
movements in foreign currency exchange rates.

- All material firm transactional exposures
are hedged.

— The Group does nat hedge the translation
effect of exchange rate movements on:
{a) the income statements or balance

sheets of foreign subsidiaries; and
{b) equity accounted investments it
regards as long-term investments.

(195 Note 29 to the Group accounts

Tax strategy
The Group's tax strategy is to:

— ensure cornpliance with all applicable tax
laws and regulations; and

- manage the Group’s tax expense in a way
that is consistent with its values and its legal
obligations in all relevant jurisdictions.

The Group does not tolerate activities
designed to facilitate tax evasion offences.

The Group promaotes collaborative professional
working with tax authorities in order to build
open, transparent and trusted relationships.
As part of this, the Group engages in open
and early dialogue to discuss tax planning,
strategy, risks and significant transactions,

and discloses any significant uncertainties

in relation tc tax matters, Queries and
information reguests by tax authorities are
respanded to in a timely fashion and the
Group ensures that tax authorities are kept
informed about how 1ssues are progressing.
The Group seeks to resolve issues in real time
and before returns are filed where possible.
Fair, accurate and timely disclosures are made
in tax returns, reports and documents that the
Groug files with, or submits to, tax autharities.
Where disagreements over tax arise, the
Group works proactively to seek to resolve

all issues by agreement {where possible)

and reach reasonable solutions. In the UK,

the Group is subject to an annual risk
assessment by HM Revenue & Customs

and strives to achieve as low a risk rating as
can be achieved by a group of BAE Systems’
size and complexity.

Whilst the Group aims to maximise the tax
efficiency of its business transactions, it does
not use structures in its tax planning that are
centrary to the intentions of the relevant
legisiature. The Group interprets relevant tax
laws 1n a reasonable way and ensures that
transactions are structured in a way that s
consistent with a relationship of co-operative
compliance with tax authorities. It also actively
considers the implications of any planning for
the Group’s wider corporate reputation,

The Group is open and transparent with
regard to decision-making, governance and
tax planning in its business, keeping tax
authorities informed of who has responsibility,
how decisions are reached, how the business
is structured and where different parts

of the business are located.

BAE Systems operates internationally and is
subject to tax in many different jurisdictions.
The Group employs professional tax managers
and takes appropriate advice from reputable
professional firms. The Group is routinely
subject 1o tax audits and reviews which can
take a considerable period of time to
conclude. Provision is made for known issues
based on management's interpretation of
country-specific legislation and the likely
cutcome of negotiations or litigation. The
assessment and management of tax risks are
regularly reviewed by the Audit Committes,
as is the Group’s tax strategy.

Arm‘s-length principles are applied in the
pricing of all intra-group transactions of
goods and services in accordance with
Organisation for Economic Co-operation and
Development guidelines. Where appropriate,
the Group engages with governments in
relation to proposed legislation and tax
policy. The Group endorsas the statement of
tax principles issued by the Confederation of
British Industry in May 2013 (www.cbi.org.uk/
chi-prod/assets/File/pdf/statement-of-tax-
principles.pdf).

1157 Note 6 to the Group accounts
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Guidance for 2019

Whilst the Group is subject to geopolitical

uncertainties, the followng guidance 1s provided
on current expected operational performonce

Iragee reraved

For the year ending 31 December 2019, we expect the Groug's underlying earnings
per share to grow by mid-single digit compared 1o the full-year underlying earnings
per share in 2018 of 42.9p, assuming & US$1.30 to sterling exchange rate.

The guidance is based on the measures used to monitor the underlying financial

performance of the Group, Reconciliations from these measures to the finangal

performance measures defined in International Financial Reporting Standards
for 2018 are provided in the Group financial review on pages 35 to 41.

M e avend

Electronic Systerns

- Sales, in US dollar terms, are expected to
show mid-single digit growth driven by a
number of electronic warfare contracts and
APKWS® volumes, Some 70% of projected
sales are in the 2018 closing order backiog,
similar 1 the prior year,

~ Margin' is expected to remam in a range
of 14% tc 16%.

roge reraoged

N

TOGE e gverd

Cyber & Intelligence

- In aggregate, sales, in US dollar terms,
are expected to be relatively stable.

The US business, which represented some
70% of this segment in 2018, is expected
to be largely urichangea.

- In the Applied Intelligence business we
expect 1o see some top line growth, coming
from both the Government and Finandal
Services areas.

- Margin' in 2019 is expected to improve o
be around 79%. The US business is expected
1o contribute around the 8% ta 9% mark..
In Applied Intelhgence, we expect the
business te move back into profitability,
albeit at an initial low margin.

Platforms & Services (US)

- Sales growth, in LS dollar terms, s
expected to be mid- tc high-single
digit with increasing volumes from the
US Combat Vehicles and Weapon Systems
busfnesses, as well as higher ship repair
activity. More than 80% of guidance is
within the closing order backlog, a stronger
starting point than at this time last year

- Margin' is expected to improve to the
8% 1o 9% range, after the charges
taken in 2018.

lrizge revvinreed

Alr

- Sales are expected to be some 10%
higher, for activity on the new Qatar
Typhoon and Hawk programme and the
continued ramp-up on F-35. More than
85% of guidance is within the closing
order backlog.

- Margin' is expected to be lower than
2018, towards the bottom end of our
1% 10 13% range. There will be minimal
profit recognition on the Qatar sales, given
the early stage of the programme, and
company-funded research and development
expenditure increases for the Tempest
future combat air programme.

1 Underlying EBITA as a pescentage of sales

Maritime

~ Sales are expected to be stable. Activity
levels on the Carrier programme will decline
as jt moves towards completion. This is
expected to be largely offset by increases
on the Dreadnought submarine and Type 26
programmes. Around 95% of guidance
is already coverad by the order backlag.

- Following the charges taken an the Offshore
Patrol Vessels programme in 2018, margin'
levels are expected to improve back into the
8% to 9% range.

2 The EBITA impact by segment s gravded in note 28 1o the Group accounts on page 210
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HQ costs are expected to be slightly
higher than 2018,

i

i

Underlyinig finance costs are expected
to be slightly lower with six months of
benefit from the maturing $1bn (f0.8bn)
bond which carries a 6.3% coupon.

— The underlying effective tax rate is
expected to increase from 18% to around
20%, with the final rate dependent on

the geagraghical mix aof profits.

The expected increase in In-Kingdom
ownership and workshare into our

Saudi companies will [ead to an increase
in the non-controlling interest expense
to the Group.

The adoption of IFRS 16 Leases is expected
to increase both ERBITA and finance costs
by an estimated £50m, but is expected

to have no material impact on earnings
per sharel

The Group has defivered £2bn of free

cash flow in the period 1 January 2017

to 31 December 2018, and is targeting in
excess of a further £3bn of free cash flow
over the three-year period 2019 to 2021,
assuming a U5$1.30 to sterling exchange
rate. Free cash flow generation will,
however, not be linear over the three-year
period and, in 2019, the cash profile of the
Typhoon Qatar cantract and capital
expenditure required to support our
growing US businesses will mean that

we would expect the Group's net debt

at 31 December 2019 to increase slightly
from the net debt at 31 December 2018.




The Group reports its
performance tnrough five
principal reporting segments.

Segmental
review
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Financial performance measures \_ E
As defined by the Group _ Defined in IFRS? 3_
4
kP | KPI | 0 @@ Net cash T
Operating flow from 2
Underlying Return business Order Order Operating Return operating 5
Sales EBITA  onsales cash flow intake’ backlog’ Revenue profit/{loss) onrevenue activities &
Year ended 31 December 2018 fm fm % fm fm fbn fm £m Ya fm
Electronic Systems  + 3,965 606 153 431 4,624 5.4 3,965 590 14.9 575
44
Cyber & Intelligence + 1,678 T 6.6 85 1,802 1.9 1,678 59 35 9
48
Platforms & +7] 3,005 210 7.0 (30) 3,693 5.4 2,864 161 5.6 3
Services (US) 52
Er + 6,712 859 12.8 666 14,845 274 5,579 810 14.5 719
56
Marttime 1 2975 209 7.0 67 3,513 9.0 2,940 191 6.5 190
60
HQ? 350 (67} {226) 358 0.1 a1 (206) (211}
Deduct Intra-group (278} (555) (0.8) (246)
Deduct Taxation* {200}
Total 18,407 1,928 10.5 993 28,280 48.4 16,821 1,605 9.5 1,200

With effect from 1 January 2018, the Group revised its reperting segments to reflect the organisational changes announced in 2017. The five
principal reporting segments are Electronic Systerns, Cyber & Intelligence, Platforms & Services (US), Air and Maritime. These align with the
strateqic direction of the Group. Financial information for 2017 has been re-presented to reflect these new segments.

We use financial performance measures as defined by the Group to monitar the underlying financial performance of the Group's reporting
segments. Recanciliations from these measures to the financial performance measures defined in IFRS? are provided in the Group financial
review on pages 35 to 41. Recondiliations by reporting segment for revenue and operating profit are included in note 1 to the Group accounts
{see page 148) and for net cash flow from operating activities in note 25 to the Group accounts (see page 122).

1 Including share of equity accounted investments

2 International Financial Reporting Standards

3 HQ compnises the Group's head office actwities, together with a 49% interest in Arr Astana
4 Taxation 1s managed on a Group-wide basis

BAE Systems
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Segmental review
continued
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Etectronic Systems comprises
the US- and UK-pased
electronics cctivities, including
electronic worfore systems,
electro-optical sensors, military
ond commercial digital engine
ond flight controls, precision
guidance and seeker solutions,
next-generation rmititary
communications susterns

and data links, persistent
surveillonce copabilities, and
hybrid electric drive systems,

Sales by domain (%)

Sales by line of business (%}

Land

| 7% Alr

Maritime 79%
4%

»

BAE Systerns
Annual Repert 2018
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Electronic Combat provides a depth of
capability in advanced electronic warfare
solutions for airborne applications, including
electronic suppart, electronic attack, and
electronic protection technalogies.

Survivability, Targeting & Sensing exploits

the electro-optical and infrared spectrum

to provide leading threat warning and infrared
countermeasures systems, pracision guidance
and seeker solutions, advanced targeting
solutions, head-up displays, and state-of-the-
art tactical imaging systems.

CA415R Systerns addresses the market for
actionable intelligence through innovative
technical solutions for airborne persistent
survelllance, identification systems, signals
intelligence, underwater and surface warfare
solutions, and space resiliency products,

Controls &
Avicnics/Power

& Propulsion Electronic

Solutions Combat

24% 30%

CaI5R

Systems urvrvabmty
Targeting & Sensing

26%
20%

Controls & Avionics develops and produces
electronics for military and commerdial aircrafi,
including fly-by-wire fight controfs, full
authority digital engine contrats, flight deck
systemns, cabin management systems, and
mission computers.

Power & Propuision Solutions delivers
electne propulsion and power managerment
performance, with innovative products

and solutions that advance vehicle mobility,
elliciency and capability i the transd,
military, marine and rail markets.

Soles anoalysis: Defence and commercial (%)

Defence

78%

Commercial

2ch



Our strategy in action

APKW

ramping-up to
meet increased
demand

We are delivering APKWS® laser-
guided rockets to meet customer
demands white maintaining an

unwavering commitment ta quality.

Our state-cf-the-art precision guidance
systern manufacturing facilities in

New Hampshire and Texas, along with
a strong suppler network, have enabled
us to accelerate full-rate production,
exceed manufacturing expectations,
and deliver units to meet the increased
customer demand.

APKWS® is experiencing growing
demand, and cur Survivability,
Targeting & Sensing team continues
to ramp-up production capacity as it
builds toward an annual production
lavel of 25,000 units.

Employees’

5900

Operational and strotegic key points

- Continued production ramp-ups on
=-35 Ligritring Il harawsre with imital
furding on Low-Rate Inmal Producton
i3

— Further awards for APKWS' laser-quided
rockets secured wartn nearly $400m
{£314m} and production copodity romping
towards 25,030 units per annum

— Conunued growth in classified work
incrensing to 1'% of the business

Financial performance

Financial performance measures

- Newfoolties being estoblisred n
Hiuntsywe Alabnrrg ond Mongrester
New Hormpshirs Lo~ rease Zopoity
and expand operatons

— Delvered the 10.003th elecinc hybrd
bus syster ond tontinue e purs.e
expanding copatilties i the ar and
rnanume dormaoins

Financial performance

os defined by the Group measures defined in [FRS?
2017 2017
2018 (restated)” 2013 (restatedy
Sales P e3965m  £3598m  Reverue £3,965m  £3,598m
Underlying EBITA m £606m £541m Operating profit £590m £521m
Return on sales 15.3% 15.0% Return on revenue 14.9% 14.5%
Operating business m Cash flow from
cash flow £431m £450m operating activities £575m £569m
Order intake’ [T :4624m  £4175m
Order backlog £5.4bn £4.8bn

- Sales compared to 2017, in US dollar
terms, were up 14% at $5.3bn (£4.0bn).
The growth came in the electronic warfare
business from the F-35 grogramme as well
as increasing classified activity. As expected,
sales of the APKWS® product doubled aver
the year and now represent one of the top
three sales lines in the segment. Commercial
sales of engine and flight controls, and
hybrid electric drive units also grew, and
amount to some 22% of the segment.

— Underlying EBITA was up to $809m
(f606my), delivering a return on sales
of 15.3%, within our guidance range,

+
|06 Alternative performarce
measure defimlions

1 Including share of equity accounted investments

- As expected, cash conversion of EBITA
improved in the second half of the year
and was at 81% for the full year excluding
pension defict funding. Capital expenditure
in the business amounted to some $200m
{£150m).

- Order backlog was secured at a record high
of $6.9bn (£5.4bn), following awards for
further F-35 systemns, classified electronic
warfare activity and APKWS® units.

2 Prior year comparatives have been restated upon the Group’s adoption of IFRS 15 Revenue from Contracts
witr Custorners See note 37 to the Group accounts for detals regarding tne restatement

3 International Ainancal Reporting Standards

BAE Systems
Annual Report 2018
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Segmental review
continued

Operational performance

Electronic Combat

BAE Systems continues to sustain its leadership
position in the US electronic warfare market
with production continuing to ramp-up across
a number of programmes, some of which

are classified.

tow-Rate Initial Production Lot 11 hardware
deliveries continue on the F-35 Lightning 1)
programme. We have received initial Lot 12
and 13 funding, and are currently negotiating
Lots 12, 13 and 12 with an anticipated final
award value exceeding $1bn {£0.8bn).

BAE Systems is also executing an Electronic
Warfare Performance Based Logistics contract
from Lockheed Martin to provide material
availability and support for the F-35
programme over a five-year period.

Following our 2015 selection by Boeing 1o
develop and manufacture the next-generation
digital electronic warfare system for the

US Air Force's Eagle Passive Active Warning
Survivability System {EPAWSS) programme

to upgrade up to 200 F-15E aircraft, we are
currently executing the $194m (£152m)
engineering and manufacturing development
contract, with a writical system delivery
completed in 2018,

Under a contract by Boeing and Warner
Robins Air Logistics Complex totalling more
than $1bn (£0.8bn), BAE Systems completed
the installation of the Digital Eiectronic
Warfare System (DEWS) on new F-15 aircraft,
and continues to upgrade existing F-15 aircraft
and provide spare urits and medules for an
international customer. We are also executing
a $311m (£244m) contract to provide DEWS
to support the sale of new F-15 aircraft to
another international customer,

Production of BAE Systems’ sensor technclogy
for the Long Range Anti-Ship Missile (LRASM)
continues with orders from prime contractor
Lockheed Martin. We provided the sensor
technology that supported several successtul
tests of LRASM leading to a successful Early
Operational Capability on the B1-B platform.
We have also been awarded the LRASM
Radio Frequency Sensor 110 Production

Build valued at cver $75m (£59m).

BAE Systemns
Annual Report 2018

For over a decade, we have provided
full-lifecycle support as the prime mission
system integrator for the US Alr Force's
EC-130H Compass Call stand-aff electronic
attack nlatform, and we will continue to
sustain the existing EC-130H electronics
We also execute multiple contracts to
crass-deck the mission electronics onto

a new Gulfstream G550 business jet for
the US Air Farce.

Due to the sensitive nature of electronic
combat systems and technology, many of
our pragrammes are classified. As a world
leader in electronic warfare, we continue
1o experience growth in these increasingly
important areas.

Survivability, Targeting & Sensing

Our Advanced Precision Kill Weapon System
{APKWS®) laser-guided rocket is experiending
growing dermand, with over 25,000 units
produced as at year end. In addition 1o
expanding US military use, the system is
generating strong international attention,
with 20 nations expressing formal interest.
The programme has received awards totaling
nearly $400m (£314m) this vear, as part of

a 2016 Indefinite Delivery, Indefinite Quantity
contract. Production capacity is set to increase
from 10,000 units per annum to 25,000 units
per annum to meet the increased demand for
cost-effective guided munitions for US armed
forces and allied internationa! custorners.

We are developing a next-generation missile
warning system for the US Army under the
Limited Interim Missile Warning System
programme awarded in 2017. Critical design
reviews and initial prototypes have been
completed on schedule.

The US Army's Family of Weapon Sights —
Crew Served pragramme is in development
testing. This seven-year contract awarded
in 2016 has a potentiaf value of up to
$384m (£301m),

Both fixed and rotary-wing demonstrations
of our Striker® Il helmet-mounted display
{HMD) are ongoing and we continue to
validate it as a readily accessible HMD for
axisting aircraft with analogue-based or
digital electronic systems.

The LiteHUD® Head-Up Display has completed
development testing and has been selected
by critical launch customers for integration
on multiple platfarms, including the Textron
Scarpion jet.

CAISR Systemns

As a leading provider of space-qualified
subsystems and components, we continue to
experience growth in the areas of integrated
on-hoard procassors, reconfigurable processing
payloads and secure communications

We continue 1o execute the Network Tactical
Common Data Link programme to provide
the US Navy with the ability to simultaneously
transmit and receive real-time intelligence,
surveillance and reconnaissance data over
multiple data inks for a system to be fielded
on various surface ship types. The programme
completed Critical Design Review in 2018.

Since winnhing the Geospatial Data Services
Foundational GEOINT Content Management
prograrmme in 2014, we have been awarded
orders valued at $240m (£188m) and are
meeting delivery requirements in assisting
US intelligence community customers with
the devalopment of advanced geospatial
intelligence data collection and processing
solutions.

As a provider of signals intelligence
capabhiiities, user acceptance under the
$132m (£104m) Tactical Signals Intelligence
Payloads programme for the US Army's
Gray Eagle unmanned aircraft is complete.
Foifow-on awards are expected in 20719.

Work continues on state-of-the-art
processing capabilities far the US Navy's
P-8A Poseidon maritime survelllance
aircraft programme which is expected

to he worth $1.2bn (£0.9bn) over its life.
We have delivered our hundredth system.

Controls & Avionics

BAE Systems is a major supplier of full
authority digital engine controls (FADECs),
fly-by-wire flight controfs, vehicle
management systeims, mission systems,
and cabin and flight deck systers.

The development of the integrated flight
control electronics and remote electronic units
for Boeing's next-generation 777X aircraft is
orogressing, with all hardware in quaiification
and systems integration testing to support

a 2019 first flight.

Flight testing of the Boring 737 MAX 7
aircraft is continuing with our speiler controls,
flight deck systems and utilities electronics,
with entry into service planned for 2019,
Initial development has begun cn the
changes required for the MAX 10 variant.
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Development of our civil active inceptors for
the Gulfstream G500 and Embraer KC390
aircraft 1s complete and aircraft certification
has been received. A derivative of the active
inceptors, the LinkEdge™ {Active Parallel
Actuation Subsystermn), is being developed
for the Chinook CH-47 and is currently in
integration testing

FADEC Alliance, a joint venture between

GE Aviation and FADEC International

{our joint venture with Safran Electronics

& Defense), has broadened its agreement
with GE Aviation to include collaboration
on system architectures and technologies for
future engines. FADEC Alliance will develop,
produce and support FADECs for all future
GE Awviation commercial engines. The GEIX
FADEC for the Boeing 777X has completed
certification testing and Low-Rate Initial
Production will begin in 2019.

Development has begun on the next-
generation advanced digital flight control
computer for the F-16 aircraft for the
United Arab Emirates.

On the F-35 Lightning Il programme,
Low-Rate Initial Production Lot 11 1s ongoing
for the vehicle management computer

and active Inceptor system equipment, and

a successful systems requirements review
was held on the competitively-awarded
F-35 vehicle management computer
technology refresh.

Power & Propulsion Solutions

This year we achieved a major milestone,
delivering our 10,000th electric hybrid bus
system and we continue to pursue expanding
our capabilities for application in the maritime
domain, and for the airborne market by
marrying our safety-critical know-how from
the Controls & Avionics business with our
hybrid electric expertise. As transit operators
in cities such as San Francisco, Boston,
Montreal, Londen and Brussels tean toward
more electric power, cur solutions meet
operational goals towards totally emission-free
operations. We are prepared for the future of
transit with zero emission solutions as early
providers of battery-electric propulsion
soluticns and hydrogen fuel cell-based
systems. Paris has recently become the latest
city to commit to battery-electric vehicles
powered by our technology and in the US
more than 20 hydrogen fuel cell transit buses
are operating with our propulsion systems,
which are expected to pave the way for the
world's first passenger vessel powered by
hydrogen in 2019.

We are also using our clean technology to
power passenger vessels, research vessels,
and inland towboats to address the increased
demand for environmentally friendly

marine vessels,

Looking forward

Forward-looking information for the
Electronic Systems reporting segment
15 provided later in this report.

+
Segmental
@ locking forward

Our strateqy in action

Improving
reliability

In the commercial aircraft industry,
extending the life of ageing assets
is essential to airlines operating

at peak efficiency. We aoffer cost-
effective overhaut and asset
management programmes
designed to keep fleets flying.

These programmes include overhaul
options for flight controls and full
authority digital engine controls, and
lease and exchange arrangements that
ensure spare parts are availahle when
needed. Programmes can be tailored
to meet the needs of each customer
and are a proven discriminator in the
success of the aftermarket segment

of the business.

Cne such programme is for Slat/Flap
Control Computers (SFCC), launched

in autumn 2018, SFCCs are essential
avianics used during take-off and
landing to control speed on more than
4,000 Airbus A320s. This system was
our second product-specific aftermarket
programme launched during the period,
following the 777 Actuator Control
Electronics Exchange programme.

+ | ‘
I8 Group strategic k Maore online
framewark baesysterns.com
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B Cyber & Intelligence

Segmental review
continued

——
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Cyber & Intelligence comprises
the US-based Intelligence

& Security business and
UK-headguartered Applied
Intelligence business, and
covers the Group's cyoer
sCcurity, secure gavernment,
and cormmercial and finoncicl
security octivities.

Sales by business (%)

Applied intefligence
Intelligence & Security
30% 70%

BAL Systems
Annual Qeport 2018

Intelligence & Security comprises the three
Us-based Intelligence & Security businesses.

Air Force Solutions focuses on providing the
US Air Force and its combatant commands
with innovative solutions ta hielp modernise,
maintain, test, and cyber-harden aircraft,
radars, missile systems, and mission
applications that detect and deter threats
to national secunty.

Integrated Delense Sulutions provides the
US Army, Navy, and federal civilian markets
with systems engineering, integration, and
sustainment services for C4ISR systems and
enterprise 1T networks that enhance mission
effectiveness. Our solutions are deployed
across platforms and networks in the

arr, maritime, land and cyber domains.

Intelfigence Solutions provides innovative
mission-enabling sclutions and services

to enhance the collection, analysis, and
processing of data across the US civilian
and military intelligence communities.

Our business also develops and deploys
nigh-assurance networks that facilitate the
secure sharing of data amongst intelligence
agendies in support of national security.

Sales analysis: Intelligence & Security (%}

(ntefiigence Air Force
Solutions Solutions
40% 7%

Integrated Defense
Solutions

33%

Applied Intelligence provides data intelligence
solutions which enable governments and
commercial organisations to defend against
national-scale threats, protect their networks
and data against sophisticated attacks and
operate successfully in cyberspace. QOur solutions
are delivered as licensed technologies,
software-as-a-service subscriptions, through
outsourced managed services, and via
consutting and systems integration projects.

Government is focused on delivering

national security and inteligence salutions

to the UK government and allied international
governments, The business also delivers
enterprise-leve| data and digital services

to UK government departments.

Financial Services delivers anti-fraud and
requlatary campliance solutions to banking
and insurance customers across Europe,
North Amenica, the Middle East, Africa
and Asia-Pacific.

Technology & Commercial provides security
advisory and managed security services o
a range of commerdial customers in the

UK and North America.

Sales analysis: Applied intettigence (%)

Technofogy
& Commerdial

I?%“'l'l

Government,

6%

Financial
Services

2%




Our strategy in action

Collaborating
on cloud

In April, we announced the first in
a series of strategic collaboration
agreements to market the first
scalable, hybrid cloud solution

of its kind to the US government.

The federated secure cloud, developed
by BAE Systems and Deli EMC, is
designed fram the ground up to meet
both the mission needs and security
requirements for any U5 intelligence
community, Department of Defense, or
federal/ivitian government organisation.

The federated secure cloud has the
flexibility to deploy to public, on-premise
or hybrid cloud environments, 1o include
smaller tactical deployments. The
solution enables rapid deployment of
secure cloud services without the costly
delay of long security engineering and
authorisation cycles.

Additional market collaberations with
Splunk Inc, and Flexera reflect our
strategy to drive the best commercial
cloud technologies on the market to
the US government.

Employees'

10,300

Operational and strategic key points

Intelligence & Security

— New awards voued ot oporoxmately

$320m (£ 25Im) o provide motion-magery

cnalyss, trainng ond researchn support
services to the JS intell gence community

- Zecured o fye-year, $90m (£71m;)
-5 Navy contrazt to prov de engineerna

znd techrica' sugport for fikea, o -Dorne and

mobile nteligerce collecton plotforms

Financial performance

Financial performance measures

- Awarded odditonol chonge proposcls
wortn $33m £43m) to spport the
US Ar Foree ICBM "ntegrat on Suppar:
Contractor progromime

Applied Intelligence

- 2017 restructunna programime completeg,
returning the ousiness to breck-even

Financial performance

as defined by the Group measures defined in IFRS?
2017 2017
2018 irestated)? 2018 {restated)’
Sales Gl f.678m €1818m  Revenue £1,678m  £1,818m
Underlying EBITA TRl £111m £58m  Cperating profit/(loss) £59m  £361m
Return on sales 6.6% 32%  Return on revenue 3.5% (19.9)%
Cperating business Cash flow from
cash flow £85m £116m operating activities £96m £127m
Order intake P e.802m  £1859m
Qrder backlog’ £1.9bn £2.1bn

- In aggregate sales were 5% lower on a
constant currency basis at $2.2bn (£1.7bn).
The US Intelligence & Security business
saw a 4% decrease, largely as a result
of the customer's decisicn to end a shared
IT services environment contract, in the

Applied Intelligence business, sales declined

by 9% as pursuit of sales growth was
tempered to enhance profit performance.

Despite the sales reduction, the aggregate

return on sales for the sector was improved

1o 6.6%. In the US business return on sales
was similar to last year at 3.0%. The Applied
Intelligence business returned to break-even
as the cost reduction actions under the 2017
restructuring programme delivered to plan.

+ .
06 Alternative performance
measure defimtions

3

Incheding share of equity accounted investments

- Cash conversion of EBITA for the year was
at 95%, excluding pension deficit funding.

- In aggregate, order backlog reduced
to $2.4bn (£1.9bn}. In the US Intelligence
& Security business, order backlog was

adjusted for the closed out service contract.

2 Prior year comparatives have been restated upon the Group's adoption of IFRS 15 Revenue from Contracts
with Customars See note 37 to the Group accounts for details regarding the restatement.

3

Internat.onal Financial Reporting Standards

BAE Systermns
Annuol Report 2018
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Segmental review
continued

Irmoge emnowed

/

Operational performance

Intelligence & Security

Air Force Solutions

We were awarded engineering change
proposals valued at more than $55m (£43m)
under the US Air Force Intercontinental
Ballistic Missile Integration Support Contractor
programme. The awards increased the total
lifecycle value of the programme to $972m
(£763m}) Our work inciudes programme
management, systems engineering,
integration and testing, sustainment,

and cyber defence.

To support US Alr Force testing and
training operatians, we were awarded
contracts totalling just over $58m (£46m)
in 2018 to provide a proprietary electrenic
warfare/electronic attack solution.

Our business earned a pasition on a new
nine-year Indefinite Delivery, Indefinite
Quaniity contract with the US Department

of Defense, which positions us to bid on
upcoming research, development, testing,
and evaluation task orders to support the
future needs of the US military across physical
and digital domains. The contract affords us
opportunities to leverage our investments in
artifiaal intelligence and machine learning.

We secured a three-year, $37m (£29m)
contract to continue praviding the US Air
Force with obsolescence management
support for which we have been the
provider of chaice since 1991.

BAF Systems
Annual Report 2018

Integrated Defense Solutions

Our US Navy Strategic Systems Program
experts are executing the third vear of a
five-year, $368m (£283m} sole-source contract
to support weapons systems on board

US Ohio and UX Vanguard Class submarines,
as well as future Ohio Class replacement

and UK Dreadnought Class submarines.

In October, we secured a five-year, $106m
(f&3m) contract to continue providing logistics
and information technology support services
to the US Navy's Strategic Systems Program.
Qur teamn pravides logistics support for the

US and UK Navies' Trident H submarines,

US submarine support facilities and US Ohio
Ciass guided-missile submarnes.

In Novernber, we earned a five-year, $79m
{£62m) contract to continue maintaining and
ogerating mulliple electronic, cammunication,
and computing platforms for the US Navy
The programme, which supports the Naval
Computer and Telecommunications Area
Master Station, Pacific, provides 24/7 mission
support for ship-to-shore, shore-to-aircraft,
and shore-lo-shore long-range
communications systems

Also in the maritime domain, we received a
five-year, $90m (£71m) US Navy contract to
continue providing engineering and technical
support for a variety of fixed, arrborne, and
mabile intelligence collection platforms.

The business also secured a four-year, $44m
{£35m) contract to provide munitions handling
and management support for the US Navy's
Pacific fleet.

We were selected for Indefinite Delivery,
Indefinite Quantity contracts to pursue

new work in support of the US government,
Two of the contracts are single-award, with

a total potential value of more than $150m
(£118m) to support the rapid integration

and sustanment of command, control,
communications, réconnaissance, and combat
systermns for the Naval Air Warfare Center
Aircraft Division. Under the third contract,
which has a maximum value of $72m (E57m),
we will compete for future task orders to
provide equipment modification, system
safety work, test bed aperations, and
technical services 1o support air traffic
contral and landing systems on ships and

at US Mavy facilities.

intelligence Solutions

New task order contracts valued at
approximately $320m {£251m} were won

to provide mation-imagery analysis, training,
and research support services to the

US intelligence community.

The US Army awarded the business a
four-year, $100m (£79m) contract to provide
technical, functional, and general suppart to
enhance the overall situational awareness and
training of troops deployed around the world

A 1S Department of Defense contract to
continue providing mission-critical intelligence
analysis support for forward-deployed soldiers
was revised by the customer to a total lifecycle
value of more than $110m (£86m) over an
18-manth period.

We secured a five-year, $73m (£57m) contract
ta expand our analysis portfolio in support of
the US intelligence community.
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Applied Intelligence

Applied Intelligence delivered a full year
break-even position as a result of sign ficant
benefits from the restructuring activity
undertaken at the end of 2017, This
imprevement in profitability nas been
delivered through removing surplus delivery
capacity, relocating roles to lower cost
international delivery centres, exiting certain
unprofitable markets and improving the
organisational structure, Fallowing the
embedding of the organisational changes,
the second half of the year has seen an
increase in headcount and focused investment
initiatives to drive higher levels of growth in
the future,

Government

The Government business has delivered
growth in arders from key accounts across
UK government customers as demand for

our nat:.onal secunty and intelligence ciferings
remains strong. There has been an increased
focus on investment in our people throughout
the year to enhance capability reguired to
support specialist customer requirements
while also improving employee retention

in a competitive labour market.

Financial Services

The business has continued to see steady
demand for anti-fraud and requlatory
compliance products across multi-national
financial institutions. Strong customer loyalty
has been maintained through a number of
product upgrades with established key
accounts. Investment in product engineering,
primarily NetReveal® and Managed Security
Services, has increased in the year to drive
higher levels of demand in 2019 and beyond.
Emerging product offerings, such as broader
data and digital services, are also proving

te be in demand.

Technology & Commercial

The business has won a number of
significant multi-year Managed Security
Services deals with UK and US commercial
customers in the year, facilitated by investment
in the product offering to enhance custemer
experience. We continue to see high levels
of demand for the outsourcing of secunty
monitoring through specialist operations
centres, driven in the main by the increasing
importance companies are placing on
mitigating ever-increasing cyber risks. The
level of customer churn with US small and
medium-sized businesses has increased in
the year, contributing 1o reduced revenue
levels in this area.

Looking forward

Forward-looking information for the
Cyber & Intelligence reporting segment
is provided fater in this report.

+
Segmental
\G_ZI looking forward

Our strategy in action

Data analytics

trial assisting child
protection work

In partnership with UK child protection
and law enforcement agencies, we
undertook a trial to implement our
data analytics technology into the
child protection system.

High profile cases of child abuse and
neglect in the UK have highlighted poor
data sharing as a key reason why abuse
and neglect is not identified sooner.
Through predictive analytics and
visualisation with our NetReveal™
software, we created an innovative,
joined-up view of risk around vulnerable
children, driving a safer, fairer and faster
response to concerns raised about
children’s welfare.

The project took three years’ worth

of disparate, historical data sets and
analysed them in just four hours,
allowing practitioners to research
cases significantly faster and presented
a rich and complete analysis of the
information in a visually engaging way.

The next stage will see the technclogy
move beyond the successful proof of
concept to an operational trial, where
the true extent of the benefits can be
evaluated in a live setting.

+
lil Group strategic l:l Mare online
framework baesystems com
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B Plotforms & Services (US)

Segmental review
continued

MngE rerived

Platforms & Services (US),
with operations in the US, UK
and Sweden, manufactures
combat vehictes, weapons
and munitions, and delivers
services and sustainment
activities, incluaing naval ship
repoir. ond the maonoagerment
cnd operation of government-
owned munitions focilities.

Sales by domain (%)

Air
Land |u/°
59% '

Maritime

40%

BAE Systemns
Annugl Report 2018

US Combat Vehicles focuses on a portfolio
of tracked combat vehicles, amphibious
vehicles, accessories, protection systems and
tactical support services for the US military
and international customers.

Weapon Systems focuses on naval weapons,
artillery, advanced weapons, precision
munitions, high explosives and propellants for
US, UK and international customers. Services
include complex munition site management
and operation of the US Army's Holston

and Radford facilities.

US Ship Repair is a major provider of
non-nuclear ship repair, modernisation,
overhaul and conversions to the US Navy,
government and cornmercial maritime
custamers, It has four operational sites
in the US located on the Atlantic and
Pacific caasts and Hawar.

Sales by line of business (%)

FNSS
BAE Systermns 4%

Haggiunds Us Combat
5% " Vehicles
30%

us Sh'pd

Repair Weapon
2 8% Systems
33%

BAE Systems Hagglunds focuses on the
tracked vehicle market for Swedish and
international customers.

FNSS, the Turkish land systems business in
which BAE Systems holds a 45% interest,
produces and upgrades tracked and
wheeled miiitary vehicles for Turkish

and international customers,

Sales analysis: Plotforms and services (%)

Platfarms

28%

Services

72%
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Operational and strategic key points

- Seected by the US Manne Corgs ‘or the - Incormmezrog shipbuilding, acvities
Arpehioous Combat Vehecle | prograrmmie coruLetocomplete the fnsl s~
— Ore of twa competitors selected - Dvested the Mabile, Alobarmo g
. "_ur the US Arrry's Mol Protected shipbuiiding yaord =
’ TIepowEr pragramme - Managernent cranges mode and ':-;
e et — Zevenes of the firstbatch of M777 Clro- investrrant 1 process and cutormation Bt
’ ' tghtwe ght how tzers to the Irdisn Ay Improverments to posibon the busness ~

c - B t I
- Conurued to det ver Mka5 Gun Susterrs forits uecomng growtn phase

w0 US ordinternabione’ tustomers - Anacadentin o mitrocellulose drging
faclity at Radford sad'y resultenir ore
fatalty and nures to two employees

- Secured $1 3br (E10br) mnew orders
aoross the four LS shipuaads

Our strotegy in oction

X
. <
Supporting .
. [&]
US Navy cruiser :
modernisation Financial performance
Financiat performance measures Financial performance
as defined by the Group measures defined in IFRS?
2017 2017
. 2018 ay? 2018 g
BAE Systems continues to play 19 fresteted) et
. . Sales P& e3.005m  £2951m  Revenue £2,864m  £2,848m
a key role in supporting the sernmaE575 [ = - poPe T o
modernisation of the US Navy's Underlying £2w:" £237:n perating profit 6:/“ - srlm =
fleetof?équided-missile cruisers. Ritum on sales 7.0% 8 0% Return on revenue 5.6% Yo g_
) o Operating business m Cash flow from "
Major modemnisation waork aboard cash flow £30)m  £222m operating actvities £31m  £286m g
the USS Gettyshurg under a contract Order intake’ @ 3.693m 350 3
awarded to our Norfolk, Virginia, Order backio 5 2bn £'4 P 5
shipyard in 2018 begins in early 2019. c . ‘ v
In addition to the Gettysburg, across our )
four US shipyards, we are working aboard — Sales in the year, in US dollar terms, were - Cash flow performance in the year reflecis
four other cruisers in various phases up 5% to $4.0bn {£3.0bn) but growth was advance payment utilisation on internaltional L
of the modernisation programme. behind guidance, due to the delayed Paladin programmes, some late customer receipts,
production order award, and the Ship Repair delivery delays to be recovered in the near
For the Gettysburg, our Scope of work customer reguirement to award each ship termn, and new business ramp-up.
mcludes‘upgrladmg the ship's weapons individually, rather than multi-ship awards, .
and engineering equipment; supporting meant we have not been able to maximise - Order b?CkIOQ increased to $5 8on (£_5.4bn),
the installation of a new Aegis combat shiovard utilisati supportive of future growth expectations.
o : pyard utilisation. K ds in th luded Low-Rat
systemn, communications suite and €y awards in ihe year InCludec Low-Rate
tactical network; and renovation — Return on sales for the year was at initial Praduction for the Amphibious
of the crew’s living spaces. 7.0% following the charges taken in Combat Vehicle for the US Marine Corps,
. the first halt of the year on the remaining the Armored Multi-Purpose Vehicle,
The Gettysburg is scheduled to be commerdial shipbuilding contract and Low-Rate Initial Production on Paladin,
leted n mid-2020 and poutand
completed in mid- andrejomn for the subcontractor performance 1ssues and the Mobile Protected Firepawer
the operational fleet soon thereafter, on the Radford facilities construction engineering and manufacturin
The work d d the Iif gmeents 9
e work is expected to extend tne |re rogramme. There were no further charges development phase for the US Army,
fthe 28 ld warship to 2035 orod J P = Sy
O INE sa-year-0la warship 1o : taken on those programmes in the second as well as growth in Ship Repair.

half of the year. The charges impacted
return on sales by 150bps.

+
06| Alternative performance
measure definiions
1 Including share of equity accounted mvestments
2 Prior year comparatives have been restated upon the Group's adoption of IFRS 15 Revenue from Contracts

with Customers, Seg note 37 1o the Group accounts for detals regarding the restatement
3 International Financial Reporting Standards.
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Operational performance

Us Combat Vehicles

The business continues to address
manufacturing and execution challenges
OnN SOME Programmes as it ramps-up
production levels. Measures undertaken

in the period include managerment changes
and investments in madernising facilities
and manufactunng technolagies, to include
automation and robotic welding.

In June, BAE Systems and industry tearnmate
veco Defence Vehicles were selected to
supply Amphibious Combat Vehicles (ACY)
for the US Marine Corps under the
competitively-awarded ACY 1.1 programme
phase. Low-Rate Initial Production has begun
under a contract initially valued at $198m
(£155m) for 30 vehicles, with options for

a total of 204 vehicles worth up to $1.2bn
(£0.9bn). A second, $140m (£110m}

contract for Low-Rate Initial Production 2
for an additional 30 vehicles was awarded
in Decermnber,

in December, the US Army awarded us a
$376m (£295m) contract under the Mobile
Protected Firepower programme for the
engineering and manufacturing development
phase for rapid prototyping efforts and with
Low-Rate Initial Production options included.
We were one of two competitors selected
for this phase. The Army s expected to
down select tc a single contractor for the
Low-Rate Iriitia! Production phase in the

first half of 2022,

On the US Army's Armored Multi-Purpose
Vehicle programme, we received a $298m
{£234m) contract to procure long-lead material
to support Low-Rate Initial Production.
Including the engineering and manufacturing
development phase with options for 280

to 300 vehicles under Low-Rate Initial
Production, the programme has a patential

54 BAE Systems
Annual Repart 2018
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Our strategy in action

cumulative value of $1 2bn (£0.%bn). In 2019
we have been awarded contract modifications
worth up to $575m (£451m) for Low-Rate
Initial Production options.

Wark continues on a $365m (£287m) contract
far the fourth Low-Rate 'mitial Production
phase far 48 Paladin seff-progelled howitzer
and ammunition carrier vehicles sets, with

an option for an additional 12. A full-rate
production decision is expected in 2619,

The business is nearing completion

on a $322m (£253m) engineering and
manufacturing development contract to
acldress the space, weight, power and cooling
limitations of the Bradley family of vehicles
and to prepare the vehicle for communication
network upgrades. In June we received

a $348m (£273m} contract, nitially funded

at $132m (£104m), to upgrade 164 vehicles
to the Bradley A4 configuration.

We continue to work on US Army

contracts awarded in 2017 for upgrades

and sustaimment of M88 recovery vehicles,
to include upgrades to the Heavy Eguipment
Recavery Combat Utility Lift Evacuation
Systerns (HERCULES) configuration. In July,
we received a §114m (£90m) contract for
the follow-on production.

Internationally, we completed deliveries

in 2018 of 41 Assault Amphibious Vehicles
(AAVs) to Japan under contracts totalling
$165m (£130m). We continue 1o work on

an addrtional 11 vehicles for Japan. All of the
23 AAVs ordered by Brazil under an $82m
(£64m) contract were also delivered, and work
has begun on an $84m {£66m) contract with
Taiwan for 36 AAVs.

We continue 1o execute a $54m (£42m)
contract to provide 32 upgraded self-propelled
howitzers to the Braziian Army, with first
deliveries to take place in 2019.

India receives
its first M777s

The first M777 ultra-lightweight
howitzers have been delivered

te India under the landmark Foreign
Military Sale agreement between
the US and Indian governments.

We will defiver 145 M777A2 gun
systems under a $542m (£426m) contract
issued in January 2017. Deliveries began
In the second half of 2018, with the first
batch transferred during an official
ceremony in November.

BAE Systems is building the first

25 guns fully assembled, the remaining
120 guns will be assembled in India

by Mahindra Defence Systems Limited
under an arrangement designed to
suppaort defence industrial co-operation
and promote local economic growth.

The defivery of the M777s marks

a key step toward modernising and
strengthening the Indian Army’s
artillery capabilities.

+
IIB Group strategic l.t ' More aniine
framewark baesystems.com




Weapon Systems

We have delivered the first M777
ultra-lightweight howitzers ta the Indian

Army under a $542m (£426m) Foreign Milizary
Sale contract to provide 145 M777s. We are
building the first 25 guns in our facilities,

with the remaining systems assembled in

India by Mahindra Defence Systems, our
selected supplier, who has established an
assembly and integration facility in India.

We are executing on a $47m (£37m) contract
modification from the US Navy in December
2017 1o deliver four additional Mk45 Gun
Systerns upgraded to increase firepower

and extend range. We also received contracts
to provide additional 57mm Mk110 gun
systems for the Navy's Littoral Combat Ship
programme, and the US Coast Guard's
National Security Cutter Legend Class and
Offshore Patrol Cutter programmes.

In March, we received a contract to provide
eight payload tubes for two block V version
Virginia Class submarines, each featuring a
new payload module for increased firepower.

Work continues under a 2017 contract

to delver 155mm BONUS ammunition to
the Swedish Army, and we were awarded

a further contract in 2018 for delvery of
the round to the US Army. The business

is delivering 24 additiona! Archer artillery
systemns under a 2016 contract medification
with the Swedish government. In December,
we received a contract from the Swedish
Armed Forces for two of the newest

40 Mk4 gun systems,

We continue to execute on a $183m (£144m)
contract to provide the Maritime Indirect Fire
System for the Rayal Navy's Type 26 frigate.

We achieved a fifth consecutive award term
providing world-wide lifecycle support for the
M777 ultra-lightweight howitzers that are in
sarvice with the US Marine Corps and Army.
This support contract includes engineering
maintenance, parts repairfreplacement and
other field- and depot-level service support.
The M777 team, from both the US and UK,
has now scored five consecutive ‘excellent’
ratings, a 100% record, resulting in the
contract’s extension until May 2023,

In the complex ordnance manufacturing
business, we continue to manage and aperate
the US Army's Radford and Holston muritions
fadilities under previously-awarded contracts.
In September, the Army awarded a $97m
(£76m} contract modification for the
construction of a natural gas-fired steam
facility at Holston. Also at Holston, we are
progressing on modernisation contracts
totalling $135m (£106m) for waste water
managernent and a $146m (£115m)

contract for the construction of a nitric acid
recovery facility to preduce larger guantities
of insensitive munitions. At Radford,
subcontractor performance issues and

cost gverruns on the nitrocellulose facilty
modernisation programme have been
encountered, impacting the financal
perfarmance of the sector.

We are saddened to report that an accident
on 11 Jure in a nitrocellulose drying facility

in Radford resulted in one fatafity and injuries
to two employees. The health and safety of
our employees has always been and continues
ta be our highest priority. Investigations
concluded the accident likely resulted from

a unique set of conditions, and processes
were modified to prevent future occurrences.

US Ship Repair

As a leading provider of US Navy ship

repar and modernisation services, we are
strategically located in four of the US Navy's
primary ports, with the homeported fleet
projected to grow in San Diego and
Jacksonville. Qur shipyards are equipped

to service a broad range of mantime vessels,
to include cruisers, destroyers, amphibious
warships and littoral combat ships for the
US Navy, as well as select private and
commercial vessels.

In 2018, we secured firm orders across
our US shipyards totalling approximately
$1.3bn {£1.0bn), including awards to
modernise the WSS Philippine Sea in
Jacksonville; the USS Gettysburg in
Norfolk; and the USS Sterett in San Diego.

in commercial shipbuilding, completion,
outfitting and delivery activities for the
final ship, Hull 113, continued. Hull 112
remains a completed asset held on our
balance sheet awaiting the identification
of a new buyer and final sea trials.

Earlier in 2018, we ceased operations at
our Mobile shipyard and in October, we
completed the divestiture of the shipyard.

BAE Systems Hagglunds

With an installed base of nearly 1,300
CV90 vehicles in Sweden and across six
other international markets, the business
continues to execute and pursug a number
aof significant CV90 contracts.

We continue to evaluate the opportunity
for the CVSQ into Australa’s LAND 400
Phase 3 competition for a Mounted Close
Combat Capability family of vehicles.

Our bid with tearmmate Patria for the

LAND 400 Phase 2 Combat Reconnaissance
Vehicle was unsuccessful.

We continue to advance local industrial
co-operation arrangements with Czech
companies in support of an anticipated
bid of the CV90 for the country’s next

fleet of infantry fighting vehicles.

Work continues to refurbish Swedish
CV90 vehicles under a contract awarded
in 2016, and we are integrating Mjdiner
martar systems on 40 Swedish CV90s
under a separate contract.

Initial deliveries have begun under a contract
for 32 BvS10 all-terrain vehicles for Austria.
We are also pursuing opportunities for the
BvS10 and its unarmoured sister Beowulf
vehicle in the US.

FNSS

FNSS, our land systems joint venture based
in Turkey, continues to perform under its
$524m {£f411m) programme to produce
259 8x8 wheeled armoured vehicles for
the Royal Malaysian Army.

Programme deliveries are on schedule
under the contract with Cman for FARS
Wheeled Armoured Vehicles in 8x8 and
6x6 configurations.

Work progresses under multiple contracts
to Turkish Armed Forces, including a €278m
(£250m) contract to supply 26C Anti-Tank
Vehicles, an €84m (£75m) contract for air
defence vehicles, and a €155m (£135m}
contract to provide 27 amphibious

assault vehicles.

Looking forward

Forward-looking information for the
Platforms & Services (US) reporting
segment is provided later in this report.

+
Segmental
@ looking forward
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Air comprises the Group's
UK-bosed oir activities for
European and international
Markets, cnd US Progrommes,
and its businesses in Saudi
Arabio and Australio, together
with its 375% interest in the
Europeon MBDA joint venture.

BAE Systems
Annual Report 2008

Our UK-based business includes programmes
in European and international Markets for
the production of Typhoon combat and
Hawk trainer aircraft, support and upgrades
for Typhoon, Tormado and Hawk aircrafy,
and development of next-generation
Unmanned Air Systems and defence
infarmation systerns, as well as US
Programmes, primarily the UK-based

F-35 Lightning Il manufacture, engineering
development and support activity.

In Saudi Arabia, the business provides
operational capahility support to the
country's air and naval forces through
UK/Saudi government-ta-government
pragramimes. The Saudi British Defence
Co-operation Programme and Salam
Typhoon project provide for multi-year
contracts between the governments.

Soles by line of business (%)

Eurapean and
Internaticnal Markets

28%

MEBEDA
[}
r6 "6 US Programmes

ii%
Australia
9% Saudi Arabia

36%

In Australia, the business primarily delivers
upgrade and support programmes for
customers in the defence and commercial
sectors across the air, maritime and land
domains. Services contracts include the
provision of sustainment, training solutions
and upgrades.

The Type 26 frigate was selected for the
Commonwealth of Australia’s Hunter Class
nine-ship Future Frigate programme, with

a framework ayregment including the scope
for the inftial design and productionisation
phase signed in December.

MBDA is a leading global prime contractor
of missies and missile systems across the air,
maritime and land domains.

Soles analysis: Platforms and services (%)

Services Platforms

6% :338%
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Operational ond strategic key points

— Cortract witr the Qatar gqoverament for — integration of F-35 Lightning ' onto o craft

Ly renLad

Cur strategy in action

- Announcerrent of UK Comiat Ar Strotegy Clais mine-shep Future Frigote programme @
State of Qatar andlaunch of the Termpest programme with the framework agreerment -clud ng &
1 il . ~ by 1 =
becomes ninth R P I ol it
countrq to choose Jeliveres to Oman ' Decernber -
Tl:l phOOl"\ — ‘nNgvernber the first flght o o Hows
assernbled in Soudi Arobio took proce [
E
|
. . i
The contract between BAE Systems F|nonc|0l performo nce
ond the Government of the Stote of . loert . ol perf R
Qatar for the supply of 24 Typhoon inancial performance measures inancial performance g
and nine Howk gﬁc?oft to th%ontor as defined by the Group measures defined in IFRS? z
e ; 2017 2017 o
Emiri Air Force, (_’Iqu witha bESpOkE 2018 {restated)’ 2018 irestatedy ';?B
support onrd traming package, Sales @ :6712m £7210m  Revenue £5,579m  £6,312m 3
Ibtemme efte;t've_'n Sfptember' Underlying e8iTa  [4@0  £859m  £95/m  Operating profit £810m  £918m 2
. represented a signi I‘Cont step, Return gn sales 12.8% 13.4% Return on revenue 14.5% 14.5%
in our long-term relationship with - -
N Operating business m Cash flow from
the State of Qatar, os it became the cash flow £666m £832m operatng activities £719m £888m
ninth country to choose Typhoon. Order intake' [ ca8asm  £6.128m
The proven combination of Typhoon Crder backlog! £274bn  £19.5bn

and Hawk will provide the Qatarn Armed
Forces with the most advanced and
flexible multi-role combat aircraft on the
market today, along with best-in-class
suppoert and training.

With a contract value of around £5bn,
delivenies of the first Hawk aircraft are
expected to commence in 2022 and
the first Typhoon aircraft in 2023.
BAE Systerns is the prime contractor
for both the provision of the arcraft
and the agreed arrangements for the
in-service support and initial training.

he supply of 24 Tughoon cnz ning Hawk
arcraft, ar and ground tranng and grouna
support becarme effect ve in Secternber
MBDA cortract for the supply of rissiles
also becarre effective

- Signaigrein March 2018 of o Memorandum
of rtert betweer the <ingaom of Soud
Araboondtre UK governmentic om0
“rnlse discussions for the curchase of o
further 48 Typhoon arcraft

— RAF decloration of Typhoon Centuron

standard. enabling transibon of capatil ties
frorn Tornado to Typhoon

carner HMS Queen Elizabeth commencea,
and the first =-35 deck lond ng comipleted

— Order intake of £3 2bn for support services
wp to 2022 in respect of the contnuat.on
o* Typhoon succort in Soud Arabiz

— Current Gerrmon government pos-tion
o exporllicer sing enay offect the Group
abiltyto provide copobrhity 1o Soud Arabia
which may hove o consequential immpact
o~ the Group's “nancial performance
and relat anships

— Type 26 frigate selected for tne
Commonwealth of Australio's Hunter

(¥}
=
o
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A
D
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- Sales were down 7% at f6.7bn. As
expected production activity on Typhoon
for the European, Saudi and Oman contracts
has largely completed. The F-35 programme
continues to ramp-up to plan and Middie
East support volumes continue to grow.

— The return on sales of 12.8% was at the top
end of our quidance. There has been some
profit trading on completing the Typhoon
Oman contract with minimal sales, and that
has generated a 70bps benefit within the
reported return on sales.

+ ] )
06 Alternative performance
measure defimtions

1 Including share of equity accounted invesiments

- The £666m of cash inflow in the year
reflects full consumption of the £300m
early receipts seen in 2017 against the
Saud: Arabia support programme, utilisation
of advances on the residuat Fyphoon export
contracts, and a net advance now held on
the Qatar programme.

- Order backlog stands at £27.4bn,
significantly higher following the awards
for the £5.1bn Qatar Typhoon and Hawk
programme, the £1.10n initial contract
under the Australian Hunter Class frigate
programmie, and in respect of the £3.2bn
continuation of Typhaon support through
2022 in Saudi Arabia.

2 Prior year comparatives have been restated upon the Group's adoption of IFRS 15 Revenue from Contracts
witn Customers See note 37 to the Group accounts for details regarding the restatement

3. International Financial Reporting Standards

BAE Systems
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Operational performance

European and international Markets
The contract entered into between

BAE Systemns and the Government of the
State of Qatar, valued at approximately £5bn,
for the supply of 24 Typhoon and nine Hawk
aircraft became effective during September.
The agreement also provides for the supply
of ground support and training 1o the Qatar
Armed Forces: The business has begun
mobilising resources and supply chain.

The final four out of a total of 12 Typhoon
aircraft were delivered to the Royal Air Force of
Oman during the year. The five-year availability
service contract for the aircraft continues.

Production is ongoing under the Kuwait
Typhaon contract, secured by Italian
Eurofighter partner Leonardo, with alf

28 major units now in work. BAE Systems
deliveries will commence in 2019.

Ini the year, the Roya! Air Force accepted
seven Typhoon aircraft from the UK final
assembly facility. The German, Italian and
Spanish Air Forces accepted a total of 15
aircraft, which brings deliveries of Tranche 3
aircraft to 73 of the 88 contracted.

The Royal Air Force declared Typhoon to
have met Centurion standard, enabling the
transition of capabifities from Tornado to
Typhoon. integration of the Captor E-Scart
radar continues 1o progress as we conduct
first flight trials to develop and improve
the radar’s capability,

BAE Systems
Annuol Report 2018

In the UK we continue to support the
Ministry of Defence Typhoon fieet under
a ten-year partnership arrangement which
provides flying hours and we alse support
the European Partner Nations support
arrangements at above contractual levels.

Following the £119m contract secured
in 2017 for collaboration an the first
design and development phase of an
ingigenous fifth-generation fighter jet
for the Turkish Air Force, activity has
focused on mobilising resources.

Discussions with the Government of india
and Hindustan Aeronautics Limited for the
supply of Hawk aircraft kit sets to be used
to build additional arcraft under licence in
india for the Indian Air Force and Navy, have
ceased pending a clearer understanding

of their requirements.

Support to the Royal Air Force's UK fleet

of Hawk fast jet trainer aircraft continues
through the long-term availability contract,
along with support to users of Hawk trainer
aircraft around the world.

The UK Combat Air Strategy, anncunced

in the year, 1s a significant milestone for the
Aur secior and sends a strong sighal of intent
about the UK’'s commitment to retaining a
leading position in Combat Air. The Tempest
programme Is a key enabler to deliver this
strategy and the business is currently
mobilising resources against a contract
awarded in July, whilst also engaging with
industry partners and the Ministry of Defence
to define and mature the technologies and
capabilities that are reguired.

Our strategy in oction

Support for the
UK Typhoon
fleet

In August, we completed the first
two years of an innovotive ten-year
partnership agreement with the

UK Ministry of Defence to tronsform
support of the UK Typhoon fleet.

The Typhoon Total Availability eNterprise
(TyTAN) arrangement introduced new
ways of working to further reduce

the costs of operating the fleet at

RAF Coningshy and RAF Lossiemauth.
The arrangements will aim to enable

an estimated £500m of savings to be
reinvested to develop new capability
enhancements for the aircraft.

TyTAN involves working with partners
across our supply chain to drive
improvements and to deliver the lowest
possible costs to the Ministry of Defence.
The arrangement, which includes a
joint avionics solution with Eurofighter
partner company Leonardo, aims to
reduce the cost of the support service
by araund cne-third while maintaining
and improving levels of support {o

the UK Typhoon fleet.

+
8 Group sirategic 'k I Mare onhkne
framewark baesystems.com




US Programmes

Final price agreement was secured on F-35
Lot 11. Negotiations on Lots 12 to 14 are
expected to conclude in the first half of 2019,
which will enable an expected ramp-up to
full-rate production by 2020, In the year,

110 rear fuselage assemblies were delivered
for the Low-Rate Initizl Production contracts
across Lots 10, 11 and 12,

At RAF Marham in Norfolk, following
acceptance of the Lightning Cperating
Centre, the UK's first four F-35 aircraft
arnved in June, and a further five arcraft
arrived during September, enabling the

UK government to declare Initial Qperational
Capability in December. The integration

of F-35 onto the Queen Elizabeth Aircraft
Carrier has commenced, with the initial phase
of First of Class Flight trials now complete.

During the second half of the year, contract
award for the Performance Based Logistics
arrangements for BAE Systems equipment
responsibilities was achieved, underpinning
a growing contributicn by BAE Systems to
the £-35 global fleet support,

Saudi Arabia

The Memorandum of Intent signed between
the Kingdom of Saudi Arabia and the UK
government in March 2018 continues to
progress towards reaching an Agreement
for a further 48 Typhoon aircraft, support
and transfer of technology and capability.
This will enable BAE Systerns to continue with
the Industrialisation of Defence capabilities in
the Kingdom of Saudi Arabia. Final assembly
of all 48 Typhoon aircraft will be In-Kingdom.

The Typhoon support contracts continue to
operate well. Agreement has been reached
with the Saudi Arabian government for

BAE Systems to continue to provide Typhoon
support services to the Royal Saudi Air Force
against which we have booked order intake
of £3.2bn in December 2018 for support
services up to and including 2022.

The Roya! Saudi Air Force will receive their
first In-Kingdom final-assemblad Hawk aircraft
in early 2019. The company has delivered 14
of 22 major units on schedule, to meet this
final assembly pregramme and first flight of

a Hawk assembled in Saudi Arabia occurred
in November.

The Royal Saudi Naval Forces accepted the
third and final ship in the Minehunter mid-life
update programme in April, with a training
services contract signed in the year.

Work continues to reorganise our portfolio of
interests in a number cf industrial companies
in Saudi Arabia. During the year Riyadh Wings
Aviation Academy LLC increased its ownership
10 11.85% in the Group's Overhaul and
Maintenance Company {OMC) subsidiary,

and is contracted to acquire a further interest
up 10 49%. OMC has dispesed of its 85.7%

shareholding in Aircraft Accessories and
Components Company to Saudi Arabian
Military Industries (SAMI) in 2019, These
reorganisations are in support of our strategy
to develop indigenous supply in Saudi Arabia
through our In-Kingdom Industrial
Participation programme, promoting training,
development and employment opportunities
in line with the Kingdom’s National
Transformation Plan and Vision 2030,

Through the restructuring of the Group's
partfolio of interests in a number of Kingdom
of Saudi Arabia industrial companies along
with sustaining current industrialised capability
and building on our strong history in Saudi
Arabia, we are working in partnership to
continue to deliver these priorities with the
SAMI crganisation to explore how we can
collabarate to deliver further In-Kingdom
Industrial Participation.

It should be recognised that the Group is
reliant on the continued approval of export
licences by a number of governments in arder
to continue supplies to the Kingdom of Saudi
Arabia. Significant changes in policies of such
governrments may affect our own provision

of capability to the country and we are laising
closely with the UK government in werking
to reduce the impact of any such occurrence,

Australia

In March, the Commonwealth of Australia
agreed upgrade and sustainment contracts
worth A$1.0bn (£0.6bn} for the Jindalee
Operational Radar Network, to be delivered
over an initial ten-year term. Mobilisation of
the acquisition and support teams has been
completed and support of all radar sites
transferred to the business

In June, the Commonwealth of Australia
selected the Group as the preferred tenderer
for the design and build of up to nine ships
for the Hunter Class programme for the
Roval Australian Navy. We subsequently
agreed the contract and scope for the initial
four-year design and productionisation
phase with a value of A$1.5bn (£1.1bn).

The production scope is 1o be negotiated

in due course for the first batch of ships.

We have continued to provide in-service
support to the Royal Australian Navy's two
Landing Helicopter Docks under the support
contract which was extended to run until June
2019, Trials have identified a number of areas
where rectfications are in process, with final
acceptance of the vessels under the acquisition
contract expected in 2019. However, in
December, the Commanwealth announced
that we had not been selacted for the next
stage of Landing Helicopter Dock support.

Progress coritinues an the sustainment and
upgrade of the Anzac fleet under the Warship
Asset Management Alliance.

The Hawk Mk127 Lead-In Fighter project
tearn continues to mantain the high level

of arcraft avalability required. The Capability
Assurance Programme to upgrade the Hawk
fleet to meet the F-35 training requirements
remains on schedule.

Mohbilisation activity for sustainment of

the regional F-35 fleet continues to progress
at our Wilkamtown facility, with the first two
aircraft to be supported arriving in Australia
in December.

We were notified in March 2018 that we
had been unsuccessful in our oid for the
Land 400 Phase 2 Combat Reconnaissance
Vehicle programme.

MBDA

During the year MBDA secured new contracts
for additional Taurus stand-off missiles in
South Korea and for Marte Extended Range
anti-ship missiles to Qatar. The contract for the
supply of missiles to Qatar for the 24 Typhoon
aircraft became effective in September,

MBDA also secured the development

and manufacture of next-generation MICA
air-to-air missiles in France, and further
five-year support to the Aster system in
France, Italy and the UK.

An amended Request for Proposal was
received for the proposed future German
ground-hased air defence system, TLVS.
MBDA is partnered with Lockheed Martin
on this opportunity.

MBCA made good progress on development
programmes with key test firngs successfully
achieved in the year for both Sea Venom
anti-ship and Land Ceptor air defence missiles.

The Sea Ceptor naval air defence missile
system entered into service with the Royal
Navy Type 23 frigates in May. Meteor entered
into service with the Royal Air Force on
Typhoon The French Army introduced in
operations the new fifth-generation land
combat missile MMP.

Looking forward

Forward-looking information for the
Air reporting segment 1s provided later
in this report.

+
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B Moaritime

Segmental review
continued

e e

Maritime cornprises the
Group's UK-based maritime
ond lond activities.

Land

10%

4

Maritime

90%

BAE Systems
Annual Report 2018

Maritime programmes include the
construction of the second of the Queen
Elizabeth Class aircraft carriers, five River
Class Otshore Patrol Vessels and seven
Astute Class submarines for the Royal Navy;
as well as the design and production of

the Royal Navy's future Dreadnought Class
submarine and Type 26 frigate. Additionatly
the Maritime portfolio includes in-service
support, including the delivery of training
services and management of HM Naval Base,
Portsmouth, and the design and manufaciure
of combat systems, torpedoes and radars.

Soles by line of business (%)

Naval Ships

45%

Submarines

45%

/

tand UK provides combat vehide

upgrades and support to the British Army
and international customers, and designs,
develops and manufactures a comprehensive
range of munitions products servicing its
main customer, the UK Ministry of Defence,
as well as international customers. The
business also develaps and manufactures
cased-telescoped weapons through its

CTA International joint venture,

Sales anatysis: Platforms and services {%)

Services

3%

Plattorms

69%

]




Employees’

6,000

Operational and strategic key points

— Offshore Polrol Vesse, crogranime guoiiy
S508% have required the crecoon of o £47m
loss provisizr

— HMS Queen Elzabeth hos undergane
successful inbal F-35 Ligrtring | fight trals

— Cost growth an the Arcra®t Carner
programime haos resulted n o more - Munagerment strengthened ocross
conzeryouve traa ng of contrazt oroftabl by segrment to focus on programce
Seatnias for S Prince of Wales are scradule executon and cost perforearce
exgected wirin the next year

o
c
™
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- CTA Internationat, BAE Systerns joint
venture with Nexter, delvered 15 40rmm
cosed-telescopic cannons

- Tyne 26 selected os tre desgn for the
Conaacn Surface Comootant prograrnme

- Recept of the full £1 Bbn contract for the - InJanuary 2015, entered Into an
seventh Astute Class submarine, Agricourt, agreerent with Rheinmeta lto creote
with order ntake in the yeor of {0 7bn o Jont UK-based military lond vehicle

des gn. manufacturing ond support

— Further £13bn fund.ng extension for the i :
business. subject to requlatory clearances

Qur strateqy in action

Oreadnouaht progromme recerved @
Progression 2
. O
on our submarine 2
programmes Financial performance
Financial performance measures Financial performance
as defined by the Group measures defined in IFRS?
2017 2017
tn March. BAE Sustermns was 2018 trestated)’ 2018 trestated¥
awarded o £ 6;‘ contract Sales [ c2.975m  £2877m  Revenue £2,940m  £2.845m -
. c1:6bn contr eor Underlying EBITA  [R@N  £209m  £251m  Operating profit £191m  £240m Z
of £0.7bn) for deliverq of the Return on sales 7.0% 87% Return on revenue 6.5% 8.4% é
' . Operating business Cash flow from o
SOEVf:thDAstL;te Clo;i SUEmQr!ne. cash flow m £67m £278m operating actmvities £190m £396m %
nhe brea Eg;g Sl:] n'_mtnr;‘e Order intake' Bl e3513m  £4671m E
ragramme, £0.9bn order intake
progra € orae Crder backlog' £9.0bn £8.5bn a

was received in March, with a
further £0.4bn received in Cctober.

During a visit to Barrow, the Secretary
of State for Defence named the seventh
and final submarine in the Astute Class,
Agincourt. He also formally opened

a new state-of-the-art manufacturing
fadility, marking the latest develapment
in a major infrastructure investment
programme at our Barrow site. Certain
phases of construction for the
Dreadnought Class will take place

at the new Central Yard Facility, which
includes production, workshop and
office facilities.

Construction on the first of four new
Dreadnought submarines started in
2016 and this latest funding will support
ongoing design and build activities,
procurement of materials and investment
in new and existing facilities for a further
12 months.

Sales of £3.0bn are marginally higher than
2017. As expected, whilst the Dreadnought
subrmarine and Type 26 programmes
continue to ramp-up, activity levels on

the Carrier pragramme are reducing.

Return on sates for the year was at 7.0%.
Further charges on the five-ship Offshore
Patrol Vessels contract were taken and
trading on the Carrier programme was

at a more conservative level than planned.
Performance in the submarines business
was ahead of plan on improved milestone
achievement and risk retirement.

+
Alternative performance
|05| §

1

measure defirtions

Including share ot equity accounted iInvestments

- There was an operating cash inflow of

£67m. Reported performance reflects
the reversal of the £106m VAT timing
benefit from last year.

— Order backlog increased to £9 Qbn following

the awards in the first half of the year for
Astute Boat 7 pricing &nd further funding
under the Dreadnought programme.

2 Prior year comparatives have been restated upon the Group’s adogtion of IFRS 15 Revenue from Contracts
with Customers See nate 37 to the Group accounts far detals regasding the restatement

3.

International Financial Reporting Standards

BAE Systerms
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Qur strateqy n action

F-35 Lightning If
carrier integration

BAE Systems has o unigue role
in the design. build and support
of both the F-35 Lightning Il
aircroft ond Queen Elizabeth
Class aircraft carriers.

As the First of Class Flight Trials
commenced to bring together the
F-35 Lightning ! and HMS Quean
Elizabeth, BAE Systems’ employeses
were at the heart of the integration.

Twao month-fong trials took place off the
east coast of the United States, involving
a unigue and complex set of exercisas
that tested the aircraft’s ability to operate
safely and effectively from the aircraft
carrier in a range of sea states and wind
speeds during both day and night.

Our F-35 test pilot, the only industry
pilot who flew in the trials, made

history by performing the world's first
F-35 Shipborne Rolling Vertical Landing.

+
‘ﬂ Group strategic ‘:-J More online
framework baesystemns,.com
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Operational performance

Maritime

Naval Ships

On the aircraft carrier programme, large
volume installation activities continue to
orogress on HMS Prince of Wales, with
commissioning of systems continuing
through 2072 and sea trials also scheduled
o take place in 2019.

Work continues to support HMS Queen
Elizabeth. Following the compléetion uf a
Capability Insertion Period, successful fixed
wing flight trials took place in the second
half of 2018, with the first F-35 Lightning Il
deck landing completed. However, cost
growth on the programme has resulted

n a more conservative trading of contract
profitability in the period.

The first of the five Offshore Patrol Vessels,
HMS Forth, completed sea trials in December
2017, However, quality issues have had to be
resolved resulting in unanticipated programme
cost growih and a £47m loss provision has
been recorded in the year. Lessons learned
are being applied to the other ships in build.
Sea trials on the second ship, HMS Medway,
took place in November 2018 and the ship

is due to be delivered to the customer in

the first quarter of 2019. Construction of

the remaining three Offshare Patrol Vessels
on the Clyde continues through 2019.

The three Type 26 ships continue in production.
The programme currently employs over

1,500 people and activities have continued

to build progressively during 2018 on
transition from detaited design through to
production readiness and the commencement
of unit build.

Our Type 26 platform design has opened
up opportunities abroad and in February
2019, the Canadian government tagether
with Irving Shipbuilding selected Lockheed
Martin Canada, using our Type 26 platform
design, as subcontractor for the Canadian
Surface Combatant programme. This is a
further endorsement of the Global Cembat
Ship as one of the world's most advanced
anti-submarine warships.

Submarines

The first three Astute Class submannes aré
in operational service with the Royal Navy.
Progress continues on the manufacture of
the remaining four boats. A full contract
award for the seventh boat, Agincourt,
was secured in March,

Functional and spatial design and production
on the first of dass continues to advance on

the Dreadnought Class submarine programime,

the replacement for the Vanguard Class
submarines. Contract funding of £1.3bn
was receivad through 2018,

The major programme of building works
at the Barrow site continues, with contracts
in place totalling mara than £0.5bn.

The Dreadnought Aliiance Agreement
detailing the organisational, governance

and commercial arrangements between

the three parties, the Submarine Delvery
Agency, BAE Systems and Rolls-Royce

was agreed, aliowing for the formal stand-up
of the Alliance from April 2018.



REEERE PN

Maritime Services

BAE Systems continues t¢ manage and
maintain HM Naval Base, Portsmouth, and
supperts more than half of the Royal Navy's
surface fleet through the Maritime Support
Delivery Framework contract. The Ministry
of Defence extended this contract to March
2020 in the early part of the year.

During the second half of the year, we have
mobilised the Fype 45 Power Improvement
Programme in collaboration with Cammell
Laird and BMT, having been selected as
prime contractor in the first half of 2018.

Progress continues on the £270m Spearfish
torpedo programme, with the demonstration
phase forecast to complete in 2020

Maritime Services has delvered a
transformation programme through 2018

to streamline its processes and ensure it 15
able to deliver value for money as we continue
to provide the Royal Navy with the capability
it needs to protect the nation’s interests.

Land UK

The business continues to provide UK and
international customers with a wide range
of light and heavy munitions, and support
to previously supplied armcured vehicles
and bridging systems.

During the year, 115 40mm cased-telescopic
cannens were delivered to the Ministry of
Defence by CTA Internaticnal, a joint venture
between BAE Systems and Nexter, bringing
cumulative deliveries to 275 of 515. This is
the first entirely new medium-calibre cannon
and ammunition system qualified by the
British Army since the late 1960s. Alsc during
the period an order for £72m was received
1o deliver 110 Case Telescoped Armament
Systems to the French Army under their

6x6 combat armoured reconnaissance
vehicle programme.

The business is one of two contenders
delivering the design stages of the
Challenger 2 Life Extension Programme
and the Br.tish Army’s bridging system.

In January 2019 the business entered into
an agreement with Rheinmetall to create
a joint UK-based military land vehicle

design, manufacturing and support business.

Rheinmetali will purchase a 55% stake in
the existing BAE Systems UK-based combat

vehicles business for £28 6m with BAE Systemns

retaining 45%. The transaction is subject

to regulatory approvals which are anticipated

to be completed in the first half of 2018.
The transaction does nct include Land UK's
runitions business or its holding in the
CTAl joint venture with Nexter.

Looking forward

Forward-looking information for the
Maritime reporting segment is provided
later in this report.

+
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Segmental
looking forward

2018 soles’

Cyber & Intelligence

E’ .
'.,

22%
9%
16%

Electromc Systerns

Platforms & Services (US)

mones

Mantime

Arr 37%

16%

2018 underlying EBITA?

o

1

H

Cyber & Intelligence

Mantime

Electronic Systems

Platforms & Services (US)

Revenue plus the Group’s share of revenue of equity
accounted nvestiments.

Operaung profit excdluding amortisat.on and
impairmert of intangible assets, finance costs and
taxation expense of equity accounted investrments
{EBITA), and non-recurring items

BAE Systems
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Effective | January 2018, BAE Systermns has five principol
reporting segments, Electronic Systerns, Cyber &
Intelligence, Plotforms & Services (US), Air and Maritime,
which align with the strategic direction of the Group.

Electronic Systems comprises
the US- and UK-besed
electronics activities, including
electronic warfore systerns,
electro-optical sensors, militery
ond commerciol digitel engine
and flight controls, precision
guidance ond seeker solutions,
next-generation military
communicctions systerms

and doto links, persistent
surveillance copebilities, and
hybrid electric drive systemns.

Electronic Systerms is well positioned to address
current and evolving priority programmes
from its strong franchise positions in
electronic warfare, precision guidance and
seeker solutions. Electronic Systems has a
long-standing programme of research and
development, and its focus remains on
maintaining a diverse portfalio of defence
and commercial products and capabilities

for US and internationat customers.

The business expects to benefit from

its ability to apply innovative technology
solutions that meet defence customers’
changing requirements. As a result, the
business is well positioned for the medium
term with strong significant roles on

£-35 Lightning It and classified programmes,
as well as with specific products such as
APKWS®. Over the longer term, the business
is poised to leverage its technalogy strength
in emerging areas of demand such as space
resilience and autonomous vehicles,

In the commercial aviation market, Efectronic
Systems’ techinology innovations are enabling
the business to maintain its long-standing
customer pasitions and to compete for,

and win, new husiness.

Cyber & Intelligence
cormprises the US-based
Intelligence & Security business
and UK-headguartered
Applied Intelligence business,
ond covers the Group's cyber
security, secure government,
and commercial and financiot
security activities,

Intelligence & Security

The outlook for the LS government services
secior is stable, although market conditions
remain highly corpetitive and continue

1o evolve. The US business remains wel|
positioned and will continue to leverage its
established market positions and reputation
for reliable and adaptable pertormance to
meet customer demands for innovative,
cost-effective and cyber-hardened solutions
o pursue recompeted contracts and new
business across its portfolio of sustainment,
integration and modernisation solutions

far military, intelligence and nuclear

triad customers.

Applied Intelligence

Strong market demand and continued
investment in people and products position
the business for revenue growth in the
medm term, Profitability is expected

to continue 10 benefit from focus on
operational efficiency and cost control.



Platforms & Services (US).
with operations in the US, UK
and Sweden, manufactures
combat venicles, weapcns
and munitions, and delivers
services and sustainment
octivities, including snip repair,
cnd the manoagement and
operation of government-
owned munitions facllities.

The combat vehicles business is underpinned
by a growing order backlog and incumbencies
on key franchise programmes. These include
the US Army’s Armored Multi-Purpose
Vehicle, M109A7 seif-propelled howitzer,
Bradley upgrade programmes, the Amphibious
Combat Vehicle; and the Cv30 and BvS10
export programmes from our BAE Systems
Hadgglunds business.

FNSS continues to execute on its order book
of both Turkish and international orders.

These long-term contracts and franchise
positions make the combat vehicles business
well placed for growth in the medium term
and the team is closely following the

US Army’s acquisition plans for its next
generation of combat vehicles.

In the maritime domain, the sector has a
strong position an naval gun programmes
and US Navy ship repair activities where
the business has invested In facilities in key
homeports. This capitalised infrastructure
represents a high barrier to entry, and the
business remains well aligned to the

US Navy's operaticnal strategy.

The Group remains a leading provider of

gun systems and precision strike capabilities
and, in the complex ardnance manufacturing
business, continues to manage and operate
the US Army’s Radford and Holstan munitions
facilities under previously awarded contracts.

Air comprises the Group's
UK-based air activities for
Furopean and Internaticnal
markets and US Programmes
and its businesses in Soudi
Arabic and Australio, tegether
with its 375% interest in the
Eurcpean MBDA joint venture.

Future UK sales are underpinned by existing
contracts for both Typhoon production

and support. Production of rear fuselage
assemblies for F-35 Lightning {l will increase
over the next two years to reach its expected
peak rate for the next decade. The business
plays a significant rcle in the F-35 sustainment
programme in suppoert of Lockheed Martin.

Defence and security remain priorities for the
UK government, reaffirmed in the Modernising
Defence Programme and the recently
anncunced UK Combat Air Strategy, which
provides the base 1o enable long-term
planning and investment in a key strategic
part of the business.

Discussions continue with current and
prospective customers in relation to potential
further contract awards for Typhoon and Hawk.

The UK Typhoon support operation is
underpinned by a long-term partnering
arrangement with the Ministry of Defence.

In Saudi Arabia, the In-Kingdom Industrial
Participation programme continues to make
good progress consistent with our long-term
strategy, as well as the Saudi Arabian
government’s National Transformation Plan
and Vision 2030. In order to provide ongoing
capability to international customers, the
comparny is reliant on the continued approval
of export licences by a number of
governments. Any significant change in UK
or foreign government policy in this regard
may have an adverse effect on the Group's
provision of capability to the Kingdom of
Saudi Arabia and the Group is liaising closely
with the UK government in working to
reduce the impact of any such occurrence,

The Australian business has long-term
sustainment and upgrade activities in
maritime, air, wide-area surveillance, missile
defence and electronic systems. It will expand
into ship design and producticnisation on the
Hunter Class frigate programme from 2019,

MBDA has a strong order book which is driving
increasing production and sales. Development
programmes continue to improve the
long-term capabilities of the business.

+
Alternative performance
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Maritime comprises the
Group's UK-based maritime
and lend activities.

Maritime

In Maritime, there remains pressure

on the Royal Navy's near-term budgets
and a highly-competitive envircnment

in ship support and upgrade. Overall the
outlock is stable based on the long-term
contracted positions.

Within Submarines, the business is executing
the Astute Class programme, with four boats
still in build. On the Dreadnought programme
manufacturing activities continue on the

first of class boat. Investment continues

in the Barraw faciliues in order to provide

the capabilities tc deliver these long-term
pragrammes through the next decade

and beyond.

In shipbuilging, sales are underpinned by the
contracts to manufacture the Queen Elizabeth
Class aircraft carriers, Type 26 frigates and
River Class Offshore Patrol Vessels. The
through-life support of surface ship platforms
provides a sustainable business in techmical
sarvices and rid-life upgrades.

Land UK

The Land UK business continues to deliver
support to armoured vehicle and bridging
systems in UK and international markets,
munitions under the 15-year Munitions
Acguisition Supply Solution partnering
agreement secured in 2008 and 40mm
cased-telescopic cannons for the UK and
French armies

In January 2019 BAE Systems entered into
an agreement with Rheinmetall to create

a joint UK-based military land vehicle

design, manufacturing and support business.
Rheinmetall will purchase a 55% stake

in the existing BAE Systems UK-based
combat vehicles business for £28.6m,

with BAE Systems retaining 45%. The new
business is well positioned to address the
upcoming Challenger Il upgrade programme.

BAE Systems
Annuc| Repart 2018
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How we
manage risk

Board

The Board has overall responsibility for
determining the nature and extent of the risk
the Group is willing to take, and ensuring that
risks are managed effectively across the Group.

Risk is a reqular agenda item at Board meetings
and the Board reviews risk as part of its annual
strategy review process. This provides the
Board with an appreciation of the key risks
within the business and oversight of how

they are being managed.

The Board delegates oversight of certain
risk management actvities to the Audit
and Corparate Responsibilty commitiees
as follows:

Audit Committee

The Audit Committee monitors the Group's
key risks identified by the risk assessment
processes and reports its findings to the Board
twice a year. )1 is also responsible for reviewing
in detail the affectiveness of the Group's
systern of internal control policies, and
procedures for the identification, assessment
and reporting of risk.

Corporate Respansikility Committee

The Corporate Responsibility Committee
monitors the Group’s performance in managing
the Group’s significant non-financial risks,
including those arising in respect of business
conduct, health and safety, and the
environment. The Committee reports its
findings to the Board on a regular basis.

Approach

The Group’s Risk Management Policy is
set out in the Operational Frameowork, the
Group's detailed governance framework.

The Group’s appreach to risk management

is aimed at the early identification of key risks,
mitigating the effect of those risks before
they occur and dealing with them effectively
if they crystallise.

The Group is committed to the protection

of its assets, which include human resources,
intellectual and physical property, ana
financial resources, through an effective risk
management process, underpinned where
appropriate by insurance.

Reporting within the Group is structured

so that key issues are escalated through

the management tearn and ultimately to

the Board where appropriate. The underlying
princinles of the Group’s risk management
processes are that risks are monitored
continuously, associated action plans reviewed,
appropriate cantingencies pravisioned and
this information reported through established
management control procedures.

BAE Systems
Annual Repert 2018

Effective management of risks and opportunities is
essentiol to the delivery of the Group's strategic objectives
and the creclion of sustainable shareholder value.

The Board has conducted a raview of the
effectivenass of the Group’s systems of risk
management and internal control processes,
including financial, operational and compliance
controls and risk management systems, in
accordance with the UK Corporate Governance
Code. The Company has developed a system
of internal coritrols that was in place throughout
2018 and to the date of this report.

As with any system of internal conirol, the
policies and processes that are mandated in
the Operational Framework are designed to
manage rather than eliminate the risk of failure
to achieve business objectives and can only
provide reasonable, and not absolute, assurance
against material misstatement or loss.

Financial and non-financial risks
Financial risks expose the Group to potential
costs which are quantifiable on the basis
that their probability and impact can be
understood adeguately and related to the
finarcial statements.

Non-financial nsks cannct be assessed readily
in financial terms and, therefore, cannot be
reflected reliably in the financial statements.

Process

Businesses

The responsibility for risk identification, analysis,
evaluation and mitigation rests with the line
management of the businesses. They are also
responsible for reporting and monitoring key
risks in accerdance with established processes
under the Group’s Operational Framewark.

The Group’s risk management process is set
out in the Risk Management Policy, a mandated
policy under the Operational Framewaork,

and, m respect of projects, in the Lifecycle
Management Framework, a care business
nrocess under the Operational Framework.
Further guidance is provided by a Risk
Management Maturity self-assessment tool.

Identified risks are documented in risk
registers showing: the risks that have been
identified; characteristics of the risk; the basis
for determining mitigation strategy; and
what reviews and monitoring are necessary.
Each risk is allocated an owner who has
authority and responsibility for assessing

and managing it.

Project risks are reported and monitored in
Group-mandated format Contract Review
Packs, which are reviewed by management
at monthly Cantract Reviews. The financial
performance of projects is reparted and
monitored using Contract Status Reports,
which form part of the Contract Review Pack.
These include programme margin metrics,
which are reviewed regularly by the Executive
Committee and Board. Project margin is
recognised after making suitable allowances
for technical and other risks related to
performance milestones yet to be achieved

In addition, every six months, the

businesses and Greup functions complete
an Operational Assurance Statement (OAS),
which is a mandated policy under the
Operational Framework. The OAS is in two
parts: a self-assessment of compliance with
the Operational Framework; and a report
showing the key financial and non-financial
risks for the relevant business and Group
functions. Together with reviews undertaken
by internal Audit and the work of the external
auditors, the DAS forms the Group's process
for reviewing the effectiveness of the system
of internal controls.

Executive Committee

The key financial and non-financial risks
dentified by the businesses from the risk
assessment processes are collated and reviewed
by the Executive Committee 1o identify those
issues where the cumulative risk, or possible
reputational impacts, could be significant.

Management respensibility for the management
of the Group's most significant non-financial
risks is determined by the Executive Committee.

The OAS and non-financial nsk registers are
reviewed reguiarfy by the Executive Committee
1o monitor the status and progression of
mitigation plans, and these key risks are
reported to the Board on a regular basis.

Principal and emerging risks

The Board has carried out a robust assessment
of the emerging and principal risks facing the
Group. Emerging and principal risks have been
identified, and are managed or mitigated,
through the appilication of the policies and
processes outlined above.

Principal risks include those that would
threaten the Group's business model, future
performance, solvency, liquidity or reputation.,
Risks have been identified as principal based
on the likelihood of occurrence, the potential
impact on the Graup and the timescale over
which they might occur. The principal risks,
together with details of how they are being
mitigated and managed, are detalled on
pages 68 to 71.

68' Our pril |
u Incipa
risks



Risk management framework

Board

Overall responsibility for nsk management

Risk challerge
ronitening and reparing

1 Audit Committee
| Operational Assurance Staternent Risk Register
} and Nen-financial Risk Register

Corporate Responsibility Committee
Non-f.nanciai Risk Register

Fiskchollenge,
T OnNOIng and reporing

Rigl chotler“qe‘
rronitonng and reporirg

Fusk challenge
maonionng ord reporing

Executive Committee
Operational Assurance Staterment Risk Register and Non-financial Risk Register

Fisk challenge, maritonng and reporting

Chief Executive’s Business Rewew -

Cuarterly serational finandic i} rion-fing

Integrated Business Plan —

Annual loneg-tere stoate

v oA By

mess Process”

1 the busingss, o ans canit furthooming b

Strategic objectives and shareholder value

Project objectives and financial return

Business Risk
Risk Management Policy — Mandated Policy*

Project Risk
Lifecycle Management Framework — Mandated Policy*

I. Identification
Financigl and non-inancial risks
recorded in nsk registers

VAN

2. Analysis

Risks analysed foc impact and probability
to determine gross exposure

|

3. Evaluation
Risk exposure revigwed
and nisks pror tised

4. Mitigation

Risk owners identsfied and actien glans
implemented Robust mitigation strategy
subject to regular and rnigorous review

AV

|. [dentification
F:nancial and non-financial nsks
recorded in nisk registers

2. Analysis
Risks analysed for impact and probability
1o determine gross expasure

3. Evaluation N

Risk exposure reviewed
and nsks priontsed

4. Mitigation
Risk owniers icentified and actior plans
implemented Robust mitigation strategy

subject to regular and rigarous review

Operatlonal Assurance Statement - |\.1aﬂ(|d(ed F‘u\my

Llfecycle Management Project Performance Revuew

Audit Review Board
Assurance of the Business and Project Risk management processes as mandated in the Audit Charter.
Including Operational and Non-financial Risk Management assurance,

e
Qperational
76 Framework

*As defined i the Grouo's Operational Framework.
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Our principal
risks

Description

. Defence spending
The Group is dependent on defence spending.
n 2018, 91% of the Group’s sales were defence-related

Defence spending by governments can flurtuate depending
on change of government palicy, other political considerations,
budgetary constraints, speafic threats and movements in

the internatianal cil price.

There have been constraints on government expenditure
in a number of the Group's princioal markets, 1N particular
n the UK,

2. Government custorners
The Group’s largest customers are governmerts.

The Group has long-standing refationships and security
arrangements with a number of its government customers,
including its three largest customers, the governments of the
US, UK and Saudi Arabia, and their agencies. It 1s important
that these relationships and arrangements are maintained,

In the defence and security industries, governments can
typically modify contracts for their convenience or terminate
them at short notice, Long-term US government contracts, for
example, are funded annually and are subject to cancellation

if funding appropnations for subsequent periods are not made.
Governments also from time to time review their terms of frade
and underlying policies and seek to Impose such new terms
and policies when entering into new contracts,

The Group’s performance on its contracts with some
government customers is subject to financial audits and other
reviews which can result In adjustments 1o prices and costs

BAE Systems
Annual Report 2018

Risks are identified based on the tikelihood of occurrence
and the potentiol impact on the Group. The Group's
principal risks are identified below, together with a
description of how we mitigate those risks.

impact

Mitigation

Lower defence spending
by the Group’s major
customers could have a
material adverse effect on
the Group's future results
and financial condition.

Oeterigration in the

Group's principal
government refationships
resulting in the faillure to
obtain contracts or expected
funding appropriations,
adverse changes in the terms
of its arrangements with
thase customers or their
agencies, o the termination
of contracts could have a
material adverse effect on
the Group's future results
and finangial condition.

The business is geographically spread across Us, UK
and international defence markets.

- in the US, the fiscal year 2019 Defense Appropriations
bill was enacted in September 20118 providing near-term
clarity and support for the industry. The enacted bill
maintains support for our medwm-term planning
assumptions and positive momentum for military
readiness and modernisation programmes,

in the UK, the Modernising Defence Programme has
outlined a clear direction of travel for the Ministry of
Defence This statement re-emphasises the UK's
commitment to strong defence and secunity;

in Saudi Arabia, regional tensions continue to dictate
that defence remains a bugh prionty; and

|

!

i

In Australia, regional instability and the pace of military
maderrisation in the Asia-Pacific region continue 1o
drive the government’s commitment to defence
spending, with major recapitalisation programmas
under way. The government has indicated its intent

to grow defence spending by committing to spend
2% of GDP by 2020/21.

The diverse praduct and services portfolio 1s marketed
across a range of defence markets. BAE Systems benefis
from a large order backlog, with established positions
on lang-term programmes in the US, UK, Saudi Arabia
and Australia.

BAE Systems has a growing portfolio of commercial
businesses, Including cormmeraial avionics and the
commer(al areas of the Applied intelligence business,

Government customers have sophisticated procurement
and security organisations with which the Group can have
long-standing refationships with well-established and
understood terms of business.

In the event of a customer terminating a contract for
convenience, the Group would typically be paid for work
done and commitments made at the time of terminaticn.



Description

Impact

Mitigation

3. International markets
The Group operates in international markets

BAE Systerns 1s an internattonal company conducting business
m a number of regions, including the US and the Middle East.

The nisks of operating in some countnes include: scoal and
political changes impacting the business environment;
economic downturns, politcal nstabdity and cwil disturbances,
the imposition of restraints on the movement of capital; the
introduction of burdensome taxes or tariffs; change of export
control and other government policy and regulations in the UK,
US and all other relevant jurisdictions, and the inability to obtain
or maintain the necessary export licences,

In July 2017, the High Court of England and Woales ruled that
the UK government has been acting lawfully in granting defence
export licences to the Kingdom of Sauds Arabia The Court of
Appeal has given permission for the decision of the High Court
to be appealed and the hearing and determination of the appeal
Is awarted

The Group is exposed to volatility ansing from movements in
currency exchange rates, particularly in respect of the US dollar,
euro, Saudi riyal and Austrahan dcllar, There has been volatility
In currency exchange rates in the period since the kU referendum
in the UK.

The terms of the UK’s exit from the EU on 29 March 2019
are currently uncertain, rendering it aifficult for the Group o
prepare for potential changes in the regulatory environment.
In particular, 3 ne-deal Brexit could have an impact on
programmes which depend on the movement of goods
hetween the UK and the FU.

There 15 also a risk that, as a result of the UK leaving the EU,
the Group’s ability to take part in collaborative industrial
programmes in Europe could encounter new EU barriers

The occurrence of any
such events could have a
material adverse effect on
the Group's future results
and financial condition.
The risk of the Group’s
inability to obtain and
maintain the necessary
export licences for our
business In the Kingdom
of Saudi Arabia could affect
the Group's provision of
capahility to the country

BAE Systerns benefits from

a large order backlog with
established positions on
long-term programmes in
the US, UK, Saudi Arabia
and Australia and there 15
relatively imited LUK-EU
trading. In respect of people,
the majority of persons
employed in the UK are UK
naticnals, with only small
movements of EU nationals
into and out of the Group's
UK businesses. According'y.
the resulting Brexit near-term
Impacts across the business
are likely to be limited

The Group has a balanced portfolio of businesses across
a number of markets internationally. The Group benefits
from a large order backlog, with established positions
on long-term programmes in the US, UK, Saudi Arabia
and Australia,

The Group's contracts are often long-term in nature and,
consequently, it may be able to mitigate these risks over
the terms of those contracts.

Palitical risk insurance 1s held in respect of export contracts
not structured on a government-to-government basis.

BAF Systemns has a well-estabhished legal and regulatory
compliance structure aimed at ensuring adherence to
regulatory requirements and identifying restrictions that
could adversely impact the Group’s activities, including
export control requirements.

The Group's policy is to hedge all materal firm
transactional currency exchange rate exposures

If there is ne deal before the UK leaves the EU, it will
require the Group to putin place a set of actions

and mitigations to prepare for the change that might take
place In relation 1o a range of business activities. These
include customs procedures, export control, and the use
of speciality chermicals whose use 15 currently authorised
by an EU agency.

BAE Systemns will support the UK government in achieving
its aim to ensure that the UK maintains its key role in
European securty and defence post-Brexit, and to
strengthen bilateral relationships with key partners in
Europe. This witl be impartant for angoing collaboration
in the development of defence capabilities.

4. Competition in international markets

The Group's business is subject to significant competition in international markets.

The Group's business plan depends upon 1ts ability to win
and contract for high-quality new programmes, an increasing
number of which are expected to be in markets outside the
US and UK.

The Group is dependent upon US and UK government
support in relation 1o a number of 1ts business opportunities
in export markets.

The Group's business

and future results may

be adversely impacted

if 1t is unable to compete
adeguately and obtain new
business in the markets in
which it operates.

The Group has an international, muiti-market presence,
a balanced portfolio of businesses, leading capabilities
and a track recard of delivery on its commitments 1o

its customers.

The Group continues to Invest In research and
development, and to reduce its cost base and improve
efficiencies, to remain competitive,

In the UK, export contracts can be structured on a
government-to-government basis and government support
can also involve military training, ministerial support for
pramctional activities and financial suppart through UK
Export Finance. In the US, most of the Group's defence
export sales are delivered through the Foreign Military Sales
process, under which the importing government contracts
with the US government

BAE Systems
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Our principal risks
continued

Description

5. Laws and regulations

Impact

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

The Group operates in a highly-regulated environment
across many jurisdictions and is subject, without hmitation,
to regulations relating to import-export contrals, money
laundering, false accounting, anti-bribery and anti-boycott
provisions. it is important that the Group maintains a cufture
inwhich it focuses on embedding responsible business
behaviours and that all employees act in accordance with
the requirements of the Group's poboes, including the
Code of Conduct, al all tirnes.

Export restrictions could become more stringent and political

factors or changing international circumstances could result
in the Group being unable to obtain or maintain necessary
export hcences

6. Contract risk and execution

The Group has many contracts, including a small number of large contracts and fixed-price contracts.

In 2018, 44% of the Group's sales were generated by its
15 largest programmes. At 31 December 2018, the Group

had eight programmes with order backlog in excess of £1bn.

A significant portion of the Group’s revenue is derived from
fixed-price contracis. Actual costs may exceed the projected
costs an which the fixed prices are agreed and, since these
contracts can extend over many years, it can be difficuft

to predict the ultimate outturn costs.

It 1s important that the Group maintains a culture in which
it delivers on s projects within tight tolerances of quahty,
tme and cost perfoermance in a rehalle, predictable and
repeatalbile manner.

Failure by the Group, or

its sales representatives,
marketing advisers

or others acting on its
hehalf, to comply with
these regulations could
result in fines and penalties
and/or the suspension or
debarment of the Group
from government contracts
or the suspension of the
Group's export privileges,
which could have a material
adverse effect on the Group.

Reduced access 1o export
markets could have a
material adverse effect on
the Group's future results
and financial condition.

Mitigation

J
BAE Systems has a well-established legal and regulatory
compliance structure aimed at ensuring adherence to

regulatory requirements and identifying restrictions that
could adversely impact the Group’s activities.

internal and external market risk assessments form an
important element of ongoing corporate development
and training processes.

A uniform glebal policy and process for the appontment
of advisers engaged in business development is in effect.

BAE Systems continues to reinforce A5 ethics programme
globally, driving the right behaviours by supporting
employees in making ethical decisions and embedding
responsible business practices.

]
]

The inability of the Group

to deliver on its contractual
commitments, the loss,
axpiratian, suspensian,
cancellation or termination
of any one of its large
contracts or its failure 1o
anticipate technical problems
or astimate accurately and
control costs on fixed-price
contracts could have

a material adverse eftect

on the Group's future results
and #inancial condiion.

Contract-related nisks and uncertainties are managed under
the Group's mandated Lifecycle Management process

A leadership developrnent programme for project directors
continues to be deployed across the Group, covering the
leadership competencies required to manage complex
projects containing significant levels of nsk and uncertainty.

A significant proportian of the Group's largest contracts are
with the UK Ministry of Defence. In the UK, development
programmes are normally contracted with appropriate
levels of risk being inmally held by the customer and
contract structures are used to mitigate risk on production
programmes, including where the customer and contractor
share cost savings and overruns against target prices

The Group has a well-balanced spread of programmes and
significant order backlog which provides forward visibility.

The Group has imited exposure to fixed-price design and
development activity which is in general mare risk intensive
than fixed-price production activity.

Robust bid preparation and approvals processes are well
established throughout the Group, with decisions required
to be taken at the appropriate level in line with clear

7. Contract awards and cash prafiles

The Group 15 dependent on the award timing and cash profile of its contracts.

delegations of authority
]

The Group's profits and cash flows are dependent, to a
significant extent, on the timing of, or failure to receive,
award of defence contracts and the profile of cash receipts
on its contracts,

BAE 5ystems.
Annuol Report 2018

Amounts receivable

under the Group's defence
contracts can be substantial
and, therefare, the timing
of, or failure to recewe,
awards and associated cash
advances and milestene
payments could materially
affect the Group's profits
and cash flows for the
pericds affected, thereby
reducing cash available

to mest the Group's cdsh
allocation priorities,
patentially resulting in the
need to arrange external
funding and impacting

its investment grade

credit rating.

The Group's balance sheet continues to be managed
conservatively in line with its policy to retain an investment
grade credit rating and to ensure aperating flexibility.

The Group monitors a rolling forecast of its liquidity
requirements 1o ensure that there 1s sufficient cash to meet
1ts operational needs and maintain adequate headroom.



Description Impact Mitigation

8. Pension funding
The Group has an aggregate funding deficit in its defined benefit pension schemes,

anticipated longevity.

In aggregate, there 1s an actuarial deficit between the value of Increases in pension scheme In the UK, new employees have been offered
the projected liabilties of the Group’s defined benefit pension deficits may require the Group membership of defined contnbution rather than 4l
schemes and the assets they hold to Increase the amount of cash defined benefit schemes since April 2012 and, =3
i contributions payable to these in the US, employees have not accrued salary- =
;hﬁ_f;e”ds’;%ﬁgfggfrﬁg“ adveriﬁ’:y atffe;tted by cc:wangesbmrj schemes, thereby reducing cash related beref ts in defined benefit schemes s nce i
u ' - INCILAING INVESIMENT TETUINS 8na membe avallable to meet the Group's January 2013, =
=3

ather cash allocation prior ties. In Movemnber 2017, the UK triennial funding I

valuations and, where necessary, deficit recovery
plans were agreed with the trustees and certified |
by the scheme actuaries after consultation with

the Pensions Regulator. The funding deficit across
the UK schemes at 31 March 2017 was £2 1bn
Based on these funding valuations, deficit recovery
payments to the UK schemes were £211m in 2018,
The deficits in each of the schemes are expected
to be cleared between 2021 and 2026
g‘.
5
9. Information technology security | 2
The Group could be negatively impacted by information technology security threats. | =z
(]
The security threats faced by the Group include threats te Failure to combat these risks The Group has a broad range of measures in
its information technology infrastructure, unlawful attempts effectively could negatively irmpact place, including appropriate tools and techniques,
to gain access to 1ts proprietary or dassified information the Group's reputation among I1ts to monitor and mitigate this risk.
and the potential for business disruptions associated with customers and the public, cause
information technology failures. disruption to 1ts business operations,
and could result in a negative impact
on the Group's future results and
financial condition.
M
S
I 5
[0. People z
The Group's strategy is dependent on its ability to recruit and retain people with appropriate talent and skills. “
o
Delivery of the Group's strategy and business plan 1s dependent The loss of key employees or The Group recognises that its employees are 3
on its ability to compete to recruit and retain people with inability to attract the approprate key to delivenng its strategy and business plan, =
appropriate talent and skills, including those with innovative people on a timely basis could and focuses on developing the existing workforce =
technological capabiltties. adversely impact the Group's ability and hining talented pecple to meet current and
, . . . . . to deliver 1ts strategy, meet the future requirements.
The Group's business plan is targeting an increasing level of business plan and, accordingly, have ‘
business in International export markets outside the US and UK a negative impact on the Group's The Group has weli-established graduate

ILis important that the Group recruits and retains maenagement ; recruitment and apprenticeship programmes —
with thpe necessary internat\cﬁwal skils and experience mgthe future results and financial conditon. and, m order to mggimlse the Eoemi%ution that
relevant jurisdictions. its workfarce can make to the performance of

the business, has an effective through-career

capability development programme

In arder to seek to maximise its talent pool,
the Group s committed to creating a diverse
and inclusive environment for its employees.

Additional risks and uncertainties currently unknown to the Group, or which the Group currently deems immaterial, may also have an adverse
effect on the business or financial condition of the Group.

Strategic report
The Strategic report was approved by the board of direct,

David Parkes
Compaony Secretary

n 20 February 2019.

BAE Systemns 7'
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Chairman'’s

governance letter
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oversee our finanaal, corparaie responsibility,
execytive remuneration and board member
nomination practices.

A comprehensive Board evaluation is conducted
each year with an external advisor employed
every other year to facilitate the process.
Following the evaluation, | hold one-tc-one
meetings with indiwidual directors to provide
feedback and our Senior Independent Director
leads a Board appraisal of my performance.
We have found the evaluation process to be
helpful in ensuring that an open dialogue
delivers good practice and establishes a
culture of continuous improvement.

Each year we use the evaluation to agree a
number of objectives for the Board to progress
over the year ahead. Amongst other things,
in 2018 we agreed that we shaould continue
to develop what we do to engage directly
with stakeholders, and thereby look to learn
more about the Company's performance

and the guality of key relationships from their
perspective, We also agreed to ensure that
we made time to have a more open-ended
cialogue on matters such as corporate
strategy, culture and performance. Progress
was made against these and the other
objectives the Board agreed last year.

-
gz reroved {
Content Dear Shareholders,
ontents It is clear fram conversaticns with all Stakeholder engagement
-— our stakeholders that board governance We seek to maintain an open dialogue with
Chairman’s governance letter 72 : ' . N op g
;——g—-—— —= corporate behaviour, stakeholder engagement |l stakeholders including shareholders, key
Directors’ duties 74 and environmental sustainability are all suppliers, customers and our employees.
Board governance 76 becoming increasingly important when
o v hareholders
- considering the activities of any company. 5 .
Board of directors 78 ) 9 Y pany Our day-to-day shareholder contact is largely
Board information 80 I would like ta address each of these canducted by our investor refations team,
e important areas in this review. and is supplemented by regular meetings with
Governance disclosures 81 - - . .
- Board governance our Chief Executive, Group Finance Director,
Audit Committee report 83 Dotals of OLr QoveImance processes and and President and Chief Executive Officer of
Corporate Responsibility etalls ol aur governance p our US business.
Committee report 57 procedures are given on pages 76 and 77. -
B : In summary, however, we have a balanced 1 visit @ number of major shareholders each
Nominations Committee report 90 Board with a good mix of gender, skills and year and the Chair of the Remuneration
Remuneration Committee report 92 experience with effective committees to Committee also engages with shareholders

to discuss remuneration policies and practice.

Last year, we arranged a separate governance
event with major shareholders and investors.
Attended by myself, the Chief Executive

and non-executive directors, the meeting
allowed us to discuss openly our governance
arrangements, corporate culture and
committee work. The feedback we received
was positive and we have decided to continue
this practice at regular intervals or when there
is @ major change in Board membership.

Employees

The Company has well-established links

with the principal trades unions representing
mambers of our workforce in the UK which,
at six-rnonthly intervals, bring tegether union
officials with tha Chief Executive for an open
discussion on the businass and matters
concerning employees

in 2078, the Board decided that it would
be helpful if the Chief Executive was
accompanied by the Chair of the Corporate
Respansibility Committee, lan Tyler, in order
to provide wider Board engagement with
the unions and our workforce,



This has been welcomed by all parties and,
in addition, lan Tyler will, from time to time,
accompany the Chief Executive on his site
vistts in the rormal course of business.

In addrtion, as Chairman, | continue to visit
sites across the world and encourage open
‘town hall’ sessions with the employees as a
matter of course. Similar events are conducted
when all Board members attend operational

sites as part of the Board's annual programme,

and in 2018 we held such-meetings in
Rochester, UK and San Diego, US

Employee engagement is also developed
through surveys, podeasts and informal
breakfast and dinner meetings with members
of the management team and directors.

A new pravision in the recently revised

UK Corporate Governance Code requires
companies to have an effective means of
engaging with their workforce The Board
has agreed that our Corporate Responsibility
Committee — which has a membership
comprising only independent non-executive
directors — will be responsible for discharging
this rele, and in daing so will build on the
range of employee engagement cpportunities
we have been undertaking to date. The
Committee took on this responsibility from
the start of 2019, and therefore we will

be well placed to comply with this new
requirement and report further on it in

next year's Annual Report.

Customers

The nature of our business and the culture

of the Company encourages the developmeant
of deep, transparent and constructive
relationships with our customers. It recognises
that, whilst on occasion we may have
competing commercial objectives, we are
united in aur mutual commitment to serve
and protect those that serve and protect us.

Customer contact involving relevant
management personnel, the Chief Executive
ang also myself, s with governments, officials
and military personnel across the warld on

a regular basis. During the course of the year,
we invited the Chief of the Royal Air Force
and the Permanent Under Secretary of the
Foreign and Commanwealth Office to meet
the Board for an open discussion on the
value of aur relationship and ways to
improve our interaction.

We will continue this practice in the years
1o come.

Suppliers

The appointment of a senior supply chain
management team is starting to deliver a
much closer warking relationship with our
major suppliers. This has been achieved
through supplier conferences, strategic
partnerships and clearer communication
on the ambition and expeciation we have
in building long-term suppler partnerships.

We have found that this increase in
professionalism has delivered a mutual benefit
reflecied in improved commercial terms and
higher commitment to quality. The Board wilf
continue to focus on supplier management
and we will report further on this in next
year's Annual Report.

Community investment

and the environment

The Board recognises the importance of
leading a company that not only generates
value for shareholders but also contributes
to wider society. As a major employer that
develops and trains a highly-skilled waorkfaorce,
principally in manufacture and engineering
rales, we make an important economic
contribution to the communities in which
we operate. In addition, through our Glabal
Community Investment Strategy we build
and nurture mutually beneaficial relationships
between our business, our people and

local stakeholders.,

I have been fortunate to see at first-hand how
this is being put into action, with initiatives
focused on our support for the armed forces,
education and skills, and the support we
provide for the communities in which we
operate, Well-managed companies are an
essential part of society but in order to succeed
business needs strong, vibrant and prosperous
communities.

Recognition of our wider impacts is also

an important part of our environmental
commitrments. As a major manufacturing
company, we recognise that environmental
and climate risks could impact us directly, We
are committed to reducing the envircnmental
impact of our operations and praducts, and
minimising our envirenmental footprint. This
is important to our role in wider society and
in 2019 we will develop our environmental
policy further and progress our alignment

to the UN Sustainable Development Goals,
The Board and the Corporate Responsibility
Committee will provide oversight of this

and monitor implementation.

Conclusion

| am confident that both Board and
management believe in the values and
benefits of frequent and apen dialogue witn
stakenolders, We are consistently reviewing
how we communicate and engage, including
how we use technology to broaden our reach
and assess the feedback we obtain, to ensure
that our messages are well received,
appropriately directed and cur responses
helpful and valued. As a Board we are clear
that it is not simply how much money the
Company makes but how it makes money
that is important to all our stakeholders.

Dgrinre rer gved

Sir Reger Carr Charman

BAE Systers
Annual Report 2018
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Directors
duties

The directors of BAE Systems —
and those of all UK componies
—must oct in accardance with a
set of genercl duties. These duties
are detailed in the UK's Companies
Actand include o duty to promote
the success of the Company,
which is summarised below.

As part of their induction, the directors are
briefed on their duties and they can access
professional advice on these - either through

the Campany or, if they judge it necessary,
from an independent provider.

Typicafly, in large and complex companies
such as BAE Systerns, the directars fulfil their

duties partly through a geovernance framework

that delegates day-to-day dedsion-making
to employees of the Company.

The Board recognises that such delegation
needs to be much mare than simple financial
authorities and, in this section of the report,
we have summarised our governance
structure, which covers: the values and
behaviours expected of our employees; the
standards they must adhere to; how we
engage with stakeholders; and how the Board
locks to ensure that we have a robust system
of control and assurance processes.

Yor more detail on our governance structure,
see pages 76 and 77.

Section 172 of the UK's Companies Act

In summary, as required by Section 172
of the UK's Companies Act, a director

of a company must act in the way he
considers, in good faith, would most likely
promote the success of the company for
the benefit of its sharehelders. n doing
this, the director must have regard,
amongst other matters, to the:

- likely consequences of any decisions
in the long term;

interests of the company's employees;

need 1o foster the company's business
relationships with suppliers, customers
and athers:

)

impact of the company's aperations
on the community and environment;

company's reputation for high
standards of business conduct; and

!

need 10 act fairly as between members
of the company.

BAE Systems
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This is on overview of how the directors have
performed their duty to promote the success
of the Company.

Sharehalders | Employees | Customers
Suppliers | Community and Environment

A beard should communicate effectively with its shareholders and understand
their views, and also act fairly as between different members. Employees are
central to the long-term success of a company, as such, a board should
consider their interests, and, to assist in doing so, have means of engaging with
and understanding their views. Fostering business relationships with key
stakeholders, such as customers and suppliers, is also important o a company’s
success. A board should have visibility of these relationships so that it is able
10 take stakehelder considerations into account when making decisions. In therr
decision-making, directors need to have regard to the impact of a company’s

I operations on the community and environment.

Qverview of how the Board performed its duties

Shareholders

Members of the Board, including the chairs of the principal hoard committees, held a
governance event with major sharehalders in 2018, This allowed directors to fiaise directly
with shareholders on the Company's governance arrangements, including the important
work undertaken by the committees. The feedback received was positive and the Board
intends to continue such events at reqular intervals

Employees

The Company has a well-developed structure through which it engages regularly with trade

union officials to discuss and understand matters concerning UK employees. During the year,
one of the non-executive directors, 1an Tyler, joined the Chief Executive when engaging with
employee representatives through this forum.

Also, in terms of employee engagement, a nurnber of Board meetings were held on
operational sites throughaout the year which provided an opporturity for all directors to
engage directly with employees on a variety of topics. This included "town hall’ meebings
with groups of emgloyees at our Rochester, UK and San Diega, US sites, It 1s proposed
that directors will attend further such meetings at Company sites during 2019

Customers

The Chief Exacutive and the Prasident and Chief Executive Officer of our US business are

in reqular contact wath our principal customers, and at all scheduled Board meetings they
brief the Board on our perfarmance in delivering on our commitments to custorners and
the quahty of these critical relatianships. The Chairman also maintaing close inks with many
of qur customers and regularly briefs the Board on the feedback he recewves. In addmion,

in order to help directors to develop their understanding of the Company's performance
and relationship with key customers at first-hand, a number of informal meestings were
held in 2018 with senior customer representatives. Such meetings are an integral part

of the Board's annual programme and simifar events wiil take place during 2019,

Suppliers

The Board met with the leadership of the Company's Procurement function to understand
more about how they are developing deeper relationships with companies in our supply
chains and develaping strategic relationships with key supphers. The Board will continue
1o focus on supplier management in 2019

Community and environment

The Board recognises the irportance of leading a company that not only generates value
for shareholders but also contributes 1o wider society. Through the Qperational Framework
the Board has mandated that our businesses implement the requirements of our Community
investrment Policy, which looks ta ensure that we build and nurture mutually bencficial
relationships between our business, our people and local stakeholders.

As a major manufacturing company, we recognise that environmental and dimate risks
could impact us directly, and we are committed to reducing the environmental impact

of our gperations and products, and minimise our environmental foctprint, Through

the Operational Framewark the Board has mandated that our businesses implernent the
requirements of our Ervironmental Policy, which details our commitment to high standards
of environmental management.

Compliance with the above policies is monrtored through our Gperational Assurance
Statement process, the output from which is reviewed regularly by the Audit and Corporate
Responsibility committees. Also, community and envirenmental matters form part of the
Board's annual review of corporate responsibility matters,

+ +:| +] +
Group strategic Our Chairman's ‘ | Board
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Decision-making | Governance and
performance oversight | Risk

Boards of large companies invariably delegate day-to-day
management and decision-making to executive management.
Directors should maintain oversight of a company's performance
and ensure that management is acting in accordance with the
strategy and plans agreed by a board, and its delegated authorities.
The culture, values and standards that underpin this delegation
should help ensure that when decisions are made their wider impact
has been considered. A board should also reserve certain matters
for its own consideration so that it can exercise judgement directly
when making major decisions, and in doing so promaote the success
of the company whilst having regard to all necessary matters.

A board needs assurance that a company’s fimancial reporting, risk
management, governance and internal contral processes, including
policies mandating procedural requirements and standards, are
aperating effectively.

Overview of how the Board discharged its duties

Each year, the Board undertakes an in-depth review of the Company's strategy,
including the business plan for the foflowing five years. Once approved by the
Board, the plan and strategy form the basis for financial budgats, resource
plans and investment dedisions, and alsc the future strategic direction of the
Company. In making decisions concerning the business plan and future strategy,
the Board has regard to a variety of matters including the interests of various
stakeholders, the consequences of its decisions in the long term and its
long-term reputation.

In 2018, the Board's review of strategy included presentations from the

Group Human Resources Director and the leaders of our Procurement function.
The Chief Executive is responsible for delivering the plans and strategy agreed
by the Board, with authcrity delegated to executive directors but subject to

all decisions being made on the basis of the values and standards mandated

in the Company’s Operational Framework and underpinned by the culture

set by the Board, Chief Executive and senior management.

The Board has approved the Group's Risk Management Paiicy, which aims te
ensure that risks are managed effectively across the Group. It also has overall
responsibility for determining the nature and extent of the risk the Company

is willing to take. During the year, the Audit Committee reviewed output

from the Company’s risk management processes. Also in 2018, the Corporate
Responsibility Committee reviewed the output from the Company’s processes
for managing significant non-financial risks, including those arising in respect
of business canduct, health and safety, and ihe environment. Both committees
reported their findings to the Board following such reviews. Risk is also an
important consideration for Board members when reviewing major bids and
contracts. Last year the Board undertook such reviews in respect of the Mobile
Protected Firepower programme, Qatar Typhoon sales finandng, APKWS®
production, Astute Boat 7 and the Hunter Class Frigate programme (see below),

The Board has reserved certain matters for its own decision, including the
approval of major bids and contracts. For example, in 2018 the Company
signed a contract with the Commonwealth of Australia for its Hunter Class
Frigate programme, Following extensive reviews by the Chief Executive and

the business team, the initial bid and the subsequent contract were referred

to the Board for its review and approval. In reaching its decisions on this,

the Board had regard to a number of matters, including the business case

and financial returns, technical and programme management matters. risk
management, waorkforce matters and the long-term reputation of the Company
in dealing with various aspects of a complex international programme.

The Board has adopted a revised Board Charter, which incorperates governance
principles that are aligned with the requirements of the revised UK Corporate
Governance Code. Also, revised terms of reference have been adopted by the
Board's principal committees to recognise the Code changes.

+ + +
How we l_—l Qperational d Board
|é| manage risk 76 framework 80 information

Culture, volues and stondards

Culture, values and standards underpin how a company creates
and sustains value over the longer term and are key elements

of how it maintains a reputaticn for high standards of business
conduct. They also guide and assist in decision making and
thereby help promote a company’s success, recegnising, amongst
other things, the likely consequences of any decision in the iong
term and wider stakeholder considerations. The standards sat

by a board mandate certain reguirements and behaviours with
regards to the activities of its directors, employees and others
assodiated with it.

Overview of how the Board discharged its duties

The Board is supporting the Chief Executive in embedding a culture that
will help defiver long-term success. To assist with this work, during the year
the Company undertook an employee engagement survey. The resuits of
this have been reviewed by the directors, together with the subsequent
actions the Chief Executive will be taking to reinforce the Company's values
and ensure that we have the right culture to meet the strategic needs of the
business. further work on this will be undertaken during 2019.

The Board sets the values and standards required of all employees through
its Operational Framewaork, which contains our Code of Conduct. In 2018,
this document was reviewed and amendments agreed by the Board.

In overseeing the effectiveness of the Company’s processes for dealing with
employees whose behaviour falls short of required standards, the Corporate
Responsibility Committee has continued to monitor the nature of issues
reported through the Company’s Ethics Helpline. Also during the year, the
Board reviewed the processes in place for the investigation of complaints
cancerning inappropriate behaviour by employees. The integrity of these
processes is an important part of our governance arrangements and the
Board will review these processes again in 2019 to ensure they remain effective.

+ + ] + ]
Operational Operational Assurance Corporate Responsibility
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Board

governance

Shoreholders

The Company has
appraximately 100,000
individual, corporate and
employee shareholders.

Annual General Meeting
Shareholders vote on key
governance matters,
including the re-election of
directars, their remuneration,
the payment of dividends
and the appointment of

the auditer.

Sharehclder relations
The Chief Executive and
Group Finance Directar meet
the Company’s principal
sharehatders on a regular
basis. Separataly, the
Chairman maintains regular
contact with the Company’s
principal shareholders on
governance matters and
ensures that all directors are
aware of Ueil views.

1 Boord o

BAE Systems
Annuch Repart 2018

This is the structure through which we manage

the Company. It has evolved over time, and continues
to evolve to meet the needs of the business and our
stakeholder responsipilities.

Operationol governance

The Operational Framewaork sets
out how we do business across
BAE Systemns, and encapsulates
our values, policies and processes,
together with clear levels of
delegated responsibility oimed
at ensuring thot ol of cur
employees and businesses oct
in o clear, accountable ond
consistent manner. tis reviewed
ond oppraved annually by

the Board.

The Board consists of executive and
independent non-executive directors,
plus a non-executive chairmaon who
was independent in accordance with
the UK Corporate Governance Code
on his appointment,

The non-executive directors constructively
challenge and help deveiop proposais
on strategy. They also scrutinise the

performance of management in meeting
agreed goals and objectives, and satisfy
themselves as to the integrity of financal
information, and that systems of nisk
management are robust and defensible
in addition, they set the remuneration of
the executive directors and oversee Board
succession planning.

Oversight of
performance
and compliance
with Operational
Governance

Chairman

Responsible for leading the Board and
ensuring that it discharges its duties
efficiently.

Chief Executive
Responsible for the implementation and
delivery of the strategy agreed by the Board.

Senior Independent Director
Acts as a sounding board for the Chairman
and acts as an intermediary for the other
directors as necessary.

Company Secretary

Responsible to the Beard for ensuring
that Board procedures are complied with,
Through the Chairman, he is responsible
far ensuring that directors are supplied
with infarmation in a timely manner.

Board committees
The membership of the principal board committees
(see below) solely comprises non-executive directors.
They provide leadership, scrutiny and oversight aver
key governance areas.

Tinge rerngeed

Irmoge reroved

+ 7T Audit
Committee

+ 7 Corporote Responsibility
Committee

+ 77 Rermuneration
2] Committee

+ 77 Norminations
90) Committee
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||8 Group strategic
framework

How we work

The Operational Framework sets out the principles of
good govaernance which, together with cur culture, guide
our work and behaviour in suppert of the strategy set in
our Group strategic framewaork (see page 18). Here we
set out the values that we ask all our employees to
demonstrate in their day-to-day work, wherever they

Organisation

From the Board downwards, we set out how we are
organised and the responsibilities of the Board, the
Chairman, the Chief Executive, the Executive Committee,
our Functional Councils (such as Engineering, Human
Resources and Procurement) and the senior executives
charged with running cur businesses.

are in the world.

Governance

The UK Corporate Governance Code's {the Code) principles are embedded in the Operational Framework, and
its policies and processes underpin all the disclosures made by the Board pursuant to the Code’s provisions.

How we conduct our business is fundamental to the success of BAE Systems. The Operational Framework sets
out our approach and the standards to which we adhere. It includes the follawing:

Code of Conduct
Lays out the
standards that are
expected of each

of us, to support

us in doing the right
thing. All employees
receive annual
training designed

to stimulate
conversations

about ethical
decision-making.

Responsible
Trading Principles
We do not
compromise on the
way we do business
and here we mandate
a principles-based
approach to our
business activity.

Operational Assurance Statement (OAS)
This key governance process requires that a return 1s completed every six months by each operational and functional business

head, reporting their formal view against such matters as compliance with law and regulation, ethical business conduct,

Internal controls
Provide assurance
regarding:

- the reliability
and integrity of
informaticn;

- compgliance with
policies, processes,
Jaws, regulations
and contracts,

- the safeguarding
of assets and
protection against
fraud; and

- the economical
and efficient use
of rescurces.

Risk framework
This is how we
identify, analyse,
evaluate and
mitigate risk

(see page 66).

Workplace and
operational
environment

This covers how we
expect our people
to be managed and
the obligations
placed on us all
concerning avoiding
conflicts of interest,
anti-bribery, and
managing the
security of our
people, information
and other assets.

Delegated
authorities

As part of a robust
system of internal
controls, the Board
has delegated
certain authorities
to executive
management.
Delegation is subject
to financial limits
and other
restrictions, above
which matters
must be referred
to the Board.

financial controls, nsk management, compliance with business planning processes, health and safety, conflicts of interest,
delegated authorities, appointment of advisers and product safety. There is a separate OAS pracess for our joint ventures.
Qur Internal Audit function owns the OAS process. It is managed independently from management functions. The Internal
Audit Director reports functionally to the Audit Committee and, for day-to-day operations, to the Chief Executive,

Core business processes

These core business processes are mandated by the Operational Framework and designed to ensure consistent planning,

reporting and review of business performance across all businesses:

IBP

(Integrated Business Planning]

LCM
(Lifecycle Monagement Policy)

MgA
(Mergers & Acguisibions Polcy)

Approved by the Board annually,
creates a consistent approach

to strategic planning, aligning
resources with the delivery of
forecast financial performance
and strategic objectives.

How we plan and manage the
execution of all projects above a
certain minimum level, providing
decision gate reviews at key
stages from initizl oppartunity

to final closure.

A structured approach to mergers,
acquisitions and disposals.

BAE Systems
Annual Report 2018
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B Boord of directors

'l ge O oved

Sir Roger Carr
Chairman

Appointed to the Board: 2073 Nationality: UK

Skills, competence and experience

Having joined the Board in 2013, Sir Roger was
appainted Chairman in 2014. He is an experienced
compaty chafrman with a wealth of knowledge
gained across a number of business sectors. With
over two decades of boardroom experience, Sir Roger
has a deep understanding of corporate gavernance
and what is required 1o lead an effective hoard,

Sir Roger is a Senior Advisor to KKR and Chairman of
the English National Ballet In 2018, he was appoinied
as co-chair of the Industrial Infrastructure and
Manufacturing Council, an advisory council tq the
Prime Minister.

He has previously held a number of senior
appointments including Chairman of Centrica ple,

Vice Chairman of the BBC Trust, Deputy Chairman and
Senior Independent Director of the Court of the Bank
of England, President of the Confederation of British
Industry, Chairman of Cadbury pic, Chairman of Chubb
ple, Chairman of Mitchells & Butlers plc, Chauman of
Tharnes Water plc and Chief Executive of Williams ple,

Throughout his career he has served on a number
of external comrmittees including the Prme Minister's
Business Advisory Group, the Manufacturing Council
of the CBI, The Higgs Cammuttes on Curporate
Governance ang Business for New Europe. He 15 a
Fellow of the Royal Saciety for the encouragement
of Arts, Manufactures and Commerce, a Companion
of the Institute of Management, and an Honorary
Fellow of the Institute of Chartered Secretaries and
Administrators. He s also a Visiting Fellow of Said
Business School, University of Oxford and holds an
Hongrary Dactorate in Business from Nottingham
Trent University.

He was knighted for Services o Business in the
Queen's New Year's Honours list 2011,

Other non-executive appointments
None.

Committee membership
Chairman of the Nominations Committee.

I chairman
| Executive directors
| Non-executive directors

BAE Systems
Annua) Report 2018
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Charles Woodbum
Chief Executive

Appointed to the Board: 2016 Nationality: UK

Skiils, competence and experignce

Charles joined BAE Systerns in May 2016 as Chief
Operating Officer and became Chief Executive an
1 duly 2017, Prior to jaming the Company, ke spent
over 20 years in the oil and gas ndustry, helding
2 number of senior management positions in the
Far East, Australia, Europe and the LS. He jomned
the Company from the olfield services business,
Expro Group, where he served as Chief Executive
Officer. Prior to that, he spent 15 years

with Schlumberger Limied.

Peter Lynas
Group Finance Director

Appointed to the Board: 2011 Nationality: UK

Skilis, competence and experience

Peter, a qualified accountant, was appointed to the
Board as Group Finance Director in 2011, His role
has since been expanded to include responsibiity
for UK Shared Services, Procurement and Group
Mergers & Acquisitions

Peter previously served for a number of years as
Director, Financial Control, Reporting & Treasury.

He joined GEC-Marconi in 1985 having previously
waorked for other companies in the UK and Europe.
After progressing through a number of positions,

hie was appointed Finance DirecLor of GEC's Marcont
Electronic Systems business, which was subseguently
acquired by British Aerospace in 1999 1o become
BAE Systerns.

Non-executive appointments
Non-executive director of S5 ple and chairman of
its audit comimtee.

Non-executive appointments
None,

o cermoved Image e e

-

Revathi Advaithi
Non-executive director

Appointed to the Board: 2018 Nationality: US

skills, competence and experience

Revathi brings extensive operational experience

and & deep understanding of digital techinolagy

and international markets 1o the Board, ganed from
nher leadership of multinetional engineering and
manufacturing businessas, In February 2019,

Revathi assumed the role of Chief Executive Officer
and became 2 member of the board of directors at
Flex Ltd, a global mam#actunng company. Prior to
this appoimtment, Revathi was bresident and <hief
operating officer for the tlectrical Sector business

at Eaton, a power management company. She joined
Eaton in 1995 and led the Electrical Sector in the
Americas and Asia-Pacific, with a three-year
assignment in Shanghai. Between 2002 and 2008,
Revathi worked at Honeywell, where she held
teadership roles spanning nranafactunng, procurement,
supply chain and sourcing, including a role as general
managet, Autornation and Centrel Solutions. Revathi
raturned to Eaton in 2008 as vice president ang general
manager of the Electncal Components division,

Other non-executive appointments
None.

S —

Jerry DeMuro )
President ard Chiefl Executive Qfficer
of BAE Systerns, iz,

Appointed to the Beard: 2014 Nationality: US

Skills, competence and experience

Appointed to the Board on 1 February 2014 as President
and Chel Executive Officer of BAE Systems, Inc.,

Jerry is an experienced US executive who has worked
n the national securtty, technology and aerospace
industry for over 30 years. Prior 1 joming the Company,
he served as executive vice president and carporate
vice president of General Dynamics” Information
Systems and Technology Group. Earher in his career,
he spent almost a decade as an acquisition official at
the US Department of Defense.

Jerry has been actively involved with several
assoiatians and non-profit organsations, including
the Aeraspace Industrias Association, where he is
currently a member of its Executive Commitiee,

the Association of the United States Army, the
MILCOM Canference Board, and AFCEA International,
where he served on the Board of Directors as an
Fxecutive Committee member and as chair of the
Audit Commjttes.

Non-executive appointments
None.

Committee membership
Caorporate Responsibility Committee and Nominations
Committee,
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Elizabeth Corley CBE
Non-executive director

Harriet Green OBE
Non-executive director

Chris Grigg
Non-executive director

Appointed to the Board: 2016 Nationality: UK

Appointed to the Board: 2010 Nationality: UK

Appointed to the Board: 2013 Nationality: UK

Skills, competence and experience

Elizabeth brings investar, governance and boararoom
experience 1o the Board. She is currently a Senior
Advisor at Allianz Global Investors. She has served

3s Chiet Executive Officer of Allanz Global Investors,
initially for Europe then globally, from 2005 to 2016,
Prior to that, she worked for Merrill Lynch Investrment
Managers. Elizabeth is active in representing the
investment industry and developing standards within
it. She1s a member of the CFA Future of Finance
Adwisory Council and the AQR Institute of Asset
Management at the London Business School.
Ehzabeth s currently chare of the industry Taskforce
for the UK government on social impact mvesting.

In 2017, she stepped down frem the hoard of the

UK Financial Reparting Counal after completing

her second three-ysar term of appointment.

Elizabeth 15 also an acclaimed writer, a Fellow

of the Royal Society for the encouragement af Arts,
Manufactures and Commerce and a trustee of the
British Museum.

Other non-executive appointments
Non-executive director of Pearson plc and
Morgan Stanley.

Committee membership
Nominations Committee and Remuneration Committee.

Skills, competence and experience

Harriet is a transformative business leader with
intarnational cperaticnal and boardroom experience.
She is currently Chief Executive Officer and Chairman
of Asia-Pacific at IBM. Harriel has extensive glabal
business leadership experience, She previously served
as Chief Executive Officer and executive director of
Thomas Cook plc. Prior to that, she was Chief Executive
Officer and executive director of Premier Farnell plc.
Previously, she was also a non-executive director of
Emerson Electric Co. In 2017, Harriet was named as
one of the Fast Company's 100 Most Creative People
in Business and in 2018 she was again placed by

The Finandal Times in the top ten of their 'HERoes
ranking: Champions of Women in Business' list.

In 2016, she won the Women in Technology Institute
(WITl) Award and, in 2014, she received the Veuve
Clicquot Business YWoeman Award. Harriet is a member
of the Singapore Economic Development Board.

Other non-executive appointments
None.

Committee membership
Carporate Responsibility Committee and Nominaticns
Committee.

Skills, competence and experience

As chief executive of a FTSE 100 company, Chnis
brings management and boardroom experience
to the Board. He 1s currently Chief Executive of
The British Land Company PLC, a position he has
held since 2009,

Chnis has more than 30 years' experience In the
banking and real estate industries. Prior Lo Joining
Briush Land, he was Chief Executive of Barclays
Comrmercial Bank. Before that, he was a partner
at Goldman Sachs. Chris s currently 2 member

of the execulive board of the Curopean Public
Real Estate Association and the hoard of the
British Property Federation.

Other non-executive appointments
None.

Committee membership
Corporate Responsibility Commitiee and Noeminations
Committee,

e yC e e

Proge cernn, sl

Paula Rosput Reynolds
Non-executive director

Appointed to the Board: 2011 Nationality: US

Skills, competence and experience

An experienced company director in both the UK
and North America, Paula is currently Chief Executive
Officer and President of the business advisory group
Preferwest LLC.

Starting her career as an economist, she spent over

20 years in the energy sector, culminating in her
appointment as President and Chief Executive Officer
of AGL Resources in 2002. She served as President and
Chief Executive Officer of Safeco Corporation before
becoming Vice Chairman and Chief Restructuring
Officer of American International Group, overseeing
its divestiture of assets and serving as chief llaison with
the Federal Reserve Bank of Mew York, She received the
National Association of Corporate Directors National
Lifetime Achievernent Award in 2014.

Past roles include non-executive directorships at
Coca-Cola Enterprises Inc., Anadarko Petroleum
Corporation, Delta Air Lines Inc., Air Products and
Chemicals Inc., and Siluria Technologies, Inc.

Other non-executive appeointments
Non-executive director of BP p.l.c., CBRE Group, Inc,,
General Electric Company and TransCanada Corporation,

Committee membership
Chairman of the Remuneration Committee, and member
of the Audit Committee and Nominations Committes.

Nick Rose
Non-executive director and
Senior Independent Director

Appointed to the Board: 2010 Nationality: UK

skills, competence and experience

Nick brings to the Board considerable financial
expertise and boardroom experience. Nick was

Chief Financial Officer of Diageo pl for over ten years
untit 2010. In this role, he was responsible for supply,
procurement, strategy and IT on a global basis. RHis
financial experience was developed during his time as
group treasurer and group controller at Diageg, and
also In his earlier career at Ford Finance. He is a former
Chairman of the engineering technology company
Edwards Group Limited and former non-executive
director of Mogt Hennessy SNC and Scottish Power plc.

Nick is currently an adviser to COMP Capital Advisors, LLC.

Other non-executive appointments

Chairman of Williams Grand Prix Heldings PLC;
non-executive directer and senior independent
director of BT Group plc; and non-executive chairman
of Loch Lomond Group.

Committee membership
Chairman of the Audit Cemmittee, and member of the
Nominations Committee and Remuneration Commitiee.

lan Tyler
Non-executive director

Appointed to the Board: 2013 Nationality: UK

Skills, competence and experience

lan brings considerable financial and long-term
international contracting experience to the Board.
Having gualified as a chartered accountant, lan
subsequently held a number of senior finance and
operational pasitions within industrial companies
before being appointed Finance Director of Balfour
Beatty pl¢ in 1996. He was subsequently appointed
as Chief Executive in 2005. He is currently Chairman
of Bovis Homes Group PLC and Cairn Energy plc.
lan is a former non-executive directar of Mediclinic
International ple, Cable & Wireless Communications
Plc and VT Group ple.

Other non-executive appointments
Chairman of Amey plc, a subsidiary of Ferrovial, $.A.,
and AWE Management Limited.

Committee membership

Chairman of the Corporate Responsibility Committee,
and member of the Audit Committee and Nominations
Committee.
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Non-executive director
The average length of apporniment of non-oxecutive members of the Board (as at 31 Decermber 2018) was 5.6 years.

Date of appointment to the Board of executwe members

Charles Woodburn o - N
Chief Executive - :
Peter Lynas - . .
Group Finance Director = .
Jerry DeMuro -— - :
President and Chief Executive Officer of BAE Systems, Inc. = :

The average length of appointment of executive members of the Board (as at 31 Decernber 2018) was 5.1 years.

} chairman B committee char W sisst term

Non-executive director Audit Cammittee Corporate Respansibility Committee W second term
} executive director Nominations Commurttee Remuneration Committee M third term

Tenure - independent

Attendance non-executive directors
rndividuai directors” attendance at meetings of the Board and its committees in 2018 T Qver Upto
Corporate i years three years
Audt Responsibility Nommnations Remuneration 3 2
Baard Committee Commitiee Committee Committee
Revathi Advaitn  8/8 N 44 5/6 -
Sir Roger Carr 8/8 - - &6 -
Elizabeth Corley§— 8/8 O - 66 6/6
Jerry DeMuro 8/8 = - - -
Harriet Green 6/8 - w56 e Over three and
Chris Grigg 878 B T am e - up 1o six years
Peter Lynas S 8/8 - - - - e
Pawla Rosput Reynolds 8/8 5/5 - B/6 6/6
Nick Rose 8/8 5/5 - 6/6 6/6
an Tyler T ss 0 am /6 -
Charles Woodburn 8/8 - - - _ Diversity — Boord

4 fermale
7 male

1 St Roger Carr joined the Board 'n October 2013 ana was appointed as Cnaimman in February 2414,
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Governance disclosures

UK Corporate Governance
Code (the Code} compliance

The Company was comphiant
with the provisions of the

Code throughout 2018 ond the
Boord has applied its principles
in its governance structure

and operations. The following
staternents are made in
compliance with the Code.

Risk management and internal

control statement

The Board is responsiole for the Company’s
risk management and internal control systems.
It has delegated responsibility for reviewing in
detaif the effectiveness of these systems to the
Audit Committee, which reports to the Board
on its findings so that all directors can take a
view on the matter.

An overview of the processes used to identify,
evaluate and manage the principal risks can be
found on pages 66 and 67. These processes
are an integral part of our gavernance
framework, the Operational Framewaork,
details of which can be found on page 76.
The Operational Framework mandates the
Operational Assurance Statement process,
which is owned by the Company's Internal
Audit function and is one of the principal
processes used by the Board in monitoring
the effectiveness of the Company's internal
control systems.

The risk management and internal control
systems detailed in the Operational Framework
were in place throughout the year and the
Board, having reviewed their effectiveness,
believes they accord with the Financial
Reperting Council’s Guidance on Risk
Management, Internal Control and Related
Financial and Business Reporting.

Viability statement

As reguired by the provisions of the Code,

the Board has undertaken an assessment of
the future prospects of the Company, taking
into account the Company's current position
and principal risks. This assessment considered
both the Company’s long-term prospects

and alse its ability to continue in operation
and meet its liabilities as they fall due over

its five-year business planning pertod.

Analysis of business prospects

whilst recognising the geopolitical
environment in which the Company operates
and with due regard to the principal rsks

set out on pages 68 to 71, the Board has
also considered the long-term prospects of
the Company based on our strategy, markets
and husiness plan as outlined on pages 18
ta 34 of this report. [n its strategic review

of the Company, the Board recognised the
importance of certain factars that underpin
its long-term prospects and viability. In
summiary, these are:

- a diverse portfolio of businesses based on
well-established market positions, providing
both complex, high technology products
and programmes, and differentiated technical
services and support. In 2018, 30% of group
sales were product/programme related and
70% services and support;

— a geographically diverse business with

a high proportion of sales to governmrents
and other major prime defence contractors.
In 2018, 28% of sales were to the US
Department of Defense, 21% to the UK
Ministry of Defence and 13% to the Kingdom
of Saudi Arabia Ministry of Defence and
Awiation. Major new business wins in the
Middle East, Australia and Canada provide
a strong foundation for further market
diversity and growth;

leng-term visibility of sales and future

sale prospects through a substantial

order backlog (2018 £48.4bn) and
incumbent positions on major defence
programmes; and

market positions underpinned by a highly
skilled workforce, intellectual property
assets and proprigtary know-how, whien
are safequarded and developed for the
future by customer- and Company-funded
investmeant. Such investrment is focused on
a well-developed understanding of future
technologies and the threat environment
shaning the long-term defence and
aerospace market.

Assessment

The Baard's assessment of the Company’s
prospects was informed by the following
business processes:

Risk management process — the Company
has developed a structured approach to the
management of risk (see above) and emerging
and principal risks identified are considered

as part of the Board's annual review of the
Integrated Business Plan

Integrated Business Plan {IBP) — the IBP
represents a comman process with standard
outputs and requirements that produces an
integrated strategic and business plan for the
Company and also for each of its businesses
over the following five years. The use of a
five-year period provides a robust planning
tool against which long-term decisions can
be made concerning, amongst other things,
strategic priorities, funding requirements
(including commitments to the Campany's
pension schemnes), returns macde to
shareholders, capital expenditure and rescurce
planning Longer-term strategic inputs also
form part of the IBP process and, where
activity is required to meet such long-term
priorities, this is provided for in the plan.

The detailed plan is reviewed each year

by the Board as part of its strategy review
process. Once approved by the Board, the
IBP provides the basis for setting al! detailedt
financial budgets and strategic actions across
the businesses, and is subseguently used

by the Board to monitor performance.

BAE Systems
Annuol Repart 2018

8l

nedor abmong

o
Q
e
X
=
)
=
a
o

SIJIULD]ONS |OIDUDLY



82

Governonce disclosures
continued

Liguidity analysis - the Board regularly
reviews an analysis based on the financial
output from the IBP, looking at the forecast
working capital requirermnents, cash flow,
and committed borrowing and other funding
facilities available to the Company over the
five-year period covered by the IBP. This
analysis includes ‘stress testing’ of the
Company’s liquidity under severe, but
plausible, scenarios as developed from the
IBF, including the following:

- the Company being unable 1o access debt
markets to renew term debt facilities;

- an unfavaurable change to the terms of
trade the Company enjoys with certain
priricipal customers,

— the Company failing to win certain major
exgort contracts;

~ potentiai change of UK government policy;
and

- the 10ss of a major export market.

The scenarios tested included the impact
of multiple adverse factors.

Conclusion

In undertaking its review of the 18P in 2018,
the Board considered the prospects of the
Company over the five-year period covered
by the pracess. On the basis of this and other
matters considered and reviewed by the
Board, the Board has reasonable expectations
that the Company will be able to continue in
operation and meet its liabilities as they fall
due over the following five years. It is
recognised that such future assessments are
subject to a level of uncertainty that increases
with time and, therefore, future cutcomes
cannot be guaranteed or predicted with
certainty. Also, this assessment was made
recognising the principal risks that could have
art impact an the future perfarmance of the
Company (see pages 68 to 71).

BAE Systems
Annual Repart 2018

Going toncern statement

Accounting standards require that directors
satisfy themselves that it is reasonable for
them to conclude whether it is appropriate
1o prepare financial statements on a going
concern basis and the Code requires that, if
appropriate, this report includes a statement
to that effect. Following review, the directors
have concdluded that it is appropriate t©
adopt the going concem basis for these
financial statements and have not identified
any material uncertainties concerning the
Company's ability to do so in the 12-month
period from the date of approving them.

For this reason, they continue ta adopt the
going concern basis in preparing the accounts.

Directors

All directors undertake a structured induction
programme when they first join the Board,
thereafter they regularly update and refresh
their knowledge of the Company.

In compliance with the Code, all directors are
subject to annual election by sharehaolders.
The Chairman has confirmed that, based on
the formal performance evaluations undertaken
in 2018, all remain committed to the role and
the ndividual performance of all directors
continues to be effective. Alse, in compliance
with the Code, the Company ensures that
non-executive directors have sufficient time

to fulfil their obligations. This is assessed when
a director is appointed and also in the event
of there being a material change to an
individual's circumstances.

Elizabeth Corley, a non-executive director

of the Company, s a non-executive director
of Morgan Stanley, a US listed company.

One of its UK subsidiary companies provides
corporate broking services to the Company
and, consequently, an assessment has been
undertaken to determine whether this
relationship has a bearing on her independence
for the purposes of provision B.1.1 of the
Code. After review, it was determined that this
was not a material business relaticnship given
the relatively low value of the contractual
arrangements and the nature of the
relationship, i.e broking services are provided
by a UK subsidiary of Morgan Stanfey and her
appointment is to the board of the US parent
company and non-executive in nature.

Should there be any change to either
Elizabeth Coriey’s role with Morgan Staniey
or a materfal change in the services its UK
subsidiary provides to the Company, this
decision will be reconsidered.

In addition to being a non-executive director
of the Company, lan Tyler is chairman of
two listed FTSE 250 companmies, Bovis Homes
Group and Caim Energy, and also two
non-listed companies, AWE Management,

a private company owned by three joint
venture partners, and Amey, a subsidiary

of Ferrovial, S.A., a Spanish listed company.
The Chairman has reviewed fan Tyler's other
commitments and fs satisfied that they do
not impinge an his ability to discharge his
responsibilities to BAE Systerns effectively.
He will keep this matter under review.

in addition to being a non-executive
director of the Company, Paula Rasput
Reynolds is currently a director of four other
listed companies. However, it has been
announced that she will shortly be standing
down from the board of CBRE Group, Inc.

As detailed in the Nominations Committee
report (see pages 90 and 97), the Board
believes that, despite having served as a
non-executive director for more than nine
years with effect from 8 February 2019,
Nick Rose remains independent for the
purposes of the Code.

The Company considers that all of the
non-executive directars identihied on pages
78 and 79 of this report are independent
n accordance with Code provisions,



Audit Commmittee

report

Nick Rose
Chairman of the
Audit Committee

IR NI

Members

Dear Shareholders,

| reported last year on progress on our audit
re-tender and on our audit transition plans.

| am pleased to report that our audit re-tender
process, for which preparatory work had
commenced in 2016, concluded at the
Annual General Meeting on 10 May 2018
when shareholders approved the appgintment
of Deloitte LLP as the Company's auditor,
succeeding KPMG LLP in that role.

Whilst the audit re-tender process and
subsequent transition spanned guite a lengthy
period, we weare keen to ensure that the
incoming auditor had a goed understanding
of our business that would enable it to identify
areas of audit risk efficiently, formulate a
risk-focused approach to audit scope, and to
embark on the 2018 audit as well-prepared as
possible. That there has been a smooth
transition has been testament to the ground
work laid in execution of the transition plan
which included Deloitte shadowing the 2017
year-end audit conducted by the outgoing
auditor, KPMG. We are also pieased that
Deloitte have commented favourably on the
constructive engagement with management,
both centrally and across the Group, during
the transition period.

The section on the Audit Committee's year

an page 86 provides an overview of the work
that we have undertaken in the last 12 months
and | will comment here on several aspects

of that activity.

In June we agreed the scope and level of
materiality of the 2018 audit plan of wark
and discussed with Deloitte the areas that
they had identfied as key risks and other
particular areas of focus, and the specific
audit procedures that they would perform

to undertake the related audit work. Whilst
audit continuity 1s important, as a Committee
we equally recognise the benefits that fresh
perspective, challenge and insight can bring.

At the beginning of the year the Group
adopted accounting standard IFRS 15
Revenue from Contracts with Customers,

in the financial statements. A significant
amount of work had been undertaken
throughout the Group to enable the new
standard to be implemented and further
information on IFRS 15 is provided in note 37
to the Group accounts on pages 205 to 209.

We also reviewed the implementation

and disclosures relating to the adoption

of IFRS § Financial Instruments by the

Group on 1 fanuary 2018 which did not
result in any acjustments in previous periods.
Further information 1s set out in note 37 to
the Group accounts on pages 205 to 209,

A further accounting change coming into
force in 2079 15 the adoption of IFRS 16
Leases. We reviewed the implementation
plan and disclosures relating to IFRS 16
which will be adopted by the Group with
effect from 1 fanuary 2019 The expected
impact of IFRS 16 is set out in note 38 to the
Group accounts on pages 210 and 211.

Using our Internal Audit function to
optimal effect within the overall context of
the risk environment remains a key prionty
for us. I reported last year that an external
assessment of the function originally
scheduled to be undertaken in 2017 had
been deferred until 2018 following
arganisational changes taking effect from
1 January 2018, That assessment has since
been completed and is reported on below.

Audit Quality Review (AQR)

The Financial Reporting Council's AGR team
monitors the guality of audit work of certain
UK audit firms through inspections of a
sample of audits and related procedures

at individual audit firms. Deloitte have taken
us through their latest AQR report (of which
the period under review preceded their
appointment as the Company’s auditor)

and cutlined actions being taken to address
the issues raised.

Auditindependence

We reviewed in detall the canfirmation

and infermation received from KPMG on
the arrangements that they had in place

to safeguard auditor independence and
objectivity, including specific safeguards in
place where they were providing permissible
non-audit services to the Group.

As part of the auditor transition arrangements,
and subsequent to their appointment, we
have reviewed on a regular basis similar
confirmations and information from Deloite
to ensure their independence.

Non-audit services policy

The Committee has a formal policy
goverring the engagemen: of the auditer
to provide non-audit services which we
review on an annual basis. The policy
prohibits certain activties from being
undertaken by the audstor and also places
restrictions on the employment of farmer
employees of the auditor.

We recognise that the auditor is best placed
to undertake certain work of a non-audit
nature, and thus the policy permits the
provision of Audit-Related Services and
Permitted Non-Audit Services up to limits
that are pre-approved by the Committee,
with specific approvals required beyond
such imits by the Committee. A copy of the
policy is available on the Company's website.

Following the selection of Deloitte as the
Company's proposed auditor in 2017, the
Committee reviewed the non-audit services
being provided by Deloitte at that time and
the steps being taken by Deloitte to ensure
audit independence by 1 Qctober 2017
when shadowing began. Certain services,
even though they fell within the Permitted
Non-Audit Services category, were wound
up or discontinued, A number of non-audit
services being provided by Deloitte which
were expected to continue beyond 1 January
2018 were carefully considered and
individually approved by the Committee,
Particular consideration was given to
consultancy work undertaken in relation ta
the Group's Submarines business which had
been disclosed in the pre-audit qualification
exercise. Actions were taken to ensure that
independence was successfully managed
throughout the regulatory ‘cocling in’ period
which commenced on 1 January 2017, as
well as from 1 October 2017 onwards when
shadowing began. The Committee is satisfied
that independence was maintained throughout
this period.

Details of fees payable to the auditor are

set out on page 154. In 2018, non-audit fees
for Deloitte represented 30% of the audit
fee. The principal non-audit services provided
by Deloitte related to its review of the
half-yearly financial report and completion

in 2018 of consultancy work that was already
under way prior to Deloitte’s appointment

as our auditor.

BAE Systems
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Audit Committee report
continued

Financial statements

The Committee reviews all significant issues concerning the financial statements. The principal
matters we considered concerning the 2018 financial statements, in addition to the going
congern and viability statement reviews referred to opposite, were:

Recognition of revenue, profit

and provisioning

From 1 January 2018 the Group adopted
IFRS 15 Revenue from Contracts with
Customers.

The Committee reviewed the Group's
implementation and processes for the
adoption of IFRS 15. In addition, the
Committee reviewed key estimates and
judgerments applied in determining the
financial status of the more sigrificant
programmes including UK aircraft carrier
nrogramme, Astute, OPVs, Radford,
Saudi 8ritish Defence Co-operation
Programme and Saudi Typhoon.

Pensions

Accounting for pensions and other post-
retirerent benefits involves making estimates
when measuring the Group's retirement
benefit obligations. These estimates require
assumptions to be made about uncertain
events such as discount rates and longewity

Recognising the scale of the Group's pension
obligation, we reviewed the key assumptions
supporting the valuation of the retirerment
benefit obligation. This included a comparison
of the discount and inflation rates used against
externally-derived data. We reviewed the
methodology used to allocate a propartion

of the retirement benefit obligation to equity
accounted investments and concluded that
this was appropriate with reference to
agreements between the Company and those
companies. We also considered the adeguacy
of disclosures in respect of the sensitivity of
the deficit to changes in these key assumptions
(see note 22 1o the Group accounts on pages
178 10 188).

The Committee alsa reviewed the disclosures
set out in note 37 1o the Group accounts on
pages 205 and 206 in relation to the correction
of a prior year error in the value of pension
schame assets regarding the treatment of
experience collateral in the accounting
valuation of a longevity swap.

Goodwill

Impairment testing of goodwill on the
halance sheet is underpinned by the value
of the future prospects of the related
business which have 1o be estimated.

We considered the level of goodwill held

on the Group’s balance sheet and whether,
given the future prospects of the acquired
businesses, the value of goodwill heid on
the balance sheet remains appropriate.

The methodology for impairment testing
used by the Group is set out in note 8 to the
Group accounts on page 161. No goodwill
impairments were identified as a result of
this review.

Taxation

Computation of the Group's tax expense

and liability, the provisioning for potential

tax liabilities and the level of deferred tax asset
recognition are underpinned by management
judgement and estimation of the amounts
that could be payabie.

Whilst tax policy is ultimately a matter for
the Board's determination, we reviewed the
Group's tox strategy as set ot on page 41,
Twice during the year, we reviewed the
Group's tax charge, tax provisions and the
basis of recoverability of the deferred 1ax
asset relating to the Group's pension defiat.

The process is.

consistency and overall balance; and

How we ensure that the Group’s financial statements, taken as a whole, are fair,
balanced and understandable and provide information necessary for shareholders
10 assess the Company's position and performance, business model and strategy

~ comprehensive guidance issued to all the contributars at operational level;
- averification process dealing with the factual content of the reports,
- comprehensive reviews undertaken at different levels in the Group that aim to ensure

- comprehensive review by the directors and the Executive Committee.

BAE Systerns
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Going concern and viability statements
The Committee alsc agreed the parameters
of, and reviewed the supporting report for,
the going concern statement (see page 82}
and the statement on the Board's assessment
of the prospects of the Campany (the viability
statement on page 81) over the five-year
period used in the Integrated Business Plan.
The Committee considered the period covered
by the viabifity statement and continues to be
of the view that a five-year period remains the
most appropnate timespan in this regard.

Internal control and risk

The Board has delegated to the Cormittee
responsibility for reviewing in detail the
effectivenass of the Company’s risk
management and internal controf systerm.

The Committee's review of the effectiveness
of internal controls has encompassed a review
of the reports relating to the six-menthly
Operational Assurance Staternents (OAS), which
are submitted by each business or function

as 3 mandated policy under the Group-wide
Operational Framework, controls reports, and
reports from both internal and external auditors.

A key facus for the Committee is the controfs
environment surrounding the Company’s
Litecycle Management (LCM) process, the
bedrock of cur prograrmme execution and
management. LCM is integral to the successtul
execution of the Group's projects and
programmes, and of particular importance

in the early identification of programme risk
and the determination of profit recognition or
provisioning which, you will see from above,
tend to be areas where we are required o
exercise judgement. We have discussed the
outputs of financial, IT and LCM caontrals
testing, and any reguired improvement
actuans, with management, and internal and
external audit, with a view to ensuring the
ongoing robustness of programme execution
and risk mitigation.

W have reviewed the ongoing effectiveness
of the Company's risk management processes
as part of our wider review of internal controls.
The Group’s principai risks are set out on
pages 68 ta 71

For 2 number of years it has been part of the
Committee’s remit to oversee the effectiveness
of the whistle-blowing facility with particular
reference to matters of financial concern.
Under the new UK Corporate Governance
Code effective from 1 January 2019,
respansibility for oversight of an anonymous
whistle-blowing facility rests with the Board,
and we have therefore taken the opportunity,
with the agreerment of the Board, to re-align
the Committee's Terms of Reference to reflect
the new Code provision.



Internal audit

Internal Audit plays an integral role in the
Company’s governance structure and provides
regular reports to the Committee These
include an overview of the work undertaken
in the period under review, individual reports
on audits canducted and progress against
the agreed internal audit plan, as well as

the outputs of the twice-yearly OAS process
and the tracking of remedial action in

the case of any control failures. Specific
attention has been paid dunng the year

to the organisational changes effective

from 1 January 2018.

The annual Internal Audit programme is
agreed jointly by the Audit and Corporate
Responsibility committees to ensure that

the overarching programme covers not only
financial risk, but also the assessment of

the effectiveness of key areas of ethical and
reputational risk. The assurance programme
comprises a broad range of audits covering
areas such as mandated governance, 0AS
outputs, risk register findings, change
programmes, structural and business changes,
and areas relating to responsible behaviour
and non-finanaal risk. Internal Audit may alsc
from time-te-time undertake other work
within the context of the risk environment.

During the year under review, and separate
from the normal regular sessions we hold
with the Internal Audit Director without
management present, we held a separate
session with him, his heads of internal

audit and the external auditor, after we

had had the benefit of Deloitte’s output

on their controls testing. At this session

we continued our discussions around

(i} the mandated controf environment,

e.g. finance and export compliance contrals;
and (i} other risk-based assurance priorities,
e.g. general IT, quality, project management
and engineering controls.

An External Quality Assessment (EQA) of

the Internal Audt function was undertaken in
2018 by Ernst & Young LLP (EY}. The objective
of the EQA was to independently assess the
quality and effectiveness of Internal Audit,

in [ ne with the International Standards for
the Professional Fractice of Internal Auditing.

During the assessment, EY interviewed a
sample of internal Audit’s stakeholders across
the husiness and reviewed working papers
and outputs related to a sample of internal
audits that had been conducted in 2017,
Based on their work, EY conduded that
within BAE Systems the Internal Audrt
function is respected and trusted, Is clear

on its role and remit in the organisation, has
access to the majority of skills and capabilities
that it needs to deliver its current programme
of audits, and has many strong operational
processes in place which enable it to deliver
on its mandate.

Recommendations were made by EY to
supplement the continuous improvement
activities already under way, which will be
addressed by the function through a number
of workstreams over the next two years.

The areas of improvement include the use of
technology and tools specifically in connection
with data analytics, embedding cuttural
assessments into audit activities, and working
with the business to improve integrated
assurance across the three lines of defence
{see below),

We have had the opportunity to hear diract
from the VP, Internal Audit, on internal audit
waork undertaken within the US businesses
as well as from the Head of Audit - Risk,

in respact of optimising impactful internal
audit reporting and risk-based approaches
to developing and executing the annual
internal audit plan.

Nick Rose
Chairman of the Audit Committee

How the effectiveness of the external
audit process and audit transition
was assessed

Who we surveyed:
- Executive directors

- Operating group/secter and line
of business management

- Internal Audit Director

— Other senior executives, including
key finance roles

Areas we covered:

- Transition process

- Understanding of the Group's risks
- Audit plan

- Robustness of audit processes

- Objectivity

- Quality of communications

- Ability to provide a seamless
service across differing jurisdictions

as well as interaction with the Committee
members.

The output of the review was positive
with a strong transition and the
incoming auditor demaonstrating a good
understanding of key business risks,
and providing robust and constructive
challenge. It was recognised that a key
requirement going forward would be
to retain continuity of the audit team

in order to develop the knowledge base
and level of experience.

On the basis of the review following

the 2018 year-end audit, the Committee
has proposed to the Board that it
recommend that shareholders support
the re-apgomntment of Deloitte LLP at the
2019 AGM.

Three lines of defence model
maodel comprises:
First line of defence

controlling and mitigating risks.

Second line of defence

project management, engineering etc).

Third line of defence

Endorsed by the Chartered Institute of Internal Auditors, the three lines of defence

Cperational management has ownership, responsibility and accountability for assessing,

Activities coverad by certain components of internal governance (e.g. compliance, quality,

Internal audit function and other independent assurance.

Competition and Markets
Autherity Audit Order

of committ Dilities
re-tendering disclosures,

BAE Systerns
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Audit Commmittee report

The Audit Committee’s year

February
London, UK

- Considered the accounting, financial
control and audit issues reported by the

auditor that flowed from the audit work.

- Reviewed the financial statements and
spedcific disclosures, including viability
and going concern, for recommendation
to the Beard.

- Reviewed the effectiveness of the
external audit process.

- Received a report from the Group
Taxation Director,

- Considered output from the six-monthly
GAS review.

- Reviewed the procedures and outputs
for the identification, assessment and
reporting of risk.

— Reviewed the effectiveness of the
Company's helpline procedures in
respect of the reporting of accounting
or financial improprieties.

— Regular quarterly items’.

Joint session with the Corporate

Responsibility Committee:

- Agreed final iteration of the annual
Internal Audit programme.

May
Farnborough, UK
- Agreed the AGM Trading Statement.

- Received a report on the Group's
insurance arrangements.

- Agreed the audit engagement letter’

June
Baltimore, US
— Agreed audit strategy and scope.

— Reviewed external auditor independence
issues

- Agreed audit fee.

- Considered output of the Internal
Audit Director’s report.

- Received a presentation from VP, Audit
for the US businesses.

— Regular quarterly items’.

July

London, UK

— Considered the accounting, financial
control and audit ssues reported by the
auditor that flowed from the half-year
review work.

— Reviewed the financial statements and
specific disclosures, including going concern,
for recommendaticn to the Board

- Received a report from the Group Taxation
MNirector

- Considered output fram the six-monthly
OAS review.

- Reviewed the procedures and outputs
for the identification, assessment and
reporting of risk.

- Considered output from the external quality
assessment of the Internal Audit function.

- Regular quarterly items'.

1 The Committee reviews the nature and level of non-audit services (including independence safeguards from the
Incumbent auditer where it provides s.ch services), and holds a separate sess on with the Internal Audit Director
and external auditor withou: management present. The Audit Commiztes Charmar also mee:s sepasately with

internal and external audiz on an ad noc basis

2 Subrect to Delottte LLP being appointed as auditor at the 2018 AGM

December
Londen, UK

— Considered the external auditor's
centrols repart.

- Considered output of the Internal
Audit Dhrector's repart.

- Received a presentation from
Head of Audit - Risk.

- Reviewed Internal Audit Charter.

- Received a report on export control
compliance.

- Reviewed the Non-Audit Services Policy.

- Discussed the first iteration of the annual
Internal Audit programme.

- Set the parameters for work supporting
the viability and going concern statements,

- Receved briefing on IFRS 16 Leases.

- Review of the Committee’s Terms
of Reference.

- Regular quarterly items'

Meeting |
London, UK

- Informal meeting with the Internal
Audit Dircctor and external auditor
to discuss the balance between
mandated audits and other risk-based
aASSUrance processes

Committee composition and evaluation

The breadth of experience of the

Audit Committee members is set cut

on page 79. The performance evaluation
of the Committee is undertaken as part
of the wider Board evaluation and the
Board believes the Committee to have
the appropriate composition, skills and
experience to discharge its responsibilities.

Audit Committee timeline

February May June July December
> A ® ]
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Corporate Responsibility
Commnittee report

Dear Shareholders, Diversity and inclusion —
lon Tq ler I am pleased to provide you with an update The way in Wthh the‘Committee has overseen
Chai fthe C on the activites undertaken by the Corporate  the Company’s diversity and inclusion agenda
airmman of the OVPOVOte Responsibility Commitiee during the year. was further developed during 2018. In 2017,
Respongibi“tg Committee The Committee continues to develap its | reparted to you that we had carried cut a o
agenda to address the key developments deep dive into different areas of the business, =
in corporate responstility and responsible meeting with line leaders 1o understand the =
business conduct The scope of the work particular challenges and successes they had =
has necessarly broadened over recent experienced. At our meeting in February we &
vears and our agenda focuses on both our carned out the last of these detailed reviews, -
care areas of safety, ethics and responsible focusing on Applied Intelligence.
i business conduct and now more *ully In 2018, the focus of the Committee was on
J covers the broader definition of corperate gaining an understanding of the aspirations
resppn5|b|'f|ty, and as such includes diversity and direction of the Compary as a whole and
and inclusion, stakeholder and employee the way in which progress could be measured
engagement and supplier conduct as regular and targeted. The Committee asked the
agenda items. Chief Executive and his management team -
Safety to provide a clear view and detailed analysis 2
Members As | have done in previous reports, | begin of the direction and activity to be undertakan 3
with a discussion of our health and safety to ensure an inclusive, engaged and diverse B
agenda, which remains a priority. The workforee 1o drive success. 3
year saw an improvement in the overall In September, the Committee received a

number of recordable injuries, which was report on diversity and inclusion from Karin
welcomed by the Committee. However, this Hoeing, Group Human Resources Director,

was offset by some significant major events. setting out the outcome of an internal

In June last year, Committee members review of data, key trends, benchmarking,
were alerted to a serious incident at the successes and challenges. This was a

US Army munitions plant in Radford, Virginia, — 4h6r6ugh assessment of the Company’s

a facility operated by our US business. An current position and we will use this to inform
achent in the plant’s nitrocellulose drying how we measure progress as we continue on

facility resulted in the tragic death of & our diversity and inclusion journey. Accordingly
Company employee, Andrew Goad, and a specific objective on diversity and inclusion

injuries to two other employees. Shortly has been set as part of the executive annual
afterwards, the Committee met with local incentive plan in 2019.

management and the leaders of our US

y
>
5
]
i}
=B
n
S
=
5]
3
=
o

business to understand mare about the Responsible business conduct

incident and the actions being taken by The Company’s responsible business palicies,
the Company. We have continued to receive set out in the Cperational Framework, are
reports on the inadent, and with all the the fundamental controls that govern how
investigations having been completed we do business. Adherence to these policies
recently, the Committee will now be looking s mandated across the Group and the

mare broadly at whether there are lessons Committee reqularly reviews the robustness
to be learnt and shared, both at Radford of the control environment in this area.

and more widely across the Group. We recognise that implementation of these

‘ . pelicies in some markets can be maore
In light of our ongoing focus on safety, challenging than in athers due to differences
the Committee has continued to undertake in regulatory regimes and different commercial
a deep dive into the safety metrics and arrangements. The Committee is therefore
practices at each of our businesses on a interested in understanding how we practically
rotation throughout the year. This allows for do business in different markets, how
a comprehensive review of each area and for responsile trading risks are managed and
the Committee to develop an understanding the decisian-making process behind our
of how the local management teams are taking 5 acance in certain markets. The Committee
measures to improve safety performance and ook < for robust adherence to the policies
for us to assess the strength of the safety and also how any addrtional contrels and
culture across the business. While good comgliance measures may be used to reduce

progress has been made on &ll aspects, the hoth operational and reputational risk.
serious nature of the Radford incident has

been reflected in the assessment of safety For example, the Company has put in
performance both for the business concemed  place an enhanced comphance governance
but also for senior management in the US framework to support the delivery of the
and at Group level. Typhoon contract in Qatar.

BAE Systems
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Corporate Responsibility Cormmittee report

continued

Qur annual schedule includes a detailed
review of the Adviser Policy and the adviser
appeintments. This policy and the
accompanying procedures are designed

to ensure that any risks posed by working
with advisers are managed so that the
Company zbides by its ethical principles
and complies with anti-bribery and
corruption laws and regulations that govern
the Company's activities around the world.
The Committee receives reports on the
advisers appointed by the Company, the
work that they do and the commercial
arrangements gaverning their appointments.

Consideration of responsible business
conduct formed part of the agenda during
our site visit to India in August 2018. The
Committee also reviewed other markets

at its meetings during the year.

Responsible procurement

We have seen a significant change in the
Procurement function over the last two years
with new ieadership taking the helm. A key
milestone was reached in early 2017 when
the global Supplier Principles were launched.
These prindples have now been in place for
two years and at our review in December with
the Chief Pracurement Officer, the Committee
considered the actions that have been taken
to embed these principles in the culture of our
own Company and, importantly, in our supply
chain. It was pleasing to see that the focus in
2018 has been on strengthening internal
education and that we have actively assessed
how well our suppliers understand and are
embracing our principles. We will review the
position again in 2019 as part of our ongoing
focus on reducing the threat of unethical
behaviour in our supply chain and the
associated reputational risk.

BAE Systemns
Aonual Report 2018

Workforce engagement

The 2018 UK Corporate Governance Code has
given additional focus to the way in which
boards consider the impact of the decisions
they make with regard to the various
stakeholders. During the second half of the
year, the Board censidered how it would
discharge the requirement to seek 10
understand the views of the workforce, noting
the suggested mechanisms in the revised
Code. After consideration of the options, the
Board agreed that the Corporate Responsibility
Committee would be appointed to fulfil this
requirement. The Committee already provides
a conduit for employee engagement through
trade union interaction, site visits and the
review of employee survey and ethics helpline
calls. Initial discussions were held on how to
extend this engagement, noting that this 1 an
emerging area of governance and we expect
to review this approach at the end of 2019.
We will report to you in the 2019 Annual
Report in more detail.

In December, the Committee reviewed the
initial results of a shart and confidential survey
that was open to all employees. The survey
asked for employees” views on characteristics
and behaviours that will be key to the future
success of the Company. We discussed with
the Group Human Resources Director how
the results of the survey would be analysed
and usea by the serior management tearm
to understand the current strengths, and alse
the areas we need to focus on as we evolve
the organisational culture of the Company.

MNext year

Our agenda for next year, as in previous years,
will be structured around our key areas of
focus: safety, ethics, diversity and inclusion,
and respansible business canduct. In addition,
we will look more closely at workforce
engagement in the first year of implementation
of the new UK Corporate Governance Code.
We will also continue to develop our
understanding of the sustainability agenda for
the Company as wider market practice around
targets and reporting continues to develop.

lan Tyler
Chairman of the Corporate
Responibility Commuttee

Focus on governonce

Delhi, india

In August, the Committee visited

our office in Delhi 1o gain a deeper
understanding of the following areas:

- responsible trading and particularly
corruption risks, either directly or
through our partners;

— warkplace safety and employee welfare;
and

- diversity and inclusion,

The Committee spent time with the

BAE Systems employees based in Delhi
and discussed how the tearr is defivering
on our corporate responsibility agenda.
We looked at how the Company engages
with local procurement processes,
considering the gavernance in place

to ensure that we meet the customer’s
and our awn compliance reguirements.
The Committee visited the new M777
ultra-lightweight howitzer manufacturing
facility that has been built and will be
operated by Mahindra Defence Systems.
This was a good opportunity for the
members of the Committee to understand
the safety culture of the team and how
best practice will be brought into the
new manufacturing line.

The visit emphasised the risk in
operating in export markets and the
need for the Company to continue to
be vigilant in ensuring that we rohustly
apply our responsible trading pokcies.
The Committee will continue to monitor
how we operate in overseas markets,
such as India, to ensure that we have
the governance oversight and controls
in place to allow vs 1o meet high
standards of ethical conduct.

Barrow, UK

During the year the Chair of the
Corporate Responsibility Committee
visited the shipyard at Barrow,
accompanied by the Managing Director,
Operational Governance. The aim of the
visit was ta meet with members of the
team to understand the processes in
place for adherence to the Company's
nuclear licensing requirements. As part
of the visit the Chair met with the senior
management team responsible and
reviewed the robusiness of these
processes. During the visit he met with
employees from the different functions
and talked with them about their roles
and experience of working at the
Company, with an aim to understand
more about the culture of the Comparny
at different sites.




The Corporate Responsibility Cormmittee’s year

February

London, UK

- A review of the Product Trading
principies of the Company. This included
a consideration of how the Company does
business in markets which may experience
political and/or economic instability and
the ways in which any risks are either
mitigated or managed.

— As part of a review across the business
of the strategy for diversity and inclusion,
a presentation was made by the Applied
Intelligence business on the progress
made to date to attract and retain
a diverse workforce and advance
an inclusive workplace,

- Review of performance against the
2017 safety performance objectives.
A recommendaticn on the performance
rating was made to the Remuneration
Committee.

June

Baltimore, US

— Areview of the anti-bribery and anti-
corruption policies, including a consideration
of the application of the adviser policy 1o
joint venture partners. This cavered the
propesed arrangements for the sale of
Typhoon to Qatar.

- A report was made to the Committee
on an incident that had occurred at the
US Army munitions plant in Radford, US,
which had resulted in the death of one
employee and injuries to two others.
The Committee reviewed the immediate
actions that had been taken at that
point, including how the Company was
supporting both the families of those
affected and cur employees.

- The annual review of the safety
performance of BAE Systems, Inc.,
considering the recordable injury rate
statistics, the work undertaken to improve
safety, behavioural change and the ways
inwhich risk could be reduced through
engineering initiatives,

September

5an Diego, Us
— A further detailed update was received on

the incident at the US Army munitions plant
in Radford, US.

- Recelved a report on diversity and inclusion
from the Group Human Resources Director.

- Review of the current environmental
position of the Company and cutline plans
for a programme of work to consider
whether changes are made to the way
in which the Company monitors its impact
on the environment.

Schedule for 2019

February

- Review of performance metrics
for 2018.

- Trading policy review.

— Review and approval of
Maodern Slavery statement.

- Workplace engagement update.

June

- Workplace safety deep dive.

- Waorkplace engagement update.
- Diversity and inciusion update.

September

December

London, UK

- Consideration of the Company’s approach
to responsible procurement. An update
was received from the Chief Procurement
Officer on the way in which the Global
Procurement Palicy and the Supplier
Principles are being embedded.

~ Undertook the annual review of the
Gifts and Hospitality, Facilitation Payments
and Advisers policies. Received a report
on the number and type of advisers
currently appointed.

- Agreed the approach to be taken
with regard to workforce engagement
in 2019 as part of the new UK Corporate
Governance Code.

- Received a top level summary of the
results of the enterprise-wide employee
opinion survey.

- Consideration of the structure and focus
of the corporate responsibility objectives
for 2018.

- Review of the corporate responsibility
audit review programme for 2015,

- Workplace safety deep dive.
- Sustainability and environment review.

December

- Consideration of forward-locking
cbjectives.

- Responsible procurement update.
- Workplace safety deep dive.

- Anti-bribery and anti-corruption
policy review.,

Carporate Responsibility Committee timeline

February June August September December
India l
] L] . L e ’
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Nominations

Committee report

Sir Roger Carr
Chairman of the
Nominations Commitiee

nin R rerigeed

9 O BAE Systems
Annuol Report 2018

Dear Shareholders,

The Nominations Committee was active
throughout 2018 dealing with both executive
and non-executive succession planning.

with Charles Woodburn now well established
as Chief Executive, the Committee has been
working with him in researching the strength
and depth of the executive pipeline below the
Board and what we are doing to develop this
further. With regard to non-executive director
membership, fast year we welcomed Revathi
Advaithi whao, with her global industrial sector
business expetience, has been a valuable
addition to the Board. The need to refrash
the Board but at the same time maintain

a knowledgeable and experienced team

of non-executive directors is essential, and
this is semething that the Committee has
continued to address in our succession
management discussions. Further details

of this and the other prinaipal responsibiities
aof the Committee are detailed below.

Executive succession

With effect from the beginning of 2018, our
Chief Executive implemented his plans for a
new organisational structure for the Company.
This was an important matter for the Board,
and in the months prior to it the Committee
engaged with Charles in understanding his
plans, ambitions and rescurce requirements.
We were particularly interested in how he
intended to use this oppartunity to refresh
the management team and create
apportunities for high-potential individuals
within the executive pipefine. Cne of the
Board's principal objectives agreed with the
Chief Executive is to ensure that the Company
is making best use of the many highly talented
individuals we emgloy and that we use such
individuals to create a culture that supports

a diverse and inclusive working environment.
This is vital to the long-term health of the
Company and is fundamental to the effective
management of executive succession at afl
levels, and blends seasoned experience with
fresh thinking.

During the year, the Committee spent time
with the Chief Executive and our Group
Human Resources Director hearing about
the wark they have under way to ensure

that we have effective executive succession
planning processes in place. This included the
presentation of data analysing all executive
grade positions across the Group and the
succession candidates for these roles. This
analysis has been one of the key inputs to
the waork currently under way to actively
manage our succession planning performance
across all executive grades. The oversight of
this work will remain a priority for the
Committee in 2019

Board composition

One of the Company’s strategic objectives is
to develop a diverse workfarce to drive success
at all levels. Against this background, 1 am
pleased to report that we have continued to
make progress in refreshing and strengthening
the Board, and in daing so we have become
increasingly more diverse in terms of gender,
ethnicity and nationality. Our policy on Board
gender diversity is aligned to the target set by
the Hampton-Alexander Review, i.e. 33%
reprasentation of women on FTSE 350 boards
by the end of 2020. We are performing well
against this target, with women representing
36% of Board membership at present.

In terms of other aspects of board diversity,
our policy is to continue, over time, to Create

a Board that not only brings together
individuals with the right skiils, knowledge
and expernence, but one that also has a
diversity that reflecis the multi-national nature
of the business world in general. We will
continue to engage with search consultants
to identify candidates in @ manner that is
consistent with achieving these objectives.

Non-executive succession

The need to refresh the Board is central to

the remit of the Nominations Committee.

On page 80, you will see the analysis of the
length of time that individual nen-executive
directors have served. This shows that we have
areascnable spread of terms, ranging from
Revathi Advaithi, who joined the Board just
over a year ago, 10 Nick Rose who has just
completed his ninth year an the Board.

In 2018, the Committee recognised the

need to recruit up (o two new non-executive
directors, including a suitable candidate to
jain the Board and succeed Nick Rose as Chair
of the Audit Committee. However, recognising
that we have a new auditor this year and the
level of geopolitical uncertainty facing the
Company at present, the Board considered it
was in the Company's and shareholders’ best
interests that we extend Nick Rose's tenure as
Senior Independent Director and Chair of the
Audit Committee beyond the nine-year period
to 31 December 2015

| recognise that the provisions of the UK
Corporate Governance Code state thata
term of office in excess of nine years 15 one
of the factors that is likely to impair, or could
appear to impair, a non-executive director’s
independence. However, it a board believes
that such an individual remains independent,
the Code reguires it to clearly explain why

It takes that view. Having worked with him
for some years, his fellow Board members
and | certainly take the view that Nick Rose
remains independent. He has been an
excellent non-executive member of the
Board, and our annual board evaluations
evidence the guality of his contribution

and the effective manner in which he



discharges his responsibilities in chairing
the Audit Committee and acting as our
Senior Independent Director. | have also
engaged with 2 number of our principal
shareholders on this matter and they were
very helpful in giving me the opportunity
to explain the above, and were supportive
of the decis on.

The recruitment consultants, Spencer Stuart,
and other sources were used to identify
possible candidates for the non-executive
director succession requirements identified
by the Commuttee in 2(18. As reported in my
opening letter, this has resulted in the recent
appointments of Nicole Piasecki and Stephen
Pearce as non-executive directors, effective
from 1 June 2019. Stephen will succeed Nick
Rose as Chairman of the Audit Committee
with effect from the beginning of next year.

I am pleased to report that Elizabeth Corley,
who joined us three years ago, has agreed
to serve for a further three years. | am also
appreciative that lan Tyler and Chris Grigg
have each agreed to serve for an additional
three-year period when their current six-year
terms come ta an end later this year.

As evidenced by our annual performance
evaluation, all three continue tc be highly
engaged and valuable non-executive
members of the Board and 1ts committees.

Harriet Green will step down from the
Board in November this year having been
a valuable contributor for nine years. Her
engagement, knowledge and experience
will be much missed.

Finally, the Board's most recent annual
performance evaluation is detailed opposite.
With regard to the Nominations Committee
and its remit and duties, the evaluation
specifically asked directors about the
effectiveness of succession planning, in terms

of bath executive and non-executive directars,

and also senior management Overall, it was
believed that good progress had been made
on this issue in 2018 but it was agreed that
the Board would continue to work with the
Chief Executive in ensuring that our executive
successian planning processes fully support
our strategic objectives and make best use

of the talented people we employ.

Sir Roger Carr
Charrman of the Nominations Cormmittee

Board evaluation

Period of evaluation
December/lanuary with feedback and review taking place at a Board meeting
held on 20 February 20°9.

Evaluation process

Internally evaluated using a questionnaire developed by the Company using best
practice guidance, including the FRC's Guidance on Board Effectiveness
Questions covered the performance of the Board, its committees and individual
directors. In addition, feedback was requested on the Board's performance
against the objectives agreed following the previous year's evaluation, and
directors were also asked to dentify their priarities for the Board in 2019,

Facilitator
The Company Secretary, with guidance from the Chairman.

Feedback

The Campany Secretary produced a report for the Board analysing the
responses to the questionnaire, including any additional comments made

by directors. Also, where the same guestions had been used for previous surveys,
the trend in performance relative to past years was provided. The report formed
the basis of a discussion at a Board meeting, foliowing which it agreed a number
of objectives for 2019. Reports were also produced analysing the responses

to guestions concerning the performance of the Beard's committeas, which
have been provided to committes chairs and will be considered by the
individual committees.

Feedback from the survey concerning individual directors has been provided
to the Chairman and he will use this as part of an annual review process with
each board member, Feedback on the Chairman’s performance has been
provided directly to the Senior Independent Director who, following discussion
with his fellow non-executive directors, will discuss this with him.

Resulting actions
The Board has agreed the following actions in response to the evaluation:

- facilitate the use by executives of the competences, knowledge
and skilis offered by individual non-executive directors;

- further develop the Board's strategy review process;

- pravide further opportunities for Board members to engage directly
with stakeholders;

- complete non-executive director succession planning actions;
- drive best practice executive succession planning across the Company, and

— provide further opportunities for directors to undertake deep-dive reviews
into major programmes.

Nominations Committee timeline

March May July September Novernber December
—@ L L 4 L
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Remuneration

Committee report

Paula Rosput Reynolds
Chairman of the
Remuneration Committee

Irrags reeoved
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Dear Shareholders,

2018 was a year of intense activity on

the part of the Remuneration Committee.
Althcugh we do not plan to renew our

Policy unitil the spring of 2020, the volume

of intatives and regulations being introduced
has stimulated much discussion as to how
best to engender a healthy environment of
incentives while addressing broader societal
concerns. More immediately though, the
Committee has been deeply engaged with
the Chief Executive on implermenting a robust
performance management approach and
using aur reward structure to create stronger
alignment with the execution of our strategy.

As you will be aware, the Group operates
within a challenging and rapidly changing
political, economic, defence and security
environment around the waorld, You will read,
within the contents of this report, how the
Committee has supported ambitious operating
goals and sustained fimancial performance. In

other words, whilst the environment is difficult,

itis our expectation that management will
not relent in its efforts to deliver underlying
business performance. Gur Chief Executive

is making changes in the organisation and
redefining expectations. Whilst change does
not happen overnight, the Committee is using
its tools to reinforce these efforts.

In addition to our focus on the internal
workings of BAE Systems, the Committee has
followed closely the emergence of the new
UK Corporate Governance Code {the Code)
requirements. Prior to the issuance of the
requirements, we had already begun an
analysis of wider workforce remuneration,
pension provision, and constructive ways to
engage with our employees around the world
Broadly, the Board believes that employee
engagement is part of a modern business
culture and henge it is not merely a
remuneration exercise.

Where feasible, we are adopting in our
2018 Annual Report many aspects of the
Code reguirements ahead of the mandated
schedule, including:

- anew section setting out more information
in relation to our wider workforce;

- building on our previous Chief Executive
pay ratio disclosure which has been well
received by stakeholders, and reflecting
publication of the regufations, we are
additionally disclosing the Chief Executive
pay ratio on the new required basis;

- describing how the Committee has
addressed the factors of clarity, simphcity,
risk, predictability, proportionality and
alignment to culture; and

- recognition of the Committee’s expanded
remit with its Term of Reference having
been updated accordingly.

Acknowledging the relevant provisions of

the new Code as well as broader expectations
of investors, the Committee intends 1o make
necessary changes 1o our existing Policy on
rninimum shareholding requirements to ensure
an appropriate post-cessation holding policy

is In place. This policy will be fmalised and
implemented as part of our broader executive
remunération policy proposals 1o be submitted
for approval at the Company’s Annual General
Meeting (AGNM) in May 2020. The Committee
additionally recognises the requirements and
expectations in relation to executive director
pension provision and will review this as part
of our remuneration policy to be approved

at the 2020 AGM.

With respect tc our customary remunerstion
activities, all changes we are making for 2019
are within the current approved Policy; you
will see them summarnised immediately below
and detailed mare fully within the contents
of this repart.

by 2.5% from 1 January 2019.

US executive director only.

L objectives and safety measures.

summary of key decisions for 2018
~ Salary of the Chief Executive is increased by 2.5% from 1 January 2019,
- Salary of the Group Finance Director is increased by 2.5% from 1 January 2019.

- Salary of the President and Chief Executive Qfficer of BAE Systems, Inc. is increased

- Approval of remuneration packages for newly appointed Executive Committee members.

— Long-term incentive awards of Performance Shares granted in spring 2018, subject
1o the same performance conditions as applied in 2017, and Restricted Shares to

- For 2019, in respect of the annual short-term banus grogramme metrics, revised
weighting of the financial measures agreed (which account for 75% of the annual
incentive opportunity), and the remainder continuing to be subject to personal




Context to the Committee’s decisions
The Committee remains responsible for the
full spectrum of senior executive employment
matters: recruiting, promoting and retaining
the best top-level leaders, setting the
incentives under which these leaders
operate, and monitoring the resuls they
produce and the manner in which they
produce them. Our overall remuneration
framework has a number of specific goals.

It 1s destgned to motivate our key talent to
achieve the Company’s strategic objectives,
to deliver on customer commitments, to lead
and inspire employees, and to drive value for
our shareholders. It is also designed to be
competitive in the various markets in which
we operate and compete for talent.

Qur short-term pragramme metrics are tied
to Group performance, business segment
performance and individual goals, including
the leadership behaviours that underpin

BAE Systems' Total Performance culture.
Working with our Chief Executive, we have
considerably expanded the individual goals
of aur leaders to tie abjectives mare explicitly
to strategy and to enhance accountability.
Qur long-term incentive programme measures
absolute performance of the Group and
performance relative to peers.

In addition to developing the overall
remuneration framewark, the Committee
assesses the level of challenge within our
annual and long-term incentive plan targets.
Annuglly, in November, the full Board reviews
and adopts the integrated Business Plan.
Thereafter, the Committee reviews the
specific business targets/metrics for the

one and three-year periods and examines

the underlying assumptions, including the
degree of 'stretch’ contained within them.
After setting one and three-year targets,

the Commuittee periodically reviews progress
towards the attainment of the objectives.
After the close of each year, the Commitiee
undertakes a thorough review of annual

and three-year performance. Separately, the
Committee regularly considers the overall
construct of the remuneration package to
ensure that potential pay outcomes are
appropriate and reasonable against different
performance scenarics. As we have enhanced
the individual goals, it provides the challenge
and opportunity to exercise greater judgement
in evaluating the performance, contributions
and potential of our executives.

2019 remuneration

To contirm, for 2019 no revisions are
proposed 1o our executive remuneration
framework that would constitute a change
to the Policy. In line with cur commitment to
continued transparency, we have contacted
our major shareholders on the following
maodest changes for 2019:

- taking account of the need of our leadership
team to continue to steer the Company
through a pericd of significant change and
the skills, experience and performance of
each executive, the Committee believes it
is appropriate to adjust the salaries of the
executive directors by 2.5% from 1 January
2019, This increase is in line with the
broader workforce; and

— for 2019, the split of financal and non-
financial performance measures within
the annual incentive remains at 75%/25%
respectively. The 25% non-finanaal element
will continue 1o be based 20% on personal
performance objectives that provide clear
line of sight to our strategic chjectives, with
5% relating to safety, diversity and inclusion
targets. Recognising the significant focus
on delivering earnings growth in 2018, the
following weighting of financial measures,
which account for 75% of the total annual
incentive, will apply:

Group
underlying  Group  Order
EPS/EBITA debt intake  Total
2015 % % % %o
Allocation 45 225 7.5 75
Weighting 60 30 10 100

In setting 2019 financial targets, the Committee
has reduced the relative importance of order
intake and cash targets relative to earnings

as compared to past years. This change
principally recognises the importance that
shareholders attach tc greater earnings
growth. However, it also reflects the fact

that 2018 was a record year of order intake
and that 2079 is a year for greater emphasis
on the execution of the order book rather
than building a farger backlog. The Committee
remains mindful of the importance of cash to
the health of the Group and to our dividend-
paying capability, and we believe that our
discretion in evaluating the outcome can

serve as the appropriate balance tc ensuring
that overall bonus outturn is reasonable.

Incentive outturn

After the close of 2018, the Committee

met and reviewed performance under the
short-termm annual incentive for alt of the
executive directors and Executive Committee
members. Financial results were achieved at
or above target; non-financaial achieverments
varied for the executive directors and
Executive Committee members.
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As disclosed in our report, the Group achieved
a record order intake in 2018 of £28.3bn,
reflecting, among other achievements, the
aircraft award in Qatar and the maritime
award in Australia. However, an anticipated
airaraft purchase by the Kingdom of Saudi
Arabia, which was included in the 2018 order
intake component of the financial goals, was
not finalised within the year. In March 2018,
a Memaorandum of Intent was signed by the
UK government with the Kingdom to aim

to finalise discussions for the purchase by tne
Kingdom of 48 Typhoon aircraft, but given
the prevalling gecpolitical envircnment, the
Committee agreed that it was not reasonable
to hold the executives responsible for the
delay in achieving that order, or, in the
alternative, for booking replacement orders
of comparaole magnitude, Therefore, the
Committee used its discretion with respect
to the order intake measure and agreed that
the racord intake of £28.3bn was on-target.

The Committee used its judgement in
evaluating non-finanaal performance,
including the executives’ commitment to
safety, diversity and inclusion, as well as
overall leadership contributions. A discussion
of that evaluation and the bonuses earned
by the executive directors are reported on
pages 107 and 108,

The Performance Shares and Share Cptions
granted in 2016 under our fong-term
incentives will partially vest in early 2019

as will the Restricted Shares granted to our
US executive director. The details of the
vesting outcomes and amounts awarded
are alsc descrnibed in the following report.

As described above, after the close of
2018, the Committee thoroughly reviewed
annual and three-year performance, and
relative to the remuneration outcomes,

is satisfied that the Policy operated as
intended durning 2018,

Concluding comments

The backdrop of the Group’s business and the
changes in leadership approach made for a
challenging year at BAE Systems. Nevertheless,
the feadership team kept its focus on delivering
solid financial results and made material
improvements in key areas such as our UK
Maritime business, the widening scope of our
US Inc. business, and the significant increase
in our order book internationally. We believe
the rewards conferred in the performance
cycle just concluded are commensurate with
the pragress the Group has made. Further,

the goals and incentives we have approved for
the upcoming period are, we believe, consistent
with achieving an ambiticus future plan.

On behalf of the Board

Paula Rosput Reynalds
Charrman of the Remuneration Commities
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Remuneration Committee report
continued

The Remuneration Committee’s yeor

Jonuary May November
London, UK Farnborough, UK New Milton, UK
- Agreed 2018 chjectives for executive - Reviewed feedback from shareholder - Approved the approach to the
directors and Executive Committee consultation on 2018 remuneration review. development of the 2018 Annual
members. — Considered detailed analysis of the factors remuneration regort including early
- Approved remuneration package for new influencing the structure of long-term adoption of the new reguirements.
or existing Executive Committee members. incentive design, including an analysis - Reviewed level of executive directors’
- Reward framework deep dive session on of the application of such arrangements and Executive Committee mernbers’
pay and benefits received by the workforce at Executive Committee level and below. shareholdings relative to their Minirnum
across the Group. - Approved changes to Company’s employee Sharehoiding Requirement.
share plans to assist i complying with the - Reviewed dilution levels and share usage
Feb requirements of the EU's General Data under Employee Share Plans.
ebruary Protection Regulations - Approved operation of Group All-Employes
_ _ free Share Plans.
London, UK September - Considered high-level remuneration market
- Determined 2017 bonuses against practice findings.
performance for executive directors . - Received presentation on the UK Gender
and Executive Committee members 5an Diego, US Pay Report for 2018.
for payment in March 2018, - Received an update on the 2018 UK AGM _ Reviewed Remuneration Committee terms
- Appraved 2017 Group All-Employee season and recent corporate governance of reference.
Free Share Plans payments. changes. . 7
- Determined vesting outcorne for - Agreed the approach to 2019 and 2020

incentive dasign and key considerations for December
the route map towards the renewal of the
Company's remuneration policy in 2020.

2015 Long-Term Incentive awards
- Approved 2018 Long-Term Incentive

awards and associated pertormance A Londan, UK
targets for executive directors and - Approved remuneration package for new - Considered the recent updates ta
Executive Comemittee members. or existing Executive Committee members, institutional investor guidance.
— Approved 25% weighting on non-financial ~ — Received update on performance conditions Reviewed and set salaries and bonus
objectives in annual incentive. for Long-Term Incertive awards. opportunity levels for executive directors
- Reviewed feedback from shareholder - REFE}Ved remuneratian analysis for and Executive Committee members.
consultation on 2018 remuneration review. individuals on succession plans. - Agreed the approach, structure and targets
- Approved 2017 Annual retnuneration far the 2019 annual incentive plan.
report. - Considered the approach to setling the
- Reviewed Remuneration Committee terms 2019 strategic cbjectives applicable to
of reference. Executive Committee members.
— Appointed PricewaterhouseCoopers (PwC) - Approved remuneration package for new
as independent adviser to the Committee. or existing Executive Committee members.

- Reviewed and evaluated the proposed
2019 annual and three-year targets.

Rernuneration Committee timeline

January Februory May September Novernber December
b — % L *—
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Annual remuneration report at a glance
for the year ended 3| Decernber 2018

Business performance and incentive outcomes in 2018

| 2018 2018
: performance incentive outcome

|
iGroup underlying EPS AlIP 41.8p [
;Graup net debt AlP £{951)m .

Group order intake’ AlP £29 2bn [

. . ® Be'ow threshold
Average three-year diluted underlying EPS growth o _ LTt <3% [ ® Between thresho.c and target
Three-year TSR LTI 1 9% . & Between target and stretch
Recordable Accident Rate (per 100,000 employees) AlIP 471 [
AP annua! Incentive Pian

Major injuries recorded AlIP 37 L4 LTI Long-Term Incentive

1 Adjusted to be on a like-for-like basis with the targets (see page 107)
2 Although the Company met its stretch target for reduction in recordable snjur es, the amount awarded was reduced
by the Corporate Rescons telity Tomrmirtee to reflect the er-ployee “atality and increase 1= major acodents.

This resulted in the following incentive ocutcomes:

- 2018 annual bonus payouts for the executive directors ranged from 52.7% to 65.6% of maximum; and

— Performance Shares {EPS) granted to Group Finance Director and President and Chief Executive Officer of BAE Systems Inc. in March 2016
and 1o the Chief Executive in September 2016 did not meet their performance condition and will lapse. Performance Shares (TSR) and
Share Option awards granted at March 2016 to Group Finance Director and President and Chief Executive Officer of BAE Systems Inc.

will vest at 18.8%. The performance pericd in respect of the Performance Shares (TSR} and Share Option awards granted in September
2016 to the Chief Executive has not yet been completed and will be reported on in 2019,

Summary of executive directors' remuneration in 2018

The charts below show the 2018 actual remuneration achieved, as disclosed in the single total figure of remuneration
on page 105, compared with the 2018 on-target opportunity On-target remuneration assumes target vesting of
incentives payable in respect of the performance period with year-end 2018, although actual remuneration for each
of the executive directors was less than target, reflecting business performance.

fm fm £m’ B
40 40 40
35 35 35 —
— —_— E.?Sm I
30 H 30 30 , —
£2.42m ] ‘ =
75 ‘ - 25 T zs
o) £1.92 !
= JV L.___,_ : 92m |
20 | ‘ 20 | — Z0 - ]
| -
15 o 15 ‘ 15 —i Share Options
H — T . : | ~1 Performance Shares
1.0 10 10 — - — Restncted Shares
"1 Annual Incentive
0% 05 ns _1 Pension ana benefiis
_ #l Base Salary
Qr-target Actual On-target Actual On-target Actual
Charles Woodburn® Peter Lynas Jerry DeMuro?
Chief Executive Group Finance Director President and Chief Executive Officer

of BAE Systems, Inc

1 The figures for lerry DebMuro have been converted from US doltars to sterling.

2 Charlss Woodburn's first 1 THs net due to vest urtil September 2079 (subect to performance conditions heng et . Hawever, the FPS perfarmance condimon was tested as ar
31 Decomber 2078 and faled 10 meet the necessary threshaid reguiremen: ang therafore this portian of the award wll lapse. The TSR performance por od has not yer comploted

3 Long-tenm ncentive © gures in the ¢harts abave are based on the 2216 Performance Shares, share Options ans Restnicted Shares awards, =or Jerry Dehorg, the sngle 1otal figure
of remuneration on page 105 includes his 2018 Restricted Shares award as required by regulation

Remuneration in the wider context

Context to our executive director remuneration in light of wider workforce considerations:

- Consistent remuneration philosophy and strategy applicable to all employees across the Group.

— Wider workforce predominantly have access to competitive retirement plans and participate in ali-employee share plans and/or
recognition schemes.

- Level of salary adjustment for the executive directors remains consistent with the average increase for employees acress the Group.

- Ratio of CEQ pay to pay of global workforce of 33:1.

- UK gender pay gap ot 9.0%.

BAE Systems
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Annual remuneration report ot a glance

for the yeor ending 31 December 2019

Executive director remnuneration in 2019

For 2019, no revisions are proposed to the executive remuneration framework which would constitute a change to the Policy,

Summary of remuneration framework

The overall remuneration framework applicable in 2019 to each of the three executive directors under the policy approved by shareholders at the

2077 Annual General Meeting' s summarised in the following table.

Charles Peter : Jerry
: Woodburn Lynas DeMuro
Purpase and link to strategy CEO GFD ; CEQ Inc.
Base Salary Recognise market value of role and ndwidual's
{with effect from skills, experience and performance to ensure £919,500 £657.700 ;. $1,080,000
1 January 2019) the business can attract and retain talent. ,
an fits  Provid titive benefits.
Pension and henefi rovide competitive benefits Oefined ) Defined Section 401(k)
Lo . defined
contribution henefit —
contribution

Annual Incentive Drive and reward annual performance of
individuals and teamns an both finandial and
non-financial metrics, including leadership
hehaviaurs, i order to deliver ststainable

On-target/maximum
- opportunity (% salary)

112 5%/225% 80%/160%  112.5%/225%

75% financial/25% non-financial

: growth in shareholder value, Compulsory Parformance condition
: deferral into shares increases alignment

_with shareholder interests. " Defarral into Deferred
: Bonus Plan

Performance Shares  Drive and reward delivery of sustained

. % sal
long-term Earnings per Share (EPS) and Grant (% salary)

One-third compulsory deferral

370% 335% 298%

. Tulal Shareholder Return (15R) performance
ahgred to the interests of sharcholders. Performance condition

50% on relative TSR/

50% on three-year diluted underlying EPS growth
Restricted Shares Provide long-term reward through time-
: vesting awards principally in the Company's  Grant (% salary) n/a 150%
US market ‘
Minimum Provide long-term alignment with
Shareholding shareholder interests. (% salary) 300% 200% 425%
Requirement
1 The tull Directars’ remuneration policy approved by sharehalders at the 2017 Annual General IMeeting 1s set out on pages 117 1o 123
Application of 2019 package for UK executive directors Application of 2019 package for US executive director
Performance Performance
Shares Shares Vests nyedrs 3.
A and b s abjec e
thrag-year TSR and
—  EPS conditrars,
vested shares
released in
Wests inyear 5 ore-thirds
subjeck to
three-year TSR
ard ERS congiuons, Restricted
and two-year Shares
halding period
Wests subjeit to
threa-year servce
3 condition with an —9
addimonat two-yedr
dawhack periad
- One-third " One-third
Comptilsory compulscniy Lompulsary compuisonfy
bonus deferral deferrad rshares |2 bonus deferral ceferned In shares >
{or thres years far three years
Annual Annuyal
" | "
Incentive Tovo-thirds paid in neentive e_ Two-thirds paid n
cash :mmedhately cash immediately
2 3 4 5 1 2 3 4 5
Year Year

Charts are ilhustrative and are not 1o scale.

(-
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Annual remuneration report
for the year ended 3l December 2018

This section details the remuneration of the executive and non-executive Contents
directors (includirg the Chairman) duning the financial year ended

31 December 2018 and will be proposed for an advisory vote by shareholders
at the 2019 Annucl General Meeting (AGM). It has been prepared on

the basis prescribed in the Lorge ond Medium-sized Companies and

Response to new provisions in the
2018 UK Corporate Governance Code 97

Statement of voting 97

Remuneration averview and link

wodar nboong

Groups (Accounts and Reports) (Amendmeni} Regulations 2013 to Group pay policy 98
Appropriateness of remuneration i
Response to new remuneration reporting provisions and link to strategy 9o !
in the 2018 UK Corporate Governance Code Wider employee remuneration 100 !
As set cut in the Remuneration Committee report on page 92 we are Single total figure of remuneration: |
adopting a number of the new 2018 UK Corporate Governance Code — for the Chairman and
requirements in our remuneration reporting in advance of the mandated nan-executive directors 104
time schedule for their inclusion, — for the exacutive directors 105
Executive directors’ remuneration in @
These include: the year ending 31 December 2019 106 S
+ Annual bonus 07 g
\__| 99 | Long-Term Incentive Plan (LTIP 2
Describing how the Committee has addressed the factors of clarity, simplicity, performance 109
risk, predictability, proportionality and alignment to culture. Pensian entitlements 110
Share interests:
U - Scheme interests awarded during
100 the financial year m
A new section setting out more information in relation to the wider workforce. — Description of share plans and -
surnmary of performance conditions 112 2
U — Statement of directors’ shareholdings 2
10! and share interests 13 UCZ
Building on our previous Chief Executive pay ratio and additionally disclosing Remuneration Committee &
the Chief Executive ratio on the new regulatory basis. composition and advisers 15 g
. i
1_—| 105

Disclosure of how much of individual directors’ long-term incentive awards L
Is attributable to share price appreciation.

+
|__||16

Disclosure of maximum remuneration receivable assuming a 50% share price
appreciation in the application of the remuneration policy charts.

Statement of voting ‘
Shareholder voting on the resolutions to approve the Annual remuneration report
put ta the 2018 AGM and the Directors' remuneration policy put to the 2017 AGM \
was as follows:

Annual remuneration report
Wotes withheld

Votes for % Votes against % Total votes cast {abstent:ons]
2,425,636,219 28.40 38,353964 160 2,464,990,183 33,369,345
Directors’ remuneration policy

Votes withheld
Votes for L) Votes aganst % Total votes cast tabstentions;
2.,286,232,998 95.09 118,030,799 4.9 2,404,263,797 - 6,035,623

The Company’s remuneration policy approved at the 2017 AGM, which took effect
on 10 May 2017, is detailed on pages 117 to 129.

BAE Systems
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Annuat remuneration report

continued

Remuneration overview and link to Group poy policy

Our reward philosophy and approach

Our aim across the Group is to provide a reward package that is aligned 1o sharehiolders’ intarests, supports the achievement
of the Company’s in-year and strategic objectives, is competitrve against the appropriate market and is consistent with aur focus
on performance and our values of Trusted, Innovative and Bold. This means:

base salaries are set with reference to median of the relevant market competitive jevel;

- high perfermance and exceptional contribution are recognised through in-year incentives;

packages for leadership roles have an increased emphasis on longer-term share-based reward;

providing emplayees with compettive and affordable retrement benefits which reward long-term contribution and loyalty; and
ensuring access 1o a competitive and cost-effective package of other benefits a5 part of our total reward offering.

Element

Senior executive reward framework

Structure/operation

Purpose and link to strategy

Base salary

Pension and benefits

Annual incentive

Bonus deferral

Performance shares

Restricted shares
(S only)

Share options (below
executive director |evel)

Minimum sharehelding
requirement

BAE Systems
Anmual Report 2018

Normally reviewed annually

Market pay approach taking into account individual's skiil, knowledge,
experience levels and contribution to role.

Differentiated by competitive practice in relevant home market.

Incentive based on annual financial performance and non-financial metrics
paid in cash and shares (see bonus deferral below).

75% weight on financial metrics on following KPIs:
Group underlying earnings per share (45%}
Net debt (22 5%)
Order intake (7.5%
25% weight non-financial metrics:
Safety (5%,
- Key strategic objectives (20%) around six key areas:
Drive operational excellence
Continuously improve competitiveness and efficiency
- Advance and further leverage our technology
Pursue and deliver growth
- Lead and inspire high-performing teams and individuals
Build trust by operating to the highest standards of business canduct

Compulsory deferral into shares for three years.

Shares vest subject to three-year performance period as followys.
50% on diluted underlying earnings per share (EPS)
50% on total shareholder return (TSR} against sectoral comparator
group and the companies in the FTSE 100 index
UK executive direciors have a further twe-year holding penod
Others have phased release in years 3, 4 and 5
For executives below Cxecutive Committee within the US Inc. business,
TSR is replaced with Inc. operating cash flow

Award of shares that are released after three-year service condition.

Award of share options that are exercisable after three-year vesting period.

Recognise market value of role and
individual's skills, experience and
performance to ensure the business
can attract and retain taient.

Provide employment benefits
and competitive post-retirement
benefits to ensure overall package
is market competitive,

Drive and reward annual
performance of indviduals

and teams on both linanivigl dimd
non-financial metrics, including
ieadership behaviours, in order to
deliver sustainable growth in
shareholder value.

Further detail on KPls is provided
in the Greup financial review
{pages 35 to 41} and on safety
within Our values and responsible
behaviour (pages 28 to 30).

Increases alignment with
shareholder interests.

Drive and reward delivery of
sustained company financial
performance including long-term
EPS and TSR perfermance aligned
to the interests of shareholders.

Provide long-term reward through
time-vesting awards principally in
the Company’s US market.

Drive and reward delivery of
sustained improvement in the
Company's share price.

L




Appropriateness of remuneration and link to strategy

The Committee has established the following six core principles which underpin our approach to executive remuneration aligned
1o BAE Systems’ strateqic objectives, taking account of shareholder expectations and the new remuneration facters in the 2018
UK Corporate Governance Code, as well as reflecting a stronger performance accountabitity across the enterprise:

Simplicity — Clarity and simplicity of design; ease of understanding by executives and external stakeholders.

Motivational - Plans are relevant and meaningful with clear line of sight between actions and reward outcomes; metrics and targets

which drive superior performance and value for sharsholders,

Aligned with shareholder interests — Close alignment of reward outcomes and sharehclder experience; long-term share ownership

and 'skin in the game’ for executives.

Globally competitive — Compensation opportunity aligned te relevant competitive employment market; enabling mobility across

different businesses and geographies.

Acceptable to shareholders — Compliance with proxy bodies and corporate governance guidelines, continuing government, investor,
media and public scrutiny of executive pay and fairness relative to wider workfarce.

Flexibility/adaptability — Transparent and responsible application of discretion to override formulaic outcomes; ability to respond
to special/unforeseen circumstances during life of binding policy.

How the Committee has addressed the following factors in the 2018 UK Corporate Governance Code

Factor How this has been addressed

Clarity
Remuneration arrangements should be

with shareholders and the workforce.

transparent and promote effective engagement

In line with our commitment to full transparency and engagement with our shareholders
on the topic of executive remuneration, the Remuneration Committee chairman engages
with our major shareholders to set out the changes planned for the following year. In a year
of significant change, the chairman will consult with our major shareholders to discuss and
seek views on potential changes.

The Company consults directly with the broader employee population on their
remuneration through a variety of methods including WebEx, explanatory guides hosted
on intranet, hurman resources or business-led briefings.

L
| Simplicity

Remuneration structures should avoid
camplexity and their rationale and operation
should be easy to understand

Clear direction of travel for changes to our reward framework in recent years has been
to reduce the complexity of our long-term incentive arrangements as demonstrated by:

2014: introduction of new single ‘umbrella’ LTI plan — simplicity and flexitility of design.
2018: Simplification of construct by elimination of share options for executive directors.

Risk

Remuneration arrangements should ensure
reputational and other risks from excessive
rewards, and behavioural risks that can
arise from target-based incentive plans,
are identified and mitigated.

Full range of design features exist within remuneration arrangements to take risks into
account as follows:

Malus and clawback mechanisms within AIP and LTIs.

- Remuneration Committee application of reasonable discretion to override formulaic
outcomes.
Safety objective within AIP —focus on recordable accident rate and major injuries
recorded.

Predictability

The range of possible values of rewards
to individual directors and any other Imits
or discretions should be identified and

explained at the time of approving the policy.

Remuneration Policy approved at 2017 AGM contains the following'
Maximum award levels and vesting cutcomes applicable to annual and long-term
incentive arrangements.

- As set out above in Risk, Committee has the ability to apply malus, dlawback and
reasonableness discretion where appropriate.

Proportionality

The link between individual awards,

the delivery of strategy and the long-term
performance of the company should be
clear. Outcomes should not reward

poor performance.

Performance conditions attached to annual and long-term incentive arrangements require
a minimum {evel of performance to be achieved befare any payout is made. As set out in
senior executive reward framework on page 98, there is a direct link between individual's
reward and their contribution to driving strategy and increasing company performance.
No payment is made for poor performance. Any individual’s performance that is below
expectations is dealt as part of our performance management process — any individual
leaving due to performance issues would not be entitled to any incentive payments,

Alignment to culture

Incentive schemes should drive behaviours
consistent with company purpose, values
and strategy.

As set out in senior executive reward framework on page 98, there is a direct link between
driving BAF Systemns’ strategy and an individual's reward.

As set out above, the Committee has established six core principles which underpin the
philosophy and approach to executive remuneration to ensure alignment to BAE Systems’
strategic objectives

BAE Systems
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Annual remuneration report
continued

Wider employee remuneration

The Committee has responsibility for reviewing remuneration and related policies applicable to the wider workforce,
ensuring that this is taken ine account when setting the policy for executive remuneration. As part of our commitrment
to openness and transparency we have introduced this section which sets out more information in relation to our wider
waorkforce and recognises the requirements of the revised UK Corporate Governance Cede in this area. Further detail
regarding our employees is provided in the Our People section on page 24 induding our approach, diversity and
inclusion, reward and employee engagement.

For our wider emplayee population, reward is managed by reference to external competitar benchmarks, differentiated
by competitive practice in each home market.

Share plans

All-employee share plans are a long-established and highly valued part of our total reward package, providing
apportunity for eligible emplayees in a number of our markets to acquire shares in the Company and share in its success.
The Company rewards eligible employees under these plans with an annual award of free shares, or cash equivalent,
hased on and subject to cur Group financial performance. We also invite eligible employees 1o participate in and receive
free matching shares in our Company Share Incentive Plan (SIP) or international equivalent.

Retirement benefit provision

Our reward framework mcudes the prowsion of competitive and affordable retirement benefits which reward long-term
contribution and loyalty. This is achieved through providing access to competitive retirement plans aligned to local market
practice in our vanous locations across the globe. In the UK, all defined benefit schemes are closed to new entrants, with
benefits for all new employees being provided through a defined contribution scheme.

Informing the Committee on wider workforce

To build the Remuneration Committee’s understanding of reward arrangements appficabie to the wider worlkforce, the
Committee undertook a deep dive session in 2018 covering the broader executive reward framework as well as a range
of other topics including reward principles, job sizing, pay philosophy and pay ranges, annual and long-term incentive
design, employee share plans and other employee benefits induding pension and retirement schemes.

It is intended that a similar deep dive session will be undertaken on an annual basis in order ta provide the Committee with
visibility of remuneration practices in the different sectors/markets in which we operate and for the different populations
within the wider workiorce across the Company globally.

During meetings, the Remuneration Committee is periodically updated on wider employee matters such as the vutcome
of our UK gender pay analysis

Whilst the Company does not currently directly consult with employees as part of the process of reviewing executive pay
and formulating the Remuneration Policy, the Company does receive insights from the broader employee population on
an annual basis using an engagement survey.

Communication with employees

BAE Systems' employees are kept informed aof its actwities and performance through a series of empioyee briefings at
regular points during the year. These briefings also serve as an informal forum for employees to ask questions about the
Company. Corporate announcements and other relevant information are circulated to employees and supplemented
with updates on the Company's intranet,

The Chief Executive, Group Finance Director and other sector and business managing directors post blogs to keep
ernployees informed of relevant Company or sector and business matters. Monthly radio podcasts called ‘Our Conversation’
are delivered far BAE Systems emplayees around the world. The tapics vary and typically include discussions on recent
programme or contract aciivity, company performance updates, and specific deep dive features into a programme,
business or market opportunity.

As shareholders through our all-employee share schemes, eligible employees are encouraged to vate and attend
our Annual General Meeting (AGM). In addition to providing an update on our business performance, it also provides
the opportunity for them in their capacity as sharehalders to ask questions to our Chatrman and ather members of
the Board.

Communication with shareholders

In line with our commitment to full transparency and engagement with our shareholders on the topic of executive
remuneration, the Remuneration Committee chairman annually writes to our major shareholders to set out the changes
planned for the following year. In a year of significant change, such as during our Remuneration Policy renewal, the
Remuneration Committee chairman will additionally engage directly with cur major shareholders to discuss and seek
views on potential changes. The Remuneration Committee chairman values direct engagement with our sharehoiders
and makes herself available for such meetings throughout the year to hear their perspective on remuneration matters.

In early 2018, BAE Systems conducted a Governance investor event, aimed at encouraging greater transparency
and awareness of our governance programmes, with an opporiunity to provide closer contact with non-executives,
particularly the committee chairs. As part of this, the Remuneration Committee chairman shared an overview of
the Reruneration Committee including the key themes and areas for focus for the Committee looking forward.

BAE 5ystems
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Pay comparisons

Pay ratio of Chief Executive to global average employee

The Committee is mindful of the relationship between Chief Executive remuneration and remuneration of the wider
BAE Systems employee population. Therefore, in line with our commitment to transparency, the table below provides
the ratio of remuneration of the Chief Executive to the average employee of the Group for the past five years,

As can be seen, the ratio has typically been around 50:1, with the ratio being higher in 2014 as a result of the partial
vesting of Long-Term Incentive awards in that year. The ratio could range from around 20:1 to 100:1 depending on i
the level of performance against the measures which dr.ve the Annual and Long-Term incentive Plans. l
i
|
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The rato of remuneration of the Chief Executive to the average employee of the entire Group over the last five years
was as follows:

2014 205 2016 2017 2018
Chief Executive’s remuneration {(£'000) 3,519 2,929 3,463 3,365 2,416
Average employee remuneration (£000)° 58 62 a7 72 72
Ratio 601 471 521 471 331

Chigf Executive's remuneration in 2017 includes a comb nation of the rermuneration of lan King and Charles Woodburn As Charles Woodburn's
overall remuneration s lower 1ran lan King's, the calculation for 2017 results In 3 dowrward movement nhe pay rat o

The Chef Fxecutive's remuneranion s caleulated on the same basis as the single total figure of remurerat on table.

Average employee remuneration 1s based on staff costs calcu‘ated on the same basis as note 3 to the Group accounts, excluding social security
costy and US healtheare covis. The 20°8 figure exchuaes tre Guaranteed Mimmum Pension eaualisstion charge see note 22 o the Group accounts:.

w o
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Recognising the global nature of our workforce, we believe the above pay ratio measured against the average
employee of the entire Group 1s the most appropriate for BAE Systems. We will therefere continue to provide
the pay ratic on this basis.

Pay ratio of Chief Executive to UK average employee

The UK government has now introduced legislation requiring companies to publish the ratio of their Chief Executive to
that of the median, 25th and 75th percentile total remuneration of full-time equivalent employees. We are voluntarily
disclosing the pay ratio on the required basis in this year's report as shown in the table below:

The reporting regulations offer three calculation approaches for determining the pay ratio — Options A, 8 and C.

The table above has been calculated using the approach determined by Option B which 1s deemed the most appropriate
methodology for BAE Systems. Recognising that BAE Systems has more than 30,000 UK employees, operating on
different human resources and payroll systems, it is not feasible to adopt Opticn A The calculations for the relevant
representative employees were performed as at 31 December 2018.

SIUDLURYS |0IDUDUI

To ensure Opticn B provides a sufficiently accurate representation of the UK workforce, we have performed sensitivity
analysis around the three quartiles, Qur approach has been to consider the total pay and benefits for a number of
employees centred around each quartile. This allows any anamalies that may arise when calculating the total pay

and benefits for the full financial year (such asif an employee left part way through the year) to be adjusted cr excluded.
By taking an average of the remaining figures, this provides a robust representation of each guartile.

The total full-time equivalent pay and benefits for the relevant employees has been calculated based on the amount paid
or receivable in respect of the financial year. The calculations are on the same basis as required for the Chief Executive’s
remuneration for single total figure purposes. For pension-related benefits, employer pension costs have been estimated
using the employer contribution rates applicable to the member’s pension scheme. No other estimates or adjustments
have been used in the calculation and no remuneration items have been omitted. A minority of employees in this
calculation are employed on a part-tme basis and therefore their remuneration has been annualised to reflect the
full-time equivalent,

Our reward framework across the Group is based on a consistent set of principles, including managing reward by
reference to external competitor benchmarks (see page 98). In the case of our Chief Executive, his total remuneration
comprises a significant proportion in variable pay and therefore the single figure will vary considerably depending on
the level of performance against the measures which dnve the Annual and Long-Term Incentive Plans. In 2018, there
was no vesting of long-term incentives for the Chief Executive in respect of performance ending in 2018 which has
resulted in a decrease to the pay ratio. The employees in the calculation would not typically participate in any long-term
incentive plans and recewe a significantly higher proportion of their remuneration in the form of fixed pay. The difference
in ratio at the three quartiles is consistent with our market-based approach to reward, with the ratic increasing as the
Chief Executive’s remuneration is compared with that of more junior employees.

25th 50th 75th
f percentile percentile percentile
Total pay and benefits 41,918 53,248 63,135
Salary componenit 29,498 39,286 47,404
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Annual remuneration report
continued

Total Shareholder Return {TSR) performance and Chief Executive pay

The graph below shows the value by 31 December 2018, on a TSR basis, of £100 invested in BAE Systems an 31 December
2008 compared with the value of £100 invested in the FTSE 100 index, including the effect of dividends. The graph
includes the ratio of remuneration of the Chief Executive to the average employee of the Group for the past five years.

The FTSE 100 15 considered 1o be an appropriate comparator for this purpose as it is a broad equity index of which

BAE Systems 15 a constituent member and reflects the investment interests of our UK shareholder base. in addition,

it forms 50% of the TSR performance measure for awards mage from 2016 onwards. The equivalent data is shown
for the sectoral comparator group which is of relevance to our international shareholder base.

Volue at 31 December 2018 of £100 investrent at 31 December 2008

W BAE Systems

B FTSE 100 621

B Sectoral comparator group — ’ o

W CEG Average emplayee
pay ratio

- . — 1
2008 2009 2010 201 2002 203 24 2015 2016 2017 2ms

Change in Chief Executive's

rermuneration over 10 years 2008 2008 2010 2011 2012 2013 7014 2015 2016 2017 2018
Chief Executive's single total
figure (£°000)

lan King 4030 4,810 4,613 25/4 2,499 3519 2929 3463 2,086 nfa
Charles Woodbum - - - - - 1,279 2,416

4030 4810 4613 2574 2499 3519 25929 3,463 3,365 2,416

Bonus paid as a percentage
of maximum

lan King 830% 710% 686% 556% 534% 743% 724% 823% 759% n/a
Charles Woodburn ~ - - - - - - - 758% B5.6%

LTl as a percentage of maximum
vesting®

lan King B55% 576% 443% ml ml 16.8% Ll o 11.3% nia
Charles Woodburn - - _

- - n/a nil

1 lan King retired and stepped down as Chiet Executive an 30 June 2017 and Charles Woodburn 1ook over ihe pasition on 1 July 2017
lar King's remuneration s snown from the start of the financ al year unid 37 June 2017 Charles Woodburri's remuneration 1s shown
fram 1 Jly 2017 10 tre end of that financal year

2 Total remuneration includes the value of share plans vesting that were granted prior to appontment as Chief Executive

BAE Systerns
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Percentage change in Chief Executive’s remuneration

The percentage change from 2017 to 2018 in remuneration of the Chief Executive and average UK employee is shown

i the table below. As required by statute, the table shows the detalls for the Chief Executive role and, therefore, includes
a combination of the remuneration of lan King and Charles Woodburn for the 2017 finandal year. As Charles Woodburn's
averall remuneration is lower than lzn King's, the calculation for 2018 resuits in a downward movement in the year-on-year
percentage change, if the table below reflected Charles Woodburn's remuneration for the full financial year, the percentage
movemenit on a like-far-hke basis would be a 2.5% increase in salary, a 0.1% decrease in taxable benefits and a decrease

of 11.3% in bonus.

Change in Change i

Chief Executive’s average UK employee’

rermunerat.on rermuneration

% %

Base salary -34 +2.5
Taxable benefits -49 0
Bonus -16.4 -17.8

1 Tre BAE Systems € emplayse population ras been ¢~0sen as this employee cormparater group reflects the local employment conotions of the
Ch.ef Executive for the purpose of trs compar.sar.

Gender pay

BAE Systems has published its second annual gender pay gap report in line with the UK regulations. For 2018, the
average (mean) gender pay gap for our UK workforce was 9.0% {2017 11.2%;, which is lower than the current UK
national average of 17.9%. We have a gender pay gap because we employ around four times more men than women
and a greater proportion of our senior leadership population is male, We rely on employing large numbers of employees
with STEM qualfications and we, like ather companies, face challenges recruiting females with these qualifications
because there are significantly fewer women who study and work in these fields.

Relative importance of spend on pay

The following charts set out underlying E8ITA’, amounts paid in returns to shareholders, total employee costs and
average headcount for the years ended 31 December 2017 and 2018,

Underlying EBITA™ {(£m) Returns to shareholders (Em)  Total employee costs® {£m) Average headcount® ('000)
-2% +3% +3% 0%

pos) ________ JRVL] ECIE] N /(3 ECIE] I 056 EGIE] I /O
EGIE] I | 074 ECIE] I 0 EXCiE] I C.530 FEIE] I 7

1 Operating pro’it excluding amortisalion and impa rrment of ntang Lle asse's, fir dnce costs and taxation excense of equity atcoanted myestments
{EBITA}, and non-recurring items (see page 36).

2 Prior year comparatives have been restated upon the Group’s adoption of IFRS 15 Revenue from Contracts with Customers See note 37 to the
Gro.p accounts for details regard ng the restaiement.

3 2018 includes £110m relating to the Guaranteed Minimum Pension equalisation charge (see note 22 to the Group accounts)

4 Excluding share of equity accounted investments

BAE Systems
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Annual remuneration report
continued

Single total figure of remuneration
Single totol figure of remuneration for the Chairman and non-executive directors

Fees Benefits Other

2018 2007 2018 2017 2018 2017

£'000 £000 £'000 £'000 £000 £'060
Chairman
Sir Roger Carr 700 €96 - - ) - 7 -
Non-executive directors h o ‘ ’ i s ’
R Advaithr’ 80 nfa 9 n/a 23 n/a
£PL Corley 80 79 2 2 g 5
H Green 80 79 1 3 27 E}
C M Grigg 80 79 4 2 9 5
P Rosput Reynolds 105 103 9 7 27 27
N C Rose 130 127 1 1 9 5
1P T_}_ﬂ_lgr o 165 13 3 o 9 5

1 Appointed to the Board on 1 January 2018

Chairman
SirRoger Carr's fee was Increased to £700,000 per annum with effect from 1 February 2017 on the commencement
of his second three-year term.

The Chairman’s fee is set by the Remuneration Committee and will not be reviewed again for the remainder
of his current three-year term.

Non-executive directors
The non-executive directors fees are set by the Non-Executive Directors' Fees Committee which corprises Sir Roger Carr
(Chairman), Philip Bramwell (Group General Counsel), Jerry DeMuro and Charles Woodburn.

With effect from 1 April 2017, the fee structure on a per annum basis was set as follows: () Chairman, Audit Commitiea:
£105,000 (2016 £100,000); (i) Chairman, Corporate Responsibility Committee: £105,000 (2016 £95,000}; (i) Chairman,
Remuneration CLommittee: £105,000 (2010 L95,000); (iv) other non-executive directors: £80,000 (2016 £75,000);

and (v) additional fee for Senior Independent Director: £25,000 (2016 £20,000). Thase amounts are shown in the
‘Fees’ column above.

A travel allowance of £4,500 (2016 £4,500) per meeting is also paid on each occasion that a non-executive director's
travel necessitates arr travel of more than five hours (one way) to the meeting location, subject to a maximum of six travel
allowances per year. These amounts are shown in the 'Other” column.

The amounts in the 'Benefits’ column relate to travel expenses and subsistence.
The non-executive fee structure will not be reviewed again until 1 April 2020.

The above table has been subject ta audit

BAE Systems
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Total

2018
£000

700

112

a1
118

93
141
140
7

2007
£'000

n/a
86
87
85

137

133
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Single total figure of remuneration for the executive directors

Base salary Taaable benefis Bonus® LTIP Pension® Other- Total
2018 2017 2018 2017 2018 2017 2018 2017 2018 2m7 208 2017 2018 2017
£000 £000 £000 £400 £000 £000 £000  £000 £9000 £000 £000 {0CQ £000  £000 "
C N Woodburn* 897 813 23 23 1,324 1,21 - n/a 171 154 1 1 2,416 2302 z
P JLynas 642 592 25 29 653 724 145 327 460 570 - 1 1925 2243 g
] DeMuro® 789 794 42 35 936 1,578 200 434 13 n 1.217 950 3,197 3,802 rr:g
|G King** n/fa 491 n/a 33 r!.fa B 838 n/a 497 nfa 219 n!a 1 m’ar . 29;"9 E

* Appontes as Zhief Executive on 1 July 2017 having been appointed 10 the Board in 2016 as Chef Gperating Ofneer.
** Retiree as Chief Executive and from the Board on 30 Jure 2017

The above table has been subject to audit.

1. The benefits received by Charles Woodburn include the provision of a car allowance and the private use of a
chauffeur-driven car (2018 £23k; 2017 £23k). The benefits received by Peter Lynas include the provision of a car
allowance and the private use of a chauffeur-driven car (2018 £23k; 2017 £21k). In addition, Peter Lynas received the
final payments in respect of his second residence allowance of £2k (2017 £8k) on the basis disclosed in previous years.
Jerry DeMura’s benef:ts include private use of a chauffeur-driven car and parking (2018 £2k; 2017 £3k); medical and
dental benefits (2018 £13k; 2017 £14k}; insured Ife and disability benefits (2018 £9k; 2017 £3k); and the private use
of a company aircraft (2018 £18k; 2017 £9k). The pror year benefits figure for lan King for the six months ended
30 June 2017 includes the provision of a car allowance and the private use of a chauffeur-driven car. In addition,
upon his retirement, lan King received a leaving gift totalling £5k as disclosed last year with the tax due on this
being settled by the Company.

2IUDUIIARG

2. Further detail on bonus payments is prowided on page 107. One-third of the net bonus paid to Charles Woodburn,
Peter Lynas and Jerry DeMuro will be deferred compulsorily into BAE Systems shares for a three-year period, without
additional performance conditions.

3. This column relates to the estimated or actual value of Long-Term Incentive Plans for which the performance pericd
ended in the relevant finanaal year.

The values in the 2018 column are calculated on the basis of the three-month average share price of £5.17 as at
31 December 2018 and relate to the vesting portion (18.8%), including shares deriving from notional reinvasted
dividends, of the 2016 LTIP PS™** and LTIP SO awards granted to Peter Lynas and Jerry DeMuro for which the
performance periods ended on 31 December 2018 (see page 109 for further detail).

SIUFLIBINIS (OO

An estimate of the amount of 2016 LTIP PS award attributable to share price appreciation is £4,114 in respect of
Peter Lynas’ awards and £5,623 in respect of Jerry DeMuro’s awards. An estimate of the amount of 2016 LTIP SO
award attributable to share price appreciation is £11,475 in respect of Peter Lynas’ awards and £18,122 in respect
of lerry DeMuro's awards. An estimate of the amount of 2016 LTIP RS award for Jerry DeMuro that is attnbutable
to share price appreciation is £27,483,

As required by regulation, the estimated vesting values for the awards shown in the 2017 column (which were
calculated in the 2017 Annual Report on the basis of the three-month average share price of £5.75 as at 31 December
2017), have been adjusted to reflect the actual value on the vesting of the performance award in March 2018 based
on the then share price of £5.66. The figures reparted in the 2017 column in the 2017 Annual Report on the estimated
basis were Pater Lynas: £332k; Jerry DeMuro: £441k; and lan King: £504k. The respective figures in the 2017 Total
column have been recast accordingly. The Chief Executive figures in the pay ratio and TSR performance/Chief Executive
pay disclosures on pages 101 and 102 reflect the original 2017 total for lan King (£2,086k).

4. The figures for Peter Lynas in this column reflect defined benefit arrangements and have been calculated in line with
the method set out in Section 229 of the Finance Act 2004 using a capitalisation factor of 20 to assess the increase in
the value of the pension promise over the year under review, net of inflation. These figures are also sensitive to salary
increases and Consumer Prices Index (CPI) inflation as follows:

Salary increase: Pensionable salary i averaged over three years. The figures for Peter Lynas reflect his salary increase
since 31 December 2017,

- CPlinflation: In a year with high CPl infation, the increase in the value of the pensicn promise would be lower than
in a year with lower CPl inflation. For the 2018 figures, the reference CPl inflation was 3.0%.

The figures for Charles Woodbum relate to a salary supplement in leu of Company pensicn contributions.

The figures for Jerry DeMuro include company contributions paid into his Section 401(k) defined contribution
arrangement.

The prior year figures for lan King in this column show the addad pension value received in the defined benefit schemes
from 1 January 2017 to the date of his retirement on 30 June 2017.

Further detaii on pensions is given on page 110.
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Annual remuneration report
continued

5. This column includes (i) the value of Free Share awards under the UX all-emplayee Share Incentive Plan (SIP) of £394
for Charles Woodburn, and his Matching Shares under voluntary investment in the SIP (and in the prior year figure
for lan King for the six months to 30 June 2017}, and (ii) for Jerry DeMuro, the value of the 2018 grant of Restricted
Shares (£1,138k). This award formed part of Jerry DeMura's 2018 LTIP allocation but is required to be reported under
"Other’ as it has no performance conditions attached. The balance of the 2018 figure (£ 79k} relates to the value of
notional reinvested dividends in respect of his 2015 Restricted Share Plan award which vested in March 2018, the
thwrd anniversary of grant. The value of the related award was reported in the 2015 Remuneration report. His prior
year figure refates to a similar Restricted Shares award in 2017 and the value of the notional reinvested dividends in
respect of his 2014 Restricted Share Plan award. For Peter Lynas, the value of his 2018 Free Share award under the
SIP was £394.

6. Jerry DebMurc 15 paid in US dollars wath the disclosed figures above being converted into sterling at the required
exchange rate, The 2018 salary reflects his 3.0% salary increase and the exchange rate fluctuations experienced
in 2018.

There were no other payments to former directors in 2018.

Executive directors' remuneration in the year ending 31 December 2019

For the purposes of the Companies Act 20086, the Directors' remuneration policy {the Policy) has been operating
in practice since the date of its approval on 10 May 2017 at the 2017 AGM. The remuneration for 2019 will be
implemented as fallows:

The salary of the Chief Executive is increased by 2.5% to £919,500 with effect from 1 January 2019.
The salary of the Group Finance Director is increased by 2.5% to £657,700 with effect from 1 January 2019,

- The salary of the President and Chief Fxecutive Officer of BAE Systemns, Inc. is increased by 2.5% 1o $1,080,000
with effect from 1 January 2019.

- Annual and Long-Term Incentive opportunity levels remain in line with 2017 approved Policy.
tang-Term Incentive awards of Performance Shares only for UK executive directars, and Perfarmance Shares and
Restricted Shares for US executive director.

The perfarmance measures and weightings for 2019 for the Annual Incentive and Long-Term Incentives are set
cut on page 116,

The Committee is of the view that bonus targets for the Annual incentive are commercially sensitive and that it
would be detrimental to the Company to disclose them in advance. The targets will be disclosed retrospectively
after the end of the relevant financial year.

J—

External directorships

Fees retained in 2018 by executive directors, during the period in which they served in that capacity, in respect
of non-executive directorships were: Peter Lynas £86,912 in respect of his directorship of SSE plc and Jerry DeMuro
$12,500 in respect of his {then) directorship of Aerc Communications, Inc.

These amounts are not included in the remuneration table on page 105.

BAE Systems
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Annual bonus
Annual bonuses for the 2018 year are paid in March 2019. Annual benus is made up of financial metrics, safety and
personal objectives, designed to support the achievernent of certain strategic outcomes necessary for sustaining the
Group's long-term vitality. The breakdown of bonus measures, achievement and pay-out for each executive director o~
is shown below, One-third of the net bonus payment 1s subject to compulsory deferral into BAE Systems shares for =
a three-year pericd, for which there s no additionat performance condition. E
Chief Executive 2
Charles Woodoun ~
Wegntlasa  Actual performance against targets set Percentage
percentage Threshold Target Stretch Actual  of max mum
Measures of target) Be'ow  Threshold  Target Stretch for 2018 far 208 for 2018 performance  opportun ty
Financial Group underlying EPS 380 i | ] : 40.0p 42.1p 43.2p 41.8p 457%
Group net debt 230 P ((.216)m £(1592im £01,248)m  £(951m 100%
Group order intake’ 14.0 ] nfa  £292bn  £30.1bn £29.2bn 50%
Personal Safety 5.0 ] See note 3 below 5%
Key strategic objectives 200 I See Key strategic objectives section on page 108 80% @
Total bonus (as a percentage of maximum)  65.6% g
Group Finance Director %
Peter Lynas —
Weghtiasa  actual performance against targets set Percentage
percentage Threshold Target Stretch Actual  of rrammure
Measures of target}  Befow  Threshold  Target Stretch for 2018 tor 2078 for 2018 performance opportunity
Finandial Group underlying EPS 380 | : 40.0p 42.1p 43 2p 41.8p 45.7%
Group net debt 23.0 I  £(1,816)m  £11,592)m  £(1,248)m £(951m 100%
Group order intake? 14.0 | nfa  £29.2bn  £30.1bn £29.2bn 50%
Personal Safety 50 _ See note 3 below 45% g
Key strategic ohjectives 200 N See Key strategic objectives section on page 108 70% é
Total bonus {as a percentage of maximum) v
e [=]
President and Chief Executive Officer of BAE Systerns, Inc, %
Jerry DeMuro 3
W
Fis i [ ]
|
]
]
|
|
Fersonal L]
|

7 Tﬁ)tal !}so:{ué V(:-ura a pa;;;:vﬁrit-ac;;- of maxnmum} 5827 ’
The above table has been subject to audit.
1. Adjusted to be on a like-for-like basis with the targets.

2. The Committee exercised its discretion in respect of the Group order intake measure and assessed the actual outcome
of £28 3bn as on-target achievement, even thaugh the on-target level had been set at £29.2bn. In doing so, the
Committee recognised the order intake for 2018 was a record achievernent, and that the prevailing gecpolitical
climate has created an unavoidable delay in translating the March 2018 Memorandum of Intent between the UK
government and the Kingdom of Saudi Arabia for a further 48 Typhoon aircraft, support and transfer of technology
and capability into a confirmed order,

3. Perfarmance against the safety element of the bonus was determined by the Corporate Responsibility Committee
(whose composition 1s stated on page 87). The objective requires a reduction in the level of significant risk and
improvement in safety culture, as well as targeted improvements against key safety indicators including a reduction
in recordable injuries. Although the Company met its stretch target for reduction in recordable injuries, the amount
awarded was reduced by the Committee to reflect the incident at Radford, Virginia, which resulted in an employee
fatality and two other employees being seriously injurad.
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Annual remuneration report

contnued

Key strotegic objectives

Achievement against key strategic abjectives represents 20% of the annual bonus opportunity applicable to each

of the executive directors. These objectives relate to the delivery of the Group's strategic objectives and demonstration
of leadership behaviours. In 2018, a new framework was introduced whereby the executive directors and Executive
Committee members were assigned primary responsibility for, or required to support, a set of shared common strategic
objectives. The objectives were both technical and organisational, grouped under the three key areas of Operational
Excellence, Competitive Edge and Technology Innovaticn. On the technical side, the objectives ranged from leveraging
technology, engineering and manufacturing capabilities and driving flawless programme execution to delivering
savings through global collaboration across the broader enterprise. From an organisation perspective, objectives
ranged from embedding the new organisation structure and maintaining the highest standards of business conduct,

to impiementing a strategy for talent management that included strategic workforce planning and the ability to attract

and retain a diverse workforce.

Key achievements in the year included:

Charles Woodburn T
Chief Executive 1

Peter Lynas
Group Fincnce Director

Jerrny DeMuro
Presiclent and Chief Executive
Officer of BAF Systervis Inc

Operational Excellence

Achieved significant orders across the
sectors including Amphibious Combat
Vehicle, F-35 production and SEAS000.

Impraved execution and performance
on a number of programmes, particularly
in the Maritime sectar.

Achieved key project salients
and milestones,

Ensured plan perfarmance for profit,
cash and orders achieved or exceeded.

Reinforced growth strategy

Developed and implemented
contractual constructs to support
financial performance.

Achieved significant orders including
Amphibious Combat Vehicle and
F-35 production.

Delivered key project salients
and milestones agamst ambitious
performance goals.

Maintained Group's licence to trade in US.

Cornpetitive bdge

Delivered significant global
procurement savings.

Drove global collaboration opportunities
and streamlined procurement process,
thereby improving the Company’s ability
to compete for future business.

Strengthened the role of functional
councils and increased commitment
to research and development.

Embedded the new organisation structure

Implemented strategy to strengthen
perfoermance management and to support
succession planning, talent management
and diversity and inclusion targets.

Increased employee engagement to
support culture change and strategy.

- Delivered significant global procurement
savings.

Addressed challenging capital allocation
issues, including pension funding.

Maintained transparent and credible
communications with investors, rating
agencies and other stakeholders.

Embedded stronger performance
accountability and culture throughout
the grganisation.

Implemented organisational changes to
enhance execution in key platform areas.

Collaborated successfully with rest of
Group on various programmes including
M777 India and F-35 flight trials on
HMS Queen Flizabeth,

Pravided strong leadership to
achieverment of procurement savings,
succession and performance culture
change in the US business.

Technology Innovation

Made progress in strengthening
Company’s technology capability
and positioning.

- Met IT improvement objectives

Strengthened technology capabilities

and continued to expand the product suite
to enhance competitive positioning in the

US defence market.

Achievemenis were offset by shortcomings
in programme performance and the need
to continue to drive safety culture,

Payout (% of maximum): 80%

BAE Systemns
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Performance achievements were offset
by lack of progress in rationalising certain
non-core businesses.

Payout (% of maximum): 70%

Achievements were offset by shortcomings
in programme performance under certain
iegacy contracts and safety outcomes.

Payout (% of maximum): 70%



Long-Term Incentive Plan (LTIP) performance
Annual average diluted underlying EPS growth

Percentage of

Outperformance of performance conditions ending on 31 December 2013 Trresnold Maximur Actual Mmaximum achueves
2018 EPS requirement 437n 48 5p 42.8p
Annual average EPS growth 3% 7% <3% 0%

Relative TSR against comparator groups

Percentage of

Outperformance of gerformance conditions ending on 31 December 2018 Threshold hax,mum Actual maximurn achieved
TSR against sectoral comparator group 56 8% 70.3% 219% 0%
TSR against FTSE 100 comparator group 14.9% 56.0% 219% 37 6%
Overall vesting against TSR 18.8%

2016 Perfarmance Shares {LTIP P5S)
Performance conditions: half on relative TSR against two comparator groups (with equal weighting), half on EPS growth
of 3% to 7% per annum. The TSR three-year performance period ended on 31 December 2018 and resulted in 18.8%
vesting of the TSR portion. The Committee is satisfied that there has been a sustained improvement in the Company's
underlying financial performance and that 1t 1s appropriate for vesting of 18.8% of the TSR portion. With respect to the
2016 LTIP PS¥: award, for which the performance period also ended on 31 December 2018, the related performance
condition was not met and thus this portion of the award will lapse.

2016 Share Options (LTIP 50)
Performance condition: relative TSR against two comparator groups éwith equal weighting). The TSR three-year
perfarmance period ended on 31 December 2018 and resulted in 18.8% vesting.

In respect of the 2016 LTIP PS™ and LTIP SO awards made to Charles Woodburn in September 2016, the performance
period ends on 30 June 2019 with the TSR performance condition tested at that time and the outcome due to be
reported in the 2019 Remuneration Report. The EPS porticn of his 2016 LTIP PS, for which the performance periad
ended on 31 December 2018, will lapse as the related performance condition was not met.

A summary of TSR performance to 31 December 2018 on outstanding TSR-related LTIP awards is illustrated in the
chart below. The vesting percentage for the 23 March 2016 award is the actual vesting cutturn referred 1o above.

The grey boxes show the range of TSR required for 25% vesting to full vesting in respect of the sectoral
international defence and FTSE 100 comparator groups, as appropriate, and the orange diamonds show
BAE Systems’ TSR. The proportion that would vest is shown in the boxes at the top of the chart.

TSR performance under the TSR-related awards as at 3 December 2018

18.8% vesting 14.0% vesting

70%
650%
50%

40% .

30%

2o . |

0% *

0% 1 sectoral comparator group
. . - - M FTSE 100 comparator group

~10% . + BAE Systems TSR

23 March 2018 6 September 2016 23 March 2017 21 March 2018
award award award award
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Pension entitlements
Total pension entitlernents

Figures included in the remuneration table on page 105

Added pension Added pension
va'ue received in value recelved in

the year from the year from

Accrued Accrued defined defined

Normal benefit at benefit at penefit contribution
retirement 1 lanuary 201812 31 Decemnber 2018 * scheme’ scheme Total
Director Age age £ per annum £ per annurm £ £ £
Charles Woodburn 47 65 17,486 27037 n/a - -
Peter Lynas 60 62 285,564 319,969 460,311 n/a 460,311
Jerry DeMuro 63 65 136,043 169,031 n/a 12,954 12,954

1. Accrued benefit for Charles Woodburn is the total value of his defined contribution account, including employee
contributions and investment returns. Accrued benefit for Jerry DeMuro 15 the total value of his Section 401(k)
account, including both employee and company contributions as well as investment returns.

2. The figure includes both funded and unfunded defined benefit arrangements for Peter Lynas. Accrued benefit for
Pater Lynas 1s annual pension payable on retirement prior to any reduction for early payment or exchanging pension
for cash. In addition, a longevity adjustment factor is applied to pension accrued after 5 April 2006 to mitigate against
life expectancy changes. The figures allow for the current factors in force, whereas in practice the factors are updated
annually and those in force at retirement will be applied.

The abave table has been subject to audit.

Charles Woodburn participates in the BAE Systems Fxecutive Pension Scherne Defined Contribution Retirement Plan
(EPS DCRP), which is a defined contribution arrangement for senior executives. Charles Woodburn contributes the
maximum £10,000 per annum into the EPS DCRP arrangement as permitted by the Annual Allowance and a

199% salary supplement is paid in lieu of the Company contributions.

Jerry DeMura participates in a Section 407(k) defined contribution arrangement set up for US employees in which
the Company will match his contributions up to a maximum contribution of 6% of salary, up to US regulatory limits
(2019 $19.000; 2018 $18,500) In 2018, the company paid contributions of $16,500 into this arrangement.

Peter Lynas is a member of the BAE Systems Executive Pension Scheme (ExPS) and the BAE Systerns Z000 Pension Pldn
(2000 Plan) which together provide a pension for executive directors payable at 62 of 1/30th of three-year average final
salary for each year of service subject to the payment of members’ contributions (currently 8%). Benefits paid prior to
age 62 for ExPS and age 65 for 2000 Plan will be subject to actuarial reduction,

The ExPS tops up the underlying employee plan to provide a target benefit for executive directors payable from normal
retirement age of 1/30th of Final Persionable Pay (FPP) for each year of ExPS pensionable service (subject to a maximum
of two-thirds of FPP), FPP is defined as annual base salary averaged over the last 12 months prior to leaving service in
respect of service accrued to 5 April 2006 and 36 months prior to leaving in respect of service from 6 April 2006. The
ExPS also provides a lump sum death-1n-service benefit equal to four times base salary at date of death, and a spouse’s
death-in-service pension equal to two-thirds of the prospective pension at normal retirement age. Spouses’ pensions

are also payable upon death in retirement and death after leaving the Company's employment with a deferred pension.
Once in payment, pensions are increased annually by the rise in the Retail Prices Index subject to a maximum increase of
5% per year in respect of pre-6 April 2006 service and 2.5% per year in respect of service from 6 April 2006 Peter Lynas
Jjoined the ExPS in 19949,

The 2000 Plan provides a pension of 1/50th of Final Pensionable Earnings (FPE) for each year of pensicnable service,
payable from a normat retirement age of 65 and members pay contributions of 8% of Pensionable Earnings. FPE under
the 2000 Flan is the best consecutive three-year average of base salary and bonus in the ten Plan Years prior to leaving,
less an offset for State pensions, The Company decided in 2006 to limit pensionable bonuses in the 2000 Plan in the
2006/07 Plan Year to 20% of base salary and to 10% of base salary for the 2007/08 Plan Year and thereafter. However,
there is a guarantee that the FPE figure for benefits in respect of service prior to 6 April 2007 will not be less than the
FPC figure at 5 April 2007 to ensure that emiployses do not lose the benefit of contributions paid on past bonuses.
Peter Lynas has 33 years and two months’ service in the 2000 Plan.

The review of pension policies carmed out in 2010 by the Committee concluded that the pension benefits should
continue to be based on the Company's registered pension schemes and that, in appropriate circumstances, the
Company will continue to have the option to offer an unfunded pension promise so as to mitigate the impact of further
reductions to the Lifetime Allowance and the impact of the reduced Annual Allowance. Peter Lynas was given the choice
1o remain in the current arrangement and pay the increased tax or to take an unfunded promise; he elected for the latter.
The Committee has decided that in cases where the Company is to pay an unfunded promise, executives will be given
the choice 1o commute some or all of the benefit for 3 taxable lump sum, or take it as pension. Where an unfunded
pension is taken, ten years after retirement, the executive will be given a further opportunity to commute the residual
value of the unfunded pension for a lump sum.

Therefore, Peter Lynas’ total pension is the sum of his 2000 Plan benefits plus the top-up from the ExPS, most of which
is provided through the unfunded promise referred to above.

BAE Systerns
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Share interests
Scheme interests aworded during the finoncial year
Percentage
of interests .
receivab e =
Face value Exercise Date to which 1 PIIAITILM =3
Number of award price performance Performance  performance =
Scheme Type of nterest Cate of grant of shares Basis of award £ 5 measursd condition achieved =
Charles Woodburn =
I}
LTIP PS >* Performance 2003.18 285,227 185% of salary 1,659,451 nil Three years TSR/secondary 25% -
Shares/nil 10 31.12.20  financial measure
cost option
LTIP PS™* Performance 200318 285,227 185% of salary 1,659,451 nil Three years EPS/secandary 25%
Shares/nil ©31.12.20  financial measure
cost option
Peter Lynas
LTIP PS™*F Performance 20.03.18 184,731 167.5% of salary 1,074,765 nil Three years TSR/secondary 25%
Shares/nil 10 31.12.20 financial measure I
cost option )
= 4]
LTIP P57 Performance 200318 184,731 167.5% of salary 1,074,765 nil Three years EPS/secondary 25% 3
Shares/nil 10 31.12.20 financial measure §
cost option o
Jerry DeMuro
LTIP P5=F Performance 200318 194,279 149% of salary 1,130,315 n/a Three years TSR/secondary 25%
Shares 10 31.12.20  financial measure
LTIP P& Performance 200318 194,280 149% of salary 1,130,321 n/a Three years EPS/secondary 25%
Shares to 31.12.20  financial measure
LTIP RS Retention 20.03.18 185,584 150% cof salary 1,137,908 n/a nfa n/a n/a
1 The value of the award 15 calculated on the date of grant by reference to the middle market quotation at the close of the preceding day a
2
Key LTIP - Long-Term Incentive P'an PS  Performance Shares RS Restrcted Shares g
Note Performance Shares and Restricted Shares  Shares under award attract notional reinvested dividends prior to vesting Performance Shares are ;
imtended 10 be free share awards ard are structured as a ril cost option 1o give the partiopan™ maore flexioility as to the uming of the henefi, For the 2
US executive directar, awards of Performance Shares are classified as conditional srare awards (ratker than share options) and ire deliverable on the 5
trird, fourth and * fth snnversary of gran:, subject to attainment of the performance condition Tar the UK executive directars, shares vest on the fifth =
annaversary of grant a
The table above has been subject to audit.
BAE Systems ' I |
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Description of share plans and summary of performance conditions
Long-term incentives operate under the BAE Systems Long-Term Incentive Plan (LTIP) approved by shareholders at the
2014 AGM. The three main vehicles in use are Perfarmance Shares, Share Options and Restricted Shares.

LTIP Performance Shares

Up to 2017, shares under award vest after satisfaction of the three-year performance condition. Awards that vest

are capable of exercise in three equal tranches on a phased basis from the third, fourth and fifth anniversary of grant.
Any unexercised awards will lapse on the seventh anniversary of grant, From 2018, awards to non-US executive directors
remain subject to the three-year performance period but will not vest until the fifth anniversary of grant. They will be
exercisable until the seventh anniversary of grant. For US participants, the awards are automatically delivered at the end
of years three, four and five, subject to the performance condition being achieved. Shares under award attract notional
reinvested dividends prior to tranche vesting.

Awards are weighted 50% on the EPS performance condition and 50% on the TSR performance condition as set out
below. The TSR sectoral comparator group is shown below,

Plan Performance candition

LTIP pg==* Rate of average annual diluted underlying EPS growth over the three-year performance perod, with 25% vesting
at 3% average growth per annum, 50% vesting at 5% average growth per annum and 100% vesting at 7% average
growth per annum, with vesting on a straight-line basis between these parameters. Awards will not vest unless the
Board is satisflied that there has been a sustained improvement in the Company’s underlying financial performance,
In taking such a view, the Committee may consider (but not exdusively) the following financial metrics. net cash/debt,
order book; risk; and project performance.
LTIP p51# For awards made from 2016, the proporuon of the award capable of exercise s determined by
(1} 50% of the TSR measure 15 on the current sectoral comparator group of 13 other international defence companies
and 50% is on a TSR percentile ranking against the companies in the FTSE 100 index. Under both the sectoral
and FTSE 100 comparator groups, no shares vest if the Company’s TSR is less than median TSRs achieved by
the comparator group, with 25% vesting at mechan, 100% vesting if the Company’s TSR 1s in the top quintile
and vesting on a straight-ine basis between these two parameters; and
(i) whether there has been a sustained improvement in the Company’s underlying finandial performance. In taking such
a view, the Committee may consider (but not exclusively) the fallowing financial metrics net cash/debt, EBITA; order
baak; turnover, risk; and project performance.

1 Dperating profit excluding amortisation and imparment of intangicle assets, inande cosTs and tax2Uuh experise ol ey ily accounted rvastren?s,

The TSR sectoral comparator group for awards from 2016 comprises

Cobham Leonardo? SAIC

General Dynamics Lockheed Martin Thales

Harris Corporation Meggitt United Technologies
L3 Technologies? Northrop Grumman

Leidos Raytheon

2 Formerly named -3 Communications
2 Formerly named Finmeccanica

LTI? Share Options

Options are narmally exercisable between the third and tenth anniversary of their grant, subject to the performance
condition set out below being achieved. Awards are subject 10 a further two-year clawback period after the initial
three-year vesting period. From 2018 executive directors no longer receive share option awards.

Plan Performance condrion

LTIP SO For awards made from 2016, 50% of the TSR measure is on the current sectoral comparator group of 13 other
mternatianal deferice companies and 50% s on & TSR percentile ranking against the companies it the FTSE 100 index.
Under both the sectoral and FTSE 100 comparator groups, no shares vest if the Company's TSR is less than median
TSRs achweved by the comparator group, with 25% vesting at median, 100% vesting If the Company's TSR is in the
top quintile and vesting an a straight-line basis between these twa parameters.

LTIP Restricted Shares

Restricted Shares are not subject to a performance condition as they are designed to address retention issues principally
in the US. The shares are subject only to the condition that the participant remains empleyed by the Group at the end
of the vesting date (three years after the award date). Shares under award attract notional reinvested dividends prior

to vesting. Awards made to the US executive director are subject 1o a further two-year clawback period atter the initial
three-year vesting period.

BAE Systems
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Statement of directors’ shareholdings and share interests

Minimum Shareholding Requirement (MSR})

Executive directors are compulsorily required to establish and maintain @ mmimum personal sharehglding equai to &

set percentage of base salary. An Initial Value must be achieved as quickly as possible using shares vesting or options
exercised through the executive share option schemes and Long-Term Incentive schemes by retaining 50% of the net
value (i.e. the value after deduction of exercise costs and tax) of shares acquired under these schemes. Once the [nitial
Value is achieved, a Subsequent Value must be achieved in the same way, except that a minimum of 25% of the net value
must be retained on each exercise or acquisition, Shares owned beneficially by the director (including the portion of net
annual bonus deferred compulsorily into BAE Systerns shares) and his/her spouse count towards the MSR. Any case of
non-compliance would be dealt with by the Committee.

The MSR does not currently apply after the individual has ceased to be a director. The Committee intends to make
necessary changes to the existing policy to ensure an appropriate post-cessation holding policy is in place, as part of
the broader executive remuneration policy proposals to be submitted for approval at the Company’s Annual General
Meeting (AGM) in May 2020.

The following table sets out MSR Initizl Value and Subsequent Value and actuals as at 31 December 2018:

] Instial Value Subsegquent Value Actual
Charles Woodburn 150% 300% 1%
Peter Lynas 100% 200% 188%
Jerry DeMuro 212 5% 425% 186%

The actua! MSR figures in the table are provided as at 31 December 2018, based on the year-end share price of £4.59.
The share price fluctuated throughout the year such that for the magority of the year, the actual MSR figures held by the
executive directors were accordingly higher

Charles Woodburr and Jerry DeMuro joined the Board in 2016 and 2014 respectively, and have been gradually building
up their shareholdings. The higher MSR values applicable to Jerry DeMuro (which were increased at the beginning of
2018) recagnise the higher LTI opportunity and broader US market practice.

There are MSR reguirements in place for all of the employee population whao receive LTIPs.
There are no shareholding requirements for the Chairman or the non-executive directors.

Share interests as at 31 December 2018
The interests of the directors who served during the year ended 31 December 2018 in the shares of BAE Systems plc,
or scheme interests in relation to those shares, were as follows:

1 Appointed to the Board on 1 January 2018

The above table has been subject to audit.

The interests of directors include those of their connectad persons. The shares held by Paula Rosput Reynolds are represented
by 6,300 American Depositary Shares. Details of the share interests in options and awards held by the executive directors
as at 31 December 2018 are given on page 114 together with details of nil-cost options exercised in 2018.

Performance Shares granted under the LTIP are classified as share awards with performance conditions for the
US executive director and as nil-cost options with performance conditions for the UK executive directors.

Since 31 December 2018, Charles Woodburn has acquired an additional 87 shares under the Partnership and Matching
shares elements of the Share Incentive Plan so that his beneficial shareholding at the date of this report stood at 138,313.

There have been no changes in the interests of the remaining directors in the shares of BAE Systems plc between
31 December 2018 and the date of this report.

BAE Systerns
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Annuol remuneration report
continued

Breakdown of scheme interests: Options and awards held as at 31 December 2018

Charles Woodburn Jerry DeMuro
Exercise Date from which Exercise Date from which
31 December price  exercisable or part 31 December price  exercisable or part
2018 Date ot grant £ exercisable 2018 Date of grant E exercisable
LTIP PS5 334,533! 06.09.16 nil 06.0919 LTIP p3+* 45,8443 25.0315 n/a 25,03.19
LTIP PSE™ 334,833 06 02.16 nil 06.09.19 LTIP pS™R 168,203 23.03.16 n/a 23.03.19
LTIP PSR 132,897" 21.0317 il 21.03.20 LTIP pSE™ 168,203 230310 n/a 230319
LTIP PSf™ 132,897' 21.03.17 nil 2103.20 LTIP PS> 156,092 210317 n/a 2103.20
LTIP PSR 285,227' 20.03.18 nil 20.03.23 LTIP PS5 156,092 21.03.17 n/a 2103.20
LTIP PS5t 285,227 200318 nd 20.03.23 LTI pST=R 194,279" 200318 nla 20.03.2]
1,505,914 LTIP P& 194,280 20,0218 n/a 20.03.21
LTiP 5G 405,0440" g6 09.16 5.56 06.09 19 1,082,933
LTIP 50 3446,687" 21.0317 6.49 21.03.20 LTIP 5Q 542,143¢ 230316 499 23.03.19
751,727 LTIP SO 503,106’ 21.03.17 6.49 21.03 20
1,045,249
Peter anOS LTIP RS 139,01 23036 n/a 230319
o Exercise Date fram which ﬂ) RS 129,002 21.03.17 n/a 21.03.20
31 December price  exerasable or part LTIP RS 195,584 20.03.18 n/a 2003.21
2018 Date of grant £ exerasable
e —— S — 463,597
LTIP pSr™ 34,510° 25.03.15 ni 25.03.19
LTIP PSR 123,060° 230315 nil 230319
£1P Pg 123,060% 23.03.16 ! 2303.19
LTIP PSSR 96,944' 21,0317 nil 21.03.20
LTIP PSEr 96,945 21.0317 nil 21.03 20
LTIP P5# 184,731 20.03.18 nil 200323
LTIP PSE 184,731 20.03.18 il 20.03.23
843,981
LTiP O 343,424* 23.03.16 4.99 ) 230319
LTIP SC 270,543" 2103.7 649 2103.20
613,967

s

Subject to a performance condition that 15 yet to be tested
The putstanding option or award will lapse after the end of the financial year baving

not et the full perfarmance condition.

o

Subject to a performance condition that has been met
The outstanding optran or award will partizily lapse after the end of the financal

yzar having not mg: the full performance candition.

Performance Shares - nil cost options exercised during 2018

Peter Lynas
Exercesed Exercise
during the pnce Date of
year £ Date of grant exergise
LTIpP £S5 17,254 il 250315 120418

Market price
On guercse
£

592

The Performance Snares nil-cost option exercised by Peter Lynas attracted notional re nvested
dividends which equated to an additional 1,976 shares on exercise of this tranche

The tables above have been subject to audit.

Performance conditions
Performance conditions for the LTIP are detailed on page 112

BAE Systems
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Remuneration Committee compaosition and advisers
The Committee members comprise Paula Rosput Reynolds {Chairman), Elizabeth Corley and Nick Rose.
Advisers to the Remuneration Committee are shown below.

Dunng the year, the Committee received material assistance and advice on remuneration pelicy from the Group Humar:
Resources Director, Karin Hoeing, and the Human Resources Director, Reward, Paul Farley. Charles Woodburn in his rofe
as Chief Executive, also provided advice that was of materal assistance to the Commitige.

Adviser

Services prov'ded

Appointrment

Governance

Fees un respect
of services proviaes
to the Committeg)

PricewaterhouseCoopers
Pw(h

Independent adviser to the Committee,
including attendance at Remuneration
Committee rmeetings

Also provided information on market
practice in relation to different aspects
of rermuneration, market trends and
henchmarking of the remuneration
packages for the executive papulation.

Committee
appointment,

By the Company
at the request of
the Committee,

The Comrmittee is aware that PwC provides
4 variety of other services to the Company,
including tax and pensions advice. PwC also
provides a range of consultancy services.
Pw(C 15 a member of the Remuneration
Consultants Group {RCG) and 15 a signatory
1o the RCG's code of conduct.

£81,652
Fee basis: Hourly

Linklaters

Provided legal services, principally
regarding ali-employee share plans
and plan rule changes relating to
the EU's General Data Protection
Regulations.

By the Company
with the approval

of the Committee,

Only provides legal comphance, legal
drafting and review services, and does

not advise the Committee.

The Committee 15 aware that Linklaters is
one of a number of legal firms tnat provide
legal advice and services to the Company
on a range of matters.

Linklaters ss requlated by the Law Society.

£8,574
Fee basis: Hourly

Aon

Advises on the TSR outcomes as
required for assessing the performance
condition under the BAE Systems
Long-Term Incentive Plan 2014.

By the Corrpany

The Committee is aware that Aon provides
a variety of other hurnan resaurces-related
services to the Company.

The nature of the advice provided to the
Committee is limited to factual information
concerning the performance of the
Company's shares.

Aon is a member of the Remuneration
Consdltants Group (RCG) and is a signatory
to the RCG’s code of conduct.

£19,400
Fee basis: Fixed fee

BAE Systemns
Annual Report 2018

15

uodan nbanng

IUDUIBACG

SIUBLURIDIS |O1IUBuUl



116

Preface to the
Directors' remunerotion policy

The Directors' rermuneration policy (the Policy) set out on pages 117 to 129 was agreed by shareholders

at the Annual General Meeting (AGM) on 10 May 2017 and tock legal effect on that date. The approved
policy has been re-printed verbatim from the 2016 Annual Repart, updated only so that the page numbers,
where appropriate, refer to the 2018 Annual Report in order to aid readability, and to report subsequent

Board rmembership changes.

Directors’ remuneration for 2019

For 2019, it remains our intention to operate the Policy that was
agreed by sharehoiders at the 2017 AGM. This section sets out
how the Policy will apply in 2019.

Metrics and weightings applicable in 2019

— The performance metrics and weightings applicable to the 2019
annual incentive are 75% on financial metrics relating to Group
underlying EPS, Group net debt and Group order intake, 5% on
safety and 20% on personal objectives designed to support the
Group’s strategy. As set out in our Remuneration Committee
Chairman’s fetter on page 92, recognising the significant focus on
delivering earnings growth in 2019, the following weighting of
financial measures will apply:

Group
underlying Group Order
EPS/EBITA debt intake Total
2019 % Y % %
Allocation 45 225 7.5 75
weighting 60 30 10 100

- There are no changes proposed to the gquantum applicable to
the executive directors, and one-third of the net annual incentive
will continue to be deferred into shares for three years on a
compulsory basis.

— Performance Shares will continue to have 50% of the award
based on TSR performance as follows: 50% of the TSR measure
on the current sectoral comparator group of 13 other international
defence companies and 50% on a TSR percentile ranking against
the companies in the FTSE 100 index. For 2019, the remaining 50%
of the award is subject to the EPS condition with a performance
range of 3% to 7% average annual EPS growth requirement.

For US participants, other than members of the Executive
Committes, 50% of the awards made in 2019 are subject to
the long-term operating cash performance of the US business
in place of TSR performance.

~ There is no change in 2019 to the criteria and weightings applying
to Restricted Shares.

-~ UK executive directors will receive Performance Shares only.
The US executive director will receive an eqgual weight in expected
value in Performance Shares and Restricted Shares.

BAE Systems
Annual Report 2018

IHustration of application of policy for 2019

The following charts show the value of the package each

of the executive directors would receive based on 2019 base
salaries, remuneration and 2019 LTI awards assuming the
following scenarios:

1. minimum fixed pay (including salary, benefits and
pension as provided in the single total figure table
on page 105), and the Restricted Shares award for
the US executive director;

2. pay receivable assuming on-target performance is met;

3. maximum pay assuming all variable elements pay out
in full; and

4. 50% share price appreciation on maximum pay out.

The minimum, on-target and maximum scenarics exclude
any share price appreciation and dividends, 50% share price
appreciation assumes all variable elements pay out in full
and there is 50% gain in share price In respect of
Performance Shares and Restricted Shares awards received.

UK legislation requires that these charts are given in relation
to the first year in which the remuneration policy takes legal
effect (see page 125). The charts below are reporting the
actua! levels for 2019.

Chief Executive (£'000)

50% share price

appnrenatic?ﬂ : 8.290
Marimum 6,589
On-target 33% 30% 37% JEFAee]

Minimurn L8

a4 4. —a  a
6,000 8000 10,000 12,000
Value of package (£°000}

- A .
Q0 2,000 4,000

Group Finance Director (£'000)

50% share price
apprediation

Maximum
On-target 2496
Minimum m |,|43
& 000 2000 3000 4000 5000 5000
Value of package (£'000)
President and Chief Executive Officer
of BAE Systerns, inc. ($000)

0% sh i -
Soprdatn i0,842
Maximum B.422
On-target y 5196
Minimunm N 774

¢ 2000 4000  6A00  B000 0000 12000

Value of package ($7000)

W Fixed elements of remuneration
B Annual bonus
B rerformance Shares



Directors
remuneration policy

This Directors’ remuneration policy {the Policy) will take legal effect from the conclusion of the 2017 Annual General
Meeting (AGM) subject to shareholder approval at the 2017 AGM".

The Remuneration Committee (the Committee) considers remuneration palicy annually to ensure that it remains aligned
with business needs and is appropriately positioned relative to the market. However, in the absence of exceptional or
unexpected circumstances which may necessitate a change to the Policy, there is currently no intention to revise the
Policy more frequently than every three years We use target performance to estimate the total potential reward and
benchmark it against reward packages paid by BAE Systems’ competitors.

nuondarbang

The Policy 15 10 set base salary with reference to the relevant market-competitive level. Actual total direct reward refiects
the performance of the individua! and the Company as a whole. The aim is to deliver an overall remuneration package for ‘
executve directors which provides an appropriate balance between short-term and long-term reward and between fixed :
and variable reward as described in the table below.

Whilst our Lang-Term Incentive Plan provides the Committee with discretion in respect of vesting outcomes that affect the
actual level of reward payable to individuals, as explained on page 120, such discretion would only be used in exceptional
circumstances and, if exercised, disclosed at the latest in the report on implementation of the Policy (i.e. the Annual
remuneration report) for the year in question.

Changes compared to the policy approved at the 2014 AGM

The Policy contains no components which were not in the remuneration paolicy approved at the 2014 AGM. However,
the material changes from the policy approved in 2014 are summarised below with the supporting rationale provided
in the Remuneration Committee Chairman’s letter on pages 79 to 82 of the 2016 Annual Report.

Salary
- Clarity on cap on salary increases.

Annual incentive
— Introduction of separate maximum for Chief Operating Officer.

— Introduction of limits for new executive director role.

— Incorporation of malus and clawback mechanisms.
Long-Term incentives (LTI)

- Introduction of reasonableness discretion.

— Introduction of separate maximum for Chref Operating Officer.
— Introduction of limits for new executive director role

— Clarity on flexibility to vary weightings of different award types and the associated impact on opportunity
levels subject to the parameters set out.
- Incorporation of malus and dawback mechanisms.
- Introduction of two-year holding period for shares acguired on vesting of awards to non-US directors, [
— Introduction of Earnings per Share (EPS} alongside Total Shareholder Return {TSR} on share options with
equal weighting,
- Remava! of Share Options for US executive director and redistribution into Performance Shares and Restricted
Shares to maintain current Expsacted Value.
- Increase in Minimum Shareholding Requirement for US executive director.

Y
=
z
c
%
g
T
3
T
z

Pension
— Participation in executive defined contribution retirement plan (o7 cash equivalent) introduced as default pension
vehicle for new directors

— Inclusion of salary supplement as vehicle to offset impact of Lifetime Allowance and/or Annual Allowance.

Non-executive directors’ fees
- Introduction of maximum for Chairman’s fees and benefits.

1 Approved at the AGM on 10 May 2017
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Directors’ remuneration policy
continued

Executive directors’ policy toble

Base salary

Purpose and link to strategy
Recognise market value of role and individual's skills, experience and performance to ensure the business can attract

and retain talent.

Operation
Salaries are reviewed annually. Business and individual performance, skills, the scope of the role and the individual's time in the role are
taken into account when setting and assessing salaries, as 1s market data for similar roles i the relevant market comparator group.

The comparator group for UK executive directors is comprised of selected companies from the FTSE 100 and is constructed to position
BAE Systems around the median in (erms of market capitalisation. For the President and Chief Executive Officer of BAE Systems, Inc.,
the comparator group is drawn from comparies in the US aerospace and defence sectors, together with simifar organisat:ons in the
general industry sector where BAL Systermns, Inc is positioned at the median of the comparator group by reference to revenue size.

Maximum opportunity
When considering salary increases for the executive directors in their current roles, the Committze considers the general level of
salary increase across the Group and in the reievant external markat.

Actual increases far the executive directars in their curcent roles will generally not exceed the average percentage increase far
employees as a whole, taking account of the level of movement within the relevant UK/US comparater group.

As @ maximum, in exceptional circumstances (such as a material increase in job size or complexity while performing the same role,

o1 a recently apponiet execulive director wnere ine salary 15 pesiioned low against the market), the increase will not exceed 10%

in any singla year for executve directors performing the same rcle. If an individual’s role changes then a salary increase above 10%
may be awarded in any single year to position their salary appropriately in accordance with the base salary principles described under
‘Operation’ above, As a matter of policy, no new executive director role will have a salary greater than the Chief Executive at that time.

Performance metrics used, weighting and time period applicable
Nong.

Annual incentive

.
Purpose and link to strategy

Drive and reward annual performance of individuals and teams on both financial and non-financial metrics, including
leadership behaviours in order to deliver sustainable growth in sharehnider valye.

Compulsory deferral into shares increases alignment with shareholder interests,

Operation

The annual incentive 1s driven off in-year financal performance, corporate responsibility and other non-finanaal ojectives

measured at the Group and individual level

One-third of the total annual incentive amount is subject to compulsory deferral for three years in BAE Systems shares without

any matching.

A malus mechanism may be applied t0 any bonus, and a clawback mechanism may be applied to the deferred hanus shares until

up to the end of the three-year deferral period, in respect of 2015 or subsequent years where:

- the Company is entitled to terminate employment for cause or the participant has engaged in misconduct (including breach
of policy) which gives nise 10 other discplinary sanction,

- the results of the Company and/or relevant business or businesses for any period have been restated or subsequently appear
materially inaccurate or misleading; and/or

— any Group company or business unit has made a matenal financial loss.

Cash dividends are payable to the participants on the shares during this three-year deferral period.

”8 BAE Systems
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Annual incentive continued

Maximum opportunity

Chief Executive and the President and Chief Executwe Officer ot BAE Systems, inc.: 225% of salary

Chief Operat ng Officer 200% cof salary

Group Finance Director' 160% of salary

Where a new executive drector role is established, the maximum opportunity will not exceed that of the Chief Operating Officer

role as set out above.

The pay-out for maximum performance is double the paycut for on-target performance. The pay-out for target performance 1s half

of the respective maxinum percentages above, The pay-out for achieving a threshold performance s 40% ol the payoudt for on-target
performance (i.e. 20% of rraximum, with no pay-out for achieving less than this. Pay-out for performance between targets 1s calculated
on a straight-Iine basis

Performance metrics used, weighting and time period applicable

Performance s assessed on an annual basis, using a combination of the Group's main performance indicators for the year and other
objectives designed to support the Group's strategy. Metrics, which will include financial and non-financial metrics as well as the
achievement of personal objectives, will be determined and weighted each year according to business prionties. 75-80% will relate
o0 financial metnics.

Metrics and weightings to be determined annually Proposed metrics and weightings applicable in 2017

Group EPS - 40%

Group cash - 25%

Order intake - 15%

Safety — 5%

Personal chjectives designed to support the Group's strategy — 15%

See notes 4 and 5 on page 124 regarding the selection and weighting of performance metrics

Notwithstanding performance against the applicable matrics, all bonus payments are at the discretion of the Commuttee, which wall
be based on an assessment of the indvidual's personal contribution to business performance over the relevant year and leadership
behaviours demonstrated in making that contribution, relative to others.

Leng-Term Incentives (LTI}

Operation
Long-term incentives will operate under the BAE Systems Long-Term Incentive Plan approved by sharehaiders at the 2014 AGM.

The size of awards granted 1s based on a percentage of salary, which is divided by the share price to determine the number of
shares subject to the award.

Dividend equivalents in respect of vested shares may be paid at the time of vesting {or exercise, in the case of options) and are
not taken into account when determining indwidual hmits.
Aomalus and clawback mechanism may be applied, unti two years after vesting, or 1if sooner, the fifth anniversary af grant, or
the cccurrence of certain corporate events, to all awards granted on or after 25 March 2015 where
- the Company is entitled to terminate employment for cause or the participant has engaged in rmisconduct {including breach
of policyywhich gives rise to other disciplinary sanction,
- the results of the Company and/or relevant business or businesses for any period have been restated or subsequently appear
matenally inaccurate or misleading:
— any Group company or business unit has made a material financial loss; and/or
— the measurement of any performance condition does not reflect the actual performance of the Company over the
performance period.
The Committee will establish the targets for each measure at the start of each performance period based on Group projections and
market expectations for the business. The performance conditions for previous awards are described in the Annual remuneration report.
Awards and performance conditions can be adjusted to take account of vanations of share caprtal and other transactions ar events,
On a change of control or similar transaction, awards generally will vest to the extent performance conditions are then satisfied
(if applicable) and then be pro-rated to reflect the acceleration of vesting unless the Committee decides othenwise. Alternatively,
awards may be exchanged for equivalent awards over shares in the acquiring company.
The share plzn rules may be amended from time-to-time by the Committee in certain arcumstances incduding minor changes
for administrative, tax or other reguiatory purposes.
Subject to this Policy, performance conditions of awards already granted may be amended in accordance with their terms or 1f
anything happens which causes the Committee reascnably to consider it appropriate to do s

Performance metrics used, weighting and time period applicable
See notes 4 and 5 on page 124 regarding the selection and weighting of performance metrics.

BAE Systems
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Directors' remuneration policy
continued

Executive directors’ policy table continued

Long-Term Incentives (LT1) continued
Maximum opportunity
Over the lifetime of this Policy, the Committee will have discretion to vary the weighting of different types of awards within the
framework set out below, but the overall LT! Expected Value {EV) will remain the same (assuming the LTI EV is calculated as 50%
of face value for Performance Shares, 20% of face value for Share Options and 100% of face value for Restricted Shares):
— UK executive directors’ awards will consist of & mix of Performance Shares and Share Options (with Share Options comprising

nu more than 50% of averall LTHEY).
— US executive directars’ awards will consist of a mix of Perfarmance Shares and Restricted Shares {with Restricted Shares comprising
no more than 50% of overall LTI Ev).

Performance metrics used, weighting and time period applicable
See belaw in relation to Perfermance Shares and Share Options.

In addition to the primary performance tests set out below, the Committee confirms and recogrises s oblgation 1o judge the
overall reasonableness of the rewards received relative to the overall business actions and results achieved. When determining the
final performance condition ouicome under Performance Share and Share Option awards, the Committee will have discretion over
the numper of awards vesting in light of other important factors in the business (reasonable discretion). The discretion may result in
vesting of awards going upwards {subject to maximum 1G0% vesting of awards) as well as downwards. Any factors will be properly
considered as they arise and any discretion to the calculated results will be apphed in & highly disciplined manner and the rationale
and impact wall be reported transparently. The use of reasonableness discretion would apply to LT awards granted 1o executive
directors after the commencement of this Policy.

See notes 4 and 5 on page 124.

Long-Term Incentives - Performance Shares

Purpose and link to strategy
Drive and reward delivery of sustained long-term EPS and TSR performance aligned to the interests of shareholders.

Operation
For non-US executive directors, awards, typically in the form of nil-cost options, wil vest subject to performance and service conditions
o the fifth anniversary of grant, These will be exercisable between the fifth and tenth anniversary of grant or such shorter period as
may he specfied by the Committee.

For US executive directors, awards are dehvered as conditional share awards [RSUS). To maintain the corrpetitiveness of the LT! offening
‘ n the US, awards will vest automatically on the third, fourth and 1l gniversary of grant, subyert to performance conditions.

Policy maximum opportunity

Award Tevels apphicable to UK executive directors for normal annual grants (assuming the current LT1 EV weightings in Performance
Shares and Share Options} are as follows:

Chief Executive. 250% of salary

Chief Operating Officer; 230% of salary

Group Finance Director; 215% of salary

Award levels applicable to US executive directars for narmal annual grants (assuming the current tTI EV weightings in Performance
Shares and Restricted Shares) are as follows:

President and Chief Executive Officer of BAE Systems, Inc.: 288% of salary
Note the percentages above could be exceeded if the LTI EV weightings were to be varied (see above).

Where a nevy executive director role is estabhshed, the maximum opportumity will not exceed that of the Chief Operating Officer
role as set oul abave.
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Long-Term Incentives - Performance Shares continued

Performance metrics used, weighting and time period applicable
Metrics and weightings will be as follows (subject 1o the Committee’s ability to adjust as set out below)

- 50% of award based on TSR relative to one or more appropriate comparator groups over the three-year performance perod as
sefected by the Committee at the time of grant,

- Vesting of each comparator group 15 determmmed as nit vesting if TSR ranked below median in the peer group; 25% vesting if
TSK ranked at the median; 100% vesting if TSR ranked in the upper quintile; pro-rata vesting for performance between median
and upper quintile

- If more than one comparator group is used, vesting of the TSR portion of the award will be determined by the average of the
vesting outcomes frorm each comparator group,

- Award subject to a secondary financial measure as set out on page 112,

- 50% of award based on average annual EPS growth over the three financial years starting with that in which the award 1s granted,
with 25% vesting for threshold performance, 50% vesting for target performance and 100% vesting for stretch performance
Pro-rata vesting for intermediate performance.

The metrics and weightings applicable in 2017 are as follows:

- 50% of award based on TSR relative to the following twa comparator groups over the three-year performance period:

- At least ten other international defence companies selected by the Committee at the time of grant.

- All companies in the FTSE 100 index

— 50% of award based on average annual EPS growth over the three financial years starting with that in which the award i< granted,
with threshold performance requirement as average annual EPS growth of 3%, target performance requirernent as average annual
ERS growth of 5% and stretch performance requirement as average annual EPS growth of 7%.

Note that awards granted to executive directors from the date of the 2017 AGM would be subject to application of reasonableness

discretion in light of other important factors in the business as described earfier,

The Committee can adjust the weighting of the £PS and TSR conditions and, if considered appropriate, the Committee may introduce

an alternate performance conditicn aigned to the Company’s strategy.

See notes 4 and & on page 124,

E
|

Lang-Term Incentives - Share Options

Purpose and link to strategy
Drive and reward delivery of sustained long-term EPS and TSR performance and sustained improvement in the Company’s

share price.

Operation
Share Options have an exercise price set at market value at grant.

for non-US executive directors, awards vest subject to performance and service conditions on the hth anniversary of grant and waill
be exercisable between the fifth and tenth anniversary of grant.

US executive directors are not eligible.

Policy maximum opportunity

Award levels apphcable o UK executive directors for normal annual grants {assuming the current LTI EV weightings in Performance
Shares and Share Options) are as fallows.

Chief Executive: 300% of salary

Chief Operating Officer 300% of salary

Group Finance Director 300% of salary

Note the percentages above could be exceeded if the LTI EV weightings were to be varied (see page 120).

wWhere a new executive director role is established, the maximum cpportunity will not exceed that of the Chief Operating Officer
role as set aut above.

Performance metrics used, weighting and time period applicable

For Share Option awards made to the executive directors, exercise is subject to the TSR and EPS performance conditions (subject to any
adjustment described above) and application of reasonableness discretion as set out above.

Note that for Share Option awards granted to the executive directors prior to the 2017 AGM, exercise is subject o the TSR performance
conditicns as set out In our policy approved at the 2014 AGM.,

See notes 4 and 5 on page 124
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Directors' remuneration policy
continued

Executive directors’ policy table continued

Long-Term Incentives — Restricted Shares

Purpose and fink to strategy
Provide Jong-term reward through time-vesting awards principally in the Company’s US market.

Operation
The shares are subject only to the condition that the participant remains employed by the Group on the vesting date {three years
after the award date). These awards are not subject 1o a performance condition as it is designed to address competitive market

pracuce and retention issues principally in the US. Non-US executive directors are not eligible,

Policy maximum opportunity
Award levels applicable to US executive directors for narmal annual grants (assuming the current LTI EY weightings n Perfarmance
Shares and Restricted Shares) are as follows:

President and Chief Executive Officer of BAE Systerns, Inc.. 150% of salary

Performance metrics used, weighting and time period applicable
None,

See notes 4 and 5 on page 124 J

Benefits

Purpose and link to strategy
Provide employment benefits which ensure that the overall package is market competitive when these elements are
taken into account.

Operation

Benefits include provision of a company car (or cash equivalent), life assurance and ill-health benefit cover which are provided directly
or through membership of the Company's pension schemes. The main benefits in the UK include a car allowance {currently £16,000
per annumy, private use of a chautfeur-driven car and annual medical screeming, plus he assurance and ill-health benefit cover provided
through membership of the Company's pension schemes.

Opportunity for UK executive directors to participate in the Share Incentive Plan, a tax approved all-ernplayee plan,

In the US, benefits ndude o cash allowance for car and parking (rurrently $20,900 per annum) and private use of a chauffeur-driven
car, medical and dental benefits, and insured life and disabiiity benefits,

additional benefits, such as relocation assistance, may afso be prowided in certain circumstances If considered reasonabie and
appropriate by the Committee. Relocation assistance comprises reimbursement for direct items of expenditure, such as legal,
estate agency, rermovals and temporary accommodation.

Directors’ and Otficers’ insurance cover is also provided for all executive directors.

Maximum opportunity

Benefits are set at a level which the Committee considers ta be appropriate against comparable roles in companies of similar size

in the relevant market.

Benefits are as reported and itemised within the single total figure shown as part of the Annual remuneration report on page 99.
The maximum cost of such benefits wil reflect the associated market-competitive cost of provision. Relacation assistanice is based
on actual costs incurred which are linked to the size and value of the property, plus 2 maximum relocation allowance of £2,500.

Participation limits for the Share Incentive Plan are those set by the UK tax authorities from time-to-time

Perfarmance metrics used, weighting and time period applicable
None,

BAE Systerns
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Pension

Purpose and link to strategy
Provide competitive post-retirement benefits or cash allowance equivalent,

Operation

The current Chief Executive and Group Finance Dwrector as at 22 February 2017° are members of the BAE Systems Executive Pension
Scheme and members of an underlymg emplayee pension plan, which together prowide a target benefit for executwe directors
payable at normal retirement age (62) of 1/30th of final pensionable earnings (FPE) for each year of service up to a maximum of
two-thirds of FPE Member contributions are currently 8% of salary Further detall s provided cn page 107 as part of the Annual
remuneration report.

The current Chiet Operating Officer’ as at 22 February 20177 15 a memper of the defined contribution section of the BAE Systerrs
Executive Pension Scherme (EPS DCRPY. In line with our policy, Company contnbutions are 19% of salary and member contributions
are 6% of salary. Where the Annual Allowance {AA) s breached, as 1s the case with the Chief Operating Officer, he will pay member
contributions up to the AA imit and the Company contributions will be paid as a salary supplement.

For any new externally-appointed UK executive directors, or internally appointed UK executive directors who are not members of

a BAE Systerns defined benefit scheme, membership of the BAE Systems EPS DCRP 15 offered with contribution requirements set
as a percentage of base salary dependent on grading. Individuals may elect to receve some or all of their Company contributions as
a cash allowance. For any internally-appomnted UK executive directors whao are already members of a BAE Systems defined benefit
scheme, the Company may offer to maintain their membership in that pension arrangement (with the contribution rates appropnate
to that arrangement), or the choice of membership of the BAE Systems EPS DCRP as set out above.

Where UK executive directors’ pension entitlement or accrual i restricted to the Lifetime Allowance (LTA) and/or the AA, the
Company may offer an unfunded pension promise or salary supplement to offset the impact of these restrictions

The current President and Chief Executive Officer of BAE Systems, Inc. as at 27 February 2017¢ participates in a Section 401(k)
defined contribution arrangement in which the company matches his contributions up to a maximum of 6% of salary, subject
to US regulatory irmits,

Any new externally-appointed US executive directors, or internally-appointed US executive directors who are not members of a pension
plan, would be offered membership of the US Section 401(k) defined contnibution plan. For any mternally-appointed US executive
directors who are members of the 2006 Plan and Non-Qualified Plan, these plans provide a cash sum at retirement equal to the sum
of the annual accruals, currently set at $1,000 from the 2006 Plan and $500 from the Non-Qualified Plan. The Campany may offer

te maintain membership of the 2006 Plan and Non-Qualified Plan, in addibon to membership of the US Section 401¢k) defined
contribution plan.

Maximum opportunity

The BAE Systerns EPS DCRP provides a maximurm Company contribution of 19% (in addition to employee contribution of 6%)

of base salary.

Under the existing executive defined benefit scheme, a maximum of two-thirds of £FPL1s accrued at 1/30th for cach year of service.
Where UK executive directors’ pension entitlement or acerual Is restricted to the LTA and/or the AA, the Company may offer an
unfunded pension promise or salary supplement to offset the impact of these restrictions.

The US Section 401(k) defined contribution plan prowdes 100% cormpany matching contributions up to a maximum of 6% of base
salary, subject to US statutory hmits

For US executive directors who are members of the 2006 Plan and Non-Qualified Plan, these plans provide a cash sum at retirement
equal to the sum of the annual accruals, currently set at $1,000 from the 2006 Plan and $500 from the Non-Qualified Plan.

1 1an King, Crief Executive as at 22 Fesruary 2017, retred on 30 Jure 2017, Charles Woodburn, Chiet Operairg Otticer as at 22 February 201/, was
appointed as Chief Executive with effect from 1 July 2017
2. Date of approva! of the Company‘s 2016 Annual Report in which this pelicy was angnally published
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Directors' remuneration policy
continued

Executive directors’ policy table continued

Notes to the executive directors’ palicy table

Remuneration policy for other employees

. The Company’s approach to annual salary reviews is consistent across the Group, with consideration given ta the scape of the role,

level of experience, performance and market data for similar roles in other companies.

All leaders may participate in an annual bonus scheme with similar metrics to those used for the executive directors. Other employees

may participate in performance-based incentive plans which vary by organisational level and with relevant metrics for the particular

area of the biusiness.

LTI grants may be made te the most senior managers in the business {approxumalely 400 iIndividuals globally). The nature of the

awards depends on the individual’s [ocation, roles and responsibifities, in particufar:

- performance conditions and targets for performance share grants made to UK and Rest of World participants are made
inline with those applying to executive directors;

~ for US participants below Executive Committee level, performance share grants are normally subject to BAE Systems, Inc,
operating cash flow and EPS performance conditions and targets;

~ Performance Shares applicable ta participants below executive director level vest on the third anniversary subject to performance
concitions and are exercisable {or released in the case of US participanits) in equal tranches on the third, fourth and fifth anniversary
of grant;

~ Share Options are granted to participants below executive director level; there are no performance conditions attached and they
vest and are exercisable after three years; and

~ Restricted Share grants are currently made to the most senior managers in the US businesses retlecting competitive market practice
and vest after three vears.

[N}

w

Performance measures and targets

4. The Committee selected the performance conditions because these are central to the Company's overall strategy and are the
key metncs used by the executive directors to oversee the operation of the business. Any non-financial performance targets are
determined by the Cammmittee in consultation with the Corporate Responsibility Committee,

. The performance conditions and targets are determined annually by the Committee (within the parameters set out above), taking
account of the Group’s strategic objectives, the internal business plan and budgets, as well as external market expectatrons and
general economic conditions. The Committee 1s of the view that the performance targets for the annual bonus are commercially
sensitive and that it would be detrirmental w the interests of the Compary to disclose therm betore the start ol the linandial year.
The targets wall he disclosed retrospectively after the end of the relevant financial year,

[Sa)

Minimum Shareholding Requirement {(M5R)

6. The Committee has agreed a policy whereby the executive directors are required to establish and rmaintain a minimum personal
sharehelding equal to a set percentage of base salary. An Intial Value must be achieved as quickly as possible using shares vesting or
options exercised through the executive share option schemes and other LT! schemes by retaining 50% of the net value (i.e the value
after dedurction of exercise costs and tax) of shares acguired under these schemes Once the Initial Value is achieved, a Subsequent
Value must be achieved in the same way, except that a minimum of 25% of the net value must be retained on each exercise or
acquistion. The Commmittee has discretion to increase the initial Value and/or Subisequent Value (see belowd, Shares owned bereficially
by the director and his/her spouse count towards the MSR The MSR does not apply after the ndividual has ceased to be a director.
Any case of non-comphance would be dealt with by the Committee

The following table sets out MSR nitial Value and Subsequent Value apphcable from 2018:

Inital Va'lue Subsequent Valua
Chief Executive 150% 300%
Chief Operating Officer 100% 200%
Group Finance Dfrector 100% 2a0%
President and Chief Executive Officer of BAE Systerns, Inc. 212.5% 425%
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Hlustration of application of remuneration policy

The charts below show the value of the package each of the executwve directors would receive in the first year of operation of the
Policy. The values are based on 2017 levels for base salanes, benefits and pension and assume that the office-holders at the date of this
Palicy coming mte effect are employed throughout the first year of operation of the Policy. Annual and long-term incentives are based
on awards applying in 2018, The charts assurne the following scenanas rrunimum fixed pay tincluding salary, benefits and pension

as provided n the single figure table on page 85 of the 2016 Annual Report), pay receivable assuming on-target performance is met;
and maximum pay assuming vanable elements pay out in full The scenarios below exclude any share price appreciation and dividends

Chief Executive designate’ (£'000)

Chief Executive! (£'000)

Maximum PE3 3

7045

On-target KM

Minimur 1,643

35845

0 dto6 T &0 "8.000
Value of package (£7000}
Chief Operating Officer' (£'000)
Maximum 4,707
on-target EEESETTANETEN ° 527
Minimum 919
o T Taoe 4,000 76,000
Value of package (£7000)

Group Finance Director (£'000)

Maximum L

On-target EEEA 2,'29

Minimum 1025

o 1,000 2,000 3000
Value of package {(£'000}

President and Chief Executive Officer
of BAE Systemns, Inc. ($'000)

Maximum EE¥

On-target krd 4,9 D?

Minimum 2605

o] 2,000 4,000 6,
value of package ($'000)

B Fixed elements of remuneration
B Annual ponus
Performance Shares and Share Options

1 lan King, Chief Executive as at 22 February 2017, retired on 30 June 2017
Charles Woodburn, Chief Operating Otficer as at 22 February 2017, was
appainted as Chuef Executive with effect from 1 July 2017

Maxirum 588l
319

On-target ELk
Minimum 1,068

- s
0 2,000 4,000
Value of package (£'000}

6,000

[

Executive directorship changes

As arnounced on 22 Febraary 2017, 1an Keng will retive as Chief
Executive on 30 June 2017 and Charles Woodburn, Chief Operating
Officar, will be appointed as Chef Executive on 1 July 2017 Tre
left-hand chart above illustrates lan King's rAemuneration f he were
Ch et Sxecunive throughout tre year, and the night hand chart acove
ilustrates Charles Woodburn's remuneration if he were Chief Executive

throughout the year The chart to the left iliustrates Charles Woodburn's

remuneration it he were Crief Operat ng Sfhicer throughout the year.

|
{
|
|
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Directors’ remuneration policy
continued

Non-executive directors’ (NEDs) policy table

Fees

Purpese and link to strategy

To attract NEDs who have a broad range of experience and skilis to provide independent judgemenit on issues of strategy,
performance, resources and standards of conduct.

Qperaticn

NEDs' fees are set by the Non-Executive Directors’ Fees Committee.

NEDs receive a basic fee with an additional fee for those who are chairmen of committees and/or undertake the role of Senior
Independent Directar.

NEDs also receive a travel aflowance per meeting on each accasion that & scheduled Board meeting necessitates air travel of more
than five hours (one way) to the meeting location, subject to a maximurm of six travel allowances per year.
Fees are typically reviewed annually, taking into account time commitment requirements and responsibility of the indwidual roles,
and after reviewing practice in other comparable campanies.

The Chairman’s fees are set by the Remuneration Committee on a three-year basis and not normally subject to review during
that period.

Maximum opportunity
Actual fee fevels are disclosed in the Annual remuneration report for the relevant financal year.

The current Chairman's fee has been set at £700,000 from 1 February 2017 and is fixed at this level for three years.

The aggregate cost of fees and benefits paid to NEDs (including the Chairman) will not exceed an annual imit of £2.5m and the cost
of fees and benefits paid to the Chairman will not exceed £1.25m annually.

Performance metrics used, weighting and time period applicable
None,

Benefits

Purpose and link to strategy
Reimbursement for reasanable and documented expenses incurred in the performance of duties.

Operation
NEDs are not eligible to partiapate in any pension benefits provided by the Company, nor do they participate in any performance-
related incentives,

The Chairman s provided with a chauffeur-driven car. This may be used for non-Company business, but the cost of the benefit
of such usage shall be paid by the Chairman.

Reimbursement of travel and subsistence costs (including payment of the assocated tax cost) incurred by the director or hissher
spouse whilst undertaking duties on behalf of the Company that may be assessed as a benefit for tax purposes. Directars’ and
Officers’ insurance caver is also provided for all directors.

Maximum opportunity
See the aggregate limit under 'Fees’ above

Prior cammitments

For the duration of this Policy, the Company will honaur any commitments made in respect of executive director and non-executive
directar remuneration and benefits before the date on which either: (i) the Directors’ remuneration policy becomes effective, or (1y an
individual becomes a director, even where such commitments are not consistent with the policy set out in this report or prevailing at
the time any such commitment is fulfilled. This includes (without limitation) all existing share awards as detalled on page 102 of the
2013 Annual Report under the PSP, SMP, RSP, ExSOP and ExSOP2 2 that remain outstanding, Peter Lynas’ second residence allowance
as detailed on page 93 of the 2013 Annual Report, and any commitments entered into (such as grants of share awards) consistent with
a previously appraved Directors’ remuneration policy that was applicable at the relevant tme,
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Approach to recruitment remuneration

The recrurtment policy provides an appropriate framework within which to attract individuals of the required calibre to lead a company
of BAE Systems’ size, scale and complexity The Remuneration Committee determines the remuneration package for any appointment
to an executive director postion, either from within or cutside BAE Systems.

Operation

The Remuneration Committee wili take into consideration all relevant factors, ncluding overall total remuneration, the type of
remuneration being offered and the junsdiction from which the candidate was recruited, and will operate in order to ensure that
arrangements are in the best interests of the Company and its shareholders without paying more than is necessary to secure the
individual of the required calibre.

The fees and benefits applicable to the appoimtment of any new non-executive directors will be in accordance with the policy table
on page 126.

Opportunity

. The Committee seeks to align the remuneration package offered with the policy set cut in the executive directors’ policy table above
} recognising that participation under the policy above varies by geography.

1 - For UK and other non-US executive director appointments, participation in annual incentive plans will not exceed 225% of annLial
| salary and long-term awards under this Policy will not exceed 550% of annual salary.

- For US executive director appointments, participation in annual incentive plans wil not exceed 225% of annual salary and long-term
awards under this Policy will not exceed 500% of annual salary.

The Committee nray make awards on hiring an external candidate to ‘buy-cut’ existing equity or, m exceptional circumstances, other
elements of remuneration forfeited on leaving the previous emplayer. In doing so, the Committee will take account of relevant factors
including any performance conditions attached to these awards, the form in which they were granted (e.g. cash or shares) and the
time over which they would have vested. Buy-out awards would be capped to be no higher, on recruitment, than the fair value of
those forfeited. Full details will be disclosed in the next Annual remuneration report following recruitment which will include details
of the need to grant a buy-out award.

Fixed elements (base salary, retirement and other benefits)

The salary level will be set in accordance with the principles for setting base salary described in the executive directors’ pelicy
table above.

The executive director shall be eligible to participate in applicable BAE Systems’ employee benefit plans, including coverage under
apphcable executive and employee pension and benefit programmes in accordance with the terms and conditions of such plans, as
may be amended by the Company in 1ts sole discretion from time to time.

In the case of promotion of an existing Group employee 10 an executive directorship on the Board, commitments made before such
promotion will continue to be honoured whether or not they are consistent with the remainder of this Policy.

Annual Incentive Plan
The appointed executive director will be eligible to earn a discretionary annual bonus In accordance with the annual incentive
framework as described in the executive directors’ policy table above

The Jevel of opportunity will be consistent with the policy disclosed in the executive directors’ palicy table in this report and subject
to the maximums referred 10 therein and under "Opportunity’ above.

Long-Term Incentive Plan
The executive director will be eligible for equity awards in such amounts as the Committee may determine in its scle discretion,
subject to this Folicy and tne rules of the Long-Term Incentive Plan.

The leve! of opportunity will be consistent with the policy set cut In the executive directors’ policy table above and subject to the
maximums referred to therein and under "Opportunity” above

Other
For internal and external appointments, the Committee may agree that the Company will meet certain relocation expenses in
accordance with the provisions described under the Benefits section of the policy table on page 122.
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Directors’ remuneration policy
continued

Service contracts ond letters of appointment

Executive directors

Operation
In accordance with long-established policy, all executive directors have rolling service agreements which may be terminated in
accordance with the terms of these agreements

Dates of appointment for executive directors

Name Date of appointment Notice period

lan King' 1 September 2008 12 months either party T
Charles Woodburr’ 1 July 2017 12 months either party T
Patar Lynas 1 Aprl 201) 12 months either party

lerry DeMuro ) 1 February 2014 - 90 days either party’

1 Retired on 3G June 2017

2 Appointerd to the Board as Chief Operat ng Otf.cer on 9 May 2016, appainted as Chief Executive with effect from 1 July 2017,

3 Jerry DeMurc's contract of employment automatically renews for one-year penods from 31 December each year, unless one party gives at least
30 days’ not ce of non-reriewal.

Notice period
The Committee’s policy 15 that the service contracts of executive directors will not exceed 12 months (n exceptional circumstances, in
relation to newly recruiting an executive director operating in a US environment, the notice period may be extended to a maximum of
24 months and structured such that it reduces to no mare than 12 months by no later than the end of the first complete year of service.

Change of control
No executive director has provisions i His service contract that relate to a change of cantrol of the Company.

Chairman

The Chairman’s appointment is documented in a letter of appointment and he is required to devote no fewer than two days a week

to his duties as Chairman. 1His appointment as Chairman fwhich commenced on 1 February 2014) wall automatically terminate f he
ceases ta he a director of the Company, The Chairman's appaintment was reviewed by the Nomingtions Commuttee prior ta the end

of his initial three-year term and has been extended until February 2020, unless it 15 terminated earlier In accordance with the Company’s
Articles of Association or by the Company or the Charman giving not less than six months’ notice.

Non-axecutive directors
The non-executive directors do not have service contracts but do have letters of appointment detaiing the basis of their appointment.
The dates of their original appomtment are shawn below:

Name Date of appointment Expiry of current term
Revathi Advaithi ' ' 0101.2018 3112.2020
Elizabeth Cerley S 01022016 0102.2022
Harriet Green 01.11.2010 31.10 2019
Chris Grigg 01.07.2013 T 30.06.2022
Paula Rosput Reynolds 01.04.2011 31.03.2020
Nick Rose 08.02.2010 3112 2019
lan Tyler 08.05.2013 07052022

1 Appointed to the Board on 1 January 2018

The non-executive directors are normally appointed for an inital three-year term that, subject to review, may be extended subsequently
for further such terms Any third term of three years is subject 1o rigorous review, taking into account the need progressively to refresh
the Board. Non-executive directors do not have periads of natice.

In accordance with the UK Corporate Governance Cade, all directors are subject to annual election or re-election at the Company's AGM.

Palicy on payment for loss of office

Operation
The polcy on payment far loss of office provides a clear st of prinaples that govern the payments that will be made for loss of office,
and take account of the need to ensure a smooth transition for leadership roles during times of change. The policy that will apply for
a specific executive director's payments for loss of office will be the policy that was in place at the point when the payments for loss
of office were agreed for the executive director in question.

Any termination payment made in connection with the departure of an executive director will be subject to approva! by the
Committee, having regard to the terms of the service cantract or other legal obligations and the specific arcumstances surrounding
the termination, including whether the scenario aligns to an example under the approved leaver criteria, performance, service and
health or other circumstances that may be relevant,

in addition to payments described below, the Committes may pay such amounts a5 are necessary to settle or compromise any claim
or by way of damages, where the Committee views it as in the best interests of the Company to do so. in the evant of the termination
of an executive director's contract, it is the Cormnmittee’s policy 1o seek to limit any payment to not maore than cne year's base salary.

128 Ao



Notice and pay in lieu of notice

Executive directors’ contracts allow for termination with contractual notice from ether party or termination by way of payment of base
salary in heu of notice, at the Cornpdny's discretion. Neither notice nor a payrment in lied of notice will be given in the event of gross
misconduct. Any new executive director contracts since 2016 (including the Chief Operating Officen concerning payment in lieu of
notice provisions alfow for the Committee to exercise discretion to apply phased payments and mitigation on that executive director
securing alternative employment

Jarry DeMuro’s contract of employment automatically renews for one-year periods from 31 December each year, unless one party
gwves at least 90 days' notice of non-renewal If the employment s (a) terminated by the Corrpany (other than for cause as defined
In the cantract} or (b} he resigned for a ‘Good Reason’ (as defined in his contract), he is entitled to a termenation payment equal to
(i) one year's base salary and (i} a bonus payable at target level pro-rated for service for the relevant financial year. He will also be
entitled to a continuation of medical benefits far 18 months (or a cash payment i liew).

Other than notice payments, the Company has no obligation to make any termination payments when the Chairman’s appointment
terminates, Non-executive directors do not have periods of notice and the Company has no obligation to make any termination
payments when their appointment termimates, other than to pay fees in accordance with the appointment letters.

Retirement benefits
As governad by the rules of the relevant pension plan. No enhancement for ieavers will be made.

Annual Incentive Plan

Where an executive director’s employment is terminated after the end of a performance year but befere the payment s made, the
executive director will remain ehgible for an annual incentive award for that performance year subject to an assessment based on
performance achieved over the period No award will be made in the event of gross misconduct,

The Committee may, as set cut below, exercise its discretion to allow an annual incentive payment for the year of cessation as part
of the termination package for executive directors. Where it does so, the exercise of the discretion and reason why the Cammittee
considered such action appropriate wilt be disclosed.

Where an executive director leaves during the relevant performance year by reason of death, il-health, disability, retirement, a transfer
of business or redundancy, the Committee may use its discretion to determine that an executive director wall remain entitled 16 recere
a bonus (subject to an assessment based on performance over the performance year and pro-rated for time} in respect of the financil
year in which the individual ceased employment. One third of the bonus will be subject to compulsory deferrat as set out previously,
unless the Committee decides otherwise.

The Committee's policy 1s not to award an annual incentive for any portion of the notice period not served.
The treatment set put above does not apply to the President and Chiel Executive Otficer of BAE Systems, Inc,

Long-Term Incentive Plans
The treatment of outstanding share awards in the event that an executive director leaves is governed by the relevant share plan rules.

Under the Long-Term tncentive Plan, where an executive director leaves the Group by reason of ill-health, injury, disability, retirement
with the agreement of the Company, sale of a business or employing company, redundancy or leaving in such drcumstances as the
Committee determines (each an ‘approved leaver’), unvested awards and options generally continue and vest on the normal vesting
date (or, in the case of Performance Shares held by US executive directors, the first normal vesting date or, if later, cessation), unless

On vesting, the number of shares under award will, untess the Committee decides otherwise, be reduced pro-rata to reflect the
periad in which the executive director was in employment as a proportion of the relevant vesting period (or in the case of Performance
Shares held by US executive directors or Performance Shares granted prior to the 2017 AGM, as a proportion of the initial three-year
vesting period).

Awards are then pro-rated as set out above,

Where an executive director’'s employment is terminated for any other reason, his unvested awards and options will lapse. Options
normally remain exercisable for six months after cessation (or vesting, if later} and 12 months after death.

If the Committee exercises its discretion to treat a director as an approved leaver as permissible under the leaver provisions of the share
plan rules, the exercise of the discretion and reason why the Committee considered such action appropriate will be disclosed.

Where an executive director's employment is terminated or an executive director 1s under notice of termination for any reason at the
date of award of any Long-Term Incentive awards, no Long-Term Incentive awards will be made.

the Committee determines that the awards should vest on cessation. Any performance conditions will be apphied at the time of vesting.

In the event of death, awards generally vest at the time of death subject 1o the satisfaction of any perfermance conditions at that time.

Consideration of employment conditions elsewhere in the Company

The Committee does not consult directly with employees as part of the process for reviewing executive pay, When considering
salary increases for the executive directors, the Committee considers the general level of salary increase across the Group and
in the external market.

Stakeholder considerations
The Committee conducts an annual programme of consultation with major shareholders in order to seek their input 1o the
development of remuneration policy or plans.
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Company registration

BAE Systems plc is a public company limited
by shares registered in England and Wales
with the registered number 1470151.

information

Directors

The current directors who served during
the 2018 financial year are listed on pages
78 and 79. Revathi Advaithi was appointed
to the Board on 1 January 2018,

The Board has agreed to appoint Nicole
Piaseckl and Stephen Pearce as non-executive
directors with effect from 1 June 2019.

Dividend

An interim dividend of 9.0p per share was
paid on 30 November 2018. The directors
propose a final dividend of 13.2p per ordinary
share. Subject to shareholder approval, the
final dividend will be paid on 3 June 2018

to shareholders on the share register on

23 April 2019. Information an dividend
waivers is given on page 190,

Annual General Meeting {AGM)

The Company’s AGM will be held on

9 May 2019. The Notice of Annual General
Meeting is enclosed with this Annual Report
and details the resolutions to be proposed
at the meeting.

Certain information in the Strategic report
The following items are set out in the Strategic
report on pages 110 71:

- disclosures in relation to the use of financial
instruments;

particulars of Important events affecting
the Group which have accurred since
31 December 2018,

an indication of likely future developments
in the business of the Group;

an indication of the activities of the Group
in the field of research and development;

- actions taken to introduce, maintain
or develop arrangements aimed at
employees; and

- greenhouse gas emissions.

BAE Systems
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Statutory and other

Office of Fair Trading undertakings

As a consequence of the merger between
British Aerospace and the former Marceni
Electronic Systems businesses in 1999, the
Company gave certain undertakings to the
Secretary of State for Trade and Industry
(now the Secretary of State for Business,
Energy and Industrial Strategy). In February
2007, the Company was released from the
majority of these undertakings and the
remainder have been superseded and varied
by a new set of undertakings. Compliance
with the undertakings is monitored by a
compliance officer. Further information
regarding the undertakings and the contact
details of the compliance officer may be
abtained through the Company Secretary
at the Company's registerad office or
through the Company’s website.

Profit forecast

In its half-year results announcement

on 1 August 2018, the Group made the
following statement, which is regarded

as a profit forecast for the purposes of the
Financia! Conduct Authority’s Listing Rule
9.2.18 {and which amended the profit
forecast made in the Group’s full-year results
announcerment on 27 February 2018 and

in the Annual Report 2017):

“In aggregate, we expect the Group's
underlying earnings per share for 2018

to bein line with the full-year underlying
earnings per share for 2017, with some smail
additiona! benefit from exchange translation.*

*Compared with the Group's aciual
nerformance for 2017 as re-presented

to reflect the impact of the adoption of
IFRS 15 from 43.5p 10 42.1p and assuming
4 US$1.35 to sterling exchange rate.”

Underlying earnings per share was 42 9p
in 2018.

Employees

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

Political donations
No political donations were made in 2018

tssued share capital
As at 31 Decernber 2018, BAE Systems'

issued share capital of £86,686,002 comprised

3,467,440,044 ordinary shares of 2.5p each
and one Special Share of £1.

Treasury shares

As at 1 January 2018, the number of shares
held in treasury totalled 281,232,732 (having
a total nominal value of £7,030,818 and
representing 8.1% of the Company's called up
share capital at 1 January 2018). During 2018,
the Company used 9,582,602 treasury shares
{having a total nominal value of £239,565 and
representing 0.3% of the Company's called up
share capital at 31 December 2018) to satisfy
awards under the Free and Matching elements
of the Share Incentive Plan (5,739,686 shares
in aggregate), awards under the Free and
Matching efements of the International Share
Incentive Plan (763,754 shares in aggregate),
awards vested under the Performance Share
Plan and Performance Shares element of the
Lorig-Term tncentive Plan (1,098,521 shares),
awards vested under the Restricted Shares
element of the Long-Term Incentive Plan
(1,123,760 shares), and options exercised
under the Executive Share Option Plan
(856,881 shares). The treasury shares utilised
in respect of the Share Incentive Plan, the
International Share Incentive Plan, and the
Performance Share Plan and the Performance
and Restricted Shares elements of the
Long-Term Incentive Plan were disposed

of by the Company for nil consideration.

The 856,881 shares disposed of by the
Company in respect of the Executive Share
Option Plan were disposed of by the Company
for an aggregate consideration of £3,735,882.
As at 31 December 2018, the number of
shares held in treasury totalled 271,650,137
{having a total nominal value of £6,791,253
and representing 7.8% of the Company’s
called up share capital at 31 December 2018).

The rights to treasury shares are restricted
in accordance with the Companes Act and,
in particular, the voting and dividend rights
attaching to these shares are automatically
suspended.



Rights and obligations of ordinary shares
On a show of hands at a general meeting
every holder of ordinary shares present in
person and entitled to vote shall have one
vote, and every proxy entitled to vote shall
have one vote (unless the proxy is appointed
by more than one member in which case the
proxy has one vote for and one vote against

if the proxy has been instructed by one or
more members to vote for the resolution and
by one or more members to vote against the
resolution; or if the proxy has been instructed
by one or more shareholders to vote either
for or against a resclution and by one or more
of those shareholders to use his discretion
how to vote). On a poll, every member present
in person or by proxy and entitled to vote shall
have one vote for every ordinary share held.
Subject to the refevant statutory provisions
and the Company's Articles of Association,
holders of ordinary shares are entitled to a
dividend where declared or paid out of

profits available for such purposes. Subject

to the relevant statutory provisions and the
Company’s Articles of Association, on a

return of caprtal on a winding-up, holders of
ordinary shares are entitled, after repayment
of the £1 Special Share, to participate in such
a return. There are no redemption rights in
relation to the ordinary shares

Rights and obligations of the Special Share
The Special Share is held an behalf of the
Secretary of State for Business, Energy and
Industrial Strategy (the "Special Shareholder’).
Certain provisions of the Company’s Articles
of Assodiation cannot be amended without
the consent of the Special Shareholder. These
provisians include the requirement that no
foreign person, or foreign persons acting in
concert, can have more than a 15% voting
interest in the Company, the requirement that
the majority of the directors are British, and
the requirement that the Chief Executive and
any executive Chairman are British.

The holder of the Special Share is entitled to
attend a general meeting, but the Special Share
carries na right to vote or any other rights

at any such meeting, other than to speak

in relation to any business in respact of the
Special Share. Subject to the relevant statutory
provisions and the Company’s Articles of
Association, on a return of capital on a
winding-up, the holder of the Spedial Share
shall be entitled to repayment of the £1 capital
paid up on the Special Share in priority to any
repayment of capital to any other members.

The holder of the Special Share has the
right to require the Company to redeem the
Special Share at par or canvert the Special
Share into one ordinary share at any time,

Restrictions on transfer of securities
The restrictions on the transfer of shares in
the Company are as foliows:

the Special Share may only be issued to,
held by and transferred to the Speaal
Shareholder or his successor or nominee,

the directors shall not register any allotment
or transfer of any shares to a foreign person,
or foreign persons acting in concert, who

at the time have more than a 15% voting
interest in the Company, or who would,
following such allotment or transfer, have
such an interest;

the directors shall not register any person
as a holder of any shares unless they have
received: (i} a declaration stating that upon
registration, the share(s) will nct be held by
foreign persons or that upon registration
tne share(s) will be held by a foreign person
or persans; (i} such evidence (if any) as

the directors may require of the authonty
of the signatory of the declaration; and

(i) such evidence or information (f any) as
to the matters referred to in the declaration
as the directors consider appropriate;

the directors may, in their absolute
discretion, refuse to register any transfer
of shares which are not fully paid up

(but not so as to prevent dealings in listed
shares from taking place);

the directors may also refuse to register any
instrument of transfer of shares unless the
instrument of transfer is in respect of only
one class of share and it is lodged at the
place where the register of members is kept,
accompanied by a relevant certificate or
such other evidence as the directors may
reasonably require to show the right of the
transfercr to make the transfer,

the directors may refuse to register an
allotment or transfer of shares in favour
of more than four persans jointly;

where a shareholder has failed to provide
the Company with certain information
relating to their interest in shares, the
directors can, in certain circumstances,
refuse to register a transfer of such shares;

certain restrictions may from time to time
be imposed by laws and regulations (for
example, insider trading laws);

restrictions may be imposed pursuant to
the Listing Rules of the Financial Conduct
Authority whereby certain of the Group's
employees require the Company’s approval
to deal in shares; and

awards of shares made under the Company's
Long-Term Incentive Plan 2014, Deferred
Bonus Plan, Performance Share Plan, Share
Incentive Plan, International Share Incentive
Plan, Group All-Employee Free Shares Plan
and International Profit Sharing Scheme are
subject to restrictions on the transfer of
shares pricr to vesting and/or release.

The Company is not aware of any
arrangements between its sharehclders
that may result in restnctions on the transfer
of shares and/or voting rights.

Significant direct and indirect holders

of securities

As at 31 December 2018 {and unchanged as
at 20 February 2019), the Company had been
advised of the following significant direct and
indirect interests in the issued ordinary share
capital of the Company:

Percentage
Name of shareholder notified
AXA S A, and its group of companies 5.00%
Barclays PLC 3.98%
BlackRock, Inc. 500%
The Capital Group Comparnies, Inc. 9 94%
Frankhin Resources Inc., and affiliates 4.92%
Invesco Limited 497%
Silchester International Investors LLP 3.01%

Exercise of rights of shares in employee
share schemes

The trustees of the employee trusts do not
seek to exercise voting rights on shares held
In the employee trusts cther than on the
direction of the underlying beneficiaries.

No voting rights are exercised 1n relation to
shares unallocated to individual beneficiaries.

Restrictions on voting deadlines

The notice of any general meeting shall specify
the deadline for exercising voting rights and
appointing a proxy or proxies to vote in
relation to resoluticns to be proposed at the
general meeting. The number of proxy vates
for, against or withheld in respect of each
resoluticn are publicised on the Company’s
website after the meeting.

BAE Systems
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Statutory and other information

continued

Appointment and replacement of directors
Subject to certain nationality reguirements
mentioned below, the Company may by
ordinary resolution appoint any person to

be a diractor.

The directors also have the power to make
appointments to the Board at any time.
Any individual so appointed will hold office
until the next AGM and shall then be eligible
for re-election.

The majority of directors holding office must
be British. Otherwise, the directors who are
not British shall vacate office in such order
that those who have been in office for the
shortest perfod since their appointment shaft
vacate their office first, unless all of the
directors otherwise agree among themselves.
Any director who holds the office of either
Chairman {in an executive capacity) or Chief
Executive shall also be British.

The Company must have not less than six
directors holding office at all times. If the
nurmber is reduced to below six, then such
number of persons shall be appaointed as
directors as soon as is reasonably practicable
to reinstate the number of directors to six.
The Company may by ordinary resolution
from time to time vary the minimum number
of directors

At each AGM of the Company, any director
who was elected or last re-elected at or
before the AGM held in the third calendar
year before the then current calendar year
must retire by rotation and such turther
directors must retire by ratation so that in
total one-third of the directors retire by
rotation each year. A retiring director is
elgible for re-election. It is the Board's
intention that ali directors will stand for
election or re-election in 2019 in compliance
with the UK Corporate Governance Code.

Amendment of the Company’s Articles
ot Association

The Company’s Articles of Association may
only be amended by a special resclution at a
general meeting of shareholders. Where class
rights are varied, such amendments must be
approved by the members of each class of
shares separately.

In addition, certain provisions of the Articles
ot Association cannot be amended without
the caonsent of the Specia! Shareholder. These
provisions include the requirement that no
foreign person, or foreign persons acting in
concert, can have more than a 15% voting
interest in the Company, the requirement that
the majarity of the directors are British, and
the requirement that the Chief Executive and
any executive Chairman are British.

BAE Systems
Annuol Report 2018

Powvers of the directors

The directors are respensible for the
management of the business of the Company
and may exercise all powers of the Company
stibsject ta applicable legistation and
regulation, and the Articles of Assodiation.

At the 2018 AGM, the directors were given
the power 10 buy back a maximum number
of 318,730,061 ardinary shares at a minimurn
price of 2.5 each. The maximum price

was the higher of {i) an amount equal to
105% of the average of the middle market
quotations of the Company’s ordinary shares
as derived from the London Stock Exchange
Daily Official List for the five business days
immediately preceding the day on which
such ordinary shares are contracted to be
purchased, ang (i the higher of the price

of the last independent trade and the
highest current independent bid on the
Lordon Stock Exchange as stipulated by
Regulatory Technical Standards adopted

by the European Commission pursuant to
article 5(6) of the Market Abuse Regulation,

This power will expire at the earlier of the
condusion of the 2019 AGM ar 30 June 2015,
A special resclution will be proposed at the
2019 AGM to renew the Company’s authority
10 acquire its own shares.

At the 2018 AGM, the directars were given
the power tg issue new shares up to & nominal
amount of £26,558,182. This power will exgire
on the earlier of the conclusion of the 2018
AGM or 30 June 2019, Accordingly, a
resolution will be proposed at the 2019 AGM
to renew the Company's authority to issue
further new shares.

Coanflicts of interest

As permitted under the Companies Act 2006,
the Company's Articles of Association contain
provisions which enable the Board to autharise
conflicts or potential conflicts that individual
directers may have.

To avoid patential conflicts of interest the
Board requires the Nominations Committea

e check that any individuals it nominates for
appointment to the Board are free of potential
conflicts. In addition, the Board's nroceduras
and the induction programme for new
directors emphasise a director’s personal
responsibility for complying with the duties
ralating to conflicts of interest. The procedure
adopted by the Board for the authorisation

of conflicts reminds directors of the need to
consider their duties as directors and not grant
an authorisation unless they believe, in good
faith, that this would be likely to promate the
success of the Company. As required by law,
the potentially conflicted director cannot vote
on an authorisation resolution or be counted
in the quorum. Any authorisation granted may
be terminated at any time and the director is
informed of the obligation to inform the

Company without delay should there be any
matenal change in the nature of the conflict
or potential conflict so authorised.

Directors’ indemnities

The Company has entered into deeds of
indemnity with all its current directors and
those persons who were girectors for any
part of 2018 which are qualfying indemnity
provisions for the purpose of the Cormganies
Act 2006,

The directors of BAE Systems Pension Funds
Trustees Limited, BAE Systems 2000 Pension
Plan Trustees Limited, BAE Systerns Executive
Pension Scheme Trustees Limited and

Alvts Pension Scheme Trustees timited
henefit from indemnities in the governing
documentation of the BAE Systems Pension
Scheme, the BAE Systems 2000 Pension Plan,
the BAE Systemns Executive Pension Scheme
and the Alvis Pension Scheme, respectively,
which are qualitying indemnity provisions
for the purpose of the Companies Act 2006,

All such indemnity provisions are in force as
at the date of this Drectors’ report.

Change of tontrol - significant agreements
The following significant agreements contain
provisions entitling the counterparties to
axercise termination, alteration or other simifar
rights in the event of a change of control of
the Company:

The Group entered into a £2bn Revolving

Credit Fadility dated 12 December 2013

which was amended and restated on

30 April 2018. The facility prowides that,

in the event of a change of control of

the Company, the lenders ars entitled

o renegotiate terms, or if no agreement

is reached on negotiated terms within a

certain pericd, to call for the repayment

or canceliation of the faclity. The Revolving

Credit Facility was undrawn as at

31 December 2018.

The Company has entered into a Restated
and Amended Shareholders Agreement
with European Aeronautic Defence and
Space Company EADS NV. (EADS) and
Finmeccanica S.p.A. (Finmeccanica) relating
ta MBDA $.AS. dated 18 December 2031
{as amended). In the event that control of
the Company passes to certain specified
third-party acquirors, the agreement allows
EADS and Finmeccanica to exercise an
aption to terminate certain executive
management level nomination and voting
rights, and certain shareholder information
rights of the Company in relaticn to the
MBDA joint venture. Following the exercise
of this option, the Company would have
the nght to require the cther sharehociders
ta purchase its interest in MBDA at fair
market value.



The Company and EADS have agreed

that if Finmeccanica acqu res a cortrolling
interest in the Company, EADS will increase
its shareholding in MBDA to 50% by
purchasing the appropriate number of
shares in MBDA at fair market value.

The Company, BAE Systems, Inc.,

BAE Systems (Holdings) Limited and

BAE Systems Holdings Inc. entered into

a Special Security Agreement dated

23 October 2015 with the US Department
of Defense regarding the management

of BAE Systems, Inc. in order to comply
with the US government’s national security
reguirements. In the event of a change

of control of the Company, the Agreement
may be terminated or altered by the US
Department of Defense.

In June 2017, BAE Systems Surface Ships
Limited entered into a contract with the
LK Ministry of Defence {MoD} for the
manufacture of the first batch of three
Type 26 frigates. Where the McD
considers that a proposed change of
control of BAE Systems Surface Ships Limited
would ke contrary to the defence, national
security or national interest of the UK or
where the change of control would result
in increased costs to the MoD under the
contract, then the change of control shall
not proceed until agreement with the

MoD is established, If there is a change of
control without notice or notwithstanding
the objection of the MaD on such grounds,
then the MoD may terminate the contract
with immediate effect.

The MSDF agreement between BAE Systems
Surface Ships Limited and the MoD became
effective on 1 October 2014 and establishes
a framework until March 2019 for the
provision of surface ship support work

and services relating to HM Naval Base
Portsmauth. Where the MoD considers
that a proposed change of control of

BAE Systems Surface Ships Limited would
be contrary to the defence, nationa! security
or national interest of the UK, then the
change of control shall not proceed until
agreement with the MoD is established.

If there is a change of control without
notice or notwithstanding the objection

of the MoD, the MoD shali be entitled

ta terminate the MSDF.

- In August 2008, BAE Systems Land

Systems (Munitions & Ordnarce) Limited
{now BAE Systems Global Combat Systems
Munitions Limited} and the MaoD entered
into & 15-year partnering agreement for
the provisicn of ammunition to UK Forces
{the Munitions Acquisition Supply Soiution
{MASS) partnering agreement). Where

the MoD considers that a proposed change
of control of BAE Systems Global Combat
Systems Munitions Limited would be
contrary ta the defence, national security
or national interest of the UK, then the
change of control shall not proceed until
agreement with the MoD s established.

In the event that there is a change of control
of BAE Systems Global Combat Systems
Munitions Limited, notwithstanding the
objection of the MaD on such grounds,
the MoD may, having followed the dispute
resolution process, terminate the MASS
agreement for default,

In November 2012, BAE Systems Marine
Limited entered into a contract with the
MobD for the design, construction, testing
and commissioning of Boat 4 of the Astute
Class programme. In November 2015,

BAE Systems Marine Limited entered into

a contract with the MoD for the design,
construction, testing and commissioning
of Boat 5 of the Astute Class programme.
In March 2016, BAE Systems Marine
Limited entered into a contract with the
MoD for the design, construction, testing
and commissioning of Boat & of the

Astute Class Programme. in March 2018,
BAE Systems Marine Limited entered into

a contract with the MoD for the design,
construction, testing and commissioning
of Boat 7 of the Astute Class Programme.
Where the MoD considers that a proposed
change of control of BAE Systems Marine
Limited would be contrary to the defence,
naticnal secunty or national interest of the
UK, then the change of contral shall nat
proceed until agreement is established with
the MoD, In the event that there is a change
of control of BAE Systems Marine Lirmited,
notwithstanding the objection of the MaoD
on such grounds, the MoD shall be entitled
to terminate the agreements immediately.

In December 2011, BAE Systems Marine
Limited entered into a contract with the
MoD for the design of the Dreadnought
submarines. Where the Mo{ considers that
a change of control of BAE Systemns Marine
Limited would be contrary to the defence,
national interest or national security of the
UK, then the change of control shall not take
place until agreement is reached with the
MoD on how to proceed. In the event that
there is a change of control notwithstanding
the objection of the MaD on such grounds,
the MoD shall be entitled to terminate the
contract with immediate effect.

In September 2016, BAE Systems Marine
Limited entered into a contract with the
MoD for the initial phase of manufacturing
activities for the Dreadnought Class
programme. This contract was extended
and amended to include additional
rnanufacturing activities in March 2013,
Where the MoD considers that a proposed
change of control of BAE Systems Marine
Limited would be contrary to the defence,
national security or national interest of the
UK, then the change of control shall not
proceed until agreement is established with
the MoD. In the event that there is a change
of control of BAE Systems Marine Limited,
notwithstanding the objection of the MaoD
on such grounds, the MoD shall be entitled
to terminate the agreements immediately.

in December 2018, BAE Systems’ subsidiary,
ASC Shipbuilding Pty Limited, entered into
a contract providing the framework for the
design and manufacture of Hunter Class
frigates for the Royal Australian Navy
{Head Contract). As part of the acquisition
of ASC Shipbuilding Pty Limited from the
Australian Commonwealth, BAE Systems
Australia mited entered into a Sovereign
Capability and Option Deed (SCOD). Under
the Head Contract and the SCCD, if there is
a change of control of ASC Shipbuilding Pty
Limited, BAE Systems Australia Limited or
BAE Systems plc, consent is reguired from
the Australian Commonwealth Government
prior to any change of control occurring

If there is a change of control without
nctice or notwithstanding an cbjection,

the Commonwealth may terminate the
Head Contract, take any action to mitigate
an actual or potential threat to Australia’s
naticnal security interests, or exercise its
call option under the SCOD and regain
ownarship of ASC Shipbuilding Pty Limited.

In addition, the Company’s share plans
contain provisions as a result of which options
and awards may vest and become exercisable
on a change of control of the Company in
accordance with the rules of the plans.

BAE Systerns
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Statutory and other information

continued

Auditor

Deloitte LLP have indicated their willngness to
be re-appointed as the Company’s auditor and
a resolution propesing their re-appeintment
will be put to the 2019 AGM.

Statement of directors’ responsibilities

in respect of the Annual Report and the
financial statements

The directors are responsible for preparing
the Annual Report, and the Groun and parent
company financial staterments in accordance
with applicable law and regulations.

Campany law requires the directors to
prepare Group and parent company financial
statements for each financial year. Under
that law, they are required to prepare the
Group financial statements in accordance
with Internaticnal Financial Reporting
Standards as adopted by the European Union
(IFRSs as adopted by the EU) and applicable
law, and have elected to prepare the parent
corpany financial staterments in accordance
with UK accounting standards, including
Financial Reporting Standard (FRS) 101,
Reduced Disclosure Framework.

Under company law, the directors must not
approve the finandial statements unless they
are satisfied that they give a true and fair view
of the state of affairs of the Group and parent
company, and of their profit or loss for that
period. In preparing each of the Group and
parent company financial staternents, the
directors are required 1o:

select suitable accounting policies and
then apply them consistently;

- make judgements and estimates that are
reascnable, relevant, reliable and prudent;

for the Group financial statements,
state whether they have been prepared
in accordance with [FRSs as adopted by
the EU;

for the parent company financial
statements, state whether applicable UK
accounting standards have been followed,
subject to any material departures disclosed
and explained in the parent company
financial statements;

assess the Group and parent company’s
ability to continue as a going concern,
disclasing, as applicable, matters related
to going concern, and

use the going concern basis of accounting
unless they either intend to liquidate the
Group of the parent company or to cease
operations, or have no realistic alternative
but to do so.
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The directors are responsible for keeping
adequate accounting records that are
sufficient to show and explain the parent
company’s transactions and disclose with
reasonable accuracy at any time the financial
position of the parent company and enable
them to ensure that its financial statements
comply with the Companies Act 2006. They
are responsible for such internal control as
they determine is necessary to enabie the
preparation of finanoial statements that are
free from material misstatement, whether
due to fraud or error, and have general
responsibility for taking such steps as are
reasonably open 1o them to safeguard the
assets of the Group and to prevent and
detect fraud and cther irregularries.

Under applicable law and regulations,

the directors are also respensible for
preparing a strategic report, directors’
report, directors’ remuneration report

and corporate governance statement that
comply with that law and those regulations.

The diractors are responsible for the
maintenance and integrity of the corporate
and financial infarmation included on the
company's website. Legislation in the UK
governing the preparation and dissemination
of financial statements may differ from
legislation in other jurisdictions

Statement of disclosure of information
to auditor

The diractors 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 he/she
ought to have taken to make himselt/herselt
aware of any relevant audit information and
1o establish that the Company's auditor 15
aware of that informaticn.

Responsibility statement of the
directors in respect of the Annual
Report and finandial statements

Each of the directers Isted below confirms
that ta the best of their knowledge:

the financial statements, prepared

in accordance with the applicable set
of accounting standards, give a true
and fair view of the assets, liabilities,
financial position and profit or loss of
the Company, and the undertakings
included in the consolidation taken
as a whole; and

the Strategic report and Directors’
repart, taken together, include a
farr review of the development and
performance of the business, and
the position of the Company and
the undertakings included in the
consolidation taken as a whole,
together with a description of the
principal risks and uncertainties that
they face.

In addition, each of the directors considers
that the Annual Report, taken as a whole,
1s fair, balanced and understandable, and
provides the infarmation necessary for
shareholders to assess the Company's
position and performarice, business
model and strategy.

Sir Roger Carr Chairman

Charles Woodburn Chief Executive

President and Chief
Executve Officer of
BAE Systems, Inc.

lerry DeMuro

Peter Lynas
Revathi Advaithi

Group Finance Director
Non-executive direcior
Elizabeth Corley Non-executive director
Harriat Green Non-executive directar
Chris Grigg Non-executive director
Faula Rosput Reynolds  Non-executive director
Nick Rose MNon-executive director

lan Tyler Non-executive director

On behalf of th r

Sir Roger Carr
Chairman
20 February 2019

L

Directors’ report
The Directors' report was approved by

David Parkes
Company Secretary i~

board of directors on 20 February 2019.
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Independent Auditor's report
to the memibers of BAE Systems plc only

Opinion

In our opinion:

- the financial statements of BAE Systemns plc
{the Parent company) and s subsidiaries
{the Group) give a true and fair view of the state
of the Group's and of the Parent company's affairs
as at 3* Decemnbier 2018 and of the Group's prafit
for the year then ended:

- the Group financial statements have been
properly prepared in accordance with International
Financial Reporting Standards (IFRSs) as adopted
by the Eurcpean Union;

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

the financial statements have been prepared
in accordance with the requirements of the
Companies Act 2006 and, as regards the
Group financial statements, Arucle 4 of the
1AS Regulation.

We have audited the financial statements
which comprise.

- the conscldated income statement;

- the consolidated and Parent company statement
of comprehensive income;

- the consclidated and Parent company statements
of changes in equity;

- the consalidated and Parent company balance
sheets;

- the consolidated cash flow statement; and

- the related notes 1 1o 38, including the associated
accounting policies.

Ihe tinancial reporting framewark that has been
applied in the preparation of the Group financial
statements 1s applicable law and IFRSs as adopted
by the Furopean Union. The financial reporting
framework that has been applied In the preparation
of the Parent cormpany financal statements 15
applicable law and United Kingdom Accounting
Standards, including FRS 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 descrnbed in
the auditor’s respensibilities for the audit of the
financial statements section of aur repart.

We are independent of the Group and the

Parent company in accordance with the ethical
requirements that are retevant to our audit of

the financial statements in the UK, including the
Financial Reporting Council’s (the FRC's) Ethical
Standard as applied to listed public interest entities,
and we have fulfilled our cther ethical responsibilities
In accordance with these reguirements. We confirm
that the nan-audit services prohibited by the FRC's
Ethical Standard were not provided to the Group

or the Parent company.

We believe that the audit evidence we have
obtained is sufficient and appropriate 1o provide

a basis for our opinion.

Summary of our audit approach

Key audit matters

The key audit matters that we identified

In the cusrent year were:

— revenue and margin recegnition on long-term
contracts;

- valuation of goodwill; and

- valuation of retirement bepefit obligations

These key audit matters were alse identified by the

Group’s auditor in the prior year, KPMG. In addition,

they also identified key audit matters in relation to

tax accruals and deferred tax assets, and, with respect

to the Parent company, amounts relating to Group

affihates. We did not consider these matters to have

the greatest effect on our overall audit strategy and

conseguently on the allocation of resources or the

engagement team’s audit efforts in the current year

Materiality

The materiality that we used for the Group financial
statements was £70m, which was determined on
the basis of adjusted profit before tax on continuing
operations as defined on page 138 below. Our
materiality equates to 4.7% of adjusted profit
before tax and 5.7% of profit before tax.
Scoping

18 camponents were subject to audit. Of these,
six were subjected to a full-scope audit whilst

the remaining 12 were subject to an audit of
specified account balances. These components
give us audit coverage of 89% af revenue and
BR% of profit before tax.

First year audit transition

We developed a detailed audit transition plan,
designed to deliver an effective transition from
the Group's predecessor auditor, KPMG. Our
transition activities were performed acrass the
Group's business units and included, but were not
limited to, meeting with managerment across all
business units, obtaining an understanding of the
Group's system of internal control and evaluating
the Group's accounting policies and areas of
accounting judgement,

The key transition activities included
{but were not limited to) the following'

1. In May 2017 we established a detailed
audit transition plan In conjunction with
BAE Systems’ management, including setting
key rmilestone dates to monitor transition
progress. This was maonitared with
management on at least a monthly basis;

2. On 1 October 2017 we confirmed our
indepencence to the Audit Commuttee
and commenced our audst planning in
relation to the 2018 audit;

3. In October 2017, a global transition workshop
was held with senior members of our Group
and global component audit teams in order
to develop our audit strategy. Senior members
of client managernent also participated in
this workshop;

4 We shadowed KPMG throughout the 2017
year-end audit and attended key audit meetings.
This included, but was not limited tc, attendance
at the business unit year-end audit close
meetings in January 2018 and the Audit
Committee meeting in February 2018 where
the final report on the audit was presented;

5. We reviewed KPMG's 2017 audit work papers
and met with relevant partners and senior staff
from KPMG to further gur understanding of the
predecessor auditor's approach;

6 We attended key managerment and contract
rmeetings throughout the 2018 finanoial year
across the business to deepen cour understanding
of BAE Systems’ key contract judgements and
continue to develop our understanding of the
business and audit risks; and

7. In May 2018 a secend global workshop was
held with senior members of our glokal Group
and component teams as part of our audt
planning, n order to further develop our audit
strategy and deep dive intc certain areas of
our audit approach.

This transition process helped us build an
understanding of the Groug, which, in turn,
informed our risk assessment process and
identification of the risks of material misstaternent
1o the Group's financial statements.

We presented our proposed audit plan to the
Audit Committee in June 2018 and re-canfirmed
the scope, significant risks and audit approach

at the meeting 1In December 2018.

Conclusions relating to going concern,
principal risks and viability statement
Going concern

We have reviewed the directors’ statement

in the Basis of Preparation on page 142 1o the
financial statements about whether they considered
it appropriate to adopt the going concern basis of
accaunting in preparing therm and their identfication
of any material uncertainties to the Group’s and
Parent company's ability to continue to do so over

a period of at least twelve months from the date

of approval of the financial statements.

We considered as part of our risk assessment the
nature of the Group, its business model and related
risks including, where relevant, the impact of the
applicable political and economic envircnments
including Brexit, the requirements of the applicable
financial reparting framework and the system

of internal control. We evaluated the directors’
assessment of the Group’s ability to continue

as a going concern, including chaltenging the
underlying data and key assumptions used to
make the assessment, and evaluated the directors’
plans for future actions in relation to their going
concern assessment.

We are required to state whether we have anything
material to add or draw attention to in relation to
that statement required by Listing Rule 9.8.6R(3)
and report If the statement is materially inconsistent
with our knowledge cbtained in the audit.

We confirm that we have nothing material to report,

add or draw attention to in respect of these matters

BAE Systermns
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Independent Auditor's report

continued

Principal risks and viability statement

Based solely on reading the directors’ statements
and considering whether they were consistent with
the knowledge we obtained in the course of the
audit, including the knowledge obtained in the
evaluation of the directors” assessment of the
Group's and the Parent company's ability to
continue as a going concern, we are required to
state whether we have anything material to add

or draw attention to in relation to:

- the discosures on pages 68 to 71 that describe
the principal nsks and explain how they are being
managed or mitigated;

- the directors’ confirmation on page 81 that
they have carried out a robust assessment of
the principal risks facing the Group, including
those that would threaten its business madel,
future performance, solvency or liguidity; or

-+ the directors’ explanation on page 81 as to how
they have assessed the prospects of the Group,
over what period they have done so and why they
consider that period 1o be appropriate, and their
staternent as to whether they have a reasanable
expectation that the Group will be able to continue
in operation and meet its habilities as they fall due
over the period of their assessment, including any
related disclosures drawing attention to any
necessary gualifications or assumptions.

We are also required to report whether the

directors’ statement relating to the prospects

of the Group required by Listing Rule 9.8.6R(3)

15 materially inconsistent with our knowledge

obtained in the audit.

We confirm that we have nothing matenal to report,
add cr draw attention to in respect of these matters.

Key audit matters

Key audit matters are those matters that, in cur
professional judgement, were of most significance
in our audit of the financial staterments of the
current period and include the most significant
assessed risks of material misstatement twhether or
not due to fraud) that we identified. These matters
included those that had the greatest effect on. the
overall audit strategy, the allocation of resources in
the audit, and directing the efforts of the
engagement team,

These matters were addressed in the context of our
audit of the financial statements as a whole, and in
forming cur opinian thereon, and we do not provide
a separate opinion on these matters.

BAE Systems
Annual Report 2018

Revenue and margin recognition

on long-term contracts

Refer to page 84 {Audit Committee report), note 1
{accountng pohcy and fimancial disclosurel and note 37
ffor IFRS 15 restatement aisclosure)

Revenue.

£16,821m (2017 restated £17,224m)

Key audit matter description

The estimation of both overall lifetime contract
margin and the appropriate leval of revenue and
profit to recognise in any sngle accounting period
reguire the exercise of management judgement.
Within BAE Systems’ contract portfolio there are

a number of programmes where the estimates
reqjuired in reaching these judgements are highly
complex and could lead to a material error withun
the financial staterments if reached incorrectly.
Consequently, we consider that revenue and margin
recognition represents a significant nsk to our audnt
and a key audit matter. This risk is further heightened
in 2018 owing to it being the first year that the
businesses will be required to account for the
contracts under IFRS 15 The standard has a
nurnber of judgements that the Group Is required
1o apply to its contracts, including the identification
of performance obligations and estimation of the
amount of consideration to be recognised.

We focus a greater proportion of audit effort on

a number of contracts where we consider there 1o
be the highest degree of management judgement
required, and design contract specific tests and
procedures to mitigate the associated risks,

In order to identify the key contracts over which
there is a significant sk of materal misstatement,
we undertook a contract risk assessment process
at each component, utiising the latest contract
information and cur understanding of the business.
We held meetings with key finance and contract
managers, attended Quarterly Business Reviews
and other key management meetings, read and
understood underlying contract documentation
and reviewed management support for key
contract judgements {from both a qualitative

and gquantitative perspective). In addition we
looked for contracts that might have higher levels
of judgement associated with the risk of schedule
delivery or technical complexity, fixed price contracts
which increase the nisk of contract losses and other
indicators that could increase the risk of a material
impact on the financial statements.

As aresult of our nsk assessment we identified

a number of contracts where we consider there

to be the highest degree of management
Judgement required. These are:

- Astute Class submarines;

- Queen Elizabeth Class {QEC) aircraft carner;
- Offshore Patrol Vessel {OPV);

- Saud) Salam Typhoan (Salam);

- Saudi British Detence Co-operation Programme
(SBDCP), and

- Radford Nitrocellulose plant.

How the scope of our audit responded

to the key audit matter

Qur contract testing approach included:

Testing the relevant controls

- We assessed the design and implementation
and, where deemed appropriate, tested the
operating effectiveness of key controls within
management’s Lifecycle Management (LCM)
Framework and project accounting progesses
which management have established to ensure
that contracts are appropriately managed,
chalienged and accounted for,

- As part of this we observed the controls in
operation by attending a sample of project
contract status review meetings, Quarterly
Business Review meetings and Group-level
meetings to validate the various levels of
challenge applied to the contracts.

Challenging management's assumptions

and estimates

To gain assurance over the contract judgements
and estimates made, our work included:

- making enquiries of contract project teams and
other personnel to obtain an understanding of
the performance of the project throughout the
year and at year-end,

- analysing historical contract performance and
understanding the reason for in-year movements
or changes;

- testing the underlying calculations used In
the contract assessments for accuracy and
completeness, including the estimated costs
to complete the contract,

— examining external correspondence (o support
the timetrame for defivery of the product or
service and any judgements made In respect
of these;

- examining external evidence to support contract
status and recoverability of receivables, such as
customer correspondence and for certain
contracts, meeting with the customer directly,;

- enquiring with in-house and external legal counsel
regarding contract-related Iitigation and claims;

- using Deloitte subject matter experts to provide
support in evaluating specific contract judgements
taken; and

- considering whether there were any indicators
of management override of controls or bias in
arriving at their reported position.

Assessing the impact of IFRS 15

In respect of ensuring that the Group

15 appropriately applying IFRS 15 we:

- reviewed and challenged management's
accounting papers on the impact of the transition;

- reviewed and challenged management's updated
accounting palicies manual,

- embedded IFRS 15 consideraticns in our contract
review work, in particular determining whether
management had appropriately considered the
existence of performance obligations and
elements of variable consideration; and

- reviewed the Annual Report disclosures



Key observations
The results of our testing were satisfactory

Through our testing of significant risk contracts
we did not identify any audit adjustments and
consider the judgerents made by management
In recognising revenue and prafit to be balanced.
Qur testing of the remaining population identified
certain immatenal audit adjustments but we
conclude overall that the judgerments made by
management are reasonable

Valuation of goodwill
Refer to page 84 {Audit Committee report! and note &
{acco.nting policy ana f naroal disclosuresi

Goodwill
£10,239m (2017 £9,996m)

Key audit matter descrintion

The Group helds matenial goodwilt balances
relating to UK and averseas acquisitions, the
majority of which are in the US Management
performs an impairment review of the carrying value
of each Cash-Generating Unit (CGUY on an annual
pasis in line with the reguirements of 1AS 36,

The impairment assessment involves management
Judgement in considering whether the carrying
value of the cash-generating units is recoverable and
hence we considered this to be a key audit matter.
Deterrnining the recoverable amount involves
sighificant estnation including:

- forecasting future cash flows,

- determining the discount rate; and

- determining future growth rates.

In planning cur audit, we determined there to be

a significant risk in relaton to the valuation of the
Applied Inteligence (Al CGU which has a carrying
value of £257m, induding goodwill of £237m, at
31 Decernber 2018. In 2017, the Group recorded

a goodwill impairment charge of £384m in relation
to this CGU. Given the goodwill 15 now held at

fair value based on forecast future cash flows,
small changes 1n assumptions could trigger

further impairment.

Through our risk assessment we determined

that the key drivers of future growth in Al are

the Government and Technology & Commercial
divisions. As a result, we have performed addtional
pracedures over the revenue and cost assumptions
in these divisions.

How the scope of our audit responded
to the key audit matter
We have performed a senies of specific audit
procedures ta address the key audit matter
dentified in relation to the Al CGU. This included
the following.
- we gbtained a detailed understanding
of management’s process for identifying
indicators of impairment and for performing
the CGU impairment assessment. As part of
this we assessed the design and implementation
of the key controls. Specific focus was given
lo understanding management's process and
controls over forecasting future cash flows
and determination of the key assumptions
as detalled ahove;

- we evaluated and chaltenged underlying
assumptions and cash flows, iIncluding forecast
revenue and cost assumptions, with reference
10 the recent and histarical performance of
the Al CGU, external industry benchmarks
and specific forecast events, This included
performing sensitivity analysis to evaluate
the wnpact of changing 4 range of assumptions
including suppressed growth and changes in
the discount rate,

- we tested the integrity of management's
impairment model used to derive the
recoverable amount; and

- we invelved Deloitte valuation specialists to
support our challenge of the applicable discount
rate and other assumptions

Key observations

We completed our audit of the forecasts of the

Al business and are satishied that management's
assumptions are reasonabie and supportable based
on available evidence, both internal and external.

Valuation of retirement benefit obligations
Refer to page 84 (Audit Committee report] and note 22
taccounting pohcy and financial disclosures)

Group’s share of the net 1AS 19 deficit:

£3,932m (2017 £4,022m)

Yaluation of retirement benefit scheme assets:
£25,653m (2017 £26,883m)

valuation of retirement benefit scheme habilities
£29,889m (2017 £31,237m)

Key audit matter description

The principal retirement benefit schemes are held
in the UK and US and are funded defined benefit
schemes, with assets held in separate trustee-
administered funds,

We identified the following areas which were the
focus of our procedures in auditing the Group's net

retirement benefit obligations as a key audit matter:

Liabilities

The key judgements relating to the retirement
benefit abhgations inchude inflation assumptions,
discount rates and mortahity assumptions applied
to 1ts members. Grven the significant size of the
deficit at year-end, small changes to these input
assumptions can lead to large changes in the
valuation Assumptions are also made in the
determination of the Group's share of assets
and labilities of multi-employer schermes in which
it participates and the corresponding amounts
attributed to other participating employers.

Assets

Given the size of the scheme assets there

s significant aud t effort required in ensuring
the valuation of assets is supportable.

GMP equalisation

During the year, the High Court ruled that
companes are required to equalise Guaranteed
Minimum Pensions (GMPs) between men and
women, Previously, the Group made no allowance
in the accounting liabilities for GMP equalisation
and therefore for 2018 the Group 1s required to
estimate the impact of equalising GMP payments
This was estimated to be £114m_ Given the high
level of estimation required in determining the
impact of GMP and the size of the Group's deficit
this has also been considered a key audit matter
in the period.

Restatement

During the year, management identified an error

In relation to the treatment of asset collateral on
longevity swaps that impacted previcusly reported
asset values of the Group’s pension schemes, It was
deterrmined that the prior year asset values had been
overstated by £108m leading to a corresponding
understatement of the net retirernent benefit
obligation as at 31 Decerrber 2017. Given the size
of the adjustment, tne Group has restated the 2017
comparatives as described in note 37.

How the scope of our audit responded

to the key audit matter

Liabilities

In relation to the retremeant benefit obligation

we have performed the following procedures:

- we obtained a detailed understanding and
performed walkthroughs of management's
pracess, with speafic facus on assessing the
design and implementation of key cantrals
relating to the valuation of the retirement
henefit abligation;

- in conjunction with Deloitte actuarial specialists,
we challenged the assumptions used in the IAS 19
valuation, including assessing and challenging
the reasonableness of the assumptions against
avallable market data and benchmarking
against ther peers; and

we assessed the objectivity, independence
and competence of the actuares engaged
by management to perform the valuations
of the schemes,

Assets

We performed audit procedures relating to the
assets held within the pension schemes through
seeking third party confirmation from asset
managers and/or custodians or other supporting
evidence as appropriate Qur work has included
reviewing publicly avalable information on these
assets, comparing to nternal benchmarks and
reconcihing inputs used by management to
determine the asset values.

GMP equalisation

In conjunction with Deloitte actuarial specialists,
we challenged the methodology and assumptions
applied by management tc estimate the impacts
of GMP equalisation in the current year.

Restatement

We audited management’s restaternent of the
2017 financial statements for the prior year error
identified and are satisfied with the treatment
and disclosure made.

Disclosure

We also audited the disclosures made in the 2018
financial statements for compliance with IAS 9.

Key observations

We have completed our audhit work in line with

the procedures cutlined abave. Overall we consider
the discount rate and other key pensian assumptions
used by management in calculating the retirement
benefit obligation to be within our independently
developed reasonable range. The Group's
appraach to estimating the impacts of GMP
equalisation was also considered to be reasonable
and in ine with market practice. We concluded
our testing of the assets and are satisfied they

are appropriately vatlued.
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Independent Auditor's report

continued

Qur application of materiality
We define materality as the magnitude of misstaternent in the financial statements that makes it probable that the ecanomic decsions of a reasonably knowledgeable
person would be changed or influenced, We use materality both in planning the scope of our audit work and in evaluating the results of our work.

Based on our professianat judgernent, we deterrmined materiality for the financial statements as a whole as follows:

Materiality

Basis for determining
materiality

Rationale for the
benchmark applied

Group financial statements

£70m (2017 £55m)

4.7% of adjusted profit befare tax of £1,484m. This indudes adjustment for non-recurring
iterns of £154m (see note 1), imparment of Intangible assets of £33m (see note 8} and fair
value and foreign excnange adjustrnents on fimancial instruments and investments of £73m
(see note 5)

The predecessor audror determined matenality using 4 9% of Group profit before taxation.

Adjusted profit before tax from continuing operations was considered 1o be the most relevant
benchmark as it is considered the most stable and comparable profit metric. The adjustments
excluded ralate to iterms that are considered one-off in nature or relate to complex financial
instrument valuations, which are volatile and not reflective of the underlying performance

Parent company financial statements

£38.5m (2017 £32m)

Materality has been set with
reference to the net assets of
the Farent campany.

This represents 0.9% of the Parent
company net assets. In addition, we
consider the materiality of the Parent
company In the context of the Group

of the business.

e consider the measure suttabie having also considered the other relevant benchmarks,

our matenality equates to 5.7% of profit betare tax and 1.2% of net assets.

The increase in the materiality 15 driven by the increase in profit before tax and adjusted

profit before tax.

Adjusted

profit before tax
£1,484m

Group
materiality Component
£70m materlallty range

£38.5m to £18m

_ Avdit Committes
reportlng threshald

materiality and have capped this at
55% of that of the Group.

We consider net assets the key
benchmark used by members of
the Parent company in assessing
financial performance.

We agreed with the Audit Committee that we would report to the Committee all audit differences in excess of £3.5m (2017 £3my, as well as differences below
that threshold that, in our view, warranted reporting on qualitative grounds. We also report to the Audit Commitiee on disclosure matters that we identified
when assessing the overall presentation of the financial statements.

An overview of the audit scope

Our Group audit was scoped by obtaining an
understanding of the Group and its environment,
including Group-wide controls, and assessing the
audit risks. This exercise has considered the relative
size of each reparting unit's contributian 1o revenue,
profit hefore tax and adjusted profit before tax,
alongside further financial or contractual risks which
we consider to be present In daing this, we also
considered the impact of the reorganisation of
reporting lines in the business 1o ensure that we
have appropriate coverage across the new
segments, as well as the Group as a whole.

We have considered units that contribute maore
than 10% of the Group’s revenue or adjusted

profit before tax 1o be ‘finannially significant’,

and requiring a full-scope audit. In addition, we
have used our knowledge of the business obtained
throughout transition and as part of our risk
assessment procedures tq assess wheara alse we
consider it appropriate to perform a full-scope
audit. This resulted in full-scope audits for six
business units located in the UK, Saudi Arabia

and the US, as well as the Group's largest jont
venture, MBDA,

Additionally our audit planning identified

12 non-financially signiticant compaonents, located
in the UK, Saudi Arabia, Australia and the US, where
we censider there to be a reasonable possibility

The scope of our work gives us coverage over the following proportions of the total Group results:

Review at 2
Group level Full audit
I |% scope

89%

e

Revenue

BAE Systems
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Review ata
Group level Full audit
IE% scope

63%

Profit
before tax

Specified
accourt
balances

5%

of matenal misstaternent in specific balances within
the financial statements. Accordingly, we have
directed component audrtars to perform an audit
of specified account balances and additicnal
analytical pracedures on the respective income
statements and balance sheets for these
components, For all in-scope components, whether
designated financially significant or subject to an
audit of speafied account balances, revenue was
determined to be in scope for the audit.

For all other reporting units not included m
full-scope or audit of specified account balance
scope, we performed centrally-directed analytical
review procedures

Review ata
Group level Fuli audit
[7% scope
66%
Specified
accaunt
balances
|7% Net assets



As each of the business unsts maintains separate
financial records, we have engaged component
auditors from the Delo.tte member firms in the

US, UK, Saud Arahia and Australia to perform
procedures at all the wholly-owned corrponents
under our direction and supervision This approach
also allows us 10 engage local auditors who have
appropriate knowledge of focal regulations to
perform the audit work, under a3 commen Deloitte
audtt approach,

Inrespect of MBDA, we have engaged with the
entity's non-Celoitte auditor to perform a full-scope
audit under our direction and supervision,

We have issued detailed instructions to the
component auditors, directed and supervised
their work thraugh a nurmber of wisits to each

of the component auditors during the transition,
planning and performance stages of our audit,
alongside freguent remote communication and
review of their work.

Our gversight of component auditors focused on
the planning of their audit work and understanding
of their risk assessment process to identify key areas
of estimates and judgement, as well as the execution
of their audit work in ine with our Group-issued
referral instructions. All teams were invelved In our
transition workshops and other transition activities
as outlined on page 135, which were overseen and
directed by the Group audit team. We are satisfied
that the level of involverment of the Group audit
partner and team in the component audits has been
extensive and has enabled us to conclude that
sufficient appropriate audit evidence has been
cbtained in support of our opinion on the Group
financial staterments as a whole.

The BAE Systerns, Inc. business units in the US

are subject to a Department of Defense Special
Security Arrangerment (SSA), which is a governrment
requirement setting out speafic protocol that
foreign-controlled companies must comply with in
order to be able to undertake government defence
contracts. As part of this there 15 restriction on the
flow ot information outside of the US. Therefare,
for the US components there are restrictions around
access ta the audit file and spedific workpapers

for non-US nationals. As such we have designed
alternative procedures, including involvement of

an addtional independent LS national partner,

to ensure that appropriate oversight of the

US component team is obtaned.

In addition to the work performed at a component
level, at Group level we have audited the
censolidation process and carred out analytical
pracedures over the residual financial nformation
ot the remaining companents not subect to audit
or audit of specified account halances. At a Group
level we also perform audit procedures on centrally
held balances including treasury, retrement benefit
cbligations, goodwill, tax, head o*fice costs and
Iitigation and claims.

Other information

The directors are responsible for the other
information The other infermation comprises
the information included i the Annual Repart,
other thar the Timanaal staterments and our
auditor’s report thereon.

Our opinion on the financial statements does
not cover the other information and, except

1o the extent otherwise explicitly stated in our
report, we do not express any form of assurance
condusion tnerecn

n connect-on with our audit of the financal
statements, our responsibibity 1s to read the other
information and, i doing so, consider whether
the other information 15 materally 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 determing whether there 15 a matenal

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 I1s a material misstatement

of this other infurmation, we are required to

report thal facl.

In this context, matters that we are speafically

required to report ta you as uncorrected material

misstatements of the other information include

where we conciude that:

- Fair, balanced and understandable -
tne statement given by the directors that
they consider the annual report and financial
staternents taken as a whole is fair, balanced and
understandable and provides the information
necessary for shareholders to assess the Group's
position and performance, business mode! and
strategy, is materially inconsistent with our
knowledge obtained in the audit; or

- Audit Committee reporting - the section
describing the work of the Audit Committee does
not appropriately address matters communicated
Dy us to the Audit Commuttee; or

- Directors’ statement of compliance with the
UK Corporate Governance Code - the parts of
the directors” statement required under the Listing
Rules relating to the Group's cormpliance with the
UK Corporate Governance Code containing
pravisions specified for review by the auditor in
accordance with Listing Rule 8.8.10R(2} do not
oroperly disclose a departure from a relevant
provision of the UK Corporate Governance Code.

We have nothing to report in respect of these matters.

Responsibilities of directors

As explaned more fully in the directors’
responsibilities statement, the directors are
respansible for the preparation of the financat
statements and for being satished that they give
a true and fair view, and for such internal contrel
as the directors determing is necessary to enable
the preparation of finanaal statements that are
free from material misstatement, whether due
to fraud or error.

In preparing the financial staternents, the d rectors
are responsible for assessing the Group's and the
Parent company’s ability to centinue as a gaing
concern, disclosing as applicable, matters related

to going concern and using the going concern

basis of accounting unless the directars either intend
to liguidate the Group or the Parent company or

10 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 obtan 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 opinton 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 1t exists. Misstatements can anse from fraud
or error and are considered matenal 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.

Detalls of the extent to which the audit was
considered capable of detecting irregularities,
including fraud are set out below.

A further description of our responsibilities for
the audit of the financial statements 15 located
on the FRC's websile at: www.fre.org.uk/
auditorsresponsibilities, This description forms
part of our auditor’'s report.
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Independent Auditor's report

continued

Extent to which the audit was
considered capable of detecting
irreqularities, including fraud

We identify and assess the nsks of material
misstaternent of the financial statements, whether
due to fraud or error, and then design and perform
audit procedures respensive to those risks, including
obtaining audit evidence that is sufficient and
appropriate to provide a basis for our oginion,

Identifying and assessing potential

risks related to irregularities

In identifying and assessing risks of material
misstatement in respect of irregularities, including
fraud and non-complhance with laws and
regulations, our procedures included the following:

- enguinng of management, internal legal
counsal, nternal audt and the Audit Committee,
including cbtaining and reviewing supporting
documentation, concerning the Group's policies
and procedures relating to:

— Identifying, evaluating and compiying with iaws
and regulations and whether they were aware
of any instances of non-compliance;

— detecting and responding to the nisks of fraud
and whether they have knawledge of any
actual, suspected or alleged fraud; and

— the internal controls established to mitigate
risks related to fraud or non-complianca
wath laws and requlations, mcluding obitaining
an understanding of the Group's bribery &
corruption and whistleblowing policies;

- discussing amang the engagement team,
including significant component authit teams
and involving relevant internal specialsts,
including tax, valuations, pensions and IT
specialists regarding how and where fraud
might occur in the hinancial statements and
any potential indicators of fraud. As part of
this discussion, we identified patential for fraud
in relation to the level of judgement involved
in estimating costs to complete on long-term
contracts and the subsequent impact on
reveriue and margin recognition; and

obtaining an understanding of the legal and
regulatory frameworks that the Group operates
n, focusing on those faws and reguiations that
had a direct effect on the financial staterments,
including the UX Companties Act, Listing Rules,
pension and taxation legislation. In addiion, owing
to the sector the Group operates In, we considered
laws and regulations that had a fundamental
effect on the operations of the Group, including

in respect of export controls, defence cantracting
and anti-bribery and corruption legislation,

These areas were identified through enquiries
wath directors, management and legal counsel,
our knowledge and understanding of the Group
accumulated throughout the audit and our
sector-spedilic expenence.

BAE Systems
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Audit response to risks identified

As a result of performing the above, we identified
revenue and margin recognition on long-term
contracts as a key audit matter. The key audit
matters section of our report explains the matters
in more detall and also describes the specific
procedures we performed in response to the

key audit ralter,

In addition to the above, our precedures to respond
to risks identified included the following

- reviewing the finanoial statement disclosures
and testing of supparung documentation to
assess campliance with refevant faws and
regulations discussed above,

- enquiring of management, the Audit Committee
and in-house legal counsel concerning actual
and potentual itigation and claims;

- performing analytical pracedures to identify
any unusual or unexpected relationships that
may indicate nisks of matenal misstatement
due to fraud,

reading minutes of meetings of those charged
with governance, reviewing internal audit reports
and reviewing correspondence with HMRC;
obtaining a detarled understanding of and
performing process walkthroughs in relation
to the Group's process for engaging third
narties o support business development;

- in addressing the risk of fraud through
rmanagement override of controls, testing
the appropriateness of joumnal entries and
other adjustrments;

assessing whether the judgements made

in making accounting estimates are indicative
of a potential ias; and

evaluating the business rationale of any
significant transactions that are unusual

or outside the normal course of business.

We alko communicated relevant identified laws
and regulations and potential fraud risks 1o all
engagement team members including internal
specialsts and significant component audit teams
and remained alert to any indications of fraud or
non-compliance with laws and regulations
throughout the audt.

Report on other legal and regulatory
requirements

Opinions on other matters prescribed

by the Companies Act 2006

In our opinion the part of the directors’
remuneration report to be audited has been
properly prepared in accordance with the
Companies Act 2006.

In our opinion, based on the waork undertaken
in the course of the audit.

- the information given in the strategic report
and the directars’ repart for the finanacal year
for wh.ch 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 hght of the knowledge and understanding
ol the Group and of the Parent company and their
environment obtained in the course of the audit,
we have not identified any matenial misstatements
In the strategic repart or the directors’ report

Matters on which we are required

to report by exception

Adequacy of explanations received

and accounting records

Under the Companies Act 2006 we are reguired
to report to you if, m our opinion.

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

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

- the Parent company financial statements are
nat in agreement with the accounting records
and returns.

We have nathing to report in respect of thase matters.

Birectors’ remuneration

Under the Companies Act 2006 we are also
required to report if In our opinion certain
disclosures of directors’ remuneration have not been
made or the part of the directors” remuneration
report to be audited 1s not in agreement with the
accounting records and returps.

We have nothing to report in respect of these matters.

Other matters

Auditor tenure

Following the recommendation of the Audit
Commitiee, we were appointed by the members
on 10 May 2018 to audit the finanaal statements
for the year ending 31 December 2018 and
subsequent financial periods. The perod of total
uninterrupted engagement including previous
renewals and reappointments of the firm s
therefore one year.

Consistency of the audit report with the
additional report to the Audit Committee
Qur audit opinion is consistent with the additional
report 1o the Audit Committee we are reguired to
provide in accordance with ISAs (UK)

Use of our report

This report 1s made solely 1o the Parent company's
members, as a body, in accordance with Chapter 3
of Part 16 of the Companies Act 2006, Qur audit
work has been undertaken so that we might state
to the Parent company’s members those matters
we are reguired to state to them in an auditor's
report and for ne other purpase To the fullest
extent permitted by law, we do not accept or
assume responsipility to anyone other than

the Parent company and the Parent company’s
members as a body, for our audit work, for this
report, or for the opinions we have formed,

Jol MA____

John Adam
Senior Statutory Auditor

For and on behalf of
Deloitte LLP
Statutory Auditor

Londan, United Kingdom
20 February 2019
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B Group accounts

Preparation

Basis of preparation

The consolidated financial statements of BAE Systems pic have been prepared on & going concern basis, as discussed in the Directors’ report
on page 82, and In accordance with EU-endorsed International Financial Reperting Standards (IFRS) and the Companies Act 2006 applicable
to comparies reporting under IFRS.

The consolidated financial statements are presented in pounds sterling and, unless stated otherwise, rounded to the nearest million. They have
been prepared under the historical cost convention, as modified by the revaluaticn of certain financial assets and finandial kabilities (including
derivative instruments),

Transactions in foreign currencies are translated at the exchange rates ruling at the dates of the transactions. Monetary assets and liabilities
dencminated in foreign currencies are retranslated at the exchange rates ruling at the balance sheet date, with the resulting exchange differences
recognised in the income statement.

Significant accounting policies

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

Critical accounting policies

Certain of the Group's significant accounting policies are considered by the directors to be cntical because of the level of complexity, judgement
or estimation involved in their application and their impact on the consolidated financial statemenits. The ¢ritical accounting palicies are listed
below and explained in more detail in the relevant notes to the Group accounts:

Critical accounting policy Description Notes
Revenue and profit The Group accounits for revenue in accardance with IFRS 15 Revenue from Contracts with Customners. 1
recognition For most of the Group'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 profrability of contracts is based on estimates of revenue and costs, including allowances
for technical and other nisks, which are reliant an the knawledge and experience of the Group’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 [east quarterly, and more frequently as deletmined by events or circumstances,

Carrying value of goodwill Goodwill s not amortised, but is tested annually for impairment and carried at cost less accumulated 8
impairment losses. For the purposes of impairment testing, goodwill 15 allocated to Cash-Generating
Units on a consistent basis.
The impairment review calculations require the use of estimates of the future profitability and
cash-generating ability of the acquired businesses hased on the Group’s five-year Integrated Business
Plan and the pre-tax discount rate used in discounting these projected cash flows,

Deferred tax asset on The Group has recognised a deferred tax asset in respect of the deficits in its pension/retirement schemes. 14
retirement benefit obligations 1t is management's judgement that the Group will generate sufficient taxable profits to recover the

net deferied tax asset recognised. This judgement requires the use of estimates of future taxable

profits based on the Group's Integrated Business Plan.

Tax provisions Provision is made for known issues based on management’s interpretation of country-specific legislation 16
and management’s assessment of the (ikely outcome of negotiations or litigation. The Group’s approach
is to consider each uncertain tax position separately. Where management considers it is probable that
there will be a future outflow of funds to a tax authority, a provision is recognised. The position is
reviewed on an ongoing basis.

Provisians are measured using management’s best estimate of the most likely amount, being the
single most likely amount in a range of possible outcomes. The Group discloses any significant
uncertainties in relation to tax matters to the relevant tax authority. The resolution of tax positions
taken by the Group can take a considerable period of time to conclude and, in some cases, it is
difficult to predict the outcome.

Valuation of retirement Defined benefit pension scheme accounting valuations are prepared by independent actuaries. 22
benefit obligations The habilities of the pansion 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 Group's circumstances.
Small changes in these assumptions ¢an have a significant impact on the size of the deficit.

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 Group’s accounting
policies, other than those involving estimates, that have had a significant effect on the amounts recognised in the financial statements.
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Preparation continued

Sources of estimation uncertainty

The application of the Group'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 labilties within the next financial year. The key significant risks of a matenal

adjustrment 1o the carrying amounts of assets and liabilities during 2019 have been considered and assessed as relating to the following:

- The determination of the discount rate and inflation assumptions underpinning the valuation of the liabilities of the Group’s def ned benefit
pension schemes, where there is a range of possible values for each of the actuarial assumptions and small changes in assumptions may have
a significant impact an the size of the deficit. Note 22 provides information on the key assumpt-ens and analysis of their sensitivities.

- The consideration of the carrying value of goodwill for impairment requiras an assessment of future cash flows expected to be generated
from the associated cash-generating unit, as well as the appropriate discount rate to apply to these projections. Note 8 provides information
on the key assumpticns adopted by the Group and associated sensitivity analysis.

— Revenue and profit recognition on contracts is based on estimates of future costs as well as an assessment of contingencies for technical and
other risks, such as the Group's inability to obtain or maintain the necessary export licences. Note 1 includes information on revenue recognised
in the year In respect of performance obligations satisfied or partially satisfied in previous perieds providing an indication of the range of
outcomes relating to these estimates.

— Tax provisioning is based on estimates of the potential outcomes of tax litigation or negotiations, the amount recorded being the single most
likely amount In a range of possible outcomes. such provisions can be difficult to estimate due to the complexty involved and the uncertainty
in the process for their resolution. Note 16 provides information relating to potential matenal changes regarding tax provisions in the next
financial year.

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 37

IFRS 16 Leases will be effective from 1 January 2019. The expected impact of adoption is set out in note 38

The following other standards, interpretations and amendments to existing standards became effective on 1 January 2018 and have not had

a maternal impact on the Group:

— Amendments to IFRS 2: Classification and Measurement of Share-based Payment Transactions;

— Amendments to IAS 40: Transfers of Investment Property;

— IFRIC 22 Foreign Currency Transactions and Advance Consideration; and

— Annual iImprovements to IFRS Standards 2014-2016 Cycle.

The following other standards, interpretations and amendments to existing standards have been issued but were not mandatory for accounting

periods beginning on 1 January 2018 and are not expected to have a material impact on the Group:

- IFRIC 23 Uncertainty aver income Tax Treatments, effective from 1 January 2019;

— Amendments to IFRS 9: Prepayment Features with Negative Compensation, effective from 1 January 2019;

— Amendments to IAS 28: Long-term Interests in Associates and Joint Ventures, effective from 1 January 2019,

- Amendments to 1AS 19 Plan Amendment, Curtailment or Settlement, effective from 1 January 2019 (not yet endorsed by the EU);

— Annual Improvements to IFRS Standards 2015-2017 Cycle, effective from 1 January 2019 (not yet endorsed by the EU);

— Amendments to IFRS 3: Definition of a Business, effective from 1 January 2020 (not yet endorsed by the EL);

— Amendments to References to the Conceptual Framework in IFRS Standards, effective 1 January 2020 (not yet endorsed by the EU};

- Amends to IAS 1 and IAS 8: Definition of Matenal, effective from 1 January 2020 (not yet endorsed by the EU),

— IFRS 17 Insurance Contracts, effective from 1 January 2021; and

- Amendments to IFRS 10 and IAS 28: Sale ar contribution of assets between an investor and its associate or joint venture, effective date
deferred indefinitely.

Consolidation
The financial statements of the Graup consolidate the results of the Company and its subsidiary entities, and include its share of its joint ventures’
results accounted for under the equity method

A subsidiary is an entity controlled by the Group. The Group controls a subsidiary when it is exposed, or has the rights, to variable returns from
its involvement with the subsidiary and has the ability to affect those returns through its power over the subsidiary. The results of subsidiaries are
included in the income staterment from the date of acquisition

Intra-group balances and transactions, and any unrealised income and expenses arising from intra-group transactions, are eliminated in preparing
the consolidated financial statements.

Joint ventures are accounted for under the equity method where the Consolidated income statement includes the Group's share of their profits
and losses, and the Consolidated balance sheet includes its share of their net assets within equity accounted investments.

The assets and liabilities of overseas subsidiaries and equity accounted investments are translated at the exchange rates ruling at the balance sheet
date The income statements of such entities are translated at average rates of exchange during the year. All resulting exchange differences are
recognised directly in a separate component of equity. Translation differences that arcse before the transition date to IFRS {1 January 2004} are
presented in equity, but not as a separate component. When a foreign operation is sold, the cumulative exchange differences recognised in equity
since 1 January 2004 are recognised in the income statement as part of the profit or loss on sale.
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Consolidated income statement
for the year ended 31 December

2018 2017 {restated)’
Tetal Tota!
Notes fm fm £m £
Continuing operations
Sales 1
Deduct Share of sales by equity accounted investments 1
Add Sales to equity accounted investments t
Revenue 1 16,821 17,224
Operating costs 2 (15.514) {16,043)
Qther income 4 158 i31
Group operating profit 1,465 1,312
Share of results of equity accounted investments 1 140 107
Underlying EBITA 1
Non-recurting items 1
EBITA
Amortisation of intangible assets 1
impairment of intangible assets 1
Financial expense of equity accounted investments 5
Taxation expense of equity accounted investments 6
Operating profit 1 1,605 1,419
Financial income 228 416
Financial expense L {609) (762)
Net finance costs 5 (381) (346}
Profit before taxation 1,224 1,073
laxation expense 6 (191) {218)
Profit for the year 1,033 857
Attributable to:
£quity shareholders 1,000 827
_ Non-controlling interests 33 30
1,033 857
Earnings per share 7
Basic earnings per share 31.3p 26.0p
Diluted earnings per share 31.2p 25.9p

1. Prior year comparatives have been restated upon the Group's adoption of IFRS 15 Revenue from Contracts with Customers. See note 37 for details regarding the restatement.
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Consolidated statement of comprehensive income
for the year ended 3| December

2018 2017 {restated)’
Other Retained Cther Retaned
reserves? earnings Total reserves’ earnings Total
Noies £m fm £m Im fm m
Profit for the year - 1,033 1,033 — 857 857 v
Other comprehensive income E;
Items that will not be reclassified to the income statement: £
Subsidiaries: e
Remeasurements on retirement benefit schemes - 74 74 - 2,056 2,056 =
Tax on items that will not be reclassified to the income statement 3 - 5 5 - (481) {481)
£quity accounted investments (net of tax) - 6 6 - 52 52
Items that may be reclassified to the income statement:
Subsidiaries:
Currency translation on foreign currency net investments 400 - 400 (630) - (630
Amounts {charged)/credited to hedging reserve (25) - (25) 59 - 59
Tax on items that may be reclassified to the income statement 6 5 - 5 {11) - {11) P
Equity accounted investments {net of tax) 15 - 15 g - (18) %
Total other comprehensive income for the year (net of tax) 395 85 480 {(600) 1,627 1,027 §
Total comprehensive income for the year 395 1,118 1,513 (600} 2,484 1,884 E}
Attributable to:
Equity shareho!ders 391 1,085 1,476 (595) 2,454 1,859
Non-controlling interests o 4 33 37 (5) 30 25
395 1,118 1,513 (600} 2,484 1,884
. . . o
Consolidated stotement of changes in equity
for the year ended 31 December 8
3
Attributable to equity holders of BAE Systemns plc a
Issued ’ Non-
share Share QOther Retained controlling Total
capital premium reserves’  earnings Total interests equity
_ o Notes £m £m fm £m £m fm fm
Balance at 1 January 2018 as originally presented 87 1,249 6,098 (2,693) 4,741 43 4,784
Restatement! - - (8) 210 (29) - (29)
Restated total equity at 1 January 2018 87 1,249 6,090 (2,714 4,712 43 4,755
Profit for the year - - - 1,000 1,000 33 1,033
Total other comprehensive income for the year - - 391 85 476 4 480
Total camprehensive income for the year - - 391 1,085 1,476 37 1,513
Share-based payments (inclusive of tax) 30 - - - 63 63 - 63
Net sale of own shares - - - 1 1 - 1
Ordinary share dividends 24 - - - (703 (703) (28) (731
Partial disposal of shareholding in subsidiary undertaking - - — (3) (3) 20 17
At 31 December 2018 87 1,249 6,481 (2,271) 5,546 72 5,618
Balance at 1 January 2017 as originally presented 87 1,249 6,685 {4,583 3,438 26 3,464
Restaterment’ - - - 47 47 - 47
Restated total equity at 1 January 2017 87 1,249 6,685 (4,536) 3,485 26 3,511
Profit for the year - - - 827 827 30 857
Total other comprehensive income for the year - - (595) 1,627 1,032 (5) 1,027
Total comprehensive income for the year - - (595) 2,454 1,859 25 1,884
Share-based payments (inclusive of tax) 30 - - - 53 53 - 53
Net purchass of own shares - - - (1) (1} - m
Ordinary share dividends 24 - - - (684) (684) 8) (692)
At 31 Dacemnber 2017 87 1,249 6,090 (2.714) 4,712 43 4,755

1. Prior year comparatives have been restated upen the Group's adoption of IFRS 15 Revenue from Contracts with Customers and to correct a prior year error in respect
of the accounting valuation of a longevity swap held by one of the Group's defined benefit pension schemes. See note 37 for detalls regarding the restatement.
2. An analysis of other reserves is provided in note 24.
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Consolidated balance sheet
as at 3 Decermnber

2017 2016
2018 (restated)  (restated}
Notes fm £m fm

Non-current assets
Intangible assets 8 10,658 10,378 11,264
Property, plant and equipment 9 2,365 2,230 2,098
investment property g 98 101 110
Equity accounted investmerits n 429 322 250
Other investments 13 6 6
Other receivables 12 352 387 351
Retirement benefit surpluses 22 308 302 223
Other financial assets 13 245 226 345
Deferred tax assets e 14 702 702 1,181

15170 14,654 15,828

Current assets

Inventories 15 774 733 776
Trade, other and contract receivables 12 5177 4,244 3,959
Current tax 16 81 20 5
Other financial assets 13 166 29 204
Cash and cash equivalents 17 3,232 3,271 2,769
Assets held far sale - 18 146 26 2
9,576 8,383 7715
Total assets ] 19 24,746 23037 23,543
Non-current liabilities
Loans 20 {3.514) (4069 (4,425
Other payabies 21 (1.536) (1,723} (1,040}
Retirement henefit nbligations 22 (4.240) 4324) (6,330
Other financial liabilities 13 (104) (133) (102)
Defarred tax liabilities 14 - {4} ao
Provisions ‘ 23 (427) (435} (392)

(9,821) (10,638) (12,299

Current liabilities

Loans and overdrafts 20 (785) (14} -
Trade and other payables 21 (7.740) (6,755) (6,917)
Other financial liabilities 13 (74) (104) (212)
Current tax 16 (334) (305) (31
Provisions 73 (334) {400) (29m
Liabilities held for sale ] - (40) (16) 2)
- - (9.307)  (7594)  (7,733)
Total liabilities _ o o (19,128) (18,282} {20,032)
Net assets 5,618 4,755 3,51

Capital and reserves

Issued share capital 24 87 a7 87
Share premium 1,249 1,249 1,249
Other reserves 24 6,481 6,090 6,685
Retained earnings — defigit (2,271 (2,714) {4,536)
Total equity attributable to equity holders of BAE Systems pic 5,546 4,712 3,485
Non-controlling interests ] 72 43 26
Total equity 5.618 4755 3,51

1 Prior year comparatives have been resiated upon the Groun's adopuion of IFRS 15 Revenue Trom Contracts with Cusiomers and to correct a prior year error in respect
of the accounting valuation of a longevity swap held by one of the Group's defined benefil pension schemes. See note 37 for details reqarding the restatement.

Approved by the Board on 20 February 2019 and signed on its behalf by:

C N Woodburn ? ) Lynas
Chief Executive Group Finance Director
* .
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Consolidated cash flow staterment
for the year ended 31 Decermber

2017
2018  (restated)
Notes fm fm
Profit for the year 1,033 857
Taxation expense 6 191 216
Research and development expenditure credits 4 27} (20}
Share of results of equity accounted investments 1 (140) (107)
Net finance costs 5 381 346
Depreciation, amortisation and impairment 2 411 728
Gain on investment revaluation N -
Profit on disposal of property, plant and equipment, and mvestment property 2.4 {18) {10)
Loss in respect of held for sale assets and business disposals 2 9 13
Cuost of equity-settled employee share schemes 64 61
Movements in provisions (101) 150
Decraase in labities for retirement benefit ebligations {153) (138)
(Increase)/decrease in working capital:
Inventories (16) (29
Trade, other and contract receivables (757) (397)
Trade and other payables 530 454
Taxation paid _ (200) (227)
Net cash flow from operating activities 1,200 1,897
Dividends received from eguity accounted invastments 11 57 72
Interest received 25 23
Purchase of property, plant and equipment, and investment property (358) (389)
Purchase of intangible assets (139) (87
Proceeds from sale of property, plant and equipment, and investrent property 34 34
Proceeds from sale of intangible assets - 1
Purchase of subsidiary undertakings - (3
Purchase of equity accounted investment 2 -
Partial disposal of shareholding in subsidiary undertaking 17 -
Equity accounted investment funding " {1} {3)
Cash and cash equivalents acquired with subsidiary undertakings 34 14 -
Cash ftow in respect of held for sale assets and business disposals 12 (6)
Cash and cash equivalents disposed of with subsidiary undertakings - (2)
Net cash flow from investing activities - L (341) (360)
Interest paid (203) (204}
Net sale/(purchase) of own shares 1 m
Equity dividends paid 24 (703} (684)
Dividends paid to non-controlling interests (28} (8)
Cash flow from matured derivative financial instruments {excluding cash flow hedges) 6 (83)
Cash flow from movement in cash collateral 2 (15)
Cash flow from repayment of loans (7} -
Net cash flow from financing activities 26 {932) (995)
Net (decrease)/increase in cash and cash equivalents (73} 542
Cash and cash equivalents at 1 January 3.264 2,771
Effect of foreign exchange rate changes on cash and cash equivalents o 41 (49)
Cash and cash equivalents at 31 December 3,232 3,264
Comprising:
Cash and cash equivalents 17 3,232 3,271
Overdrafts 20 - {7)
Cash and cash equivalents at 31 December 3,232 3,264

1 Prior year comparatives have been restated upon the Group's adoption of 1FRS 15 Revenue from Contracts with Customers See note 37 for detalls regarding the restaterment,
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Notes to the
Group accounts

1. Segmental analysis
Revenue and profit recognition

Revenue represents income derived from contracts for the provision of goods and services, over time of a1.a pontin time, by the Group to
custammers in exchange for consideration in the ordinary course of the Group' activities

Performance obligations

Upon approval by the partes to a contract, the contract is assessed to identfy each promise 1o transter either a disunct good or service ot a senes
of distinct goods or services that are substantiaily the same and have the same pattern of transfer 1o the custorer Goods and services are distingt
and accountead for as separate perfarmance obligations in the cortrac: if the customer ca™ benefit from tharn zither on then swn or 1ogethar

with other rescurces that are reanily avallable to the customer ana they are separately wdantifiacle wn tne contract !

The Group provides warranties (G 115 customers 1o give them assuranice that its products and services will function in line with agreed-upon
specficata s, Warrantes aie 1ot provied sexaritcly and, therefars, do nat resrosent separate porfarmance oblgations. |

Transaction price i
At the start of the contract, the total transaction price 1s estimated as the amount of consideration to which the Group expects to be entitled in
exchange for transferring the promised goods and services to the customer, excludirg sales taxes Varighle consideration, stch as price escdlation, |
15 included based on the expacted value or most likely amount only to the extent that it 15 highly probable that there waiil not be a reversat in the
amount of cumulative revenue recogrized, Tne transaction price does not ndlude estimates of considerat on r2:ult ng fram contract modifications,
such as change orders, untl they have been approved by the pariies 1o the conbact, The total transaction price 1s allocated to the performance |
obligations imentified n the contract in proportion to their relative stand-alone selling prices. Gven t-e bespoke nature =f many of tre Group's
products and services, which are designed and/or maryactured under contract 1 the customat's indv.dual speaifications, there are tyoically

i no chservabla stand-zlone seliing prices. Instaad, stand-alone selling prees arz typically estimated based on expectad 20573 plus contract margin |
|
‘

| Whilst payment terms vary from contract to contract, on many of the Group's contracts, an element of the transaction price is recewved in advance |
i of delivery. The Group therefore has significant contr

L

" which is usually when legat title passes to the customer and the business has the right to payment, for example, on delivery

consistent with the Group's pricirg principles

sctiabilmies (note 211 The Group's contracts are not considerad tonclude significant financong
components on the basis that there is no difference hetween the consideratior and the cashi selling price. UK Miristry of Defence contracting
rules arotilit the mclusion af iracing m the sales or co. Negat ations on Compebive ntemational export contracts do rot make allowance lor
tre cash paymaent protile. '

Revenue and profit recognition
Reverua s rmroqnsed as performance obhganons ara sat sfied as contral of the good: and services s transferred to the Custorrar,

For each performance obibgation within @ contracr, the Group determinas whether 1115 satishied over tme o7 at a poitin ime. Performant i
obligations are satishied over time 1f one of the following critena 15 satisTed

— 1he castomer s multarenusly recewes and consumes tha henefits pmowided by the Groun's perfarmance as it performs;

© — the Group's performance creates o enhances an asset that the customer wortrols as the asset 1s created or enhanced; or

- the Group's performance does ot create an asset with an alternative use to the Group and it bas an enforceable nght to payment
jor performence comaleted Lo date.

The Group has deterrmired that most of 1ts contracts satisfy the over time criteria, either because the customer simultaneously receives and

consures the genefits prov ded Dy the Group's performance as it performs Cymically services or support cantracts: or the Group's performance
daes not create an asset with an alierrative Lse 10 the Group and it hes an enforceable right 1o payrnent for performance completed 1o date [
ttypically development o production contracts} '

Far each performance obligation to be recoanisad over time, the Group recognises revenue using an input method, based on casts incurred
i the penoa. Revenue and artrbutable margn are calculated hy reference 1o reliable estimates of transaction piice and total expected i
costs, afrer making suitakle allowances tor technizal and other nsks. Reven.e ana associaten marg™ are therefoie racogniset prograssvely
as costs are inurted, and a3 nsks have seen mitigated o retired, The Croup bas determinzd that this mairo appropnately depicts the '
Group's performance in teansfer ng contiol of the goods and sarvices o the customer. |

It the over time cniena for revenue recognition are not met, revenue is recognised at the pomt it ume that control is transterred to the customer, |
a . = !

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

ems
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1. Segmental analysis continued
Software licences

The Group sells software licerces either separately or wgether with other goads &ra services, Induuing computer hardware and imolermertauon,
hostirg and support RevenLe recogriniion in respect of software licerces sold as pert of 5 pundle of goods ard services 1s considered separately
wihen the hcence s determired 10 be a separate performance obligatior Sofrware icences either represent a night to access the Group's

Cntallectual property as 1t ealsts throughour the icence penod or a right to use the Group's mtellectual property as 1t exists at the pontin time
¥ g 9 properiy p

follow ng critens a

- the licence directly exposes the custorner to the effects of those activiies, and

-3 as part of the onginal cortract usimg a cumiulative catch-up

- The maonty of te Gioup's cont-aut rrodl-cations are treates under either 1 or exanple, the reaureent for addiionat dstrct goods or

CContralt fultdment costs in respect of over tme contraits 910 expenses ax ncuned, Jontracl ‘ultiiment costs mrespect of port i ume conlracts
. are accoumied for under 1AS 2 Inventories .

alwnicn the woance s granted. Revenue in respect of ngnt 1o actess hcences s racognised over 1= heence term o, in r2laton 1o perpotual

licences, over the related customer relationshg ana revenue ir 1espect of nakt to use heences 1s recogrsed uniront on delivery 1o the customer :

Asofware lcence s consimeren 5o be a ngat to access 112 Group's intellectual property as Tex sts tvougnout the lcence pecd if 3l of the i
a

FETL=e)

— the c=tac requires, o the custame easonacky excects, at 172 Groug will undertake artvities thas s gnfeantly affecs the irtsllectual i
property, and |

- those activities do not result in the transfer of a good or service to the customer

Contract modifications

The Group's contracts are cften amandsd for cranges n customas’ requrements and spec fications A contract mosficztion exists when the
partes 1o {2 contract aporove a mogd.catis™ that esther change: exsting or creates new enforceabls rghts anc oblgations, The efrect of 3
contract modifizat on on the ta~saction pnce and the Grous's measure oF crogress towards the satistact-or of the performance obligation to
which it relates is 1ecognised in one of the following ways:

1 prospectively, as an additional, separate contract;

2. prospecively, a5 a termiration of the exstirg contract and creation of a new contract, or

services) of 3 1for example, a charge ir the speci® caticn o the distct goods or sanvices for a partally comaleted contracty, although the facts
and crcumstances of any contract modi® cation are considered indwiaually as tha types of modiications w ll vary contract-by-contract and may
result i different accouning outcomes,

Costs to obtain a contract
The Group expenses pre-conuact bidding costs which are incurred regardless of whether a cortractis awarded The Group does not tyaically !
Incur costs to obtain contracts that itwould not have incurred had the contracts not been awarded, such: ay sales commission,

Costs to fulfil a contract

Reporting segments

W th effect from 1 January 2018, the Group revisad its ieport ng segmants 1o raflect 112 organisanional changes amnounced in 2017, Trhe five
pringipal reporting segments are Electronic Systems, Cyber & Intelligerce, Platfaorms & Services (US), Alr, and Maritime. These align with the
strategic directior of the Group. Finanaal informaton for 2017 has been re-presentad 1o reflect these new reporting segreants,

- Electronic Systems compnses the US- and UK-based electronics activities, including electronic warfare systems, electro-optical sensors, milrtary
and commeraidi dig tal engme ard hght contrels, precaion gu dance and segker solaticns, next-generat on rulilary Zommgmicat ons systems
and data links, persistert surveillance capabulities, and hybnd electric drive systerns,

- Cyber & Intelligence comprises the US-based Inteligence & Security business and UK-headquartered Apphed intellgence business, and covers
the Group's cyber secunity, secure government, and cormmercial and financal secur ty acivities;

— Platforms & Services {US), with operations in the US, UK ana Sweden, manufactures combat vehicdes, weapons and munitons, and delivers
services and sustainment activities, including stup repair, and the maragement and operation of gover nment-owned munitions facilites;

- Air comprises the Group's UK-based air activities for Europedan and International Markets, and US Programimes, and its businesses in Saudi
Arabia ard Australia, together with its 37.5% irtterest i the European MBDA joint venture,

- Maritime comprsas the Greun's UK-rasad martims ana [and actawt es, a~d
HQ coprses the Group's head office and UK-gased shared serv.ces activiies, together vath a 42% interest in Aur Astana.

[ e Board ihe chuef apersting cecision maker as defined by IFRS 8 Operating Seqr~ents! monit2rs Lha results of these rzporting sagments
10 assess performanca and make decis 07 about the allocation of resources Segmental parformance is evaluated based on ey Performance
Indicators - sales (see page 1501 and underlying EBITA fsee page 151 Finance costs and taxation expense are managed on a GQroup basis
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Notes to the Group accounts
continued

1. Segmental analysis continued

Key Performance indicator - Sales
Defintion Revenue plas the Grown's share of revenue of squily accounted

Sales and revenue by reporting segment’

IWEST™ 2s,

Purpase Alloves managament 1o montor the saltes performance of subsidiaries ard equity accounted investments.

Deduct

Share of sales by equity

fetsdd]
Sales wegiety

Sales accounted 1mvestme Revan iz
T T Gy T T Ty - a1/
2018 restateon 2018 frostatad. 2018 :
Y - S S - B L
Eiectromc Systems 3,965 3,598 (10%) 195 101 95 3,965 3,598
Cyber & Intelligence 1678 1,818 - - - - 1,678 1.818
Platformis & Services (USH 3,005 2,951 {141 {103} - - 2,864 2,848
Al 6,712 7,210 {2,224) (2.,006) 1,091 1,108 5,579 6,312
Mariume 2,975 2877 (37} an 2 9 2,940 2.845
KO _ om0 3% _ (309 @8y - - & 4
B ' 18,685 12790 (2,812) (2,539 1194 1212 17,067 17,4683
Intra-group safes/evende ~ ~  {278) (303 - - _ 32 59 (49 Q24N
' ) 18,407 18,487 (2,812) (2,534 1226 1271 16,821 17274

Roweng

Electronic Systems

Cyber & Inteligence
Platforms & Services (1S
Al
Marttime
HQ_

lntra-group revenue
201/

2018 T
Em T
54 73
91 83
39 23
10 9
40 a0
20
246 244

ealernal t

2018
£rm

X TH
1,587
2,825
5,569
2,900
_ 29
16,821

3,525

1,730
2,825
6,303
2,805

38
17,224

1 R porting seagreon (s Bave boen re-presenlerd o o fle

ey isatkg
2 Praryear corrparaves have heen restiated upon "

NERtTNI4] si¥ly

Sales and revenue by customer location

UK
Rest of Burope”

us

Canada

Saudi Arabia

Rest of Middle East

Australia

Rest of Asia and Pacrf¢

Africa, and Central and South America_

ok vitecton 1k
oM LOrraLTs

Sale,
o oo
2018 wrestaten:
_ fmo__
3,819 3623
2,007 2,046
1,729 74,460
115 100
2,593 3,085
8043 912
562 608
536 503
145 159

18,407 18,487

' 3,622
1,176
7,713
15
2,464
694
560
430
_

16,821

st Cuymiors Seo note 37 foe untals renarcing e restate et

13,390
1,472
7.457
100
2,964
826
607
314

17,224

1 Pror year corparattves hase been rostated upon the Greup's adopuon of IFRS 15 Revanus
naraten Lader e lyphoon workstare agrecme

2 Inchunes TO b 1201/ 10 8b

DAL yysiarns
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. Key Performance Indicator - Underlying EBITA
; Dafinmon Querating pront exclugng amorisation and ~parent of mtangiole 25615, finance cost: and taxatiun sxoense of equity azcounted
investrments (EBITA), and non-recurnng ltems.

1. Segmental analysis continued

Revenue by major customer
Reverue from the Graup's three prinapal customers, whack irdiviaually represent over 10% of total revenue, is as follows

|
2018 o
fm
US Denartment of Defense 5,148
UK Mirisiry of Defence 3,848
Kingdom of Savar Aratia Mirsstry of Defer ce and Awatior: e el %366 279
1 Prnor year corpa Chevh o lati Jpon O CiFRS 19 Roenue fror Coniracs fordaaly ragarc pg e e aTorant

Joirtludes FOhin JGT S g

ok shan g grenrnent v b Suroig tar lage

Revenus fram the UK Ninistry of Defence and t-2 U3 Departmznt of Defense was generated by he . se pundipal reoorting segments, Reveruz
trom the Kingdom of Saud Arabia Mustry of Deferce and Aviaton was genersted by the Air and Maritme reporting segments

CPurpoae Provides 4 needsarz of onerating profitanl by that s comparable cver tima.

S Amortisation and impaimment of intangible assets are excluded because they are not related 1o the in-year operationdl performance of the

business, being driven by the timing and amount of investment in acguired businesses and software
Finance costs ard taxatior expense of equity accounted investments are excluded for consistency with pre-interest, ore-tax busiress gerformance

Mon-rec i ng rems are tems oF fnacnal performance wh ch have oes~ detorm ned by manaaement as being matenal by ™Mer si72 o inadenca
and ros relevant ta an understanding of the Group’s underdying busingss pe-formance. The Group's defimnon of non-recurnnyg ters includes
prof o lnss an busingss transact:ons, and costs incured which are one-off n rature, for example non-reutine costs orincoma relanung o
post-ret rement benetit schizmes, and otber exceptional terrs winch rmaragement bas detzrmined as not bemg relevant to an understa ~ding
of the Group's underlyng busivess performande.

12018
. The non-recurring loss of £154m represents a Guaranteed Minimum Pension equelisatior charge of £114m (see note 223, and a loss on disposal

of the Mohile, Alabama, shipyard of £40m
2017

Operating profit/(loss} by reporting segment’

firancial anu

ArTArRTO0 Pasal o0 panwisp

and impai ent ct ety 2ccounted Qpersing

ungerlrg FRAA Muri-iecuning 1rers Cafmtangule assels  ewens prot i doss:
2018 2018 200 2018 2017 2018 2018 irv?:.t«:tﬁn."
e e e e S L £m o gmo Ao Em i
Electronic Systems 606 - - (16) (2% - - 590 521
Cyher & Intellgence m - {52) {413 - - 59 (361
Platforms & Services (US} 210 237 {40} S]] (8) {9 (1) 2} 161 213
Air 859 967 - - (12) (8: 37) (41} 810 918
Maritirme 209 251 - - {16} (8 (2) 13} 191 240
RQ B I 7} I £ ] {113) - a4 w\ (Y ey (208 (M2
S 1928 1,974 (154} (9 (118) 470 (1) X 1.605 1,419
Netfimance costs ;: 77_ I oL 38y 346
Profit before taxation 1,224 1.673
Taxation expense ) e o9 2w
Profit for the year 1,033 857

T Repatheg - egeietits b ave ooy e-taesentvd Sae ent the organsaniosal eeanges sebaee ok ottest cn ] Ly 2018

2 PRIon yeor comparaties Nave Besn [esiateu npsei e Groug’s aunpion of IFRS 15 Reveran fror Contrars with Custonten, Sce note 37 ‘or aptails regarding the res'aereent
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. Key Performance Indicator - Order backlog

15¢

Notes to the Group accounts

continued

1. Segmental analysis continued

Share of results of equity accounted investments within reporting segments’

Jnddeelying EBITA

2018
tlectronic Systems 9
Platforms & Services (US) 23
Alr 150
Mantime 7
5 U -

202

201/

rastateu

in
B
13

2018

£m

@

@

NOr-reCmng 1Lerms

2017
HIN

Arorisanen
afintang ble assets

2018

£m

04/

Firarcial and
gt o eapense

2018 ;rou;:-éli’
,,,,Em o ,,,‘('M
{1} {2)
(37) a1
(2} {3
on o ue
(51) 172)

Share of results
ot aount; ac o ted

Ny
2018
fm
]
22
106

o

201
tated.
fr

6

il

Tt tiengg seg ety Baue Do ro-pe

seterd W et e g satcar sl Chmies e ook otrecLon b ey 2014,

2.0 Trier yeal wortiparatyes havt beonvesiaed npon the Group’s adopton of IFRS 1% Revenue fioe Zonaacts wath Cusramers, Ssanote 37 7o getals regarding the restazerent

Definition Funded and unfunded wnexecuted custoer orders including the (roun’s shares of ordar bacclog of eguity accounted qvestments.

Untunderd orders include the elements of US multi-year contracts for which funding has not baen authorised by the customer,

Purpose Supports futiire years’ sales performance of subsidiaries and equity accounted investmaernts
! AUty

Performance obligations

The Group's arder book , reconciled 1o order backlog as cefined by the Group, 15 shown dalmw,

Order backlog as defined by the Group
Deduct tUnfunded arder backlog

Deduct Share of order backloy ol euutly avcounted investrments

Add Order backlog in respect of orders from equity accounted investrnents

Order book!

T Order ook, mpresents the tansdction prce Aiocaed to utsats” enard parbially satished pertanmanze obbgations 25 e
cort Lnatamonrs As Derreg dnger Be (ransiental Srowisors of IFRS 15, cormpandteo ¢ 3

Tna Grayp expects that approxmately 25% of the order book as at 31 Decemaer 2075 wall be recogn sed &s revenue duning
with the remaindet largely recagnised over the foliow ng four years.

fined by IFRS 15 Rewe ue frum Canhacrs
et it rozpest b e Granp's urder ook o ot o selased

naxt yaar,

For each performance obligation to be recagnised over tme, the Group recognises revenue using an mput method, based on costs incurred
in the perniod. Revenue and attnhutable margin are caloulated by reference to reiiable astimates of transaction price and total expected

costs, afrer reaking zotanle allowances for techmizal and other nisks. Revenue and associated margie are therefore racogrusea pregressively
aup nas determned that this metinos appropaately depicts the

a5 costs are ncurred, and as nsks have been miugated or retires, The
Grgup's pertormance in transterrng control of tne goods and serviees 1o thi custame

T Accordingly, revenue of $U.3bn was recogrised

dunng the year ended 31 Decambor 2078 - resoect of performance obhigatiens satisiied o partially satisfied in provious periods

B8 Sustems
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2. Operating costs

Leases

Lease payments made under operatirg leases rduding ary ncenives granted, are recognsed i the ncome statermsnt on @ straight-hire bases

over the lease term

Research and development

The Group urdertakes research ana development actraties eitber on its own bekaif or or behalf of customers

Group-funced experdure or reseasrch, and on development actsaties not meeting the corditons for capirahsation, 15 written off as incurred P

ard chargen 1o tie mcome statemranrt

Customer-funded expendiiLre on research ard development activities 15 recognised in the Incomie statement it sccordance wath the Groun's

revenue recogrition policy

Raw materials, subcoriracts and other bolght-in tems used
Change ininvertones of fin shed goods ard work-ir-prograss
Suaff cosis inote 3

Guarariteed Minimum Persion equalisation charge (rote 22
Depreciation

Amaoartisation

Impairment — pranerty, plant and equipmert (note 9, ard investrnent property (inote 103

Imparrment — intangible assets inote 8)

| ease expense

Loss on disposal of property, plant and equinment, ard investrent property
Loss in respect of hald for sale assets and business disposals

Other operating charges
Operating costs

2,960 3,152

2018
_Em
5,816
a4 74) :
5876 5,830 E
10 -
269 %3
78 g2
31 !
33 34
287 295 |
1 1
9 E!

15514 16,043

1 Proryear corparate=s b beas rea g Lpon the Croup's Aauapion of IFRS 19 Revenus “rom Con'ras s

Ooerafing costs includes research and developmant expenditure o £212m 2017 £238mi funded cy the Group. Development mvesiment

of £10rm (2017 Enlhwas cagitalised durning tha year {see rote 8.

1Ol 2ry See o of el ragariney the restatesen
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154

Notes to the Group accounts
continued

2. Operating costs continued

Fees payable to the Company’s auditor and its associates included in operating costs’

2018 7
" UK Overseas  Total UK Overess ol
o L £000  £000 £000 CCE T Sl
Fees payable to the Company’s auditor for the audit of the
Company’s annual accounts 2,000 - 2,000 2,034 - 2,034
Fees payable to the Company’s auditor and its associates
for other services to the Group:

_The audit of the Company's subsidianes o 2,687 4,091 6778 2809 4471 7280
Totalauditfees L. L. A887 a9 8778 4803 447l 934
Audht-related assurance services . 690 - 690 1,086 ws 7-,-‘4941
Tax compliance services - - - - 107 10/
Tax davisory services - - - - 35 35
Other asstrance services 175 - 175 - - -

Other services - , 1776 = - W76 38 53 91
Totalnon-auditfees 2641 - 2641 114 303 1477
Total fees payable to the Company’s auditer and its associates 7.328 4091 11,419 5,967 4,774 10,741

Fees in respect of BAE Systems pension schemes:

Audit - - - - 292 297

Tax cornphance - - - - 5 5
_ Tax adwisory . ) ) - = - - - - ) -

- - ~ - 297 297
102017 fees are payabls w0 KPR TEF Delotee LLP replaced KPRIC TEP a5 the T pary's aunior at i e Annual Geperat RMeeting on 10 Moy 2018 200 “ees are peyable

wDetoilte i B

2 2018 primandy reldes 1 the reviesy of e haltsyoarky inang alepe it 2007 mdudes aduce for s MO LR e 103060
3 2008 promamty relates 1o cwsultancy vk nnedertaken by Gebatra LLP torolanon o the Grong's Sabmaries Disness e pae 821,

ELITNY
Annan

oriFRY 15



3. Employees

The weekly average ard year-ena nuinbers of employecs, excluding those ir equity accounted investments, were as follows

Wheek oy acerage St By

2018 ' T o ,

Number B

o e B ‘000 .

Electronic Systermns 15 '

Cyoer & Inteligence 10 :
Platforms & Services rus: 1
Al 22
Maritime 16

HQ B L S - 2 )
76 /6 78 76

T Repteng segent, s ave besr reeprosened o e 200 the urganinat ooal Whangoes coon oz eored el Lanany J00E

The aggregate staff costs of Grous empioyess, excluding employees of eguity accourted investrents, were a5 follows:

2018 2071 z
£m -

Wages and salaries 5019 4972

Social secunty costs 367 360
Share-based payiments inote 30! 63 61
Ferseor costs — oefined contnuution plars inots 22) 203 193 I
Pe-simr costs — aftined penafit plans inote 22 223 242
US healthcare costs inote 220 o o L L - 1 Z

5,876 5,830

4. Other income

=
2
D
3
Q.
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@
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=
[
m
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=
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Leases
Lease income under operating leases s recognised in the income stateiment on g straighi-line bases over the lease term

2018 2oy
R e e . R e MM
Research and developmen? expendiitre credits 27 20
Rental income from operating leases — investrment property 22 23
Rertal ncome from operating leases — other 15 16
Froft on disposal of property, plant acd equipment 13 2
Proft on dispesal of imvestment prozerty [ 9
Maragemen® recharges 1o equity accounted irvestments (note 31) 18 16
Royalties n 9
Other' . . e %8 3
Other income 158 131

e gues £ 151 for capiTal speniu O ey 19 TESEE T 0T Satis Araiis Induesr of Parsapaton rsestroents ana 30 fEAZUN P econery 0F ste aevelopent costs
to the Dreadnzug t promasnen bartows Thers gre no etienr digdual armouns s in ervcess of €10,

RAF Systenns ISS
Aaren sepait ) 8



a Notes to the Group accounts
continued

5. Net finance costs

Interest income and borrowing costs

Interest income
| Gain an remeasuiement of © nancal instruments at fair valua through profit or loss!
Foreign exchange gains’

Financial income

Intarest exparse an bonds ara cther £ aancial instruments
Facility fees

Net present value adjustments

MNet nlerest expense on retrement beneht obligations (ote 22)
L oss 2nremeasiiemant of financial instruments at fai value thraugh profit o loss’
Foreign exchange losses
Finarcial expense -
Net finance costs

Interest income and borrowing asts are recognised n the income statement in the penod in which they are incurred.

2018 2017
£m_ B

26

186
L _15 N 338
28 46
(204) (202!
{4} 4
(31) 44)
(103) 1165)
(40) 13171
{227 (30

(609) 62
(381) 1348

;

Pooteanpsses s il ko o oy ey v
Bonrosngs and oxchonge rate fluctus

2 The toregseachange gams ana k

Shala=coswath -ho Growp's s
05 i anly reflent eschango rate mowon

e and oouity acour Avesinienty
s on US dcllar-aaramsmated sy

Additional analysis

Aee 1Strare e Lo manane P S s e s B0 pleses

SN EPE I L R H

2018 2017
£fm [

381 (3.
L
(394) 1330

Analysed as
Underlying net imterest expense
Group
Share of equity accounted investments

Other
Group
Netintarest expense o et rzment penchit ablaat ons
Fair value and foreign exchangs adjustments on f nandial instruments and investmeants’
Share of equity accounted investments
Net interest expense on retrerent benatit abligat ons
_ Fan valie 2d foregn exchange adjustments on financial 17styn

sand nvestments

(213) 226
@ 2

(215) (245!

(103) (165]

(65) 45
(3) (8
(8) {7

T (394) 380y

Tohvimlying nel sl vauer soos detiod as igoee cost or e Growgnaes s sbare ol eguity acoonedei asestimenl s e lad s e rebnlerost espionse on retinesaie

Loene it ol astiong and far value and forsign exchange ac ety franoal nstrorrents and svestmients

7 The nel s 2017 gaess anmarly retlects fore an cacary

! [ 6 3T Systery
2D Anneg Repar 20°8

g tramlational Deses 12017 gains' an U5 dollas-denarmiaazed bonds Role by Bab Systeras plc,



6. Taxation expense

Mcorms tar e4nense compraes <arrenl 2ed defereod Lax, Currens ang

e taxos recogrised 1 profin or loss oxcen o the exient Lhat 1tra 2es

to & business comotratiar o 1ems regogrwsc—d Olft“(tl‘y‘ I ’EOUiTy or other CORWD[‘?th‘GI\:’E noorme

Current tax
Current tax 15 the expect2o ax cayable

at Thz reporurg Sate, and aty adjustment T2 1ax pagable in respect o orevIcLs yaars.

Deferred tax

[y

Daferred tay 5 racngrised in respert of troorary A ffeences oatwezer the Carying amo.nts oF ass=*s and bzt 25 for ira~oal ceportng
purposes and the amaourts used for taxation purposes Deferred La« is ot 1ecoarisea for temporary aiffererces

- on the inial recogritor of assets or habilities in a transaction that s rot a business cormbinaunor and that atfecss nartlher accounting nor

taxable proftorlozs,

— related to mvestments In subsidianes and eguity 2ccounted irvestments 10 the extent that 11 1s probable that they wiil not reverse in the

foreseeavle future; and
- arising on the mitial recogrition of goodwill

Deferrad tax 1s measured at the tax rates that are expected 10 be apolied to temporary differences when they reverse, based on the laws that

have bee~ eracted or s.ubstant vely enactad by the reporuing date

Taxation expense

2018 (s
, o R
Current taxation
UK
Currert year {64) {1321
_Adjustments in respect of prior years o @ 2h
e ) . L {66} (153
Overseas S T o -
Current year {183} {1601
_Adjustmients in respect of prior years L 42 40
) S ) o ) (141} {120
Total current taxation _ o ) ] L (207} (273
Deterred taxation
LK
Originanion and reversal of temporary differences 15 52
Adjustments in respect of prnon years 15 3
Tax rate adjustment B o B - i i . _ - i
- - o _ ) B 30 o4
Overseay
Ongnazion and reversal of temoorary differences (1} 423
Adjustments m respect of prior years (18} e
Tax rate adjustniert o e ] 5 58
R o (14) 3
Total deferred taxation - ) 1 57
Taxation expense (191} {216)
UK (36) (99
Overseas o B - (155) (1%7)
Taxation expense - S (191} (216}
T Pros yeAr cormpariiees igue heen restated Lpon b Group’s adoption of FRS 15 Revenoe fror Contractswrrh Cuson grs Sae e 37 70r terals negaramn
the westatement
7 The s f'euera 1S sl frene 2570000 215 wath e from 1 January 2018, wehide the 8otiamod 510 dk 1 e InCased 1o 37 16 6% Inlire with b

T o doterons e sty and babahites 4 3180

reange, he ate appl,
pactly reflectsd mthe Cresolrlated woms
a~d batlities has aeen turthe ~cauced tny 74 'F
and par’ly m the Consoliaatad stas

“ent O corprobense ncare

snibwer 200 e as

2 pace] trone et 1o g 7
starest o1 anned partly o the Comsolda e statenrert of comprehanae eoome, To
Cal 31 Gecerrbier 2018 creatng 3 e anust aeat 1 2618 wdictos pantl, e ectd s the Consubdated incone stanement

CHl

Snyonle ) el U1 wne v
rae ar_‘;pi,--r“q 0 LS deteried tan ansetn

FAL Syctarns
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Notes to the Group accounts
continued

6. Taxation expense continued

Reconciliation of taxation expense

The following table reconciles the theoreucal Income tax expense, Lsing the Uk corparation tax rate, to the reported tax experse. The reconcling
items rapresent, besides the mpact of tax rate déferertials anc changes, non-taxable Berafits or non-denuchible excenses ansing from oifferences
between the Incal 1ax hase and the reporied financial statements.

2o
2018 rostated:
£m £ra

Profit before taxation 1224 1073

UK corporation taxrate 19% 1925%

Expected income tax expense 7 o B i o o {233) (207
Effect of tax rates in foregn jurisdictions, mduding US state taxes (43} {95}
Citect o7 indra-group financng 14 15
Expenses not tax effected (14) (8
income not subyect to tax 18 46
Research and developrert tax credits and patent tox benefits 14 18
MNon-deductible goodwaill impairment - 174
Chargesble gains 1) (2
Utilisation of previously unrecognised tax losses 1 3
Adjustments in respect of prior years 37 9
Adjustments in respect ol equity accounted investments 27 21
Tax rate adjustment 5 57
Other R R . B
Taxation expense (191) 1216)

T Pror year compacatives fave beon restaten upon the Croup s adoption o° IFRS 15 Revers e o Contracs wath Custormers See pote 37 for dptily reaaraing the restater-ent
20201 indutea a fadn crodin respec of US taxrefarn cracied in Docerhon 2217

Calculation of the underlying effective tax rate

205
2018 tresterech

LA o
1,224 1,073

ofit hefere taxanion

Ada back

Taxation expense of equity accounted investments 38 38
. Goadwiltnpainnent note &) _ - R . . _ I
Adjusted profit before taxation o - ) 1,262 1,495
Taxation expense (191) 1216}
Taxation expanse of eguity accounted mvestrments (38) (38
Exclude: Impact of US tax reform epacted i1 Decemnber 2017 - (58!

Adjusted taxation expense {including eqhity accounted invésﬁnentﬁ) (229) 31D

Underlying effective tax rate 18% 21%

S0 AN CON P Tives bave Do restated upon the Seoups adonnon 6TIFRS T Reseniur from Contra tuaeh Custorers See noiwe 3/ tor netals regaraing the ros ngmer !

slams
fepme 20 8




6. Taxation expense continued

Tax recognised in other comprehensive income

2018
o S Tax
Befote benefit/
tax (expense) Netoftax
) o - e fm _fm  £fm i 2
Items that will not be reclassified to the income statement: =
Subsichariss =
Remeasareroents on retirement gerefit schemes 74 3 77 2,056 1398 1,658
Tax rate adjustmert - 2 2 - 1831 183
Equity acrountea irvestments 8 (2) 6 65 {13 52
Itemns that may be reclassified to the income statement:
Subsigianes.
Currency trarsfation on foreign currency net investments 400 - 400 (B30 - 630
Amounts (chargedscredited to hedgirg reserve (25) 5 (20} 59 m 48 :
| Bgury accounted avestments 16 L S - T 1 17 O LI
473 7 480 1,533 506) 1027 :

3 havo boest

stion of a long

I Pror y@ar 2o para
OF the aueout ng vl

2upor the Group s adoption o F83 1
sweap held by ope of the £

ez fror Conmrants with Trstul 213 ano 5 QOrmegt 3 e y2ar Crror 10 espert
p & definen benetr peron schiemes See nots 57 tor detal, reqacnng the restateent
JK

20200 carmprss fE A anreanon e the U ann S16m i relanon o e

2018
Other Ratained o T o e‘r- o aren

reserves earnings Total roneryGs SArrgs lesel

- o B - - B o o fm _ _fim B Eﬂ o .E_Z_._ o l‘ f\“
Current tax N =
Subsidianes ; %
_ Rerneasurements on rgty{grnaﬁﬂt}engfﬂ; CNC R - 24 24 R 23 g;
S - 24 24 - ) S
Deferred tax ; %
Subsidiaries ' >

Remeasuremenls on refirement penefil schemes - (2% {21) - 1427 A2

Tax rate adjustment’ - 2 2 - (83, 831

Amounts charged to hedging reserve 5 (i - Hn

Equizy accounted mvestrents ] (1 {13 (14;

' a2 B 59

Tax on other cc;rmreiensn;-e income (121 14541 (506!

T Phoryear oo
bonefit po
2o 2007 corepened £670 i retanion o the J9 ard £ar i relation t

minaatle, bave beer restated to comech d pran yod Gy mesnect o e dicguntag vabdation ot a ler gew ty seap beld by one ob the Groues defned
o schemes e note 27 tor gete b regarding the restatoment
the JK

Bons wapnt 0§ |59



Notes to the Group accounts
centinued

7. Earnings per share

Key Performance Indicator — Underlying earnings per share

Purpose Provides a measure of urderlying performance that is comparable over tme

business, beng drven by the timing and guantum of investment in acquired businesses and sottware

Defimition Basic earn ngs per share excluding amortizatcr and imparrment of intargble assels, non-cash finance moverienls o0 pensons
and financial denvaives, non-racurnng rems and, :n 207/, the impact of US Llax1efarm enacted i Decemnber 201/,

Amortisation and impdirment of ntangible assets are excluded because they are not related to the in-year operational performance of the

Non-cash finance movemants or penzions dre excluden hacause they are ariven by external factars, such as corporate bond yields and mflation.

dNU interast rates,

In 2017, the imoact

HNon-Cash finance movemiz=ts oq irarcal denvatves are excluded bacacse thoy are daver by external factors, sach as foreign exchange rates

Nar-recurring cerms (as detried o nate 1 are ters of iinanaal gertorranice which have been deteruned by management as being inateral
by the rsize o ndidence and not relevant 1o an undersiarding of the Group's underlying perormance,

ot US taxeform enacted 1t December 2017 was excluded because 1t did not raflect the Group's in-year underlying tax rate.

ﬁ___z_g_'_l_g R - f’mf !rss:ata‘-LJ_'w__m B
Basic Diluted fiasic Dikurca
pence pence encs
. - U SO fm__pershare pershare = fo pershag,
Profit for toe year artributable to equity sharehalders 1,000 313 N2 827 259
Add backAdeduct)
Amortisation ard impairment of intangible assets, post tax” 97 68
Impairment of goodwall - 384
Mon-cash movements, being ret nterest expense an retirement
benefis obligatons, pos tax’ 87 137
MNor-cash movements, being tair value and foreign exchange
adjustments or financial imstrumens and mvestments, past tax 60 (301
Non-recurnng items, post tax’ 126 10
Impact of US tax reform enacted i Decembes 20177 - 58 o
Underlying earnings, post tax 1,370 42.9 42.8 1,338 421 419
- S L o Millions_ Milliens
Weighted average number of shares used in calculating basic
earnngs per share 3192 3,192 3182 3,182
Incremental shares in respect of employee share schames o 9 ) - 15
Weighted average number of shares used in calcudating dituted
earn ngs per share 3,201 3,197

Priar year Lomeparatives Mave Degn restatet upon the Groun's aooution o RS 15 Revenue frors Contiacts vl Cusiomars Sernote 3¢ fur detals regaromg the roscater
¥ ; ¥ 3]

1
4 The taxsmpact o ocalrdlzten g the wadering effectve tawrite of 18505017 2171
2 Phnn yeln compargtivas haee Deen resared L esclgue an additonal £ 14m beretitin respac oF themipacr b US tacretomy enacted n Dacerhor 2017 tes Mg from the

restateraril D, DrECE YOAr SO pPAratn Gs Lipnon the Group's 3
2

3AF 5 jstarns
Arrn regort J0TH
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8. Intangible assets

Intangrale assets are carmed at cost o valuation, less accumulatea amortisation and impairmert losses

Cost or valuation
- Goodwill

- of the acquist.o--date far values of tnedznt fiakle

Jnder the acguisinon method for business cornoinations, goodwall is the acquisitior-date fair valle of the consideration transterred, less the net
sets acquired znd babd tes assumed. Zoodwll gnacgu st ors of subsidares s incluzen
nintarg e assets. Gacdvaed on acguisiticns of 20T yentares atad assadiates i mcuazd nthe carrying valus ofequiny accolnted onvestments,
Gains and losses or the disposal of an entity miduce the canryirg amiolnt of goodwill relating w0 the entity sold

Software
Sofiware includes

! . . - . i
- Computer software licences acquired for Lse within the Group are capitalisea as ar wntangiole gsset on the basis of the costs incurred to

acqure and briag to use the speche softerare, and

- Software development costs tnat are direcily asscudled wth the oroouzt on of deay® agle and unigue software producis controll=d by tee
Group, and that will probably ge-ecaie econonic benehils excee g Costs Seyond one year, are recognised as 1nlargibls assets, Group-furded
expenditure assodiated vwith enhiancing or mantaining cormputer software programs for sale is recognised as an expense as incurred

Development costs

Development costs funded by the Group or actities applied 1o a plan or design for the produciion of new or substantially improved products
ars cap tal<ed as ar nte nally-ge-eratzd intargiofe asset f certain cond Biors are met. Tre costs capitalises nclude materials, direct latour ard

related overheads

" Programme and customer-related
: Intangible assets recognised by the Growp include thase refating to ongoimg prograrmimes within dusinesses scquired, matnly in respect

of custorar relationsh ps and oeder backlog. Those assets are nitally recognised at then far value at the acquisiton date.

" Other

Other intangible assets includes patents, wrademarks and licences

Amortisation
Goodwill is not amortsed Amortisation on intangible assets, excluding goodvall, 15 cherged to the income statementt on a straight-line basis
over ther estimataa useful ves.

For pragramime-refated intangibles, amortisation is set on a programme-by-programme basis over the Ife of the inarsdual programme
Amortisation tor customer-related intangmles is also set on an inavidual bases.

The estinated useful lives are as follows

Software ) o 2w o
Developmentcosts o up to 10 years
Programme and custormer-related ) up to 15 years
Other ) up to 20 years

The Group has no ndefin te-1 72 irtangible assets other thar goodwill.

Impairment of intangible assets, property, plant and equipment, investment property and equity accounted investments

The carrying amounts of the Group’s ntangible assets (exduding goodwilll, moperty, plant and equipment, investment property and equity
acccuntad iwvesiments are reviswed at each balance sheet date 13 determ ne whether thare 15 any indication of imzairment as recuired by 1AS 36
Impairmen: of Assets. IF any such inoication exists, tae asset’s recoverable amaount 12 estmated, ~or goodwill and intangible assets t1at are not yer
avaitable for use, iImpairment testing 15 performed annually.

Arimparrment [oss 15 recognised whenever the carrying amount of an asset or its Cash-Generatng Urit (CGU) exceeds its recoverable amount.

The recoverattle amount s the geeater of far value less 205tz 1o sell and value :nouse. In assessing value o use, the esanratad future cash flovws are
discounted to thelr piozent value Lsing an appropnate pre-tax aiscount rate For an asset that soas rot generate fargely indeperda~t cash flows,
the recoverable amount is determined for the CGU to which the asset belongs.

Impairment losses are recognised i the income statement

An impairment loss in respect ot goodwill 1s not reversed. An impainment loss in respect of other intangible assets, property, plant and equipment, |

©Investment property and equity accounted investrnents 1s reversed if the subsequent increase in recoverable amount can be related objectively to
- an event occlrring after the impairmant loss was recogrised or if there has been a change in the estimate used to deterrmine the recoverable

amount Animpairment joss is reversed only 1o the extent that the asset's carrying amount does not exceed the cerrying amount that would have
been determined, net of depreciation or amortisation, if no impairment loss had been recogrised
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Notes to the Group accounts
continued

8. Intangible assets continued

Developrren:

Procrarn e

Sortware costs Qther Tozal

- L - S i AN e
Cost or valuation
AL January 2017 15,403 558 101 544 99 16,705
Additions.

Acquired separately 42 - - 42

Irternally developed - 45 - - 45
Business acquisitons 3 - - - 3
Disposals’ - {13} - 1259 0y (282)
Reclass fication as hels for sale - - - 4 )
Transter fromi property, plant and equiprent - 33 - 3 47
Foreign exchange adjustments 6841 At 4 208 73
At'31 December 2017 - 14,722 647 90 265 89 15,813
Adeditions

Acquired separately - 98 5 2 105

Internally developed - 28 0 - - 38
Dizposals” - (164 - 43 (24 161}
Reclass fication as held for sale (801 (10 - - 190)
Met transter from property, plant and eqlapment : 13 - - 13
Foreign exchange adjustments . 436 15 R 3 4 468
At 31 December 2018 . . 15,078 775 105 236 a3 16,287
Amortisation and impairment
At 1 January 2017 4,501 2498 59 496 g7 5,441
Amaortisation - 43 g 20 S 85
Impdirment ¢harge 384 : ~ - 384
Disposaly' (13 ~ {259 9 (281
Rectassification as hels for sale - - () )
Transfer fram property, piant and equipmerit - 7 ~ - 7
Foreign exchenge ddjustments (1591 L _t5 S 39
At 31 December 2017 S 4726 322 62 240 &5 5,435
Amartisation’ - 63 7 1 3 84
impairment charge” - - - 33 33
Disposals’ - (161 - (A3} {2} &1}
Transfer to property, plant and equipment - (3 - - 3
Reclass icauon as held ‘or sale (3 - ~ (3
Reclass ficanion betwaen categnnss - 23 23 ~ .
Fareign exchange adjustments o M3 M 4 9 4 144
At 31 December 2018 -~ a8 a0 __ 73 %0 5629
Net book value
At 31 December 2018 10,239 375 32 9 3 10,658
At 31 December 2017 9,996 325 28 25 4 V0,378
At 1 January 2017 10,902 260 42 48 12 11,264

T Incluges mtancgnle assels wath nf nes ook value nelonger used by the Craup

2 ArottEancn oF S84 017 185 ndduaes £/8m 201/ E82m (harged T The 1NLuan e slalerment 35 AN a0 isation rpense and (o iJut) s 3

O Custome cont-acts.,

30 Thenepareent charge n Cober & lorolligence refaios fo Silversiy custormer-reiaten intangible assots

BAT 5iyitern
Andg Repor 2018

Precoverabk



8. Intangible assets continued

Impairment testing
Tt e recoverablzs smourt of tne Group's groawill s nased nr valie nse asumated us

z3m o nzk-adjustad futare cash Tow proies tans froee the
flve-year Irtograted Busines: Flan03F anag a terminal value nasen on 17 projeinans for the f aal year oF trat pla~ vaith growvh rate assamplicns B
in the range 0% 10 2% applied The IBP process ircudes the Lse of hmom(al experience, avalable governmen: spenchng data ard the Group's :
arder backlog Pre-tax discolnt rates, derwved from the Group's post-tax wesghted average cost of capital of 7 2495 12017 6 60%1 fadjusted for
ks spol o W the markel rowhesn e Caso-Genzrat ng oo i GU onerates), tave oo ssed iy dscourting tnese proected rsk-ag asted

3

fowes.

as

Significant CGUs
Goodwill allocated 1o CGUs whick are largely dependent on US government sperding or defence, aerospace and security represents £8 2hn
207 £7.9b~ of the Group's total gzodwil bala~ce. “he Groug mon s changs: in aefence buagets on a1 ongoitg Das s

goouva il Fro-tas aspnn” rate

aado

2018 OI 7 2018
X Koy aysur plun s o £bn fhn T

EIPrtromc Systems Continued Uﬂrnand from the US go”ernmem for 4.0 3.8 9 2
electromic wartare systerms (where the Dus niess kas .
a leadership postiom, other technology-based solutions -
a~d growh in the C“mmprcwal avionics market o3
Intelligence & Securtty Continued clemarml n the US for the Group's services 0.7 0.7 9 8 5
(within Cyber & Intelligerice) i he areas of homeland secunty, lave enforcemen B

and cou ter-.mell Jence
Platforms & Services \JS! Continued dermard in the Group 5 prsnupc\ markets for 35 34 9 8

existing ard successer miitary tracked vehicles, naval guns,
missite launchers, artillery systems, munitions, upgrade
programmes and sLpport, and iri the US for complex
irfrastructure, mantime and aviation seirvices

The headroom, calculated as the difference between net assets including allocated goodwilt as at 31 Decemper 2018 and the valie in use
calculations, for the CGUs listed above, is shawn below The table also shows the headroom assuming a 1% reduction in the ternunal value
grow:h rate assumption and ¢ 1% and 2% increase in the discount rate used in the value in use calculations.

I ARG

iy
3
o
3
o,
=2
L%3
&
o
=
o
3
1]
3
2
wr

o 1 uchan i i Heanroem assur AU dhsurt
Hadroon 4y a4l erreinal value gray o Vg ncrease in A 4P T rease in
3 Decerbor raTe assur phon _diseountr o discaunt rate
2018 2017 2018 JL;If 007 2018 2O
43 aursg e ~ _fbn fha  £bn 1o it fbn fhr
Electromic Systums 4.4 57 3.0 40 37 1.6 24 M
intelligence & Security 0.7 06 0.5 04 04 0.4 02
Piatforms &Serviees (050 18 35, ___09_ 22 26 01 10
Other CGUs

The remaining goodwill balance of £2 Obn (2017 £2.1bm is allocated acioss multiple CGUs, induding £0 2bn (2017 £0.2pn11n the Apphed
Intallgence CGU, with no indwicual CGU exceaming 10% of the Group's total goodwi'l balance. The majanty of the projected cash flows within
these CQUs are underpinned by expacted lavels of nnmanly UK government sperding on defence, asrospace and secunity, and the Group's ability
to capture a broadly consistent market sharo, In tre case of Appled i~tellgence, the future cash flow projections are based on the excectaticr

of growt~ n cyber and mielligerce, i the U and averseas government markets, tagether with increasing demand for products and services

n commesal ra<ets.

Impairment

in 2017, tha impanment chargo of £384m reflectad Iower growta assumptions in the Appled Intelime e CGLL The recoverablz amount

of the Applied Intziaerce ZGU was based on vslue in use calculated using a pro-tar d scount rate of "H%

Software
The software intargible assets balance includes £135m (2017 £10/m! relating to an Erterprise Resolree Planning transformiation programme

currently Deing implemented across the Alr segment In line waith the Group’s amortisation policy, the intangible asset will be amartised over
a period of 10 years 45 tie pragramme becomas cperational frorr 2019,

AT Sysients !63
Aonoo fepert 2§



Notes to the Group accounts
continued

9. Property. plant and equipment

; Cost

lterms of property, plant and equipmient are stated at cost less accumulated depredation and impairment lasses The cost of self-constructed
assets roludes the cost of matenals, divect labour end an eppropnata propartion of production overkeads, The cost of demenstralion assels

15 written off as incurred. The rembursement of the cost of an itam of property, plant and equicment by way of a government grant 1s presented
as deferrad income and recognised n the income statemert on a bass consistent with the depreciation of the asset aver its estimated useful iife

Assets hela for l2azing out under operating leases are included m propatty, plant and eguipmant at cost less accumulated depreaation and
impairment losses

Depreciation
Depreqation is provided, normally on a siraight-ine basis, to write off the cost of iterms of property, plant and equipment over their estimated
useful fives 1o any estimated residual value, using the following rates
Buildings  4010.50 years, o the lease term f shorter
Plant and machinery:
7 gﬁ”l?“ﬂlﬂg‘éqL“:'P’Tié”'& and ”!”C’“)l:“eﬁ"qéf' -
_Gther equipment

LAleSyears
10 to 20 years, or the project Nfe i shorter

For certain items of plant and equipment in the Group's US businesses, depretiation s normally provded on a basis consistent with cost
rembursement protiles urder US goversment contracts. Typically, 17 provides for a faster rate of depreciation than would othervize anse
o & straight-hne pess.

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

The assets’ residual values, vsetul ives and depreciation methods are reviewed, and adjustedf approoriate, at each balance sheet date

" Impairment

. is any mdication of mparment m accordance with the policy shawn in note 8.

The carrying amounts of the Group's property, plant and equipment are reviewed at each balance sheet date 1o determine whether there




9. Property, plant and equipment continued

Plar= ara
oty &
Fr- e

Cost - -
AU January 2017 2176 3,229 5,405
Addrtiors 218 306 524
Rerlasar®cation as held for sale - s 8
Trarster to other intangible assets i2) 139, 41
Reclassi® cation bewesn caicgarnes 42} 42 -
Disposals 4n 1134 1183)
Foreign exchange adjustiments o 187} 146¢ 1243,
At 31 Decernber 2077 ’ 222 3232 5444
Additions' 154 288 147
Reclzss® cation as beld for sale an 02 123
Transfer ol from other intargible assets ] 4 U3
Raclassit zaton bemwean categor 29 44 (B0} 1)
Dsposals 1117} (1413 {258)
Foreign exchange adjustrments ) o o 50 &7 137
At 31 December 2018 o 2,315 3,388 5713
Depraciation and impairment
At T January 2007 1,145 2159 3,307
Ceprecation charge for the year 65 154 260
Imparment charge for the year - 1 1
Impairment write back =H 4
Reclassificaran as hald for sale iin ()
Trarster 1o other intangible assets - ) {7
feclassfication between categones {33 33 -
Disposals 139 139 (178!
Foreign exchange adjustments ) R (55, @9 (1154
At 31 December 2017 1,083 213 3,274
Ceprecation charge for the year 81 183 267
inparrment charge for the year 27 4 31
Reciassification as held for sale 7 6 3
Transfer from other intangible assets - 3 3
Reclassi® cation betwesn categores 8 134 1€}
Disposals 189) {136} 1275)
Foreign exchange adustoients 2 87
At31December2018 o145 2203 3348
Net book value
At 31 December 2018 1170 1,195 2,365
At 31 December 2017 1,128 1,101 2,230
At 1 january 2017 1,028 1,070 2,098

T Induoes £700 208 [
prograr finded by the K
2o Theirparrmrent chame i Flatrorms &5

s JSreiates w the Ronile shipard pnor sees aisposal

REL Sy aiems

s Ara 2 201 HA2 e oS plint and reashinery gt Barro s in Furness O elatng 1o the Dreaanouoght submanes

Apnas Repon 208
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Notes to the Group accounts
continued

9. Property, plant and equipment continued

Net impairment

2018 2
e PN 1.0 i
Electronic Systems - (4
Platforms & Services (1J5) N -
AL L Ll Ll o
ELl t3)
2018
The impairment charge in Platforms & Services (JS) relates 10 the Mobile shwpyard prior 10 ts disposal
2017
The impainment write back in Electronic Systerns refated to the carryng value of a property n New Jersey, US
Assets in the course of construction
Land ann Flant anr
Bildings  1achirery Toual
e I - . [ Y £ L
At 31 December 2018 198 230 428
At 37 Decemnber 20717 259 296 555

Fndduses {87% 2007 £ 78mEat Batrcaein - Lreess UK elating (o 0o Dieadnoun® Esalmansaie programime funtuea by the (K governmet,

COperating leases

The future aggregate minimum lease mcome from the non-carcallable elements of operating leases for assets capitalised sincluding investment

oroperty — see note 101 are as foliows.

2018

o i} _ _ oo - - - - - im
Receipts due

Not later than one year 24

Later than cne year and nol laler tha ©ve years 95

Later than freyzars T

L ] ) * 147

Under the terms of the lease agreements, no contingent rents are receivable The leases have varying tenms including escalation clauses and
ronevert ngbrs. None of these torns reprosent wnuswal arrangements or create malenal onercus or benehiaal r ghts or obhgaters.

A7 nysiemy

prg




10. Investment property

Cost
Lang aro oy lemgs i at ae leased o non-Groug ent bies gt 3ssiled 45 ruestrert proparty. Tre Grioup riedadres 1yestma)” pracerty st il
cont less accumulatea denreciation and imparmen [0sses,

Depreciation
Decreaancn s prov ded, or a straght-l ne 2305, 1 over te o°f the Cost of ~vestont props ey ovzs ms estrrated wseul %2 oF o to 50 years

The assets residual values ard usefut ives are reviewed, ana adjusted if sopronnate, st eact balarce sheet date

Impairment

The carrying arnolrss of the Group's investment proverty are revievvea at each balance cheet date to deternire whether there & ary indication
of miparment in gecondance with the polcy shownir note 8

o
Cost
AT January 2017 170
Additions ‘5
Dwposals , N
At 31 Dacember 2017 161
Additions g
Drposats e ) A9
At 31 December 2018 e 160
Depreciation and impairment
AT January 2017 60
Depredation charge for the yeat 3
Impairment chasge 7
Disposals . 1
At 31 December 2007 60
Deprecigtion charge for the year o 2
At31December2018 S
Net book value
At 31 December 2018 98
AL 31 December 2017 0
At T January 2017 11
Fair value
At 31 December 2018 176
At 31 December 2017 173

Tne far values above a-e p3sed on and refect current markat va'ues as orepared oy 1In-howse professionals who have the approonate professional
qazl*catrons and recent expenizrce of valung properties in the logaf on and of tne type ceing valued.

AL pstens
Ann.g Hepirs 20 8
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Notes to the Group cccounts
continued

11. Equity accounted investments

" Equity accounted mvestments comiprises joint ventures and assaciates A jont venture 1s a joint arrangerment whereby the parties that have
| jaint contool have rights 1o tre net assets of 1"e arrangement. An a,sociate 1 an @bty over wheen the Group has signdicant miluence.

i The Group reccgrises s share of the profit o loss and other comprehiensive ncome of equity accourted investments as a sepatatz [ nein the
| Consolidated income statement and Consolidated statemert of comprehensive income, respectively

. The carrying value of an eguity accounted investment comprises the Group's share of ret assets and purchased goodwill, and v assessed for
impalrment as a single assat, The carrying amaunts of the Group's equity accounted investments are reviewed at each halance sheet date 1o
| determine whether there 1s any indication of impairment in accordanice with the policy shown in note 8,

Principal equity accounted investments

Joint yanture Principal act

Shigranolding ChErals in

Management and control of the Eu_#’g)pefan_lypbooi programme 33%  _ Gemmany

Furohightet Jagdflugreaq

tBDA : Developrent and manufacture of guided weapons 375%  _ Curope

The fulloang tables summdrze the finanadl iformation of the Group's prinies! equidy accounted restments rcliudes in ther owrn hodncal
slatoments, as adjusted for fa rvalue adjustrments at acquisition and differences in accownting policies, and recongile ths to the Group's nterest
n those equity accounied investmenls.

2018
Eurofighter -

Jagdfiugzeug MBDA [AIFIREY

. . . . . . ,,_ _ _ . . Em _ Em e
Revenue (100%] 3,110 2,799 2614
Underlying LBITA excdluding depreciation 12 398 330
Non-recurring items - (11) - -
Depreclation and amortisation (1) (95) M 1461
Financal incormne - (63) 2 64
Hnancial ¢xpe ise - 60 - 82
Texation expense L _ . _ L . e @ W B
Profit/{loss) for the year (100%) 9 203 Ty 179
Romasswiaments on relremoent benoht schomeas, net of 13x - 15 - 139
Amaunts charged to hedging reserve, net of tax - (1) - (6
Foreign exchange adjusiments R .1
Total comprehensive income for the year (100%) o - 9 216 7 304
Group’s share of total comprehensive income for the year 3 81 z 114
Non-Current assets o 4 2190 12 2,065
Cash and cash equivalents 32 2,324 30 2,420 ‘
Current assels excluding cash and cash equivaiants oo 1,006 4,537 144 3807 1
Current assets B ~ 1,038 6,861 A 6,227
Non-current financal habilitics excluding trade and otner payables, and provivions | - {8) - (411
Other non-currant habuites |_ _(33) (r19) 1291 4795,
Nor-current atnlities _ 33 rrr) s (79
Current financial iabilities excluding trade and other payables, and provisions | - - (3 -
Other current habulities I (s88) _ (7.808) (130 ﬁ_(7,1_36)71
Current hiapilives B B N _ ] _ _ _ (988)  (7.808) 11133 (7138
Net assets (100%) - ' ) o 31 516 2 357

Yo Prior vear corrparatves have been rastaed upon the Group's adepnon of FRS 15 Revenus frorr Contracts with Cusiomers anr 1o correct 3 prior yar 2r1or 1 respact
of the accouneng raidation of 3 forageaty sadp Dol By are of 102 Grop's defred oersht pons an schemies. See nate 37 iy deta s rogany my -he eastatemant.
2 Cworanng probt axclid ng amer psatuse acad e parnore oleleanbile aseet st BEEAL and senenecurnineg mary

‘68 BAT wysters
Ao, Repet 2018



11. Equity accounted investments continued

2018 o ) 2atir
Eurofighter
Jagdflugzeug MBDA Total (AR
L o } fm fm fm ’ Im : CoL
Group's share of ret asses 10 193 203 8 34 142
Goodwill adjiustment - 6 ) .- 6 B _
Carrying value 10 199 209 8 140 148

1. AN e frated
AL e
2018 2017

o ePiE Sl o SV Lo L )

turofighter raferer ‘

Jagdflugzeugy MBDA Total L RS I A A ‘

S m fm £m L At 1

Dividends received 2 24 26 — 47 47

Group summary 5
The Growp alse hat a wumber of indw dually immatenial joent ventures ans 2:sociatas, the carry--g values of tre most s gnificant of whicl -
at 31 Dece~ber 2018 are as followes Acvanted tlectron-cs Commpany  £70~ FADEC intarmational (£47, Ar Astara (£33my, FNSS (£33mi oo
and Paravia Arcraft (£ 20m Tne following table shows a reconclaucn of opening 1o cosing carrying value far both the Group’s snncizal ;
and immatenal jont ventures in aggragate. i

y
Lty

Crimeapal e

Lnted

O Il ‘
L O A
AT Jaruary 2017 R 2 2 B I
Group's share of prafit for the yoar : 70 37 107,
Grotp's share Of remeasursinenty 00 retirement bonoefit schemes ‘ 65 65 . : é.
Tax on ftems that will nat be reclassified to the mcome statoment {131 HEVIEE -
Foreign exchange adjustments ‘ 14y 5 (9): w §T
Amounts ‘chargediicredited to hedging reserve 12} 4 20 ]
Tax ontems that may be reclassified to the income statemont - IR &
Groun's share of total comprehensive income for the year 116 35 151
Equity accounted investmert funding - 3 3
Dividends recewed from equity accounted investments (471 (25 1721 )
Foreigr exchiange adjustmersts 2 na ha
At 31 Decemper 2017 148 y4 322
Group's shara of moht for the year ' 78 61 140_5
Group’s shars of rarngasuremerits on retirement benslit schemes 8 8
Fax on items that will not be reclassihied to the ncome statement ' (2 {2
Foregn exchange adjustments ! 3 - 3,
Amounts ichargedicredited to hedying reserve ; 4) 4 -
fax on items that may be reclassificd to the income statement - A
Group’s share of total comorehensive income far the year 84 6d 118
Purchase of equity accounted investrnents - Z P
Equity accourted investment funding - 1 1
Dwidends received trom equuty accounted investments (26} (3N 157
Foreign exchange adjustmerts 3 w13
At 31 December 2018 209 220 429

U Priar year cor paratives hao Been restaten upon the Croap s aospion of IFRS 15 Roevenue fror Contracts with Cusor-a2rs and 10 0o
of the Acraur Lng vatuatian of 2 lorgey ty swoap Beld by one - the Gooun s defred benet s oenzien schemes. See nole 37 for dotal:

CT A RrIGH y&ar 2rorn respect
SEaa ] the rastater ot

Contingent liabilities
The Group 15 not aware of any material contingent liabilities in respect of its equity accountad mvestmants,

B Systenis ‘ 69
Armanepaer 70 3



Notes to the Group accounts
continued

12. Trade, other and contract receivables
— [N . . - . — e . _ . .
; Trade receivables are stated af amorused cost including a provision for expecied credit losses The Group measures the provsion at an amount

!

" egual to Metime expected credit josses, estimated by reference (o past experience and relevant forward-looking factors

i . . .
! The Group weites off a traae recewable when there = objective ewdence that the delrar s m sigriticant financal difficudty and there is no

i realistic prospect of recovary, “or example, wher a debior enters bankruptcy 07 financisl reorganisation.

i Contract recewvables represent amounts for which the Group has an unconditionat right 10 consideration in respect of unbilled revenue recognised
| at the balance sheet date and comprise costs incurred plus attnbutable margin

aterred compens

n plan assets are measured &% fai value in accordance w ih 1AS "9 Frployes Eenefits.

2018
— _ _ — _ _ _ _ - — _ —_ £m_

Mon-current N ) )

Prepayments and accrued income 25 5

US deferred compensation plan assets 306 302

Gther recewables _ _ - _ _ _ _ _ _ _ 280
352 387

Current

Confract recenables 2,331 1,484

Trade recevables 1,427 1,604

Armounts owed by ediuty accounted rvestmerrts inote 31} 67 86

Prepayments and accruied inconie 1.025 704

Other recervables- 327 308

5177 4,244

Prcr year cor
as D1
[reluees FAm 2017 f4dm wduchas

rnte troe Cantrass vinh Costorers Seenae 37 7ar detak regarding the res aton ot

- N

Contract receivables increased in 2018, primartly as a result of butd up of casts incuired on US Cornbat Vekides, Electromic Systems and Saud
Arabxan support programmes, absad of invoicing custorners

Trade recelvables are stated net of a provision for expected credit iosses Disclosuies relating to the ageing of trade receivables and mavemants
n the prowvsion for expected credit 1osses are prov dedn note 29

Current prepayments and accrued mcome increased in 2618 as a result of increased paymants made into the supoly chain including payments
relating to the Gatar Typhoon ard Hawk programme.

Disclosed as required on transiuor to IFRS 15 Revense from Contracts with Customers, contract recetvables as at 1 January 2077 were £1,609m

Stems
oo Report o012

/0




13. Other financial assets and liabilities

Derivative financial instruments and hedging activities

The imernational nature of the Group’s business means 1t exposed 10 volaulhiny in currency exchange rates I oroer 10 protect itself agairs:
currency T actuations, the Group's colay § tu hedae all materal fi~ rranzacional exposaies

The Groop uses interest rate danvative Astruments 1o miznage the Group's exposare =7 Aterest rate fluctuanses on ts corovargs 3od gecosts Pl
. by vary ng the progo-uen of f 4za rate debt relatve 1o ¥ 2atung rate debr over the forward tme honzon. -

The Gro.p uses Tora gn excharge der vative inoruments 1o manage the Trode s explsurs 10 cuirandcy fluct.at oas an s borrow ngs and depas s
with the Group's suibsidianes and equity accounted Irvestrments

ol

In accoraance with T8 treasuey policy, The Geoip aees not nold dervatve f nanoal instromaets ‘o hading puipases,
The Group ans to achieve hedge accounting treatmen for all dervatives that Fedge matenial toreign currency exposures

Dervauve hirancst mstrumzets are recegsed mn ually a7 far value. Subseguant (o mitial recog uon, suon insirurents e stated at far value

at the balance shaet date. The far values are estimated by distocanimg expected fulure casn fows.

Fair value through profit or toss

Gamz ard losses o dervative francal instruments that are not des anatea as CaIn fiow nedages are racognises wihin fnance costs 1in the
nczTe staiemert for the penod.

Cash flow hedges

Vrere g denvatve finarcal Instrument s designatzd as a hedge o the exposure o vanabilty .0 cash © ows relat ng to a hignly probabls forecass
transaction {income ar expersel or recogrised asset ot lability, the effective portior of ary charge ir. the fair value of the instrument s recogniwed
in other comprehensive inzome and prasentad in the hed ing reseive nosquity. Amaun's receqnisen Inequity are reclass fie from the hedaging
reserve into the cost of the tinderlying trarsartion and racogrised in the 1ncome statemen” when the unde-lying tansaction afferss profit or loss. I
The ineffective porton of any change in thoe fan value of 1g instament s rerognised in the income s=atement iremed ately. The Croup treats e ;
foreign currency basis element of the designatea foreigr exchange dervative bedging mstruments as a cost of hedyging and as such it is excluded i
from the hedge designation |

Fair value hedges \

CWhere a wervative Dnancial nstrumert s designated a. 4 fan value hedge, changes in the f2 ~ value 0 the underlying asset or Labilily allr butabls ‘ -gr!
to the hedged risk, and gains and lgssec on tre denvatve nstrument, a-e recopnied within finance cGits i the mcome statement for the perod. 1 =g
oo T T T T T e R S
) I 1 B
Assets  Liabilities B Liatxliies . ©
) ) L fm fm b tre i g
Non-current ‘ 2
Cash tiow hedges — foreign exchange ontiacts 125 (95) 147 LTI
Other foreign excharge/interest rate contracts 33 {9) - 119
Dept-related dervauve hinanc al nstruments I - 7 A 79 -
o 245 {104) 226 {133}
Current
Cash fiow hedges — farcign cxchange oontracts 79 (63) 77 148;
Cther foraign exchiange/interest 1d1e Conracts 9 (9) 12 (37
Drept-related der vanuve financ al nstruments ' @2 -y
S 166 {74) 89 104

T habilimes el detair vaies heages of £20 208 frat

Debt-related derivative finandial instruments

The deb-related dervative financial instruments reprazz~1 sha farr value of cross-currency, nteres: rate a~d foreign excharge dervatives

relating to the USS500m 2 859% bond, rapaysble 2020, the USS800m 3.8% oond, repayable 2024, the US5750m 3.85% hond, regayabls

2025, the USS502m 7.5%: band, repayable 2027, zna the L5S550m 4.75% bond, repayable 2044 (see note 201 These denvativas have
been erteres inwe speaiicaly 10 manage the Group's exposura 1o foregn exchangs o nverest rate « sk,

Addinonal mformat on on the Group's firancial rak management saatagies and hedge accounting s piovided 10 note 79,

L5 gsterny

n Report GOIG
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Notes to the Group occounts

continued

14. Deferred tax

A deferred tax asset is recognised for unused tax losses, tax credits and deductible ternporary differences 1o the extent that it is probable that
future taxable profits will be avalablz agamst which taey (a3 Be utised. Delerred tax assels are revieveed at each repoiung date and reducen
to the exten: thal it & no longer probable that te relatad tax cenet twill e rezlised.

The rrost significant recognised deferred tax assets relate to tre defidts on the Group's persicr/retirement schames (see below:. This 1s because
retrement benefit casts are deductad ir cetermming accountirg profit as service is provided by employees, but deducted in deterrining taxaoke
profit either when contnbuzicns are paid to the pensigr/ratiement schemes or when retirament barefits are paid, In reviewing the probability
that taxable profins will be avadable i the “utare agamstw nich such contmibut ons/payments can be decucted, accourt has been taken cf tre
deficit recovery plans agreed with the trustees of the relevant schemes ir November 2017 under which 112 defic 15 are expactad to oe clearad

hetween 2021 and 2026 (see note 223

Deferred tax assets and hdbilities are offset if there 15 & legally enforceable right t offset current tax labilities and assets, and they relate to
InZome taxes lewicd by the same tax authonity on thz same taxable entty, or on different taxable ent 12s, nut they intend 1o settle cursent tax
habilities and assets an a net basis or their tax assets and labiliies will be realised sirmultaneously

Deferred tax assets/(liabilities)

Praperty, piant and eqmpmént
Intangible assets
Provisions and accruals
Goodwil
Pension/retirement schemes,

Defiots

Additional contributions and other’
Share-based payrments
Financial mstruments
Other iterms
Rofled over capital gains
Capital losses carried torward
Trqgiqg losses carried forward -
Deferred tax assets/(liabilities)
set off of tax

Net deferred“t.ax as.se_ts-l(liéll.r-il-itie;j_ﬂ

722
97
12

14
10
N
1,104

402)

702

14
27

10
1
1125
423)
702

2017

2018  fre_taeal

(1)

(12)
(8)
(10)

402)

402

fr

(94}
(14

(h
(22
(10}

#ot halariee at
31 Decer-her

2017

2018 rresaed:
Eﬂ_ o fm_
(57} (78
n h
202 205

722 728
9 99

12 14
{12) inn

6 5

{10 )

10 10
7w
702 692
702 Gog

1 Priorye
of the accounTing w

2 Incluons o=

S COr paratives have been restateld upon e Group's adopnian ¢ FRS 13 Revenne from Cunirac s wath CLstnrmers ant 10 oMt 4 BUIOr year 2rmar 1 respec
sihe Groups detined oencht pens onschemes 500 nvte 37 far deta ks rogarnding theesratement
10T A% Asstts Of J5 GoTBrrEd COMpeninaiGn phils



14. Deferred tax continued

Movement in temporary differences during the year

BN At
1 Jateigey A2 3ynisan 31 December
ANE ey 2018
o fre L L £m
Property, plant snd equiomen? 78 5 26 - {57)
Irtargible assets e - - - 1
Provisions ara accruals 205 9 121 - 202
Goadvill 1275 (16 <3 (283)
Penstar/retirerment schermes
Defiots 728 3 4 (19 722
Additional contrioutiors ard other” 99 6 19 - 96
Share-based payments 14 - o) (n 12
Finandial nestrumenss a1 - 6} 5 (12)
Other itaims 5 ] 7z - [
Rolled over capital gans [ - - - (10}
Capital fosses carried forward 0 - - 10
Trading losses carried forward I . 4 - 77
698 3 16 {15} 702
Y Al
T lanigan, Reaccrqins s 37 Recerbr
2017 I nCoeme 2017
el ] L L fim _dm i
Property, plant and equipment (99: 9 12 (/8
Intangible assets o o 0 - o
Provisions and accruials® 304 19 (B0 - 205
Goodwill (4.8} 31 122 - (275
Pensionfretiremenrt schemes
Defiots' 1,225 117} 28 1504 728
Additional contributions ard other 143 12 (38 - G99
Share-based payments 23 - mn 8 4
Financiab msiruments 19! 5 an (1
Other items? (h 2 4 - 5
Rolled over capital gams an - 1 - (10
Capstal lasses carried forward 11 i1 - 10
Traging losses carnied forward B P ) -2
A 17} 57 (H23) €98

inclles deforrzd Law asses or us delerratd corrpensation plans

ERARNTEN I G R NG Crof A rate adjusirrens
s adebi of ¢ 520 10 ROUITY I TESPOCT 0F T30 1ate A lstimenty
ratrs Have bear resiaten upon the Group's adophon of
G Atnes P e bea restated 10 comrert d Jnos year gogn i e
Banet peoinr schemes Ses note 57 o dotals egarding the estatar e

[ T

Unrecagnised deferred tax assets and liabilities
Deferred tax assets have nat been recognised n respect of the followirg ttems:

Deductible termporary differences, mcluding tax credits
Capital losses carred forward
Trading and other losses carned forward

w00 0 the accounty s alatior of alo

8
Unrecognised

Gross deferred
amount tax asset
Em Em

2 2

233 41
a0 %6
452 69

2007

Lorss
Arr o’
£

515 Resorue frore Jonrracs vt L usomers. Sec noio 37 Too celads renaror g the reetatemens
ity e Nebi by are of the Sroun s defira)

Jnrecogmsee
aferrau

Tan asset

{re

1
36

[hese assets have not been recogised a: the madence of Tuture profits i the relevast countries and legal entities cannot bie accurately predited
[ 3

at this ime.

The Group has not recognised any deferred tax liability on temporary differences totalling £354m {2017 £237m relating to potentially taxaple
unremitted earmings of overseas subsidianes and equity accounted investments because any withholding tax due on the remittarice of those

garnngs s expectad to be nsgrificant.

BAL Sustern-s
Artnl Fepor 2008
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15. Inventories

174

Notes to the Group accounts
continued

14. Deferred tax continued

Changes in tax rates
The US federal tax rate was reduced from 35% to 219 with effect from 1 January 2018, Recognised US deferred tax balances have been
calculated at g combined federal and state tax rate of 25 7% (2017 27%).

The UK current tax rate reduced from 20% to 19% with effect from 1 April 2017 and will reduce to 17% with effect from 1 April 2020 This will
reduce future UK current tax charges accordingly Both recognised and unrecognsed UK deferred tax balances as at 31 December 2018 have
beer calculated at o blended rate of 17.5% (2017 375%:.

nventories are stated at the lower of cost, Indluding all relevant overhead expenditure, ard net realisable value

2017

2018 Tiataisd’

e . } . _ - . e L Emo il
Raw materals and consumables 354 297
Work-in-proarass 318 356
Finished goods and goods for resale - L - ) L o - 10 86
774 733

1. Pricr yoar comparatives have baen resiaten tpon the Croup's sdoptior of RS 19 Revorans rom Corrras s with CLsTorers Sos nate 37 for celels regarding the restateer
y ¥ B 3

e Group recognised £11m012017 £9my as a white down of inventories to ret realisable value

16. Current tax

Current tax for the current and prior penods s recogrised a5 a liability 1o the extent that it has nol yet beer: settled, and as an asset to the extent
trat the amounts alrcady paid excecd the amount dug o the zonefit of a tax (055 can oe carmed bagk 1o reover Crront tax of a prior pernad.
Current tax assets and liabilities are measured 4t the amount expecied 1o be paid to or recovered from taxation authorities, using the rates that
have been enacted or snbstantively enacted by the balance sheet date

2018 017
. L ,, . _ _Em e
Tax provisions (361) 1351
Research and development expenditure edits recewaile 163 131
Other . L o . N 1)
S (253) 2851

Represented by
Cutrent tax assets 81 20
Cutrrent tax kabilities _ _ o _ B34 60y
{253) (785

Tax provisions of £36Tm (12017 £35Tme are ir respect of known tax ssues, of which £318m (2017 £2972mi rafates to non-UK junsdictions. Whilst
there is inherent uncartainty regarding the timing of ary resolution of tax positions, the Group considers there to be a possihility of a material
change in overseas tax positions in he next financial year,

The Group continues to monitor developments in relation to the EU's State Aid mvestigation into the UK's Controlled Foreign Company regime.
The Group has calculated s maximum potertial iability relating to this issue to be grounc [86m as at 31 December 2018, The Group does not
cunently consider that ary provision is reguired in respect of this amount

BAZ Sustem,
Annaa Sepor 20i8



17. Cash and cash equivalents

Cash and cash equivalents mdudes cask e hand, call ard erm deposits, investmerts in money rarket funas and other short-term houid
nuestmaniswtn graeest atuaties of three oy or o drgwe wh arg sulrect to dn rognicant sk of dharge movalue, Tor the curpose

chibe caanflon s ashrand tgsh equivalents ol o nclades bark overcralls that are repayzbls on dermand

2018 27 N

. i i o R . foe Z

Cash 735 913 “

Morey market funds 908 899 )
Shortterm deposits ) o - i 1,589 1459

3232 3271

Cashi and cash equivatents mddudes £278m 2077 £228nw which is subject to regulatory restriczions and is therefare not available for general use

by otherentives wthin tne Zroup

18. Assets and liabilities of disposal groups dassified as held for sale

- Assets and liabilites of d spasal groups cassified as held for sale comprsa assets ard kabilities that are expected 12 oe recavered onmatily through ;

" sale rathar than contnung use Assets and hab tigs of diposal groups dassified 23 held for sale are measires at the lswer o° then Carrying va'ue
ara fair value less costs tosell. | -

g

UK-based combat vehicles

InJaruary 2019, the Group anrourced an agreement with Rbeeinmetall 1o create a joint Uk-hased military lard vehicle design, marufactuning
and suoport bosness, Rre nmetall will purchase 3 55% :ta<e 11 tne existing BAE Systers UK-based combat vehicles busimass, with BAE Systerns
retaining 45%. The estzblisnmant of the new oint vanture is subject 1o requlatory approvals which are antaipated to be completes in the firss
nalf of 2019, Azcord ngly, the UK-based combat vebk cles busimess i< presented as held for sale at 31 Decermber 2018,

The Uk-based combat vebucles business 1s ndluded i the Mantime segment i Y
AACC i §
As a part of a plannecd recganisation of the Group's portfolio of interests in a number of industnal compenies in Saud Arabia, the Group e
cormnpleted the disposai of ity 75 6% shareholding in Alrcraft Accessaries and Components Company (AACCYIn January 2019 Accorcingty, ! ;’:
ANCD s presented as beld for sale ot 31 Decoreber 2018, ‘ 3
AACC i ncluded i the Arr seagrent ; g
2018 207 ;
UK-based !
(un:nbat ] i
vehicles AACC Total A4
- e i"f S Errl o £m . {re
Intangible assets 87 - a7 -
Property, plant ard equipiment 9 6 15 5
Inventones 2 17 19 16
Trade, other and contractrecevables L A S
Assets held for sale 114 32 146 26
Trade and otber pavables {19) (14) (33) (46
Provisions o e B [ - (7) -
Liabilities held for sale (26} (14) (40) (36

AAD Systenty | 5
Annea Repor: 218 7
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Notes to the Group accounts
continued

19. Geographical analysis of assets

Analysis of non-current assets by geographical location

201/

2018 s lyted:

Anset Iomnon_ o o o ) o o o Notws fm fm
UK 3,610 3,405
Rest of Furope 909 807
s 8,466 8,309
Saudi Arabia 503 439
Austraha 420 459
Resto® Asaend Pactc o e L s
Non-current segment assets " i B 13915 13,21“24
Reurement Lanafit surpluses 22 308 302
Otnar financial assers 13 a11 315
Tax 14,10 783 722
Inventories i5 774 733
Current trade, other and contract receivables 12 5,177 4,244
Cash and cash equivalents 17 3,232 3,271
Assets held for sale - ) - ] o 18 146 26

Consolidated total assets __25,746 -23,63'7

2en 57 RS 1S Rewenue frore Contracs weith Cuslorers e rote 3 ann o e ors aporcpnaely allocate
Dfallany

20. Loans and overdrafts

Loans and overdrafts are recagnised inmtially at fair value, less attributable transaction costs. Subsequent 1o initial recognition, koans and overdrafzs
are stated at either amortised cost or, where hadye accounting has been adopted, far value in respect of the hedged nsk Any difference
between the amount initially recogrised and the redemprion value is recognised in the incame statemant over the penod of the borrowings

2018 201/
R - - . R —e — .. . fm £
Non-current - ' ' N
US$Ibn 6 375% hond, repayable 2019 - 740
LS$500m 2 85% bond, repayable 2020 391 368
USES00m 4.75% bond, repayable 2021 392 369
£400m 4.125% bond, repayable 2022 399 398
US$B00m 3 8% bond, repayable 2024 626 590
US$750m 3.85% bond, repayable 2025 583 548
US$500m 7 5% bond, repayable 2027 391 368
US$400m S 8% nond, repayable 2041 31 292
US$550m 4.75% bond, repayahle 2044 421 395

3.514 4,069

Current

USE1bn 6.375% bond, repayable 2019 785

Albertwlle Hangar bond, repayable 2018 - 7
Overdrafts - 7

SAL Ay e
Anral Raport 200 8



20. Loans and overdrafts continued
LURS500m ~F me LSS B 6.375% hand, repayabe 207
¢

3, nas baer corvertes 1 a ficannn rate bond by unlismg irerest vate swaps that matae
N tune 2515 ana giee an efeciye rate darrg 2718 o %

s Rtolc

Yo,

Tre 155500m 2.85%% nond, repayacls 2027, has beon corynr
n Februacy 2079 and gve ar eftociive rte guang 2018 0 13
USS500 - L tre USSBOUM 2.2% burd repaysble 2024, nas
M Gache 2024 and oive an elteclae rate gunirg 2038 ¢f
the fair value of the interest rate nsk.

crirg Teed rate pond by uthising "ore gn sxohange swaps that mares
¥ J £ [

rveled i

"'.

e aLogtrgrate bund by Ltibs rgintersst rate sw ap; shat mature
Y. L;aiEBuur' ot ihe 5S3800m L;u 1 1s o 2dzursg 4t arnsrvsed Lost 45 sujusted for

USS734m o7 tne USS750m 3.85% bond, repayanle 2025, has besn convertzd to 3 sterhing “ xed rate bord oy utihising Cross-currercy swaps that
miature I Junie 20°9 and give ar effective rate durng 2018 of 3 4%,

The US$500m 7.5% bond, repayabls 2027wzt converted ar issus to a steding fixerd rate bona by o1 s ng crass-curency swaps and has an
etfective rate of 7 7%

The US340701 5.8% bond, repayacle 2027, has been comwartad to a flnaing <aic bond by utlsing ateres rate swaps tha mature in Octoher
2024 and give an effective rate dunng 2018 of 5 8%

Us824dm of the US3550m S.75% Lond, repavabie 2044, has boen convered 1o a sierling freed rate bona by Ltilsing cross-cuireniy swaps
thal matare in fune 2019 and gue an eifective rale during 2078 of £.6%

21. Trade and other payables

Trade and other payables are stated at amaortised cost,

Contract liabilities represent the ooligation to transfer goods or services to a customer for which consideration as been raceved, or consideration
is due, from the customer

US deferred compensation plan liaoilties represent the present value of expected future payments required to settle the ebligation to employees
i aceordance woh 1AS 19 Lreployee Bonefiis

2018

Non-current
Contract habilities 560 802
Amounts owed to eguity accourted investrients inote 311 - B
Accruals and deferred ncome 534 469
US deferred compensation plar liabilities 333 318
Other payables B e ) 109 1y

' " 1,536 1723
Current
Contract habilities 3,496 2,717
Trade payables a1 596
Amounts owed to equity accounted investments irote 31) 955 G312
Other taxes and sowal secLnity tosts 130 723%
Accruals and deferred income 1,993 1,997
Other payables e ) ) 2 x4

7,740 6 755

e Tror Cortracts with Susionrers Soe nate 3705
ety plart and enuipinent 8° Barmawer =M

T Brior year cor paraties by
2 Pclurdes £339 2007 £ 3400
subiEnne progranme

Sl [ERIATU UPon I
ot tLnd g recoleed

Fonipts adopnon 6T HERA 15 Ray
el GRENES (S TaIT A RIS AR TIN L

Conuact habifities increased in 2018, driver by custorner advance payments in excess of contract expenditure and before advance
funding inte the supply 2ram, pnmarily 1elated to the Qatar Typhoon and Hawk progriamme,

Revenug recagnised in toe year ncludes £2,571m (2017 £2,713m0 that was nciuaed in the opeming contract liabilities balance,

Disclosed as required on transttion to IFRS 15 Revenue from Contracts veth Customers, non-current and current contract liabilizies
dsat 1 lanuary 201/ were £163m and £3,624m respoctively,

BAF Systerns
o Fepar 2UI8
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Notes to the Group accounts
continued

22. Retirement henefits

Pension schemes
Defined contribution
Obligations for contributions are recognised as an experise in the Income statement as mcrred

Defined benefit

The cost of providing benef 1sis determinad peradically by imdependent actuansas and charged to tne ncome statement ir the penod i wh .ol
those benefits are earned by the employaes. Remeasurements, imluzing actuanal gans and losses, are recogmsed in the Consolicatad staterant
of comorenens ve iIncome in the per.od 1n waich they ocour, Past service cosis resulting from a plan amendment or curtailment are recognised
immediately in the income statement.

The rztiroment benefit surpluses and obl gations recoa™ised in the Group’s balance shen? rearesent the far value of schome asse’s, less the
present valie of the acfined bencfit abhgations zalculated Lsing a number of actuanal assumptions as sat cut on page 182, Te bid values of
scheme assets are nat mtended to pe realised 10 the short term and may be subict to sigrificant cnange before thoy are realised. Tre present
values of scheme labilities arc derved from cash tlow projectiors over long penods and are, theretore, Inherenty uncertarm.

PAS 19 tmployee Benetfits, imuts the mmedsurement of a delined benefit surplus to the lower of the surplus -0 the defined barefic schame ang (he
asset caling, The assel cashng 5 the present value of any economic benefits avallavte nthe form of refunds from the scheme or reductions in futurs
centnbutions to the screme IFRIC 14 1AS 19~ The Limit on a Defined Baneft Asset, Min mum Fundinig Reguremenss and therr Interaction, issued
in 2007, provides an interpretation of the reguirements of 1AS 19, danfying that & refund 15 avallable it the entity has an tnconditional nght to a
refund in certain crcumstances The Group has applied #RIC 14 and has determined that there is no linit on the recognitior of the surpluses in

its def ned bene® © pension schemes as at 31 Dacember 2018.

WMEDA nartioipates i the Growp's defined henefit schemes and, as these are multi-employer :2hemes, the Group has aliocated a shaie of the
1AS 19 pensian surphises and deficts .o VBEA basen o the relative payiall contibutions of active members, which s consistent with pr o yaa:s.
st this mathodology s intarded 1o 1eflec a reascnable estimate of tre share of the ceficit, 1 may not accurately reflect the oblgators of the
participating employers

I the evant tnat ar employer who partopates 11 the Sroap’s pension schernes fails or canrot be compelled to ful s oblgations 4 a parbapaing

employer, the remairing particpating employers are obliged to collectively take on its obhgetions. The Group considers the likelhood of this event
arising as remote

The Greup's shace of the [AS 12 cansion de‘icii allocated to equity accou~ted invastrments s indluded in the balance sheet within eau ty
accounted Investments

AT Sisterns
Ann.ol Repurt 2018



22. Retirement benefits continued

Background

Pension schemes

BAE Systems ole operates pension schemes for the Graup's qualifying employees in the JK, US ard other countries The principal schemes i the
LI ana US are furdea def-od beneft schommes, and tre assets are Peld i~ senarafe tnustee-adrinizterea fu-as, The tae largest fondea defined
berett schemes are the BAL Systims Pons on 520 erne kg v5 20U0 Pension Plan 12000 Plany woidn, 1 aggredate,
represent 2291207/ 81%, . of the JKIAS TS aefingg benafit 3 oL es are privanly

T Leoember 2078 The schomros i cther

defined contabut un schomes, =

AN 3T Lcreroer 2018, the w crage doratons O e UK and oS defined bereofe pencion sohgat orswere 17 vears 1 2017 18 yiars:

and 11 years (2077 12 years), raspect vely,

Trasohs of the zefined berefit persicn habrlity 2~ afura ag basis cotween actne, deferred a-~g pens ocner vambers “or the Ma™ Schemz, ;
2000 Plan and LS schemas in aggregate = set out below,

Farsnnar i

Man Scheme I
2600 Flar’ 54 b
JS schemes: 53 )

isal 31 Larlh JL
31 Manh 201/
1 angary 2018

2 Bl Soher
2400 Pla

Regulatory framework

The fundeo UK screres ave reg siereg and subect to the statutary schema spec® -fund ng requirerants outhned .n UK [=gislatior, including
the paymant of levies to the Pensign Protection Fund 45 58t cut n ine Pension Act 2004, Thesa schemes were established under trust and the
responsibility for ther governance lies jointly with the trustees and the Group

The funded US schemes ace tax-qualifien senzion schomes rogulated by the Pension Protect on Act 2208 ana nsarad by the Pension Bena® s
Guaranty Corparation (PBGCY up to certam limits These schemes were established under, and are governed oy, the US Emiployee Retrement

Income Security Act 19771 ard tha BAF Systams Admim statve Cometites © a ~amed foaudary with the authardy 10 reanage therr cperation.,

Borefits

The JK defined besefit schemes provide benehits w rembers i the ferm ot 3 set level ©F pension payable for i based on members” fnal
salanies The pencht, attract mlauca-related noreazes both in defenmant and payment. Al UK detmed berel tscher os are dosed Lo new
entrans, with benefits for new employees bemg provized throdgh a delined contnbut.on scheme, Thz Normal Redireent Age for active
membars O the Main Scheme and 2000 Plar s &5, Spedic benehits apphoable to marbers dtfer between schemes. rurther detarls oo the
benefits provided by each scneme are provided on the BAE Systarns Pensions waebsils Dagsystemspensions.com,

Y
=
=}
=
o
o
w
i
o
=
3
I
3
b
w

A Uk High Court jLdgment was delivered an 26 Ocioner 2018 concerning gender equdlisatior for the effect of Guaranteed Minimum Fensions
1GM7s for occusational pensior schemes. |t 1s expected that the impact of GMP egualisat a0 will be 10 the region of £121~ based or an estymate
as at 26 October 2018 for tne UK schemes trat were contracted out of the State Earmings Related Fensice Scheme between 1930 and 1597,
Thiz has been treated for 1AS 19 curposes as a plan amendms-t a~d resufted in an Increase in the pension defict in the balance sheet and

a carresponding mon-recurning past service costin the income staterment,

The Group has allocated a share of the past service cost 10 MBDA based on the relative payroil contrbutions ot active members the Group's
shase of tne £121m s £110m 0 respect of the Group's subsidianes, plus {4m for the Group's s~a0 of MBDA's allecation. The remaning £7m
relates {0 the share allocated to other partiapating employers

Tne US definzd neneht sthemes cedsed 1o be final salary scherres o Lanuary 2013, Thie benefits acorued based or the ninal salaries of members
at that pomt will become payable on reirement. The Nornal Retireirent Age 27 the largest scheme in toe US 1 65,

Other retirement benefits

The Group operates a rumber 2f non-sension retirement benefit schemes, under webich ce ts n emp'ayees are eligible 1o rece ve benefits after
retremenrt, the ~—aonty of waich relate 12 the crovsion of medical benefts 1o retiad employees of the Group's suosid aries in the LS.

AL Syetenns ‘ 79
Arnn Bepars COeR



Notes to the Group cccounts
continued

22. Retirement benefits continued

Funding

Introduction

Disclosures in respect of pension funding are provicied below Disclnsures in respect of pension accounting under 1AS 19 are provided on pages
182 t0 188.

the majonity of the U< and Uz zelined benefit pension schemes are tunded By the Group's subsid anes and equity accounted investments.
The indwidugl pension schemes’ fundmg recarements are cased on actuanzl measuremens frariewa ks st out » their funding pohaes

For funding valuation purposes, pension scherne assets are mcluded at market value at the valuation date, whitst the habilities are reasured

or an actuanal funding basis uzing the projectad wnit cedit method and d scounzed to ther present value based on prudent assumotions set
by the trustees followirg consultation with scheme actaares.

The funding valuaions are performed by professionally qualified independent actuar es and include assumptons which differ from tre actuanal
assumptions used for 1AS 19 accounting purposes shown on page 182 The purpose of the funding valustions is to design funding plans which
ensure that the schemes have sufficient funds avadable to meet fiiure benefit cayments.

UK valuations
Funding valuations of the Qrowp's nire LK detirad benef t pension schemes are perforod every three yaars, 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

I Nuvember 201/, the biensial tunding valuatices a~d, where necessary, de i recovery plars swere dgreed with the Urusiees and certit gd
by the scherre actuanes atter consultanar wath the UK Fensions Regulator.

The results of the most recent triennial valuations are shown below

LRI

‘ﬁff‘uﬂ‘lii: Chien Tl
______ o e . S DU B A Ao
Market value of assets 128 a3 4.5 216 '
Presentvalue of flabifties , S - Lad o de @z V37
Funding deficit (1.6} RN 02 2.
Percentaje oF accrued benefits o »assets at the vak ation date o 89% 93% 96% 9%
The valuatiors were determined using the following mortality assunptions.
L ____ o o ) St
| ife expréctancy of dmcﬂt (urremhf aqeu 65 (\,edr;) o ' ) 86 -89
Life expactancy of a fernale currently aged 65 (years) 88 -90
Life expectancy of a male currently aged 45 tyears) 88--92
Life expectancy of a famale currently aged 45 (years) 9193

The discount rate assumptions used 1n the 2017 valuations were directly based on prudent levels of expected returns for the assets held by
the schemes, reflacting the planned irves ment strategies and matury prafias of eacs schieme, The discount rates are curves which provde
a different ratz for each year into the futura,

The inflation assumptions were denved using rata rom the Bank of Fagland wrich s hased on the difference between he yields on naex-linkad
antl fized inteest iong-term aoverna ant bonds, The nflanon assumepton 1s a curve which provides a different rate for eaci year into the futiie,

In agaegate, the net funaing cefc © acress tho U< schomes at 3% March 2017 was (2700, The funding valuanors rosaltes in a signficantly
lower defizit than unaer IAS 19, largely due to lower haniltics reflecting the fugher discount rate assumpnan. Lader IAS 12, the discount rate
for accounting purposcs 5 based on trd-party AN corporate bord yielos whoereas, tor tunding valuation purpores, the d scount rate 1 based
on a prudent level of expected returns from the aroader and mixead types of investments reflected in the schemes” nvestiment st awgies, which
are expected sverdll to yield higher retumns than bonds.

The agreemants rieaches are urderpinned by contingeroy plans, whech include a commitment by the Group to a further £50m of defiat funding
into the largest scheme prior ta the next triennial valuation in the event that the scheme funding level was to fall below pre-determined parameters
In addition, the Group would be regured to pay £187m across 115 schemes with deficits at the valuat:on date f the funding levels for thase
sciemas were to fall sigificantly and were to reman at or below thass lavels for nine months.

There have heen no chanoes 1o the contibutions o henefits, as set out in the rules of tha schemes, {27 pension scheme mambars as a result

of the new funding valuations.

The results of future triennial valuations and associated funding reguirements will e impacted by a number of factors, Induding the future
performance of investment markets and antcipated members’ longevity

US valuations
The Group's US pension schemes are valued annually, with the latest valuations performed as at 1 January 2018.

IBO BAL Sysiem:
Aregal Repor 2018



22. Retirement henefits continued

Funding coritinuec

Contributions

Urder the termis of the tust aeeas of the UK schemes, the Grouo 15 reguired 1o have a funding plar determined at the conclusior of the tnennial

tLnding valuations

EGLaty accourted investments make rﬂgu\af contrtbutions 1o the schemes in which they pariapate ir Ine with the scheaule of cortroutions

and are sllocated a smave of dof o fur

g LentnG

sl

Ir 2078, total ernployar contributions to the Groun's pension schemes were £554m1 2017 £433im, induding amaurts funaea by equity accourad

nvestrants of £38m 201/ £37rm, ard roiuced apprasmatsd

y £211r (2017 £20G~. ¢ de it retosery paymanisn raspert of the U< schemes,
2 ¥y

ard £719m (2017 £62im0 in respect of the US schemes.

Defod contabetions will “urther nee

plans, toes2 arrual caymients waald subs

cleaced. The anrual paymenis are expectad to eng i 2026 wnen all deficts are proetted 1o po doa
+ 1

sectod to te

all scheme deficts wore &

In 2015
schemes are expected to reduce

Risk management

Tne defined benefit pension schemsas 2x0os

and longevity nsk
Kish

Market (investment risk
Asset returns may not move
M hiee witn the faoilites and
may be subject to valatiity,

Interest rate risk

Liahilities are sersitive to
movernaents inrterest rates,
witn lowesr interest rates leading
o anncrease n the vaiuaton
of labihoes

Inflazio™ nsk

Liabilities are sensitive to
movements meflanns veth
Pignc e inflatisn lesong to
an Ncrease 0 e valuaton
of babilinizs.

Longewvity risk
Liabilities are sensitive to

life expectancy, with InCreases
in Ife expectancizs 12ading

13 an increase m the valuat on
of habiliues,

fgr

dend payme-ts made by the Groan, Undar the deficit reco
arz expectan 1t be
agreemort marg o 2014,

~ling with any periertans growth in di
quarthy fali by apgroximately £50m 10 2022 as the deficts on certa n schen

cleared in 2024,

the Group expects that comtributions 1o vts JK pensior schemes vall be oroadly i Ine with 2018, whilst cortributions to its US persior

&g Group 1o actuanal rexs, including marke: unves rentt riskinterest rate nisk, inf anon rok

IR

ent portfolios are hignly UIV

The investit: J mve\tmg N a wide range of assets, in oruer t3 recuie
tre exposure oF thz total porttolo to a mat Jla“\/ adverse rnpact from a single security or type of secunty,
To reduce yolatiity, certain assets are beld in o maiching postfolio, which largely consists of index-linkea
bords, gilts and swaps, designed to mirror movements in corresponding habilities

Some 43% (2017 47%) of the Group's pension scheme assets are keld in eguities and pooled investmert
vehicles due to the Figher expected level of returr over the long term

some ef the Group's pens 04 scheres use dervatve Tinancal instiuments as pars of ther investment
strateqy 1o manage the level of markas nsk. The Man So-emsz and o2 of tha Group's otner UK defined
benetit pension schomes ointly nave an equity conon strategy orotecting £1.80n of assets against a
>|qm1u anrt qu N equty marmt; \*\ o uary 701’J tms protnition was extanded to cover ’) ahn oT ASOTS,

In addition to ImfPSfmg n bfmds as Dart of tlue Mt Chlﬂg portfolio, some of the Uk schemes irv est iyl
Nterest rate swaps to reduee the expostire to movements it irterest rates The swaps are held with several
hanks to reduce counterparty risk,

Phe discount rat2 assuptons set as part of the 2017 UK funding valuat ons moere airectly reflact the
expacted 1eturns on assets held by the scnames and, therefora, he labilinies are less sensitve wonterast
rate nsk than they were in the 2014 fu'wdmg valuation. Accordingly, the 72017 approaci orovidas a mora
natural hedae aga rstinterast rate nsk The planred investment strategy, which i ref-ected n the discount
rate and hablh;y calculabon, 15 for the scheres 1o increase their irvestments in bonds or otber assets
which match the liabilities as the schemes masure Under the 2017 UK funding valuation, the Group
expeCis the scherres to be fully hedged aga nst intarest rata movemen:s following a five-year transit or
period 10 the o\anned mvestinent strategy

In addrtion to mvesting inindex- Imked bonds as part of the mamhmg ponfoho the princoal Uk schemes
nvest 1n long-tetm inflation swans to raduce the exposure o moyerrents ininfiation, The swaps are held
with several banks to recuce countarparty sk, Tre Group's WS schames are not indexad with wfianice.

The approach to the 2017 UK funding valuation prov des a more natural hedge again<t inflation

movems s and, therafore, the labditios are loss sensitve toinflation nsi than they wers in the 2014

funding vatuation Under the 2017 UK funding valuation approach, the Group 1s already fully hedged

aganist milatisy movements and, uader the planned investnient strategy, the Group aims Lo mamtan
a fully hedgez oosition.

In 2014, the Main Scheme implemented a pension mcrease exchange to allow retired members o elect
h|oher CUTTENt pension in excnange: To .ore oma certain nghts to future Pension Increases.

Lonqewty adJL stment factors are used In the majorzy of the UK pension schernes i order to adjust
tre pension benefits payable so as to share tre cost of peoplz lving lenger with employees.

In 2013, with the agreement of the Company, the trustees of the 2000 Plan, Royal Ordnance Pension
Scheme and Shipbuilding Industries Pension Scheme entered into arrangements with Legal & General

tzansure afga nst longevity risk for tae current pensaner popdiation, covernn a total of £4.4bn of pens:en

scheme liabilities These arrangernents reduce the furding volatility relatng to increasing hfe expectancy

Akt Systers
A al seport SR

18]

ISR

$IUALLI IS |Bi2UDULY




8¢

Notes to the Group accounts
continued

22. Retirement henefits continued

IAS 19 accounting
The dizclos.res below relaze to post-retiremznt benef.t schemes in the Uk, US and other countries woich are accounted for as defired benstit
schiemes in accordance with 1AS 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 accur in practice

Jk us

o a0 o 06 2018 o170
Financial asmru:hptions S 7
Discount rate — past service {%) 29 26 27 4.2 37 4.2
Discount rate — future service (25} 3.0 27 27 4.2 37 4.2
Retal Prices Index (RFD inflatie (%) 31 3.1 32 n/a n/a n/a
Rate of increase in salanes (%) 31 3.1 32 n/a rfa n/a
Rate of mcraase n deferred pensions (%6 2.4/31 2131 22/32 nia n/a 1ifa
Rate of increase In pensions in payment (%) 16-37 16-37 7-37 n/a n/a rn/a
Demographic assumptions
Life expectancy of a male currenitly aged 65 (yearst g§6-83 86 88 86 &3 87 87 g7
Lite expectancy of a female currently aged 65 tyears 88-90 88-90 8%.90 a9 89 &g
Life expectancy of a male currently aged 45 (years) 88-90 B88-90 88-9i 87 87 a7
Life expectancy of a fernale currently aged 45 tyears) 90-81 S50- 42 -4 838 83 &9

Discount rate

Tha discount rate assumpt ons ate detived through discounting he proyjecied nenefis payments using a third-party AA co'porate bond yield
curye 12 product 3 sirgle aquavalent discount rate for the U< and US tarr tones, This mhorently captures the matunty profie of the expacted
bonehit payments, Tor the UK torrtory, tho discotnt rase tsed far fuiure sorwice differs fram that used for past service as i enly uses the cash
flowys retating e active marmbes, which have a different duration, Farther infarmaucs oo the Juraton of the schemes 1s detaled on page 179,

Rotal Prices [ndex (RED nmaton

In the UK, the .nflation assumpticns are derved by refesence to the dffzrence between the yields or index-inked ana fixed-interest long-ierm
quvernrent bonds, or advice from: the local atiuary denending on 1 avalable infarmator. In the US, srlal on assumatians are rol relovant
as the Group's US pensicn schemes are not ndexec wii~ nflation,

Rate of increase in salanes

The rate of increase I salaries for the U< schemes s assumead to ke RPI nflation of 3196 12017 RPlintlation of 3,193, plus a cromotional szale,
Fro~ 1 January 2013, employees i the US schemes no lor salary-related bensiits.

Rate of increase in deterred pensions

The rate of inciease in deferred pensions for the UK schemes s based an Consdarrer Pores Indax (CPhrflanen of 2.1% (2007 CFhnflation
of 2.1%:;, wi thz exception of tha 2000 Plan, which 15 based on RPintauon of 3 1% 12077 RPHinflaticn of 3.7 %6 For all UK schemes, the rate
o increase n deferrod pensions s supect toanflanen caps.

Rate of increase in pensions in payment

Tne rate of mcrease i pensions 1= payment differs between UK scocrmes. Different tra~chas of the schernes' benefits increase ot rates based
on =ither B2 or JPHn? aton, and soime are subjest e an flauca cap W th tie exception of Lo sealler schemes, the rate of increase
pensIens v payment s based on RPeflator

tife expectancy

For 1ts UK penston schemes, the Group has used the Self-administered Pensior Schemies $2 morality tables based on year of hirth tas published
by the tnstitute of Actuanes) for both pensioner and non-pensioner members N conjunciion with the results of an investigation into the actual
morntalty experience of scherme me™bers and informar on on the cerograshic profile of the schere’s mambershp, In addition, 12 allow for
future mprovements in fongevity, the Continuous Marntahty Investigation 2017 tebles (published by the Institute of Actuanes) have been used
un 2017, the Cantinucus Mortality Inveshgation 2018 tacles were usedh, with an assumed long-term rate of futire annual mortalisy improversests
of 125% (2017 1 25%), for both pensioner and non-pensioner members

11 Octobher 2015, the Soc ety of Actuanies in the US roleased updated maortality asstptions reflecting the resulis of its comprehensive mortality
study. For the majonity of the US schemes, the mortality tatles used at 31 December 2018 are & blend of the fully generational RP-2014 Aggregate
table and the RP-2014 White Collar table, both projected using Scale ME-2018 The IRS have approved the rew martality tables to be adonted
for tunding valuation parposes fram 2019,

US healthcare scheres

The latest valuations of the prnapal schermes, covermg retiree medical and e insurance schemes i certarn US subsdianes, were performed by
independent actuaries as at * Janyary 2018. These valgations were rolled forward to reflect the information at 31 Decerrber 2018, The method
of accouniing far these is similar to that usea for defined benetit pension schemes.

The assumption for long-term healthcare cost inarsases 5 4.9% (2017 4.9%] based on the assumptions that the mcreases are 7.8% i1 2018
reducing 10 4 5% by 2026 and 4 5% each year thereafter for pre-retirement, and 8 5% in 2018 reducing to 4.5% by 2026 and 4 5% each
year thereafter for post-resiiement.

3AF 2 sterns
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22. Retirement benefits continued
1AS 19 accounting cartirued

Summary of movements in retirement benefit obligations

15 ann

V14 rrlhire A -

L _ R N

Total net 1AS 17 defiet at 1 Jamaary 2718 (3,788 5661 13,354 -

ActLal rettimr or assets exdudirg amounts mcludea ir net interest edperse 1,020 22 11,444 -
Decrease rhaciht o3 dug to chargos in finandial assuronon: 1,295 265 1,550
Decrease in iabilities aue to charges ir demographic awsumotions 171 17 188
Expertence losses 176 nn 1193
Cortroutions in excess of service cost 185 105 290
Paut service cost - plar amendments 31y - 1131
Metirigrest expense (88 124} 2y

Foreign exchange adpistments 38 138: 7

Fovernentin US healthcare schemes - - )

Total net IAS 19 deficit at 31 December 2018 {(3.554) (682) (4,236) =z

Allocated to equity accounted investmerts 304 - 304 ﬁ

Group’s share of net 1AS 19 deficit excluding Group’s share of amounts ’
allocated to equity accounted investments at 31 December 2018 (3,250) (682) {3,932)

taterd to oo
el e

TOPnor o Zompanstn o bave by
bt ension sChomes See s

APIO el 2 et of he atconrtng valuabon ot a o gevoy seeep held i ore of thie Groas s defioed !
ranythe restaterent

Amounts reccgnised on the balance sheet
The table balow shows a recoralation benwesn the oross assets and hailties o the Growp's UK, US and other post-retrement bensfit schemes

and the amaunts recognised on the Group's balance sheet sfter allocation to equity accounted investments | ;5:
oo w1 Y
UK defined Us and |
bernefit other us 15 N c
pension pension  healthcare heathcare | g
schemes  schemes schemes Total S Tatal o
S Em _fm __fm _ fm IS
Preseni value of unfundea obligations {100) {142) - (242) (491 {146) - s
Present value of funded obligations (24,700) (4,782) (165) (29,647) 126,071 {4,803) (168, 131,042 :
Fair value of scheme assets 21,246 4213 194 25653 22337 4352 199 26,883 —=
Tatal nat 145 19 (defictisurplus {3,554) (711) 29 (4,236) 3,788 5971 3t 4,354
Allocated to equity accounted investmentts 304 - - 34 33 - 33
Group's share of net 1AS 19 {deficit}/surplus {3,250) {711} 29 (3,932) (3,456 (597) 31 4,022}
Represented by,
Retwamen: benefit surzluses 219 a8 41 308 209 54 39 302
Retnemen: benefit ablgatons — (3,469)  (759) (12) (4240) (3665  ®5h (8 (4,324
(3,250) {711) 29 (3,932) (3,456} 15971 31 14,022}
Group’s share of net IAS 19 deficit of equity
accounted investments (119 - - {119) 1128; - - (128;
I Priar poar es B e bee fostated 1o GO 20T 4 prasn v o S0ar aespect of the accounting valuzt o of a lorges ty swap halil by one of the Crour s rdetined
benen emes see o 37 on debly reqarding the sestafement

Total cumulative actuanal losses 1ecagnised in eguity since the transition to IFRS are £4.6bn (2017 £4 7onk.

FAT Systems ‘ 83
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Notes to the Group accounts
continued

22. Retirement benefits continued
IAS 19 accounting continued

Changes in the fair value of scheme assets before allocation to eguity accounted investments

UK defirng Jsann
berefit ather U5
" persion healincars

scheires seher 25 Toeal

B - B - - ) - o o e L
Value of scheme assets at ) J;a-nuary w7 4313 198 25,850
Interest income 168 8 745
Actual returm on assets excluding amounts inciuded n interest income ! 44419 1483
Actual return on assets i 8 61327 2238
Contrituetions by ermployer 35 81 2 435
Contributions by emplayer in respact of employee salary sacafice arangemon’s 84 = B4 f
Total contributions by emplioyer 436 81 2 519
Members' contnbutions 8 - - 8
Adrninistrative expenses - (16 - e
Foreign exchange translation - (394} 1y 13
Benehits paid - ) o oam @4y 9 (‘3()3}
Value of scheme assets at 31 Decermber 2017 - 22332 4352 199 76,883
interast mcome i 575 156 7 738
Actual return on assets exduding arnoterts included in interest income {1,022 1422) (12 77(1,4563'1
Actual refurn on assets _a4n o (266) 5y {718
Contributions by employer 423 131 1 555 |
Contnbutions by employer in respect of einployee salary sacrifice arangerments 8 - - 80
Tetal contrinutions by employer 503 131 % 635
NMembere’ roantrhtions 7 - - 7
Administrative expenses i (14 (tn {29
Foreign exchange translation - 248 12 260
Benefits paid - ) s ess dzy o 1,385
Value of scheme assets at 31 December 2018 ' 21,246 4,213 194 25,653

1 Pra year compaialives have been restatod 0 caonact 3 pocr yed etrarn st of the wcconnt s aluaton o afongowty sswap beld Dy one o e Groap's defined
£ ! ¥ ] ! ¥
berafit pery or scherces See note 374t desads regardir g b restatemont,

|84 AL Sysiems
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22. Retirement benefits continued
IAS 19 accounting conrtinuerd

Assets of defined benefit pension schemes

2018
~ uk' " uSandother 0 Total -
N Wduc&ed" Urnquoted Total Quoted Unquo-ted" ) _'I:o-t-;l -_QLToté-(-:I -l-Jn;uo_ted_ - ;ota_l
o fm  _fm_ fm  fm _ fm £m £m _Em £m
Eouities
UK 3,192 1 3,193 - - - 3,192 1 3,193
Querseas 1,882 12 1,894 284 - 284 2,166 12 2,178 )
Pooled investment vehicles - 1,280 3,713 4,993 659 2 661 1,939 3,715 5,654 |
Fixed interest securities |
Uk gits 1,500 - 1,500 - - - 1,500 - 1,500 :
UK cornorates 1,543 1,949 3,492 - - - 1,543 1,949 3,492 .
Overseas gavernmert 47 - 47 19 - 18 66 - 66 ;
Cverseas cornorates 1,260 43 1,303 3,074 - 3,074 4,334 43 4,377 | I
Index-hnked secunties, Co
Uk gilts 2,156 177 2,333 - - - 2,156 77 2333 ©
UK corporates 526 653 1,179 - - - 526 653 1179 |
Property* - 1,935 1,935 - 125 125 - 2,060 2,060 i
Derivatves - (1.121) (1,121 - - - - (1121} (1.121)
Cash
Sterling 270 33 303 - - - 270 33 303
Foreign currency 10 5 15 49 - a9 59 5 64
Other _ _ _ _ . . .46 134 180 - 1 (O SR L B -
Total 13,712 7,534 21,246 4,085 128 4,213 17,797 7,662 25,458 §
2047 8_
) ___ ____J_K__ ’ _ JS ana other o - g
Guotedt Unouoiesd Totai Quuen  Jndintea Teral Outen dingrasiad T3l r3n
n i ___l-f_‘_'_ o ___5._r: L _£r ok . i F_ﬂ‘ fr 3
Eaenties ”
JK 4,453 1 4,454 - - - 4,453 ' 4,454
Owverseas 3,074 287 3,361 346 346 3,420 287 3,707
Pooled investimen: vehides” 1,327 2,269 3,586 797 ? 799 2124 2,27 4,395
Fixed interest secunties
UK giits 1,556 25 1,581 - - - 1,556 25 1,581
UK corporates 2,24 1713 3,427 - - - 2,214 1,213 3,427
Overseas gavernment 50 - 50 57 - 97 147 - 147
Overseas corporates 1,315 8 1,327 2,953 - 2,953 4,272 2 4,280
Index-lnked securities
UK gilis 2,164 54 2,218 2,164 54 2,218
UK corporates 928 375 1,303 - - - 823 375 1,303
Property* - 1,648 1,648 - 129 129 1,777 1,777
Derwvatives’ - £1.119; (1,173 - - 1,119 (1,11
Cash
Sterling 221 46 267 - - - 221 a6 267
Forelgh currency - 3 3 27 27 27 3 30
Other =T B - LA . R - I 14
Total 17444 4,888 22,332 4,220 132 4,352 21,664 5,020 26,684
T The darm Schee ann bao of the Croun’s smialer JK aes ned heneht porsion scremes caacipate na Combined Irvesiment Fund oL covenng £13 6on 2017 €13 0bn:

o7 assets, Tro puipose ot the L6 s o ool

S Ircludes cgraty proter

showwn are nes of £ 179

Aros and the Fractice Note contain

conamaes of scale for the F sohenes

defined benet - pension schores See ngte 27 Yor detads ogading the testaterent

SUmazid Qe smanion.

aceordance wath interndienal Private Faury sod Veniure Capital Valuanen Guirrelings,
0n rrarket walue at the ona of the year oetermmred in accoraancs with the Royal ranmsion of Cn
therain Incluaes £245m0 (2017 L2330 67 propesty occupea by Sroup corpe

teran SUrveyory Apptaisal ano valuatan

s e dditian, e ot denaie ngurs
014 £42r of repurchasa agresn ety The valuations are basea on wvalnaton wechiigues uaing underling rarket date anda discouneu cash
P yean camipanative, hawe Beer restated to corract & prarn year eron m respect oF 1he acoourhing vallation of 2 ler geviy sweap nedd by one of the Gouns s

275 Systens
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Notes to the Group accounts
continued

22. Retirement benefits continued
1AS 19 accounting continued

Changes in the present value of the defined benefit obligations before allocation to equity accounted investments

LK defiiced S anng
be et other us
pensitn pensmr heallhease

schames seherig schees Tranal

e e e _ - b e
Defined benefit obligaricrs at *‘VJaﬂuar'y 2017 (27173 5534 t1169)  {32,476)
Current service cost Foesa (2 RE (2671
Contiibutions by employer in raspect of employee salary sacrifice avangements - (84),
Total current service cost (338} 12 t (351
Members' contributions (8) - - 18)
Past service cost — plan amendments (2) - (M 3
Actuaral loss due 1o changes in fimangal assumpions (242 (291) REE 546
Actuarial gain due to changes m mortality assumptions 971 24 1 956
Actuarial gain due 1o changes in other demographic assumptions 202 - - 202
Experience gains/losses) 136 129} E 106
Interest expense (715) 20N 173 19231
Fareign exchange translation - 449 14 463
Benefits paic o o ) - S 1049 245 5 1303
De‘ined senefit oblgations at 31 Decerrber 2017 267700 4,949) 1168 (31,237)
Current service cost ! 224 2 th {237,
Contributions by employer in rospect of emplayee salary sacritice arrangements ‘ 1 _{SOE
Total current senvice cost (304 2 ! RREIF
Members' contributions ! (7
Past service cost - plan amendmenrts 1131 - 130
Actuanal gain due to changes in financisl assumptions 1,295 205 9 1,564
Acwanal gain due to changes in demogiaphic assumptions i71 7 188
Experience losses 7B (17) {1 1194}
Interest expense 1B63) (180 16 1849}
Foreign exchange translation - (286! (10 (296;
Berefits pad S 1135 238 12 1385
Defined benefit obligations at 31 December 2018 {(24.800)  (4.924)  {165) (29.889)

B4~ Suslemns
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22. Retirement benefits continued
1AS 19 accounting conunued

Amounts recognised in the income statement after allocation to eguity accounted investments

L1 P O ~ :
UK defined Us and
benefit other us =
pension pension healthcare -
schemes  schemes  schemes Total Izl =
e Em fm __ fm _ fm_ L :
Included in operating costs:
CLrmert service (s (201 12) (1) {214) (228 (12 iy 1241
Past servite cost - plan amenomertss (10 - - (10) 2 - 3
(211} (12) {1) (224) (230 12 i (24
Quararteed tinimum Pensior equalisatior charge (110) - - {(110) - - - - I
 Administrative expenses (3 @8 o {28 - 1161 16
(334) {26) {2) (362) (230} {28 {2 1260)
Included in net finance costs: X
N2t intarest iexpense/income on retirgmast pang’ ; [
oblgations {80} (24) 1 (103 azv 32 T ded -
Group defined benefit schemes included in share ‘
of results of equity accounted investments: ‘
Groun's share of equity accounted investmenrts’
operating costs’ (15) - - (15) o - - 2y |
Group's share of equiy accounted investments’ !
fnance costs R ) (3) 5] U C LI
The 2518 Zrow s stare o egiTy i oanTod et enty SRR aiag Costs i leases £ ettt the Guaranizea blraeme Ponaion eanghsation chargs |
The Group incurred 3 charge of £233m(2017 £393mn relation to d2fired cortribution schemes tor emrployess,

o
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Notes to the Group accounts
continued

22. Retirement benefits continued
IAS 19 accounting continued

Sensitivity analysis
The sensitivity infarmation has heen dernved using scenano anatysis from the acluanal assumptions as at 31 December 2018 and keeping all other
assumptions as set out on page 182,

Finanaal assumptions

The estimated impact o changes 1n the discocunt rale and infiat-on assumpt ons on the defined perefit pension obligation, logether with the
estimated impact on scheme assets, Js showrn in the table below. The estimated smpact on scheme assets takes nto account the Group's nisk
management activiies i respact of interest rate and inflat or 1 sk, The sensitivity analysis o= the cefired benefit obligation s measured or
an 1AS 19 accounting basis and, therefore, dees not reflect the natiral hedging in the discount rate wsed for fund ng valuation parposes.

incregsoifdecrome InCreawyinscreaseat
1 pensior obligaoe: SO 385eTs
o - B - B o . 7 o . - - o o fhn B B f‘g!”
Discount rate:
01 percentage point increase 05 0 2)
01 percentage point decrease {05 G.2
inflation:
0 | percentage point increase (04 0.2
0.1 percentage point decriease o4 A

1 Before allocanion weguily accountod invesTrents

Thne sersitivty of the valuation of tne latilities 1o charges i the inflation assumption presentes aboye assurces that a §.1 peicertage point
change to expectations of futare nflation results na 0.1 percentage point change to all nilztion-ielated assumptiors (-ate of incieasa in salares,
rate of Increase in aeferred pensions and rate of increase In pensions in payment) used to value the labilites, However, upper and lower limits
exist on the majorty o* inflation-related benefits such that a change 1n expectations of future inflation may not have the same impact on the
inflation-relates banef is, and hence wilhresult in a sraller change to the valuation of the Labilites, Accordingly, extrapclation of the acove resulis
beyond the specfic sensitvity figuies shown may not he acpropraze. To Mostrata this, the (increasaiaecrease in the definad boneft pension
obligation resulting fram larger changes in the rflatior as<amption woadd be 4 follows

[ RIN R INO

1N peas o7 obhgastion

Inflation:
0 5 percentage point incraase 3
0 5 percentage point decrease 13
10 percentage point increase 2.8
10 percentage point dedrease o o S 2s

T Bofore allor-tnn 0 eauy aCcounien inesirents

Demographic assumptions
Changes in the life expectancy assumption, Including the benefit of longewity Swag ar-ange—ants {see longevity ris< on pags 181} would have
tre followang etfect on the total net 1AS 19 deficin
Dt ascdecrnase
n et der ot

tlm

Life expectancy:
One-year ncrease (T
Onhe-year decrease B . I L . . Loo.on

T Betore allocamon 2o ety deeoun ed maosreen s

AL Systems
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23. Provisions

A provistor is recoanised in the balance sheetwhen the Group has a present legal or corstructive ocligation as a result of a past event, w15 orobatle
that a0 outow i areolint kas been rel ably estmated, I the effoc 5 mater al,
Eroy 005 arg aetentned by disco.ntng e expecied tuture cast flow at an abpronna'e pre-iag d scodnt ais,

Warranties and after-sales service

Varranties anag after-sales service are proviged in e normal course of busiress wath grovisions for assocdted costs being made oesea on an
assessment of tuture claims with reference o past expenience A provision for warrsnties is recognised when the underlying groducts and services
are sold The provisior 1s oased ori histoncal warranty data ard o weighting of possible outcomes agairst ther associated probabilities

Reorganisations

A provision for restructunng s recogrised when the Group has approved a oetaled and formal restructuring plar, ana the restructuring has eitrer
commenced or has peen annourced to those affectea The costs assocated with the reorganisation programimes dre sLpporied by detailed plans
and pased on previols expenience as well as other known factors Future operating osts dre not provided for

Legal, contractual and environmental

The Groug holds provisions for expected legal, contractual and environmental costs that it expects toincur over an extended period Management
exercises judgemert to deternine the smourt of these prowsions. Provision 1s made tor known issies based on past experience of similar rtems
and otnet known factors, Each provision is considered separately and the amount grovded reflects the best estmate of tne most likely amoant,
keirg the single most likely amourt in a range of possible outcomes

VIATTaNn 2

CORTrACTUS

arid
atersdles
SETLCE ROOrJarcalons st roee Orher Tl
e o ) fro fir o L L
Non-current 51 73 30 435
Curvent ) o - 1 N 118 ! 400
At 1 January 2018 {restated)’ 102 191 71 835
Createa 57 8 15 202
Utilised (37} (53 1 (18]
Roclzzsrfied botweos categones - - 3 -
Transter {rom other palance sheet categories - - 1 - 14
Transfer to heid for sale (5 - {2} - {7
Released {1 65 {59 {1h) (15
Net present value adiustmerts - - 15 5 20
Foreign exchange adpsterents 3 - 10 A
At 31 December 2018 104 81 506 70 761
Represented by
MNon-current 46 51 294 36 427
Current o 58 30 o212 34 334
104 81 506 70 761

TPyl L0 RaraT s Ndve Beon estate upon the Croapr s adoptios of RS 15 Bavanue frorm Conmracts veen Tusior o neme 37 for actails regaraimo e restate

Warranties and after-sales service

Warranty and after-sales service costs are generally incurred within three years post-delivery Whilst actuat events could restlt i potentially
sgnificant diffarences 1o e quantum, but Aot tee tming, of the autf'ows in relation 1@ the prov siors, managemen: has eflected current
knowledge in assessing the provisior levels

Reorganisations

Reorgarisation costs are generally incurred within one to three years There 1s imited volatility sround the timing and amaount of the ufuriate
cutfiows relatea 1 these provisions.

Other debtors inciudes £46m (2017 £89mi which 1s reimbursable in respect of teorganisation costs

Legal, contractual and environmental
Roflecting the narent uacertainty with i miany legal procesdnns, the amount of the outflows could o ffer ugrf cantly from the amount
provided and the tming of tre outflows cannot te estmated 12liably.

Other
Thero are n nrdviaually sigamcant provisiens 1 cluded wethin other provisions

AAl Sy erns
Arnaal Repart A0
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Notes to the Group accounts
continued

24 Share capital and other reserves
Share capital

gy : o loral
Ordnary shares ol 2 speark g | Sh,’ﬂ,,og i
Nurnber of MNarunat Marrher of Morminal har il
shuares vl shares value value
- M i - B i . fm
issued and fully paid
At 1 January 2017, 31 December 2017 and 31 December 2018 3,467 87 1 1 87

Speciat Share

One Special Share of £1 in the Company is held on behalf of the Secretary of State for Business, Energy and Industnal Strategy {the Special
Sharehalder} Certan provisions of the Company’s Articles of Association cannot be amerded without the consent of the Spedial Sharehalder,
These provisions mclude the requirenient that no foreign person, or foreign persons acting in concert, can have more than 2 15% voting interest
inthe Cempary, the reqairement that the majgrity of the directors are British, and the requirement trat the Chief recutive and any executwe
Chairman are British citizens The effect of these requirements can also be amended by reguilations rade by the directors and epproved by the
Special Shareholder

The Spacial Shareholder may requice the Cornpany at any tmie to redeern the Special Share at par or 1o convert the Speaal Share o one
ordinary voting share The Special Shareholder is entitled to receive notice of and to attend general meetings and class meetings of the Company’s
shareholders, but has 1o voung night, nor other rights, ather than to speak in relation to any business in respect of the Speaat Share

Treasury shares

As at 31 December 2018, 271,650,137 (2017 281,232,739 ordinary shares of 2 5p each: with an aggregate norminal value of £6,791,253
2017 £7,030,218 were held i treasury Durng 2018, 9,582,602 (20317 10,214,522 treasury shares were uzed 1o satisfy awards and opuons
under the Share incentiva Plan, Irteranonal Share Incentive Plan, Performance Share Plan, the Performance Shares and Restricted Shares
elemerts of the Long-Taim Incetive Plan, and tre Executive Share Option Pian

Own shares held
Own shares held, including treastry shares and shares held by BAE Systerns Employee Share Option Plan (ESOP} Trust, are recognised as a deduction
trom retained earnings

BAE Systems ESOP Trust

The Group bas an £50P discretionary trust to administe: the share plans and to acquire Lomoany shares, using luris loarned by the Group, to mact
comimitmerts 1o Craus employees. Div.dend wa vers were 191 operation for shares wathin the £SOP Teast, other than those owed bencdically by
the participants, for the dividends paid 10 June and Novemer 2018

31 December 2018, the ESOP neld 2,299 585 (2017 1,680,03%) ord-nary shares of 2.50 each, with a market value of £11m 201/ £10mu. The
shares held by the ESOP are recorded at cost and deducted from retained earnings until such tirmne as the shares vest unconditonally o eriployees

A dividend waiver was also n operation for the dividends paid in June and Movernber 2018 over shares within the Company’s share incentive plan
trusts other t1an trose shares ownes benet ¢ ally by the participants.

Equity dividends
Equity dividends on ordinary share capital are recognised as a liability in the period n which they are declared. The interim diaidend is recognised

i when 1 has beer approved by the Board and the inal avidend 1s recagnised when it has been approved by the sharerolders at the Annual

. General Meeting

2018 2017

- A : . L S, —_ . R — o fm o
Pricr yoar foal 12 Op dwiderd per orgbnary seare pad n the \)car 2017 1270 415 404
tnterin 9.0p dividend per ordiniary share paid in the year (2017 8 8p} - 288 280
S B ' . 703 684

Atter the halance sheoet data, The drectors proposad a final dividerd of 13 2p per ordimary share. The dividend, whis 15 subject ta sharehalder
appioval, will be pad on 3 June 2019 to shatehalders reg stered o0 23 Apnil 20173, The ex-tvidend date 15 18 Apnil 2019,

Shareholders wha do not at present participete i the Company's D widend Renvestment Plan and wish <o receve the final d vidend in shates
rather than gash should comglete @ mandate form for e Dvidend Remvestment Plan and <etum 120 the registrars no later than 13 May 2019,

t O BAF hiysternis
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24. Share capital and other reserves continued
Other reserves

[ TN B TR ]

AtHdnudr-y 2017 4,58é Y R 3 10

: 6,685 =
Subsidiaries =
Currency translation or: foreign currency rat Invesirmerts
irestatedy - - - - - 1625 025
Amounts credited to hedgirg reserve : - - - 59 59
Tax on ather comprehensive Ncome - - - - N - kN
Equity accounted investments, re! of tax lrestated)’ - e T = A £
AL T Jeruary 2018 4,589 22 0 3 59 1,227 6,090
Subsidiaries,
Currency translation on foreign currency net investmerts - - - - 396 396 ‘
Amiourts charged to hedging reserve - : . - 2% - 25 :
Tax on other comprehersive income - - - - 5 - 5 i
Equity accountea investments, net of tax - - - - woow 5 .ol
At 31 December 2018 4,589 202 10 3 38 1,639 6,481
I Prior vear cor parateas bdes boeoen rosiuten cpon the Groups aaopton ot 1FRS 15 F 2 frore Contrar e Ch Crstorars See noe 37 1or detals ragarainsy sos restatensont

Merger reserve
The merger reserve arose on the acquisiion of the Marconi Electionic Systems (MES) business by British Aerospace in 1999 to form BAF Systems,
and tepresents the amwount by which the fair value of the shares issted by British Aerospaca as consideration exceeded their norminal value,

Statutory reserve
Under Section 4 of the Brtish Asrospace Act 1980, this reserve may anfy be applied in paying up unissued shares of the Company 1o be allotted
to members of the Comipany as fully paic bonus shares

Revaluation reserve
The revaluatior reserve relates to the revaluation at fair value of the net assets of the BYT joint venture previously held as an equity accounted
investment on the acguesition of the remaining 45% nterestin 2009
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Capital redemption reserve
The capial redernption reserve represerts the cumulative nonunal valie of the Company's ordinary shares repurchased and subseauertly cancelled

Hedging reserve
The hedging reserve comprizes the ef“ect ve portion of the cumulatve et change in the fair value of cash flow hedging nstrament: related
1o Nedged transact ons that have nat yet ccourrad

Translation reserve
The translation reserve comprises all foreign currency differences ans rg from the translation of the * nancal statements of foreign ocerations.

Capital
Thz Growp funds =5 anerations through a mixtuie of equity funding and debt firancing, ncluding hank ared capital market borrowinas.

At 31 December 2018, the Groun's capital was £5,580m (20°7 £4,696my, which comprises total equity of £5.618m (2017 £4,755m,
excluding amaounts accumalated in equity relat ng 1o cash flow heages of £38m 207 £5%9m1 Net debwas £904m (2017 £752m,

he capital structure of the Group reflects the udgement of the directors of an appropriate balsnce of “unding required, The Group's policy
5 to maitam an o mvestment grade credit ratng and ensare operatng ©exib Iy, whlst,

- meeting its pension obligations;
- pursuing organic investment opportLrites,
- payhg divigends in bne with the Group's policy of lona-term sustanable cover of around two t mes underlving sarmnings fsee note 7Y,

- making accelerated returns of capital to shareholders when the balance sheet dllows and wher the return from doirg so is In excess
o the Group’s Weighted Average Cost of Capital; and

- Investing i value-enkancing acausitions, where market conditions are night and where they deliver on the Groun's strategy.

il
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Notes to the Group accounts
continued

25. Operating business cash flow

Key Performance Indicator - Operating business cash flow
Definition Net cash {low from aperating acivites excluding taxation and ncluding net capital experdiure, finanaal mvestment ang avidends
from equity accounted investments

Purpase Allowss maragement to monftor the operational cash generanuon of the Group

Taxation 15 excluded because it is not relevant 1o the pre-tax operaiional cash generation of the Group
Nzt capital expaditure and financal investment are incuced as a measie of tha invastment in the cusiness 1o support e operational
performance of the Group

Divdends received from eguity accounted nvesiments are includad as a measure of the operating cash generation ot the Group's egtity
accounted nvestments.

Reconciliation of net cash flow from operating activities to operating business cash flow
2018 s/
. —— . . — — —_—— fmo B0
1,200 1,897

Net cash flow from operating activities

Add back Taxation paid - 200 2727
Purchase of property, plant and squiprment, and investment property [ (3587_- ;;389)"
Purchase of intangible assets : (139) (871|
Proceeds from sale of property, plant and equinment, and investment property : 34 341
Proceeds from sale of intangible assets ‘ - 1
Equity accountedh investrment funiding o m 3

Nz capital expendivre and finanoal investmen {464) 345

Dividends teceved from equity accounted nvestraents L . 57 72

Operating business cash flow 993 1,752

Reconciliation of operating business cash flow 1o net cash flow from operating activities by reporting segment!

Pt neds
Gipraratr g business HIE RSN ST Mol e b By bt
casny flove MO T 7 20TS Operatin e
2018 2017 2018 201/ 2018 2017

N B - 7 o 7 fm s Vﬁ__fm 7 = k, fm e

Electronic Systers ' T a4 ase 7} 3 575 569

Cyber & Intelligence 85 16 - 96 127

Platforms & Services (US) {30) 222 n (8} 68 72 31 286

Javly 666 832 (36) (57 89 13 719 838

Maritirme 67 278 {3) )] 126 122 190 396

HQ . L _ @Q26) @& @ - 19 4 1) 04

- - 993 1752 (1) (72 464 444 1,800 2124
laxationpaid L 200) @

Net cash flow from Oi-;-erat-ihg a-c_t_i-\_rities- - - S 71,2007”” 1897

1 Buporting segmients hawe bren e-pre
2 a0 15 1 anAgen a3 Lo -y

setterd 10 retlect e srgatadtiond Changoes sehich “ook efhecran 1 Liauary 2918

AL Systerns
Anroud, Fepart O3



26. Movement in assets and liabilities arising from financing activities

As at As at Tt As at
1 lJanuary 31 December et 31 Decemnber
2017 ‘ : 2017 o (R 2018
fm i ad - i 7£m £ - {Em
Non-current assets
Oher firang sl assens 207 - 1128 79 - - 41 120
Current assets
Orher financ af 3ssets B 53 64 o 123 I AP - 87 87
- o 260 D64 o 15 L R R A Vs - 228 207
Non-current liabilities
Laars, (4,425) 350 b (4,069) - 1229 784 (3.514)
Grher financial haoilites - 125 {19 - - 10 [C]
Cash collateral (32} 15 - - (17 2 {19)
Current liabilities
Loans - - 2 n 7 - {785) (785)
Otmor fingrciaf habilwes - (28 241 - 268 (56} 106 - 61 (11}
(4,485) 262 350 29% (a%68) 1 @229 B2 (4.338)
98 (1)
Irterest paid 204 203
Net purchasefisalel
of owe shares 1 0y
Equity aivigenos paid 684 703
Dradenas paid 0
non-cortroling nterests _8 o 28
Net cash flow from
financing activities 995 932
1 Cadluchrg vas fow hoedgos rorwhich e cazn towso reaortor wathe case flows fron oneranng actaties
2 Reportedir ot o payahile.
27. Net debt
Key Performance Indicator — Net debt ]
Gefiniton Casy and cash eqaealents, less Inans and mverdrafts dincluding dest-related deswative financ al nstrumanist. '
Purpose Allows maragement o manitor the indebtedness of the Group |
Components of net debt
2018 J01¢
- - - o N-J:e;__ £m o
Cash and cash eauvalents i 3,232 3,77
Dett-related dernvat ve finang al histrument gsse’s — non-curr=y 13 87 79
Lrsbt-related denvative finardial instrument assets — current 13 78 -
Loans - non-cutrent 20 (3.514} 4,069
lLoans and overdrafts — current 20 (785} {14)
Debt-relaied denvalve Tnaraal insirument lebuities - curent 13 2 AL
Net debt (904) 1752)

Bds S.stems
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Notes to the Group accounts
continued

28. Fair value measurement

Fair value of financial instruments
Certamn of the Group's © nancial instruments are held at fa1 value.

The fair valug of a finanaial instrumant 15 the prea that would be receved 1o sell an asset or pasd to transter a lability 11 an orderly rransacucn
hetween market participants at the balance sheet date.

The fair values of francal mstruments held at far val.e nave been determined based or avatlable markst imformation a1 toc balance sheet date,
and the valuation methodologies fisted below:

~ the fair values of forward foreign exchange contracss are calculated by discounting the contracted forward values and translating at the
appropriate balance shieet rates;

— the fair values of both incerast rate and cross-currency swaps are calzutated by discountng expected future pri=cipal and interest cash flows
ard translating at the appropnate balance snzet rates, an:

- the fair values of maney market funds are calculated by multiplying the net asset value per share by the investiment hela at the balance
sheer date.

Due to the vanability of the valuation factors, the fair values presented at 31 December may not be indicative of the amounts the Groun would
expect to realise in the current market environment

Fair value hierarchy
The fair value measurement hierarchy is as follows,

- Level 1 — Quoted prices (unadjusted) it active niarkers for identical assets or habilities,

- Level 2 —inputs other than quoted prices included within level 1 1hat dre observanle for the asset or liability, either directly tie as pricesy
or mdirectly (e deqvad fras onces): and

— Level 3 - Inputs for the asset or habiity that are not based or observable market data 0 e, unobservable inputs

Carrying amounts and fair values of certain financial instruments

2018
Ca?;y1ng Fair Fan
amount va}ue are it Calup
A Mot L fm fm 0w o
Financial instruments measured at falrvalu_e )
Non-current
Avallable for sale - - 6 6
Ju ty irvastments at “ar value through profit and Joss 13 13 - -
Other financial assets 13 245 245 226 226
Othar finanaal hablities 13 (104) (104) 1133 (133
Current
Gther finanaial assets 1 166 166 89 89
tMoney market funds 17 208 908 399 899
Cther financial habilities L (74) (74) acar (104
Financial instruments not measured at fair value:
Non-current
Loans' 20 (3.514) (3,597} 4,069 (4.478;
Current
Cash and cash equivalents {excluding money maiket tunds) 17 2,324 2,324 2,372 2,372
Loans and overdrafts . . 20 (83 (794 U4 oA

T USSE00m of th e USHEOL 1 3 87 bond, repavaule 2021 1 as bees convered 10 a flaat g rate bond b ualising interest rale swA0s Theso corvaraes fave been 03g7ated
as “ar vaiue hedges Changes in the L valug of the bond atnzutakle toonierest rate sk, ancd gairs and kosses on the denvasves are raconnised inche ncome s.atemneda’
Thiz bond has been mcdudued in fnansal irstrument s ot meas.red at ta shacarse 11 2alrying value has only peen agusted “or the fair value sttnbulable o irterest
rate nsk or a poon a” the hond, winch vas beoen calonlated by dicouning the tutire cash * ows and translating at the ap inopnate balonce sheet rate

All o the finanaal assets and liahilinas measured at faie value are classified ag lovel 2 usng the far valug nierarchy, excapt for morey market funds,
which are classified as level 1. There were nG trans’ers betweaen levcls dunng the year.

Finaricial assets and liabilities in the Group's Consolidated balance sheet are either held at fair value or ther carrying velue approximates to fair

value, with the exception of logris, miost of which are held at amortised cost The fair value of loans presented in the table above s derived from
marke1 prices

lgé BAL Systerns
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29. Financial risk management
Interest rate risk
Tha G p's oblecTive 510 MAanane i xon

clative o 7 pat rg rate debt w th ooyat wn et L

e Huctuathicns 20 conowindgs thrauge vary N7 1ee propo hinn of fixed «ate debt
17inG kErEsT 13T 370 C03S-CUMTerCy SWaps.

The Group's irteres: rate management policy is that a rirmum of 50%5 12017 50%6t and 2 maximum of 907 120°7 90%: of gross dect s .
regntaned al foxed interest rates, A3 Docombor 2018, the Crowp nad 81321201/ 32%: ¢ fxed rale debt ang 12502007 78%: of f ozunyg -
rate cebt baied On a2 gros: debt ol 24 16w g dedterelated derivelve foanddl assel: « 201/ £4.00m: -

Toe only derivatives tnat pave oeen gesigrated as far value hedges are The T xza-to-hizating interest rate swaps convarung USS500~ of the
US$800m 3 8%« bond, repayable 2024 These denvative iabilities have a far value of £2m2017 £nilt andd will mature in Cetaber 2019 Changes
i the fair valoe of the bond attr putasle toointersst rate sk, 2rd gains arz losses on tne dersatives are r2fogn sed in tre income staterren?

The loss ansirg ir the income staterment on fair value Pedging instrurnents was £2in 12017 £4m). The gair arising 0 the income statement on
tne farr value o° the underlyiog nedged item was E1m {2017 “4mi Taz accemidatad far value loss melidez wtrin the canpng amounst of the
hedged item is (it i2017 £ims.

Based on contracted maturiies ana/or repricing dates, the following anmounts are exposed to inerest rate fisk over the future as shown below

Less than Sotyeon ure B

e pear 0 years S

L fr: =

Cash and cash equivalents 3,232 - - :
Loans and overdrafts 1784 17021 (Yo

The floating rate debt has bazn pradomenantly ach meed by encenng inta inter=ot rate swaps wh i svap the fxed rate US dofiar intorest payabie
on dobsinto echer floatngate sterheg o LIS dollars. Ac the onag of 2018 the Grour has a total of S1.00BA0 2017 32 0om of ths type of swap
outstanding wilh a weighted average doration o 5.8 years 1 2017 L6 yearst I respect of the fxed rate dect, 1he woignied average cenod ¢
respect of which nterest s fn was 8.5 years L2077 9.5 years . Lven the lovel of short-torme mterest rates duang the year, the average cost
of tha toating rate debt was 5.5% 12077 4.6% on US dallass, The cost of e “xed rate debl was £ 8% (2077 4.9%)

Sensitivity analysis
A change of 10C cz7s ports noshort-ter rates applied 1o the average © «2dffleatng mix anc fevel of corrowings woudla vary the interest Zost
to the Group by approximately £ 7m (2077 £/7m)

In respact of cash cepasts, gwven the flustuation in the Group's working canital requirements, cash is generally irvested 2+ short-term paneds
based a: flcatng nterest rates. A change of 100 basis points in the average interast 1ates during the year app 1ed 1o the average cash deposits
wiould vary the interest recenvable by approximately L20m (2017 £14m)
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Liquidity risk

Contractual cash outflows on financial liabilities

e eoniradlod cash cuttlow s on [sans ard gverdra®ts, ang derivaine finandal instrurers at the roporung date are shown below, classibed
by matunty. The cash aatfiows are showrs on a gross Das s, are 0zt decownited, are translated el the spot rate and induede estimated ayerest
pay nents weers apphoable, Conlractes cash out ows reflects e gross cash outflow on dervative srgraalinstrinierts and excludes the
broadly offsetting castoinflows for the recewe leg ot dervatves tnat are settled separately to the pay leg

~her 2017

__331_December 2018
Contracted cash outflow

Less Between More
than oneand than an  oRe an
Carrying one five five Carrynyg e fruc T
amount year years years Total RUSOIVIEN youar yEArs yoais Tyl
o fm dm _ fm Em __im et (LA L L
Loans and overdrafts {4,299) (971) (1,742} (3.301) (6.014) 14,083 213 (2,474 13,217y (5,904)
¢ ash flow hedqes - financal assets 204 (3,754) (2,722} (376} (6,852) 224 (2582) (2,321 {118y (4,821
Cash flow hed Jes — financal | abilit es (158) (3,897} (3,253} (345) (7,495) 62) 2,687 12,1651 (106 14,953
Cther foreign exchange/interest
147 contracts — financial assets a2 (756) - - (756} 12 619) th - (620)
Cther foreign excharge/interest
rate cootracts — ninancial habilities {18) {816) (154) {(36) {1,006) (567 {5458} (102) 54y {1,614
Deot-related denvatweas — finanaal assets 165  (1,109) (93) (393) (1,595) 79 138) (793) ey 124N
Debtrelated denvatives — “nancel habilties 2 9 - e L. I =L (399 18 - i407)
Other financial assets and liabilities 233 78

Contrastual cash cutflows in respect of all other financal | abilities are equal o tne balance sreet carrying amount. Cuirent contractual amounts
ralating to other non-denvat ve financial labilities, suck as vads payables, are settled within the narmal operat ng cycle of t2 busness twithin
one year for current habilities and within twa years for the majority of non-current liabitities)

Ad- Sgstems 49[7
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Notes to the Group accounts
continued

29. Financial risk management continued

Borrowing facilities
The Group’s objective 15 to mantan adequate undrawn committed borrowing facilities

At 31 December 2018, the Group had a comnuited Revolving Credit Facility (RCF} of £2pn (2017 £2on) The RCF was undrawn throughout the
year. The RCE also acts as a backstop to Cormreicial Paper issued by the Group, At 31 December 2018, the Group had no Tommercisl Paper
assue (2617 L)

Cash management

Cas~ flow forecasting s pa-formed by the businigsses or a monthly 0335, The Grous moritors & roll ng forecast of s L guidity requ tements
ta ensure that there is suficient cash to meet opersticnal needs and maintan adequate headroom.

Surplus cash held by the busmesses over and above balances required for working capital managemert is loaned to the Group’s centralised
treasury department Surplus cash s mvested in instant-access current accounts, short-term deposits ana maney market furnds, choosing
instrurmnents wath apprapniate matur ties ar sufficient lquiaity to provide adenuate heaaranm as detarmined by cash forecasts,

The Group's objective 15 to monitor and control counterparty credit risk and credit Imit utihsason The Group adopts a conservative approach
to the mvestment of its surplus cash which s deposited with financial mstitutions wit> stiong Zredit ratings f2r short penods, The cash and
cash equ valert: balance at 31 December 2018 of £3,232m (2017 £3,271m) was wwvesied wih 31 (2017 33 financial imstitutions. A credit hrmt
s allocated to cach imstitubion taking azcount of 1t marke: capitalisation, credic rating ane credit delault sway once.

The cash and cash equivalents of the Groun are invasicd in non-specuiative financal nstruments which are asually b ghly kquid, suzh

as short-terny deposits The Group, therefore, beleves it has reduced its expostire ta counterparty aedit nsk through this process

Currency risk

The Group’s objectve 15 (0 raduce ITs exposura 1o transactional volatiizy in earmings and cash flows tram movements in toreign currency
exchange rates, rmarly the U5 dollar, euro, Saudi ryal and Australan aollar

The Group s exposed to movements it foreign currency exchange rates in respect of toreign currency denominated transactions All maternal
fizm tranzactional exposures are hadgen using foreign exchange forward coritracts and the Group airms, where possible, to apply cash flow
hedge accourtng to these transachions.

The currency and notional amount of the designated hedging instruments match the currency and principal amaounts of the forecast
wrassactions be.ng hedged, thorefore the hedging instruments and hedged tems have values which vall generally move in opposite drect ons
because of the same hodged risk As the critical terms of the hedging instruments match those of the bedged items, an ecoromic relationshin
can be demonstraled or an crgong basis

The hedge ratio is 1:1 on the basis that the notioral amount of the designated hedging instruments matches the principal amount of the
forecast foreign currency sales/purchases designated as the hadged tems.
The Group cansiders the potental sources of hedge ineffectiveness 1o be:
- valuation adjustments for credit risk macle to derivative hedging mstruments at each hedge effectiveness measurement date;
- foreign currency basis inkerent In the ongaing re-pricing of designated foretgn currency derivative hedging instruments which
are nol present In the orgzing re-pricing ol the hedged items,
- changes in the uming of the designated hedged items;
- non-occurrence of the designated hedged items
The effect of cash flow hedges or the Groug's financal sosition and performance for the year ended 31 Decermibar 2078 15 as foliows:

¢ hange

the walue o L3

Weriited ey the vatng ot
ENie sl IS ErUmenTy hedgaa iters Notional
heagad st D lanngary sice 1 January Aot
e rame fr f1mi £

Purchase/(sale} contracts

Sterling/UJS dollar 1.37 25 (25) (872)
Sterling/euro 117 6 (6) (475)
Other L o an 17 (35)
Cash flow hedges - foreign exchange contracts 14 (14)  {1,382)

The Notional amount 15 the sterling equivalent of the net currency amount purchased or sold For example, for designated stering/US dollar cash
tlow hedyges, the Group 1as purchased a net $1,195m a* a weichied average rate of 1.3/ cosling t8/2m.

The hedged, highly probable forecast transactions denominated in foreign currency are predominantly expected to occur at vanious stages during
the next five years,

Amounts charged to tre hedgirg reserve in raspact of cash flow hedges were £25rm 0 2017 £61m1, incluchng a £39m cirarge (2017 £24m credits
on reclassi® cation to profit ana loss, and a £14m crecht 2017 £37m credth on contracts meld a2 31 December 2018,

Additional infarmazion on the Group's derivative financal instruments s provided 0 note 3.

|96 BAL 5.4-,:§-m>
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29. Financiat risk management continued

Sensitivity analysis

The Group is exposed 10 movements ir foreign currency exchange rates i respect of the translauion of ret assets and income statemerts of
foregr subsidiaries and eouty accounted imvestiments The Group does not hedge the translation effect of excharge rate movernerts or the
ncame staterients or Baldnce sheets of foureigr subuiaidries ard equity accounted irvestments it regards as lorg-terni investments

CUeovement e th U\osmg sterling 1o L3 dollar

‘hoestmaied mpact o foreige excarge gars 2nd [Cases e ret e
A IS agprow dely £56mi200 £49m

ate on e retransiation oF US dallar-dz- 2veaates bono. neld

Credit risk
For trade recenables, contract roceivables and amounts due from ety accounted mvestments, the Group measures & provision for expec ted
credls losses at an amount equal to fifetime expected crear lnsses, estinated hy reference 1o past experience ard relevant forward-looking factors

The Gro.p's assess™ant iz that cedit sk i rzlation 1o gefence-related sales 1o government customers or sub-contactons to govern™ens 1s

extremely low a3 the orebanil ty of cefault s ns aniticans, therefore the prov sion for expeciad Credit fosses s mmatenal n respect of racaivacles

from these customers For all non-government commerdal customers, the Group assesses expected credit losses, however this is not considered

mazer al to the financal statements. The Group cosders tha® default has orcureerd weer 3 reco vable 15 past 180 davs overd. e, barauze histoncal i

expererce indicates that these recevables are generally not recoverable The Group recognises a provision of 100% against all recevanles over
180 days past due unless there is cbjective evidence that individual receivables in this category are recoverable

Excluding the UK, US and Saudi Arahian governments where credit risk 15 not considered ar issue, no one courterparty constituies more than 7%
uf the trade recevables balance {20717 2%). PoE

The carryirg amaount of the Crouc's firanal assets "eprasents the maumum exposlre 1o Creg T risk

Movernents on the provision for expected credit kosses are as follows:

2018

o S 7 S fm

ATt Jartary 35
Met remeasurement of loss allowance (3) {3)
Amounts written off (2) i
Foreign exchange gains and losses L
At 31 December 30 35

For contract receivables and amouints due from equity accounted investments the expected credit loss provision is imimaterial as the probability
of default 1z nsgaificant.
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The Grous wr tes off a trade receivable whe= there s o2jective evidence taat the c2oton 15 i signficant financial difficulty anz there = no realisuc
prospect of recovery, for examiple, when a dabior entes barkruptoy or financal rearganisation. None of the trade recewvables that were wiitten
off during the year are stifl supject to enforcernent activity The ageing of tade receivables is detailed below

2018
Gross  Provision Net- ___L_m_g - j -’;JL;
o . e fm £m Em A Lre ) im
Not past cILe 873 - 873 1,119 - 1,119
Up to 180 days overdue 304 - 304 369 - 389
Past 180 days overdue 280 {(30) 250 211 1351 176
1,457 (30) 1 427 1,699 135) 1,661

Trade recewables past 180 days overdue primarily relate to contracts it Sdudr Arabia The Group has assessed tha nisk of default and recoverauiity
of these receivables at the balance sheet date and the expected credit fosses in respect of these balances are not considered 1o be material

Offsetting financial assets and liabilities

7 2018 L S
Gross  Amounts Balance Amounts Net Crons
balances' offset? sheet® notoffset' balances® talarc ey
. tm fm Em___ fm  fm e
Assets
Cash and cash
eqLivalents 7 3,244 {12) 3,232 - 3,232 3,287 116} 3,271 - 3,21
Gther fiancial 3ssets i3 a11 - a1 {172) 239 315 - 315 (204} m
Liabilities
Overdrafts 20 (12) 12 - - - (23) 3] {7 - i
Cther fingncial hacites 33~ (78) - (78 _ 353 (29) 237) - W s 60
T Tng gross TUnTs of the recogrised fanal assets =nd hatal < es,
20 Thearrounts oifsetmn accoraance with paragraph 42 o
3 The et balances presentacd in the Cotsalioaten bjhm& sf el
4 The arrounts suliject t amaster nethag arangsmen: nat of et in the Carsehdatea babance shee inaccoroancs with paragraphe 42 of 145 32 meludes £153m

U TR vin repec e eecognmed oo al ostsoments and £ A0 TP e pes ol eashioclhitenal
L Thenot balances atter aoauciing the amaurts in 4 from 130

Fon 19/




Notes to the Group accounts
continued

30. Share-based payments

|
- - =

198

The Group has granied equity-settled share options and Long-Tern Incentive Plar: arrangements which are measured at fair value at the date
of grant usi~g an opt on oriang model. The fair value s expensed on g straight-ine basis over the vestng pencd, based on the Group's estunale

of the number of shares hatwil actually vest.

Details of the terms and conditions of each share-based payment plan are giver In the Annual remuneration report on pages 97 to 115

Expense in year

Executive Share Option Plan
Performarice Share Plan
Restricted Share Plan

2018 A0HS
,,,,,, fm km
7 5

13 12

7 6

27 24

The Group also ncurred a charge of £36m {2017 £37m1 in respect of the equity-settled all-employee Free Shares and Matching Partnership Shares

elements of the Share Incentrve Plan

Executive Share Option Plan

L 2018 207
Weighted bien
average average
Number of exercise EROTCISE
shares price Pricae
D : _ .. boo £ ot
Outstanting at the begnmng of the year 32,907 5.28 459
Granted dusing the year 8,971 5.83 9,816 6548
Exerosed during the year (3,174) 4.74 (7,491 392
Expired during the year . I _ {2.540) 560 3,733 480
Outstanding at the end of the year 36,164 5.44 32,9G7 5.8
Exercisable at the end of the year 9,482 4.52 5,835 381
R 7 - 2018 - Aol
Range of exercise price of outstanding options (1) 3.01-6.4% I0-649
Weighted average remaining contracted lide (years) 7 3
Weiglted average fair value of options granted <) 0.86 0.88

Performance Share Plan and Restricted Share Plan

Farforrance Shate Plan

201/

fesTicted Sha ar:
2017

2018 2018
Number of Murrber of Number of Murrber of
shares stdros shares sharps
S e o UUU o hon ‘oo agg
Outstanding at the beginning of the year 20,758 22,997 3,769 3,328
Granted duning the year 7,851 6,979 1,540 1,463
Exercised during the yedr (965) 456) {1.012) 1766)
Expired during the year L (5.264) (8,757 (197) 256
Outsﬁanding;{_th_é_érwd of the yea 22,380 ?O;‘;é 4,1(')0' 3,769
Exercisable at the end of the year 250 38 - -
e o 2018 2017 2018 2017
Weighted averénjg re}nainlng contracted ite wyears 5 s 5 s
Weighted average fair value of awards granted () 463 536 5.83 649

The exercise price for the Performance Share Plan and Resticted Share Plan is £nil (2017 Lnil)

BAr b stems
Arnc: Report 0008



30. Share-based payments continuead

Details of options/awards granted in the year

The fair value of eaury-settded options/andrds granted ir the year bas beer measured usirg the veighted average inputs below and the following
valLaton maodels,

Executive Share Optior Plar - Binonngl

Performarce Share Plan - Monte Carlo

Restricted Share Plan — Driderd valuatior

o ) i s ) P
Range of shate price at date of grart £ 5.82 - 6.07 605 -6.45
Expected ontior/awara life (yaars 3-10 315
Volatilty (9 19 19
Risk free interest rate (%4} ) 0.8 0z

Valatiity was calculated with refererce 1o the Group's weekly share price volatility, atter allowing for dividenas, for the greaser of 30 weeks or for
the period unil vest date.

The average share price in the year was £5 89 (2017 [6 1)

31. Related party transactions

The Group has a related party relatiorship wish its direcsors and key management personnel isee below), eguity accouried investments (note 1
and pension schemes (note 22)

Transact ors w ih relatzd padies cocur 1 the aormal coorse 07 busness, are prized on an arr's-length basis and settled or normal trade rarms,

T~e more sigrificant Transactinns are discinsad below:

Aoy oveed by f ]

Pl AT s H - rach-
017 2018 201/ 2018 2017 2018
Retaren part, o i _fm B £m i £m
Advanced Electronics Company Limited 86 18 24 24 5 -
CTA International SAS 1 3 - - - 3 15 - -
Eurofighter Jagdfisazeug G~bH 1,028 1,004 - - 37 47 52 49 -
FADEC Internauonal LLC 101 a5 - - - - - - -
FAST Training Services | imited 2 ? - - - - - - -
MBDA SAS 23 28 199 194 8 9 864 873 18
Paravia Aircraft GmbH 32 48 26 51 4 3 - - -
Reaction Engines Limited 1 - - - - - - - - -
BAE Systems Pensions Trust Limned - - 19 7 4 4 10 13 - -
1,226 1,271 410 425 71 S0 965 938 18 16

1 Al relases o osolosures uncer 182 24 Felated 2art,y Dadoswres, for the parent compan,, BAL Soatams plo AT 37 Docembor 2078 DabGre T 18840 un owed
ns pkoand £9 A0/t by cthe crotg) sobentaness.
werh BAL Systors Ponsions Trust Lirmend represent ledse arranagertents “or Lird ard boldiaes leaseo by the Cronp

Thee Sroap consders key mia tagement coersonnel as defined under IAS 24 Related Party Disclosures, 1o be the —emibers of the Group's bxecutive
Commitiee and the Company’s non-executive directors Fuller disclosures on cirectors’ remuneration are set out in the Anncal remuneration
report on pages 97 w 115 Total emoluments for direciors and key managemert personnel charged to the Consohdated mcome staterment veere:;

2018 P01

o . S . Fo00  £oco

Shost-term emplayes bere® s 15,140 16,8/8
Post-crglayment beeet s 1127 1,661
Share-based payments B B — S 6578 5123

22,845 23662

v ot 209 99

SUBLLIS)0S [OIDUDUL 4
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Notes to the Group accounts
continued

32. Contingent liabilities

Contingent labiities are putenual future zash outflows whion are erher not probable or cannot be measured relably.

The Group has ertered into a number of guarartee and performance bond arrangements in the normal course of business and regards these
as msurance contracts. Various Group undertakings are parties 1o legal act-ons and Jams woich anise in the normal course o° business. Provision

s madle for ary amounts that the directors consider may become payable [see note 23)

The (roup has no indesnually sionvficant contirgent liabulities.

33. Commitments

Operating lease commitments

The Group leases land, buildings, vehidles and equipment under non-cancellable operating lease agreements. ihe leases have varying terms,
including escalation dauses, renewal rights and purchase options None of these terms represent unusual arrengements of create material

onerpus ot bencficial rights or obligations.

Tha future aggregate rmuramum lease payments under non-cancellable operating leases and associated future minimum suiolease Income are

as folbows:

Paymen‘s due,
Not later than one year
Later than ane year and rot later than “ive years
Later than five years

2018 2007
. Em £
281 251
891 769
534 626

Total of future minimum sublease income ender non-cancellable subleases

Capital commitments
Capital experditure contracted for but not prowded for in the accaunts is as follows:

Property, nlant and equipment, and investmert property
Intangible assets

B S
2018 2Q17
fmo
253 310
2 1
274 328

1 dnclues £8 300201/ F100m) at Barow-r-" . ess, UK rolat ~0 o the Dreadnouget s.bmanre proqoante e funsse by the U< governnien.

34. Acquisition of subsidiary

On 14 December 2018, the Group acquited 100% of the issued share capital of ASC Shipbullding Pty (ASCSy for consideration of 431 Following

the acguisition, ASCS was awarded the contract for the Australian Hunter Class Future Frigate programme

The Group has determined that it controls ASCS; therefore the acguisition has been accounted for as a business combination and 1ts results and

firancial position have neen consobidated from the date of acouis ton,

The provisonally determined fair values of the assets and labifities of ASCS at the date of acqusition are as follows

Cash ard cash equivalents
Trade and other receivebles
Trade and other payables

Net identifiable asiets azguired
Gooowill arising

Net assets acquired

Acquisition-related costs of £1m have been included im operating expenses i the Consolidated mcome statement in the year ending

31 Decamber 2078,

ASCS contniboted £im to the Goup's tevence ara £01l to the Gioup's operating profit petween the date of acqustion ana the halarce

sheet date.

IF ASCS had been acgueca or 1 January 2018, the Group's revenue and operating probtwoulu rave been £16,904m and £1,604m, resneltvely,

for the year ending 31 Decemier 2018,

DAL Sysierns
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35. Information about related undertakings

in accordance with Section 409 of the Companies Act 2006, & tull st of subsidiaries and equity accounted investments as &t 31 Decemoer 20°8
15 d sclnsed balovy Lnl=ss athanw se s7ateq, the “rauc s shareno divg represeris ord rary sharas hield indirecily oy BAE Systems pl, tre year 27
5 31 Decemy dthe addcess of the reqisteren off roas Warneck Hrouse, PO Eox 87, afﬂnu cuth Aerospace Centie, farrnz-ough, Famnsh 2
O 14 EY Y, Urtad bangdon, For comoanins ngorporated ol 07 the Unted ¥ingdom untry of recicaration B shown i the a:
No subsiciary Lndestakirgs have peen excudea from the consolidzton
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Notes to the Group accounts

continued

35. Information about refated undertakings continued

Subsidiaries - wholly-owned continued
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35. Information about related undertakings continued

Subsidiaries - wholly-owned continueq !
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Notes to the Group accounts
continued

35. Information about related undertakings continued

Subsidiaries - not wholly-owned Equity accounted investments Notes
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36. Events after the reporting period

In Jaruary 209, the Group announced an agreemient with Rheinmetall 1o create a jomt Uk-nasea military land vebicle design, manufectorning
and supnott business. Rre nmetalw il parchase a 55% takain tha exsthing BAE S 5 LK-basea combat vahicles buz mess, woth BAE System:
retam Yo The sstablshmrant of the new joinT vontare 15 suh,oct o regulstary aopronals wnich ; 13 he cormpleted athe fust
nalf of 2719 Cnee tho aoprova's hawe beer complzied, the jsntvertare wallbe xeonsn as Rheinmetall BA- Systems Lara RES' © The L<-based
combas vetucles busiress s presented as Feld for sate a1 371 Deceniber 2078 {see note '8!

Az a part of a planned reorgarisation of the Group's portfahio of interests it a numoer of ingustnal comopanies N Saudd Arazia, the Groun
comipleted the disposal of 1ts 75 8% stareholting in Arcratt Accessories ana Comporents Compary (AACC i January 2009 AACC 15 presented
as held for sale at 31 December 2678 1see note 18)

37. Changes in accounting policies and restatements
Thes oo explars the mipact of cha~ges 0 accounting poloes and e corrscnon of & onoe year error on the Group'. hinanoal statzents,

Impact on financial statements

As aresult of changes in the Group's accourtirg policies, prior year comparative information bas been restated for the adoprion of
IFR3 15 Revernue from Contracts with Custames As explaned below, IFRS @ Fimanaal Instrurnents was adoptes without restat »g
comparative informanon.

Following an internal reviewy of the third-party accounting vall.ation of a longevity swap held by ane of the Group's pension schemies, the
Groap becaro aware of an oo inrespact o tne treatmenrt of exnsnence collateral in the accolting valuahion. Thes resulted it a matenal
orrar 0 tha valdr of peasiot soneme assats includes nthe firancal statements for the years ended 31 Docosnber 2017 anc 31 Delemper 2016,
Thiz error has been coracted retrospactively by 1astatng the comparative amounts rresented i the:zs financ al statements.

The tollowing tables show the adjustments recognised for eads individud! line item: Lire iterns that are not affecieu by the charges have
rot beenseduded, As a resal, the sub-totaks ad totals disciosed carnot be recalculated from Lhe numbers provided.

Consolidated balance sheet (extract)
_Anal 31__[3-;1@\' ter 23]_7_

T Yalaauon of
Pros Qlsiy loor ty
[FCetalgeels] LA Res-g e
L fe o tn
Non-current assets
Eguity accounted investments 384 B0 12} 327
Defened tax assets 724 Y R - T it
o L 14738  (100) 16 14.654
Currentassets o
Inventories 723 16 - 733
Tracle ano other recevables including amounts due from custamers for contract work 3,586 (3,586) - -
Irade, other and contract recewables ) - 4,244 - 4,244
- e 7.115 668 - 8,383
Total assets S 22,453 568 ) 16 23,037
Non-current liabilities
Trade and cther payables (11,722 (n - {1,723
Retremen: ba-afil obligations 14,222 (102} 4,324
Proviions R 2 S . o
e (10563 (23 (102) ({10.688)
Current liabilities
Trade ard other payables {6,322 433 - (6,755
Provisions o155 - 400
.. 488) - (7594

Total liabilities G (102)  (18.282)
Net assets 57 {86) 4,755
Capital and reserves
Cther reserves 6,098 18 - 6,090
Retained earnings (2693 65 @6y (714
Total equity attributable to equity holders of BAE Systems pic 4,741 57 (86) 4,712
Non-controlling interests 43 - . =2
Total equity 4,784 57 (86) 4,755
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Notes to the Group accounts
continued

37. Changes in accounting policies and restatements continued

Consolidated balance sheet (extract)

As a3 Detorter 2006

Valwion of

13
previously Itrpact of lenygeviiy
1240r 80 IFRS 15 ST Reslataa

I . _ _ - . _ i i _oJime A
Non-current assets
Equity accounted mvestments 299 483 (1 250
Dﬂeferrgd tax assets . ) _ B ‘zbi Q@J B 9 B 17,1”81 )
L _ 15,947 (2 8 15828
Current assets 7
Inventories 744 32 776
Trade and other recevables indluding amounts due from customers for contract work 31,305 3,305] -
Trade, other and contract recawvables ~ ) = 3% - 3,959
N B . ) 72029 686 - 1015
Total assets ) B _ 122,976 559 8 23,543
Non-current lighilities '
Trade and other payables (1,021 13 - 11,040
Ret rerent benefv obligations (6,277} - (531 (6,330
Provisions . - g o en - 1839

L _ . (12,213} (33 (3 (2299
Current liabilities - ' B B
Trade and other payables 16,540 1377 - 16,917
Provisions _ (234 57 - (291
o . ) _ _ L 299 @ - (733
Total liabilities o - _ 9512y (467) 53y  (20032)
Net assets o B 3,464 a2 (45) 3.511
Capital and reserves
Retamedearmings . _ @b8R 92 0 @e) 4536
Tota! equity attributable to equity holders of BAE Systetﬁs plc 3,438 92 (45) 3,485
Non-controlling interests B _ o - - 26
Tota! equity 3,464 92 (45) 3,51

OAF Sysierns
Annas! fepet 0013



37. Changes in accounting policies and restatements continued

Consolidated income statement

ot

Continuing operations

o
vl

Sales 19,626 1139 18,487
Deduct Share of sales by equity accounted investments (2,575) 41 (2,534}
Adtd Sales to equity arcounted investments ‘ e - 1.2n:
Revenue 18,322 (1,098 17,224
Operating costs 117,089 1,045 {16,043)
Gther income 3N
Group operating profit 1,364 (52] 1.312
Share of 1esults of equity accounted mvestments S 116 9 107
Underlying EBIIA © 2034 601 1,974} :
Norn-recurring items ‘_ (13} - (13)% bo-
£BITA 2o (60) 1,961
Amortsation of intangible assets | (86) - (86);
Impairment of intangible assers {384 - (384)
Financial expense of eqiaty accounted investments | (34 - (34)E
Taxation expense of equity accounted investments N 7 I o (_38[
Operating profit 1,480 (6N 1,419 o
. E
financial income ‘ 416 - 416, 3
Financial expense 1 (7621 - sy B
Net finance costs o B €= .+ 0 - (346) ; g
Profit before taxation 1,134 BN 1073,
Taxation expense S o R (o) - 7 (216) ;|
Profit for the year 834 20 857
Attributable to: T
£quity shareholders 854 (27 827
Non-controlling interests S ) ) % - 30
884 (27} 857
Earnings per share
Basic earnings per share 26 8p 10 8ip 26.0p
Diluted earmngs per share 267p 0 8ip 25.%p
_Underlying earrings per share B o 4350 (l4p 421

1 Restatest ueodetling carmgs per shae cxctuaes an sdditonal Fl1d bermhtin respat ol the wnpact ob L tae refors onacten i Docesmper 7010 ecioren n e ras aad
LALATIDN @xiensa above
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Notes to the Group accounts
continued

37. Changes in accounting policies and restatements continued

Consolidated statement of comprehensive income

Year endea 31

As
Precousty impart of
P IFRS 1 Restirone
- s
Profitfor theyear _ _ - s e@n - 8y
Other comprehensive income
Items that will not be reclassified to the income statement:
Stbsidiaries.
Remeastirerments on ratirement benefit scheres 2,105 - (49) 2,056
Tax on items that will not be reclassified to the income statement 490 - 9 481
Equity accounted investraents (net of tax) 53 - n 52
Items that may be reciassified to the income statement:
Subsidiares
Currency translation on forgign currency net investrnents 625 5 {630
Amounts aedited 1o hedging reserve 59 - : 59
Tax un tems that may be reclassiied ta the ircome slatement (i - - i
_Equity sccounted nvestments inetof tax) - _ a3 - 18
Other comprehensive income for the year (net of tax) . . C)] @4y - 1,027
Total comprehensive income for the year 1,960 {35) (41) 1,884
Attributable to:
Equsty shareholders 1,935 {35) (41 1,859
Non-controlling interests B 25 o - 25
S B B 1,960 (35) @n 1884

IFRS 9 Financial instruments — impact of adoption

IFRS 9 replaces the provisions of IAS 39 that relate to recogrition,
classification and measarement of trancal assets and firancial
liacilities, de-recogmition of financial mstruments, impairment

of fnancial assals ang hedge accounting, The edopuion of IFRS 2
Fmancial Instruments from 1 Jauary 2018 resultec in changes in
accounting policies; however, no adjustments were reauired to the
amoun.s recognised in the fmanual stalements M grevcus penaus.
The account ng policies appled from 1 January 2015 ae set out in
the relavant notes.

Classification and measurement
On 1 January 2018, the Greup has dassified its finanzial instruments
in the apgropnate IFRS 9 cateqores,

The dervative financial instrurants designated as cash fow herdnes
and fair values hedges under 145 39 at 31 December 2017 continue
10 gualty for hedge accounting under ITRS 9 at 1 lanuary 2018 and
are therefore treated as continuing hedges.

Lenvative freancial instruments that were nol des gnated as hedges
urder IAS 39 were dassitied iy the far value through profit o loss
category and gains and losses were recogrised in the ncome
statament ir the penad. There s no changs to the dassthication of
thesa finanoal mstrurnents undar IFRS 9 as thay fail the contraciual
cash flow characmer stics west in 1FRS G (4.1.2ib1Y and (4.7 2 A,

Trade receivables and amounts owed by equity accounted
investments, areviously classified in the loans and receivables catenory
and measued at amartised cost under 1AS 39, contreae 1o be classified
in the amartised ost category under IFRS 9 as they are held within ¢
business madel to collect contracted cash flows and these cash flows
consist solely of payments of principal and interest

Maney market funds proviously dassificd in the available for sale
category under IAS 39 were previousty measured at fair value with any
change in fair value recognised in other comprehensive income. Under
IFRS 9, maney market funds are measured ai farr value througn crofit

ard loss However, fair value dpprosinidles 1o amartsed cost for
these financal assets; therefore the impact on transition to IFRS 9
s ummaternial. Maney marke® funds continue to be preszntad witnin
cash and cash equivalents in the Consoldated balance sheet

Fautty Mvestments praviously classied in the available for sale categony
under 1AS 39 waere previously measured at fair value w th any char
i fair valus rocogmsed in other comprebensies ircome. Under IFRS 9,
equity Investments are measured at far vahie through profit and ioss,

Impairment of finandal assets

The Greup has three types of financial asset that are subject o 1FRS 975
nevy expected credit loss model tfrade recevables, contract recevables,
and amounts owed by equity accounted investments.

Trade recenables and contract recewvables do not contan a significan:
financirg element and therefore expected credit losses are measured
using the s mphfied approach sermizted by iFRS 9, wh ch requires
expected Iifetime losses 1o be recognised from the initial recognition
of the recenables.

The Group has assessed credit risk i relation o detence-related

sales 10 government customers or sub-contractors 1o governments
and believes 1t 1o be extromely low as the provability of default s
insegnificant; therefara the provison far expected credit losses s
mmatenal in respect of receivables from these customers. The Group
considers expectad credit losses for non-government cammerdial
rustomars, however this nsk is not ratenal o the finandial staterents.

Amounts due from equity accounted investments primarily relate o
trading balances with ng significant firanang element, 1In accordance
with [FRS 15, The sirnplifizd approach s tharefore used for these
halances. The dentified mparrment 355 was immaser al.

VWhite cash and cash equivalents dre alse subject to the nupairment
requirements of IFRS 9, the dentified impairment loss was immrateaal.

There was minimal IFRS 9 impact on retained earnings at ¥ January 2018
and theretore no 1estatement was reqguired.



37. Changes in accounting policies and restatements continued

IFRS 15 Revenue from Contracts with Customers - impact of adoption
Tre GroLp Pas adopted [FR3 15 fully retrasner tively In azoorsance with paragrapt 2180 Dampasaras for tie year enaea 37 December 2017
havo bap- estater folicon ng expesiants rave breer used i~ acco-danie weth pasagrach 75

Sorevfnue 1 orespect of completed cortracts that beg acd ond i the same accoont ng perod has =t been restates, i

Crevenue b orespect OF completed contracts watn vanabils Corsigsral on reflacts the trarzacton pr ce at the date the contracts wers Lomn'etzy, !
and

- tne transastion price allocates 12 unsatishies and parta ly ursatshisd nerformance abligations as at 27 Dacember 261715 not disclosed
The azcounting pal oy in respect of reve~ue apphed fram 1 lanvary 2018 < set cutin note 1, |

Az aresuls of the adoption of IFRS 15 Revenue from Contracts with Customers fram 1 January 20718, the following adjustments were made |
o restate oo amounts recognised in the halanre shizet at 31 Dezembir 2077

Ly gt 31 Decoebiar 2017

L r\=> ] :
adupnon of |
Roclasafl ation Rersasurerant IFRS 12 i
[ - o B fim fre fre | -
Equity accounted investrnenits - (601 324 =
Deterred 1ax assets - (4o 684 -
Inventornes 10 - 733
Trade ard other receivables including amotnts due from customers for contract work 13,586) -
Trade, other and contract receivebles - 4,055 189 4,244
Nur-current other payables (1,722 22 123) 1,723
Current rade and other payables 16,3221 1424 (S (6,755
Nor-current provisions 1413 1221 - 1435} m
Current provisions o (3anm {55 - _ (400 §
2.
The impact of adoptior on the Group's retaired earmings at 31 Decemnber 2017 and 31 December 201615 as follows: g.-:
a1/ i [
o - ] -
Retained earningsAas_preyiogsly__rgpéftE@ T_ B _7 o 7 . - B j - (2,693) (4,583) &
Recagniuon of revenue for over time contracts based on costs incurred and including attriputable margin 200 759
Equity accountad mvestments — separation of development and production margin, net of tax (5% a8 |
Licence revenue — deferral of reventie over the licence term 132 (39
Deferred tax 45y B0y
Adjustrient to retained earnings upon adoption of IFRS 15 - -
Retained-earﬁings - IFRS 15 {restated) B (26283 (4491)

AAk Systems
Annoal sepuort A0 8
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Notes to the Group accounts
continued

38. Adoption of IFRS 16 Leases

IFRS 16 is eftective frorn 1 January 2019 and replaces 1AS 17 Leases and
related interpretations. twill result in almost all leases beirg recogrised
on the balance sheet by lessees, as the distinction between operating
ana finance leases i rer-oved. Under the new standard, 2 noght-of-use
asset ans o fmanual iabilizy for future lease payime~ts are recogmised.
The only exceptions are short-term leases, {ow-valie leases and leases
af intangitle assets

The Group will apply the Standard from 1 lanuary 2019 The Group
nas appled the modifiaa retrospective transtion approach and will
not réstate comparative amounts for the year endad 31 Decamber
2018 In the majority of cases the Group has elected to measure
nght-of-use assets at the amount of the lease liability on adopuon
(adjusted for any tease prepaymients or acrued 18ase ergenses,
onerous lease provisions, and leased assets which have subsequently
been sub-leasedy For a number of property leases the Group has
elected 1o measure the nghi-of-use asset as if IFRS 16 had been
appled since the start of the lease, but uzrg the ncremen:al
borrowing rate at 1 fanuary 2019, with the differerice between the
nght-of-use asset and the lease liability taken to retained earnings.
The Group has elected to adopt the following practical expedients
on rarsion:

not 10 capitalise a right-ol-use lease asset or related ease hability

where the lease expires before 31 December 2019,

- not © reassess contracts to determine If the contract contains
A lease and not 12 separate lease and nan-lease slemerts;

- where an onerous lease Drovision is n éxstence, to Utilise this
provision to reduce the right-of-use asset value rather than
undertaking ar impairment review,

- to use hindsight in determining the lease term,

- to excluge initial direct coats from the measurement of the
right-of-use asset, and

- to apply the portfcho appraach where a group of leases has
simflac charactenstics.

Impact of adoption of IFRS 16 Leases

Balance sheet

Uporn transition an 1 January 2019, the Group will recognise a
right-of-use lease asset of £1,300m @after adjustments for onerous
lease provisions, ledse prepayments and accrued lease expenses at
21 Decer-ber 2018y, and lease habilines of £7 456m (ing~-current

£ 270m; current £218m0, along with a deferead tax assa: of £2m.
Asab-lease finance recenable of £70m will also be recognised.

A transition adjus ment of F@2m will be recognised as a aebit to
retained earnings The Group will not capitalise low-value leases
an transition, o those whic~ expre hefore 31 Decorher 2018, and
has opted not to apply IFRS 16 7o leases relating to intanginle assets.
The right-of-use lease asset principatly consists of property

Income statement

Under RS 16 the Group will see a different pattern of expense
within the income staternent, as the IAS 17 operating lease expense
is reclaced by depreciation ang interest Charges. In 2019, the Group's
EBITA metric will improve by an estimated £50m under IFRS 16 as

the new depretiation expense is expected to be lower than the 1A5 17
operating lease charga, howsver the new fimance costs are expected
to broadly offsel this, such that net protit after 1ax and the undelying
earnings metnc are not expecied to be materally different compared
to the prevous AS 17 reporting hasis,

Cash flow statement

The change in piesentation as a result of the adoption of IFRS 16

wall see an imeioverment m 2012 of an esumated L4600 cash flow
generated from operating activities, offset by a corresponding decline
in cazh tow from tnanang act viues, There s no overall cash Liow
imeacl from the adostion o the new Standand.

Lessor accounting under IFRS 16 s largely urchanged fiom 145 17

Estimated 2019 IFRS 16 Leases impact on underlying EBITA by segment

Electronic Systems
Cyber & Intelligence
Platforms & Services (US)
Alr

Marttime

ha

Group

M
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38. Adoption of IFRS 16 Leases continued

Impact on Consolidated balance sheet at 1 January 2019 (extract)
The follovang 1able showvss the effect of adopting IFRS 16 on the Consaldaten balance sheet at 1 January 2619 i

Non-current assets

Right-of-Lse assets 1,255
Investment property a5 1w
Fuurty accounted mvestments 11 . 2
Finarce leaqse recervanle 61 ,
Deferreditanassess R S
L S 13- 1-7 S
Current assets .
Finance lease recewable g .
Tradle, other and cortract recevables o a6
o ' e an
Total assets -:- 7 7 S o _ 1,335
Non-current liabifities B
Lease labilities 13,270
Provisions S - ) . '
- o (1246)
Current liabilities
Lease liabilities 12760
Trade and other payables 28
Provisions S _ 7 3
I ey
Total liabilites S (a7 =S
Net assets (92) %
g
Capital and reserves %
Retained earnings L _ 92!
Totat equity attributable to equity holders of BAE Systemsplc .~~~ = (92
Non-controifing interests e -
Total equity {92}

The weighted average incremental borrowing rate applied to lease habilities was 3 43%

Reconciliation between operating lease commitments and {ease liability
The following table exptains the difference between the operating lease commitments disclosed applying 1AS 17 at 31 Deceriber 2018 and the
lease liability recognised on adoption of [FRS 16 at 1 January 2019

Hi
Total munimum lease payments reported at 31 December 2018 under IAS 17 note 331 1,706
Change in assessment of lease term under IFRS 16 107
Leases outside the scope of IFRS 16 81
Impact of discounting lease liebility under IFRS 16 ol (2451
Lease liability recognised on transition to IFRS 16 at 1 January 2019 1,486

AAT Sgnems 24 |
dnma Repart 2018



Cornpany staterment of comprehensive income

for the year enced 3! Decernber

Prqut fofrr';h?e yealfi

Other comp;éhensive income

Items that will not be reclassified to the income statement:
Remeasuremenis on retrement cenabit schemes!

Items that may be reclassified to the income statement:

Total comprehensive income for the year

2018 2017

- _ B gm o HN

o . 890 962

@n 142

. o 2 A
- I @5 140
865 1302

1208 inchades o charge of L7t coredt ¢ prion year errdn e respact of the accoueiing valuat e of o longs

P s s see T ele 32 e Drenp acconniyi, Shis eras has not Been con el el e Ll e

Company staterment of changes in equity
for the year ended 31 Decernber

cle

At iﬂl_’::uary HZIG?? o - o o h T
Profit for the year
Tatal other comprehonsiva ncome for the yeer
Total comprehensive income for the year
Share-based payments
Net purchase of own shares
Al 31 December 2017 B - o N o - o
Profit for the year
Total other comprehensive income for the year
Total other comprehensive income for the year
Share-based payments
Net sale of own shares
Ordinary share dvicends
At 31 December 2018

MNotes

tgsienn sbrdre

sab held by cre of the Jo pany s defimad oe-efit
ctee ot maleedl bobie Company Bnancs stalernet s,

Shor b Rezaiitecs jazal

captal prerre [2aerya, arnings ey
'L‘L,, frr o in 7 f; . ”:’m
82_ f,_249 7_____205_ ) 2 @_ 3_,_@67
N . - 362 967 |
- 21 142 140

- - 2y 1104 102

- - - 55 55

- - i 1

- - {6_84) _\684!
87 1,249 203 2500 4,139
- - - 890 890 |
- : ) Z (27) 125N

- 2 863 265
- - - 69 09

- - - 1 1
- LT SIS I Ot
87 1,249 205 2,830 4,371

1 The nen-ristnbuable portion of retained sarings s £7070 2017 609
2 Dezals of orgmary share padends are proviced i note 24w the Groog aciounts

3A- Systems
Anoa Repoit 20 2



Company bolance sheet
as at 31 Decernper

2018 A

e TR £Em Lr
Nan-current assets
lrtangiole assets 62 38
Praperty, plant and equipmient 13 29
Investmerts in st.bsidiary undertakirgs and partiapatie g inerests 2 8,497 8,432
Qther receivables 3 3
Retremert bz chit surpluszs g 44 27
Other flmancial assets 4 278 280

8897 _ BEIH

Current assets

Trade and other recevables 3 3102 2,653

Curren? tax 14 14

Othar fimancal assets 4 207 145

Cash and cash equvalents . 2563 2707

L _ 5886 5519

Total assets 14,783 14,335

Non-current I:ab:Fltres T oo e s T ST

Loans 5 {1,102) 1,059)

Other payables (22) ()

Retwemean anelit oblgaticn: g (228) 1186)

Other fmanasl iabibines 4 {164} (216

Provistons e L . 1 _ Q105 (oD

e el e e a8y 1581

Current liabilities 5

Loans and overdratts - (71 a

Trade and other payables 5 (8,645} (3418 g_‘

Osher f.nancial labilities a (126} (1721 Z

Prowvisions ) S B 7 (20} 20) %
S Y ¢ %) NG AR &

Total liabilities e (10,412} (10,198

Net assets 4,371 4,139

Capital and reserves

sued share caprial 87 87
Share prenuum 1,249 1,249
Other reserves 9 205 203

Retained earmings . 280 2800

Total equity o o o 4,371 4,139

1 Tre Dornprnys e fit for the wean s f8%m 00017 £ Q0%
Approved by the Board on 20 Februag,

Cnde—

C N Woodburn P J Lynas -
Chief Executive Group Finance Direct

O3 and signed on 1ts behalt by

Registered number, 1470151

BAL S sier: 2
Anno Fepur 2018 13
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Notes to the
Company accounts

1. Preparation

Basis of preparation

[he financal staternents of BAL Systems ple have been preparad on

a going cancern basis, as discussed n the Directors’ reporl on page 82,

and n accordance with Finanaal Reporting Standard (FRS1 101, Reduced
Disclosure Framework, ssued in September 2015 The amendments to

FRS 107 (2075/16 cycle), issued in July 2016, and FRS 101 12016/17 cycle),
issued in July 2017, have no impact on the Compary.

In preparing these finanaial statements, the Campany apoles tre

reconniuon, measurement and disclosure requirements of International

Financial Reporting Standards (1IFRS} as adopted by the tU (EU-adopted

IFRS), but makes amendnients where necassary n order to comply with

the Companies Act 2006 and has set out below where arvantage of

the FRS 101 disclosure exemptions has been taken

the recquirements of paragraphis 45(b) and 4610 52 of IFRS 2

Share-based Payment,

- the requirements of paragraphs 62, Be4id), Bedle), Bb4(), BE4ih,
BSA() ta BB, BEA NN, BEA(GNI, BEA(D), BEqHN, 865 and
B57 of IFRS 3 Businass Combinatons,

- the reguirements of paragraph 33(0) of (FRS 5 Mon-current Assets
Held for Sale and Discontinued Operauons,

the requirerments of [FRS 7 Finandal Instruments' Disdosuses,

- the requirements of paragrapls 91 to 39 of IFRS 13 Fair Value
Measurernent;

the requirernents of the second sentance of paragiaph 110 and
paragraphs 113(a), 114,115, 118 119%@to (), 12010 127 and 129
of IFRS 15 Revenue from Coniracis vath Customers,

- the regurement i paragraph 38 of IAS 1 Presentation of Finandial
Statements to present comparative information in respect of
paragraph 79I of 145 1, paragraph 730 of IAS 16 Property, Plant
argd Equipment, paragraph 118(e) of IAS 38 Intangible Assets, and
paragraphs 76 and 79(d) of 1AS 40 Investment Property,

the requirements of paragraphs 10(d), 10d), 16, 384, 388, 38C, 38D,
404, 408, 40C, 400D, 111 and 134 to 136 of 1AS 1 Presentation of
Financial Statemerts;

the requirements of IAS 7 Statement of Cash Hows;

1

the requirements of paragraphs 30 and 31 of IAS 8 Accounting
Policies, Changes in Accounting Estimates and Errars,

the requirernents of paragraphs 17 and 18A of 1AS 24 Related Party
Disclosures;

1

1

- the requirements in 1AS 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
10 the transaction i3 whaolly owned oy such a ramber; and

— the reguirements of paragraphs 130tF0n, 130N, 134 1o 134t

and 1351t 1356 of 145 36 mparment of Assets

i he Company intends 1o continue (o prepare its hinanwal statervents
in accordance wath FRS 101,

BAE Susiems
Annus Repnri 2418

In accordance with Section 40803} of the Comipanies Act 2006, the
Company 15 exempt froni the requirement to present its own iNcome
staternent. The amount of profit for the year of the Comrpany s
disclosed in the Company statement of comprehensive income and
Company balance sheet,

The financial statements have ceen prepared under the histoncal cost
convent on, as modified by tre revaluation of relevant = nancal assets
and fimanc.al iabihhos Gnduding denvative mstrumeonts),

Significant accounting policies

The significant accounting polices appl ed in e preparation ol
these indwicual frmanaal statements are sot out pelow, These pahicies
have been applied consistently to all the years presented, unless
otherwise stated

Investments in subsidiary undertakings and participating interests
Freed asset invesiments in shares in subsidiary undertakings and
paracipating interests are stated at cost less provision for impaiiment,

The Company recognises an INcrease 10 its Investmen?s in subsidiary
under takings in respect of the cost of share-based payment awards
issued by the Company to employees of the Comnany’s operating
subsichanies, with a corresponding entry 1o eguety.

Amounts owed by subsidiary undertakings

Amounts owed by subsidiaty undertakings are stated at amortised
cost including a pravision for expected credit fosses Tee {ompany
meastires the provision at an amount equal to kfetime expected
credt lossas, but thiz s not matenal to the financiat statements

as the probability of cefault 15 insignificant.

Other significant accounting policies
Qb siani:cant accounting policies a8 cans3129t weth tha
Group accounts.

Changes in accounting policies
IFRS 9 Financial nstrurments and IFRS 15 Revenue from Contracts
with Customers became effective on 1 January 2018,

The impact of the adoption of IFRS 9 is set outin note 37 10 the

Group accounts 11 add.on (o the nformation presented in rote 37,
the Company has receivables from subsidiary undertakings that are
withi the scape of IFRS 9. These were prev.ously dlass Tiea in the loans
and receivables category and measured at amortised cost under 1AS 39
and continue to be classiflied n the amortised cost category under
IFRS 9 35 thay are held wethin a business madel to collect contracted
cash flows and these cash flows consist solely of payments of principal
and interest While recewables from subsidiary undertakings are subject
10 the imparment requnements of ITRS 9, the identifhiod imparment
loss was wmmatersal as 1= probabilry of default 15insigfizant,

The adoption of IFRS 15 did nat have any impact on the Company
because the Company doés not have any revenue from contracts
w lh customers



2. Investments in subsidiary undertakings and participating interests

Cost
AT January 2018 8,458
AGIONS L Ll 28
At 31 December 2018 o o _ 8,516
Impairment provisions
At 1 January and 31 December 2018 o o 19
Net carrying value
At 31 December 2018 8,497
At 31 Decemper 2017 8,433
3. Trade and other receivables
2018 ut?
L
Current
Amounts owed by subsidhary undertakings 3,026 2,571
Amounts owed by Group joint ventures 7 5
Prepayments and accrued income 56 62
Other recevables o 13 s
o 3102 2,653
4. Other financial assets and liabilities
2018
ﬁAs;e;s NiLVial:;iriith; PN L\,,etr;rwhtx-s';
Ll £m fm tr N
Non-current
Cash flow bedges - foreign exchangs contracts - - - o}
Other foreign exchange/interest rate contracts 191 (164) 20¢ 215}
Deot-related denvativa finanzal instrumisnts — assets 87 - 79 -
' S 2718 (164 280 (216}
Current
Cash fow hednes — foeign exchange contracs - - - th
Other foreign exchange/interest rate contracts 129 (126} 145 1152)
Debt-related denivative finanzal instuments — assetstliabilin=s o % - s
I ) ' 207 (126) 145 (72

e
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Notes to the Company accounts

continued
5. Loans

2018 2017
7 B o o o _ - . _ _ o Em _ i
Non-current B
US$500m 4 75% bond, repayable 2021 392 369
£300m 4 125% bond, repayable 2022 399 398
US$200m § 8% bond, reoayable 2041 n 282

1102 1,059

6. Trade and other payables

2018 Jm

- - s o - - £m dm
Current B - B - B
Amounts owed to subsidiary under takings 7,555 7,299
Amounts owed to Group jomt ventures 869 884
Accruals and deferred incame 140 120
Other payables - ) o o - o .8 113
8,645 8416

7. Provisions

Non-current

Current . _ . _ N B
AT January 2078 N - )
Created 4
Utilised &
Released i
Met present vafue adiustments . e — . I I _— - 4
At 31 December 2018 ) ] ' ) 125
Represented by
Non-current 105
Current - - B ) ) o ] ) 20

125

The Campany holds provisions for contractudl costs that 1t expects to incur over an extended penod These costs are based on past experience
of similar items and reprosent managerant’s test estimate of the Iikaly outcome, but the amount of the outflows cauld d ftor sgmificantly from
Ure amoant provided and the tmiang of the 2utflows canrot be est mased reliably.

2 | 6 B4 Sisteras
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8. Retirement benefits

The Company parucpates in all of the Group’s JK pension schemes Reqular coinributions to the schemes are made in ire with the schedule
of commabbut ons ann a srate of opt ~tfunng s alicaten 1o partoipaTng emalzyess, Taa da ot allocatins methodology s basen or tre ralatve

pay oll cznbuteas of actne moaehecs Full dsclo: res rolating 17 these schemes ase given in note 27 10100 Srous acco.nts

Amounts recognised on the balance sheet
The table helows shows <he Company's share of the Graup's UK pension schemes after allocation to other paricpatirg employers

2018 20014
o - ) ) ) ) o ) ) ) fm e
Presert value of urfunaed obligations (62) 133,
Present value of furded obfigatinns {1,292} 17,326
Fair value of scheme assets 1,170 1,200
Company'’s share of net IAS 19 deficit {184) 1159,
Represented by
Ronromont cenchi surpluses 44 27
_Retireman: benefit ohl ganons s <) B 1]
(184) 1159,
9. Share capital and other reserves
Share capital
Disclosures n respect of the Comoany's share capital are provided i note 24 to the Grouy accounts
Other reserves
R re Heogineg
rasperve resvrve Iotal
L e fr
AUT January 2017 3 205
Amounts charged to hedging reserve | . _ .. ... @4
At 31 December 2017 202 3 (2 203
Amaounts credited to hedging reserve ) I
At 31 December 2018 202 3 - 205

=
3
=}
3
Q.
=N
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3
2
w

Statutory reserve

Under Sectian 4 of the British Aerospace Act 1980, this reserve may only be aoplied m paying up unissued shares of the Company 1o be allotted

to members of the Company as fully paid bonus shares

Capital redemgption reserve

The capital redemption reserve represents the cumutative nomiral value of the Company's arcimary shares repurchased and subsequently cancelled

Hedging reserve

medged transactions that have not yet occuned.

The radging reseive ¢a~prises the effective portion of the cumulative net change in the far valuz of cash fiow hedaing instrumens relatad

2l7
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Notes to the Cormpany accounts

10. Share-based payments

Qutions over shares of the Company have been granted to erployees of the Company under vanious plans Details of the terms and conditions

of gach share-hased payment plas are given i the Anndal rernungration report on pages 37 10 115,
. woe
Range of Weighted
exercise price average
of autstanding remaining
options  contracted life
I _ . £ Years
Executive Share Option Plar 3.01-6.49 8
Performance Share Plany - 5

The average share price in the year was £5 892017 £611)

11. Employees

igunheid
aurans
eraniny
contracied s

SRR 1 T
of oulHanoeg
QR 5ims

-

o £ o Yoars
301-648 8
- 3

The total number of employees of the Compary at 31 Decernbar 2018 was 1,509 (2017 1,134}, All of the Company’s emplayees work within

the Group's HG segment,

Total staff costs, excluding charges tor share-based payments, woere as follows®

Wages and salaries

Social security costs

Pansion costs - defined contnbution plans

Pension costs - detinad benehit plars

2018 2017

- fm i
103 86

1 9

3 2

R B
138 108

12. Commitments

Operating lease commitments

The Company leases land, buildings and vehicles under ron-cancellable operating lease agreements. The leases have varying terms, and none
of these 1ers represent unusual arrangements or wreate matenal Sherous or benehaal ighls or oblkgations

The future aggregate rnirnum lease payments under ron-cancellable operating leases and assodiated future minimum sublease income are

as follows:

2018 2017

7 o - -~ fm HE
Pi:j\y:-n1eﬂ"t-s due..-_ - - - o ) o

Not later than one year 15 14

Latet than one year and not iater than Tve years 62 56

tater than five years - - B _ o N - 1 E

96 83

Total of future iminimuim sublease income under non-cancellable subleases 6 8

34T G serns
Anroo Baporf 0 ]



13. Other information

Company audit fee

Fees payable 10 the Company's auditor for the audiz of the Cornpany's arri.al accourts totalied £2,000,000201/ £2,034,000: Feas payable
to Delo tte LR ara s assoniates 0 ror-auos services 2o the Compasy as not eoured 1o br d sdaserd becasse the Craup atccants aaclose
such fees on a comsolitaied nass ivee note 2 1o the Group accounts),

Related party transactions
Disclosures in respect of related party warsactions are provided in note 31 to the GroLp accounts

The Company also Fas amiaunts receivable from Aircrats Accessnres ara Components Co Limited of £9m12C°7 £7myi ard Arcraft Research
Assocaton timited of Ldm 12077 f4mbwhich are not wholly-owrea subsidiaries

Directors' emoluments

Under Schedule 5 of th e Large ard Mediun-Sized Compantes and Grouns (Accounts and Reports! Regulations 2008 (Schedute 5), otal
drectzes emoluments, excluding Compary censon cortibusans, were 16,937,880 2017 £8 748 281 *hese a~ounts are falculazea on
aafierent bass 2 emaluments in the Aroual iemane ation epot which ars calculatad under Sorenllle 8 of the targe and Meduim-Sized
Compan es and Groups tACcounts a=d Recaorss, iAmerdment; Requlations 2072 (h2hedu's 8 120130 Tacse coraluments weore paid “or then
senaices on behalf of the BAF Systomz Groap, Mo emaoluments relatcd spocfcally 1o ther work for the Company, iader schedule 5, the
aggregate gans made oy tne drectors from the exercso of share oplions = 2013 a3 at the date of exergise w3 £113 7452017 £7,502,325)
and the fel aggregate value o a received by director n 2018 from tong-term Incentve Plans as walcalated at the daic of westing was
£208,971 2087 £1,010,511; Lhese amounts are calculated on a different bass from the valuzton of share plan benefits under Schedule 8
1201300 the Annual remvaogration repart, Rziterment benefits are zocrung to one diractor in respect of defned benefit scheme: ard to two
directors n respect of detined contnbut o s eres

Company guaranteed borrowings
Barrowings by subsidiary undertakings totalling £3,197m (2017 £3,070mi, which are included in the Group's borrowings, have been
Ggudran:eed by the “ormcany.

Information about related undertakings
In accordance with Section 409 of the Companes Act 2006, a full s of trc Corpany’s subsidiar.es and sigaificzant noldings s insluded
in note 35 to the Croun accoun's,
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Shareholder
information

Registered office

& Carltun Gardens

London

SWITY 5AD

United Kingdom

Telephore, +44 {01252 373232

Company website' baesystems.com
Registered in England and Wales, No. 1473151

Registrars

Equiniti Limited (0140
Aspect House
Spencer Road
Lanung

West Sussex

BR99 60A

United Kingdorn

If you have any queries regarding your shareholding or need to notify
any changes to your personal detalls, please contact Eguinit

Fauiniti's website thelp.shareview.co.uk) ncludes 4 comprehensive
set of answers to many frequently asked questans relating to managig
2 shareholding. [f you cannct find the answer to your questio~, there
i5an ardne email form, witich wll help to enstte your quesion is
directed to the most appropnate tearn for a resporse, Alternatively,
you can call the BAF Systems Halpline on 0371 384 72044 o, from
outside the UK, +44 121 415 /058 Lines are open from 8 30am

1 5 30p— Monday to Mmday, excluaing UK bank holidays.

In addiuion, the following services are otfered to shareholders

- Shareview — online access to your shareholding, including
balarce niovements, indicative share prices anrd informanion
on recent paymeanls

- Dividend mandates - have your dividends paid directly into
arther your UK bank/bulding sccioty account o an overseas
bank account

- Dividend reinvestment plan (DRIP) - have your dividend
reinvested in shares purchased on the stock market

More infarmation on all these services can be found on Equinitr's
website (shareview.co.uk)

Beware of share fraud

Ivesiment scams are ctten sophisticaied and dithcult 1o spot.

Spot the warning signs

Fraudsters will often:

— contact you out of the blue,

- apply pressure to invest auickly;

~ downplay the risks ta your money,

— promuse tempting returns that sound toc goed to be true;

- 5ay that they're only making the offer avallable to you
ar even ask you to not e anyone else about it

If you're suspicious, report it

Yol can report the fiim or scam to the FCA by contacting
their Consumer Helpline on 0800 111 6768 or using the
reporting form using the link shown here,

If you've lost money i a scam, contact Action Fraud

on 0300 123 2040 or www.actionfraud. police.uk

American Depositary Receipts

BAE Systernis plc American Depositary Receipts tADRs) are traded
on the Over The Courter market (OTC) under the symbaol BAFSY,
One ADR veprezents “our BAE Systems ple ardinary shaies.

IP Morgan Chase Bark N A s the depositary If you should have
any quenes plaase contact

JP Morgan Chase Bank N A

PO Box 64504

St Paul

NN 55164-0504, USA

tmal jpmaorgan.adr@eq-us.com

Teleshone (toll free from within US and Canaday +1 800990 1135
Telephore from outside US and Canada. #1 651 453 2128

ShareGift

ShareGift, the share donation charity (registered charty number
1052686), accepts donations of small parcels of shares which may
bz unacoromic o sell Detals of the schame are avalabla from
shareGift at sharegift.org, by telephone on 020 7930 3737
or by emall. help@sharegift.org

Share price information

The middle market price of the Campany's ordinary shares on
31 December 2018 was 589, 7p and the range d.ur ng the year
wias 445 5p 1o 678 Ap.

For more information

Visit the Shareholder information section aof our website:
investors.baesystems.com

Financial year end _ 31 December

eral |  YMay 2018
3 June 2018

_ 31y 2019

? D_f.it_:emb_gr 2019

Annual Generel heetng
2018 final ordinary diade e
209 half-yearly results amnourcerent

2019 Interim ordinary divdend payable
2019 full-year results

- preliminary announcement

- Annual Report

2018 final preinary duodend payacle

Fedruary 2070
,Mdrf:,h 2020
Jgne ,,2_920,

How to avoid investment scams

B icjoct onevpected offurs

Scammers ustally cold call, but contact can also come by email,
post, word of mouth or at a sermenar. it you've been offered an
investment out of the blue, chances are it's a high risk investment
Or & scam.

Choeckthe FOA Worning st

Use the FCA Warning List to check the nisks of a potential investment
—you ¢an dlsc searcn o see f the firm iz known to be operating
without our authorisation

Gobmpartiod cavce
Get impartial advice before irvesting -~ don’t use an adviser from
the firmi that contacied you

1 Be ScamSmart and visk

| & www.fca.org.uk/scamsmart



Connect with BAE Systems
baesysterms.com

.

PR

Download the BAE Systerms
IPod Investors’ App

BAE Systems’ Investor Relaticns App
gives you all the latest investor and
financial media information you nezd
in an Pad-optimised App.
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Park is an £W'AS cerufied cormpany and its Enwranmental Maragement Sysizmas certfied
to 1S3 14007,

100% of the mks used are vegetable ail based, 95% of press chemtcals are recycled for
"oyoreeroved | forther use and, on average 99% of any waste assotiated with this praduction will be recycled.
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For more information
baesysterms.com

BAE Systems plc

6 Carlton Gardens

London

SWiY SAD

United Kingdom

Telephone: +44 (01252 373232
baesystems.com

Registered in England and Wales, No. 1473151
© BAE Systerns plc 2019 Al nights reserved
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